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‘Recent Developments In Stock Exch ange i

~ Executive Director
The Stock Exchange, Bombay

The stock markets of the country have
staged a strident advance since the begin-
ning of thie 80s. The quantum of capital
raised from the new issues market has
risen from a meagre annual average of
about Rs.00 crores in the 70s to about
Rs.4,200 crores in 1986-87. Despite ihe
selback in the current year, about
Rs.3.500 crores would be raised during
the current year. The daily turnover in the
secondary market has shot up {rom just
“’aboutRs.4croresin all the markets about
“"a decade ago to about Rs.100 crores in

1986-87, although in the current year, it

is about Rs.60 crores. The number of

shareholders has also risen sharply from

just about a million to 10 million during -

{his period, catapulting this country to
the. position of the third largest
“shareholding population nation nex{ only

to the United Slates of America and

Japan who are currently nursing about
50 million and 22 million shareholders
respectively. The number of recognised

‘Stock Exchanges in the country has also

- inercased {rom a stagnant figure of 8 il
1979 to 15 presenlly. '

All these changes have come about not
because of a sudden flow of dispassionate
Jove towards industrial securities out of
philanthropic approach bt out of a cool
calculation of returns from investment in
{hese securities vis-a-vis alternate chan-
nels of investment. As against an overall
negligible rise of just 2 per cent in the
index number of ordinary shares over the
60s and of about 60 percent over the 70s,

the rise since the beginning of 80s ‘has

" been about 110 per cent while the rise in.
. the index number of wholesale prices

during these periods has béen about 80
per cent, 160 per cent and 60 per cent
respectively. Equities have thus prove to
be inore than a hedge against inflation in

| “the 80s.

Despite the sharp growth in the activities
of Lthe stock markets, no serious altempt
has so far been made to tap the semi-
urban and rural argas whose annual
saving are al present aboiit Rs.16,000
crores. The four metropolitan cities of
Bombay, Dethi, Caleutta dnd Madras

account for nearly 60 per cent of -

thew .
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. nourishing over Rs.1,00,000 crores with
an annual accretién of about Rs.25,000 -
crores. Despite. the several concessions;. - {
the flow hitherto has hardly beenabout ' - qevelop
Rs.1.000 crores. Proper education and . have 2
simplification of procedural formalities.
.are rapidly called for to éncourage the &' . =%

shareholdings inthe country out of which
Bombay alone accounts for about 35 per-

cent. The shareholding population in
semi-urban and rural areas is estimated - tu ‘e the or U
~girailable for mobilisation. ‘There is a need

to be not more than 6 per cent. Attempt
t6 lure the investors from semi-urban and

rural areas and also citiés with a popula- .-
tion upto 10 lakhs needs tobe stepped up -

for acceleration of the flow of funds into
equities, T s e

Another r;ch5 'b:owll of funds is tile_' non-
resident Indians who are estimated to be

flow of these funds into thé Indian

markets.

‘1n the larger interest of ensuring develops

ment of the corporate sector, it is neces-
sary. that flow of [unds into industrial

- securities, particularly equities, does not
“receive any setback. For this purpose, it
~ is absolutely essential to take all precau-
. tions against attempts to hammer down
~ prices. Stock Exchange authorities. and

Financial Tastitutions have, therelore, to
be ever vigilant and take appropriate ac-

" tion frem time to time to ensure. this.

Stock Exchange authorities have
numercusweapons like margins, preven-
tion of further dealings, ban on ‘specula-
{ive transactions, minimum prices, etc.all

or seme of which can usefully be deployed-

to achieve this objective. Financial In-

stitutions who own over 30 per:cent of -

equities can easily supportthe market by
timely purchases in periods of recession.
This is, however, not to say Lhat stock
prices should be jacked up artificially on
a permanent basis. s

Inhovations are called for with regard to -

instruments in the primary market. The
non-convertible debenfures which till

recently had proved to be altractive have

~‘share which ‘was a no
~be made a potent ins
- mobilisation of resources. Besides other

-~ have a;
ivestmen

started fading away. Preference shares
have completely melted. away, from the
market. Equities and convertible deben-
tures are the only instruments presently

to ensure’that ron-convertible deben-
tures and prefercrice shares are not al-

lowed to vanish Suitable:changes in the

rms of these ifstruments can be made

torevivé their allurément to the investors.
~The. convettibie: cumulative preflerence

1-starter can also
strument for

istruments like zero

] “coupon bonds,
‘debentures o tap, warrants, mutual

funds. with private sector, etc. should be

ider spectriimi of choice for in-
industridl securities.

While new issues of unknown

- .. entrepreneurs without a track record get -

a lukewarm response, the public
response to good issues by eslablished
houses continues o be excellent. On an

_average,- equity issues were oversub-

scribed aboutseven (imesin 1984-85 and

-eight Uimes in 1985-86.on the ‘Bombay
* Stock Exchange with -several ol them
- petng over-subscribed more than twenly
 {imes. Heavy:over-subscription is a na- .
" {onal wasté and ways and means wilt

have to be found out to prevent such a

- waste.! Evolution:-of -a-tender system,
- restricting the number of céntres [or col-
“leelion of-applicalionymoney and keeping

the subscription list open for only one day

- cotild be some of the.measures that could

be _con'_sidered in this behall. -

Amajor malady of the new issues market

_is {he unofficial market where premium

rates are rigged up by the promolers, un-
derwriters, brokers and others inlerested

_in making lhe néw issues a success.

‘These premium rates not only disappear

. after the enlistment but the shares arc

either nol traded at all or are:quoted with

- adiscount, The dealings in this market
* should,, therefore, be curbed lotally so-

that the gullible investing public do not

dto ensure that the investor



that the gullible investing public do not
get misled. Alternatively, this market can
be regulated ‘altér: the prospectus ol a
company are filed with the’ Registrar of
Companics on an "as and when issued
basis" “as in some of the developed

countries of thesworld, /== 1o e

Innovations: are called: ot in:the: secon-
dary  market: too.The sharp. increase in
turnover has not generated the required
liquidity. Out-of the securities ‘of about
5.000 companies, listed..on. the stock
- markets, hardly BO-pér-cent of them get
traded in a-year: 122 shares in the
“gpecified group (in'which contracts need

not nécessarily résult indelivery as in {he
non-specified group; they canbe offset by
opposite: contracts.or carried forward
fromvione settlement period of 14 days to

another) in the fourmajor.Stock Exchan-

ges of Bombay, Calculta, Delhi and ah-

medabad account for 80 per cent of the
- (radifig“and even-out ol 1his, about 25
~'shdres account” for 75" per’ cent-of the
turnaver. In other words, 60 per cent of

) . about 25 shares. = - o

~{he turnover in-the'market is confined to -

“The ques lion of appointlng speciaiists orf

market makers in all the listed securities -
. who will'always give a give-lwo quotation, -

- as’in some of the ‘developed countries,

" merits- serious consideration: Such -
specialists or market makers must be of-
fered securities by the issuer-on lhe same.

terms at which the offer is'made to the

public. They should also be given liberal AréoLher fnajor area that needs imniediate
. attention is the odd lots’ which have
" proved to be a bug bear for the investors

linancial support [rom commercial
banks: Listing of a'security ona Stock Ex-
change only themn has a real ineaning: It
is heéar{ening Lo observe in this connec-
{iori (Al it has recently been decided by
the Presidents of Stock Exchanges to in-
sist on a sponsoring broker for a company

with-an issued capital of Rs.3 crores or..
- .more sceking enlistment. on Stock Ex- .
changes and more importantly for.the_ .
sponsoring broker (o act subsequentlyas =
a markel maker. The translation of this -

decision into practice will be waltched

with interest. .

There is a growing tendency for business
to be concentrated -in Bombay which
today accounts for about 70 per cent of

‘the furnover in the country. This is not,

conducive for allround: development of
the: securities industry in the country.
One possible. way to arrest ‘this: con-
centration is --to structure a national
market through electronic devices on the
lines of the National Market System in

USA which has linked up all the seven

leading Stock Exchanges in that country
and which enables an-irivestor sitting in

. onemarket buy at'the-cheapest possible
‘price prevailing in any other market and

sell'at the dearest possible price ruling in
any: other market. While we may take a

~few years to'structure sucha market in
“the country, a beginning hasalrcadybeen
"~ made by linking up electronically all the

‘thajor Stock Exchanges in the country for
the purpose of simultaneous display of
prices. and other related -information

through the PTI Stockscan Scheme, This

“will 1ot only lead {o Increased arbitrage
business  among different “markels bul
" also the developmerit of mofussil markets

as they are no longer, be required to wait

 for Bombay duictations which set the pace

of ‘the stock market operations in Lhe

.~ country. We should ‘also plan to extend
‘the palternof trading in specilicd shares

prevalent in major Stock Exchanges to

~ ‘miiner Stock Exchanges also subject, of

coirtse, (o proper checks and balances.
This will naturally incréase the liquidily
in {the minor Stock Exchanges. '

who normally receive 15% to 20% less

~ than the prevailing market price for sale
“arid have (o pay 15% to 20% more than
the ruling market price for purchase. The

. Bombay Stock Exchange has recenlly not
“only appointed 16 members of the Ex-

change as authorised dealers in odd lots

- but-also set norms for {heir operations.

The discouiit for the sale of odd lois can-
not exceed 10% if the price of the shareis



upto Rs.40, 7 1/2% for shares of the price
. from Rs.40 to Rs, 100, 5% for shares from
Rs.100 to Rs.300 and 5% or less for
shares above Rs.300. A special trading
session for one hour in a week has also
been  organised by the Exchange to
facilitate trading among the members.
The scheme has met with resounding
success and .deserves to-be emulated by
other Stock Exchanges. ' .

While the above measures are no doubt
welcome, companies should also appoint
frustees who should buy these odd lots
on a regular basis and give to the inves-
tors the net proceeds alter deducting the
expenses involved in consolidation and
disposal. Companies Act, 1956 canralso
be amended to permit companies them-

selves tobuy these shares, asin UK. and

CILSAL Y S

Insider trading is one ol the menaces
raging the Indian stock markets. While
insider irading is prohibited in almost all
the countries of the world, wilh strict
“penal provisions for violations, it'is in-
deed sad to note that neither the Com-
panies Act, 1956 nor the Sccurities
Contracts (Regulation) Act, 1956 con-
tains any punitive provisions against in-
sider {rading. The Government should
hasten legislation in this regard,
prelerably by an ordinance. - *

Restrictions on the curi‘ency of the {rans-

fer deed to a period of two months or Gill

the next book-closure, whichever is later,
have acted as a hindrance {o the spread
ol equily cull in the country, particularly
into the semi-urban and rural areas and
among Lhe NRIs,'The proposal contained
in the Companies Amendment (Bill),

Source:
: ‘Market -~

Souvenir publishe&_. on the occasion
- problems  and prospects,
' Exchange, Bombay on February 4, 1988. = -

1987 to extend the period of two months
to -twelve months is welcome, but by it-
self; These restrictions need to be done
away with to ensure free liquidily and
transferability of shares. Besides at-
tempts to immobilise movement of
securities -by establishment of Stock
Holding Corporations on the lines of
Depository Trust Corporations. in. the .
USA. should be made on-a priority basis.
Ultimately 'we should plan to journcy
towards a certificate/less: society as:is
being planned by U.K. Late Mr. P.J.
Jeejeebhoy, Chairman-of the Bombay
Stock Exchange, had submitted a blue
print in this behalf way back in 1979, A
High-Powered Commmittee may be ap-

pointed to" exclusively: look 'into. these

problems and come.to:an. early. con-
clusion from a totally objective angle sans
inhibitions and shibboleths. - .- SRR

Confidence of investors can be sustained

_if only it is ensured that the securities
they give to Lhe stock brokers for saleand .

the money they deposit with. {he stock-
brokers for purchase do-not get wilted
away by their default. The Customers
Protection Fund established by the Bom-
bay Stock Exchange in October, 1988
guaranteeing {0 each investor an amount
of Rs. 10,000 in respect of his genuine in-
vestment claims in case of a default by a
member of the Exchange is a significant

" step towards-this! end. ‘The-amount.ol

Rs. 10,000, however, needs to beraisedto -
a much higher level, infact, ultimately; to.

the total amount-of claims, - '+ =

_ All these and several other measures are

called for if thé Indian Stock Exchanges
have really to prove {o be citadels of

shareholders’ democracy in this country. -

of ' Seminar . on Capital
organised by the . Stock



R@gulatmn of Stock Maﬂmts and
Investor Pmte@tmn

' by
Mr. M.R.Mayya

Executive I)irector,' |
The Stock Exchamgéy

Proper regulation of the market and due protection of the investors are the sine qua
son of a healthy functioning of a Stock Exchange anywhere in the world at any
point of ime Control and regulation over the functioning of Stock Exchanges have
come only when either the ‘markets have not been regulated properly or the
irnterests of the Investors were affected adversely. The Great Crash of the Black
Thursday, the 29th October, 1928 in the U. S.A. resulted in the enactments of the
Securities Act of 1933 and the Securities Exchange Act of 1934. A far more severe
crash of Thursday, the 19th October, 1987, is bound to lead to tightening of
controls and regulations and several investigations into the causes of the debacle
are already on. Even in our own country, it was that which led to the initial
f ﬁulation of the Stock Exchanges in the erstwhﬂe State of Bom‘oay by placing the



Bombay Securities Control Act of 1925 on the statute. This was subsequently
followed by the Securities Contracts (Regulation) Act of 1956 of the Union
Government with the subject of Stock Exchanges being included in the Union List
in the Constitution of India and the frontiers of regulation being extended to the
whole country. -

Two-tier Layer of Regulation

We have in this country a two-tler layer of regulation, cne by the Government and
the other by the Stock Exchanges themselves. The governmental regulation is
mainly confined to application of the various sections of the S.C.(R} Act to the
different parts of the country. grant of recognition to Stock Exchanges, approval
of Rules/Articles, Bye-laws and Regulations’ of Stock Exchanges, making or
amending suo moto Rules and Bye-laws of Stock Exchanges, actingasan appellate
~ authority in respect of listing and delisting of securities and suspension of trading

in securities, appointment of key personncl of the Stock Exchanges like the

President, Vice-President, Chief Executive Officer, Public Representatives and
government nominees, issue of directions and guidelines relating to the entire

gamuit of working of Stock Exchanges, redressal of grievances of investors, efe.

Under the S.C.(R} Act, the powers of the Government are far wider than these.
Government can make enquiries into the affairs of Stock Exchanges and their
members, supersede the Governing Boards of StockExchanges; suspend business
at Stock Exchanges and even withdraw recognition granted to them although
recourse to these powers 1s not normally made. By and large, _Govemment has
ewolved the philosophy that Stock Exchanges have themselves {0 regulate their
own activities and that its functions are mostly of an overseeing nature. Thisis
in tune with the systems and methods by most of the countries of the world which
have Stock Exchanges. Even in the U.S.A., which has one of the strictest
framework of govemmentai regulation, Stock Exchanges have been granted the
requisite autonomy to regulate their own day-to-day afairs. Thisis mainly so not
because Stock Exchanges are considered to be the best judges of the situation but
beacause they arein possession of full information at any given situation and time
is of supreme importance in the control and regulation of Stock Exchages. Delay
in action even by a few hours, not to speak of days, can cause disaster in the
market. '
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Regulation by Stack Exchanges - SR

Regulation of the stock market by the Stock Exchages covers the entire
gamut of the operations, beginning from the enrolment of members and their
authorised assistants, enlistment of securities of companies and disciplining their
activities all the while, besides exercising control and regulation over trading.

Membership of Stock Exchanges is subject to severe monetary contraints.
Aperson has to purchase a card which currently costs Rs.7.511akhs at the Bombay
Stock Exchange. He has also to pay a security deposit of Rs. 2 lakhs. Besides, he
should have adequate working capital and a working place.” The educational and
professional qualifications, which are at a low level today, will progressively be
raised in the years to come. Above all, he s subject to a strict code of conduct and

~ any misconduct or unbusiness like or unprofessional conduct would render him

liable to disciplinary action ranging from warning to expulsion dependirig upon the
gravity of the offence. Much to their chagrin about one fourth of the members, of
the Bombay Stock Exchange come under some form of disciplinary action or the
other every year. -

Listed Companies

Companies seeking enlistment of securities on Stock Exchanges have to comply
with a very strict schedule of listing requirements beginning from the requirement
of public offer till the execution of Listing Agreement comprising 41 clauses. The
Agreement is in the form of a covenant designéd to facilitate smooth and orderly
trading in the market and to protect the interests of shareholders and others who
invest or deal in securities. The Agreement, inter alia, provides for prompt transfer,

_ vegistration, sub-division and consolidation of securities into market lots without

any special charges, notifying the Stock Exchanges immediately about the total
turnover, gross and net profits, appropriations inciuding dividend distribution,
increase of capital by issue of right or bonus shares, any proposed change in the
general character and nature of business etc., submission of annual reports,
notices and circulars sent to shareholders, annual schedules showing the distri-
bution of securities etc., publication of half-yearly reports about the working and



earnings of the company, offer of right issues to the shareholders together with the
right of renunciation to be accepted/recorded within a reasonable time, not being
less than four weeks, payment of dividend warrants/payable at par at certain
specified centres, comparable offer to the minority shareholders whenever some-
body secures the effective control of the management ofa company or acqmres 25%
or more of the voting capital of the company at a price not lower than the price at

‘which the shares of the company have been acquired, etc. With a view to ensuring
thatalisted company does not actin a flippant manner, the Agreement also ordains -

that the company, unless the Stock Exchanges agree otherwise, will not without
the previous permission of the Central Government vmthdraw its adherence {o the
Agreement. :

Unlike the member of the Exchange who can easﬂy be subjected to various
forms of disciplinary actions like warning, reprimand, censure, fine, withdrawal of
all or any of membership rights, suspension and expulsion, the only two actions
that can be taken against an errant listed company are suspension of dealings in
thelr securities and delisting their securities both of which are against the interest

of the shareholders. The Bombay Stock Exchange, however, made a beginning in’

1987 by suspending dealings in the securities of four companies for a token period

of one to three days and th!s did create quite a stir in the corporate world. There
is a need to clothe the Stock Exchange authorities with powers to fine such
companies and in suitable cases even to launch prosecutions in Courts of Law
against the company and its Directiors. | - o

Control and Regaﬁati@m over "E‘m&ﬁﬁig;  ‘

‘The basic objective underlying control anc‘i reguiatmn over tradmg in
securitles s to prevent excessive speculation and defaults.

Excessive speculation can and does cause wide and sharp fluctuations in prices

_to the detriment of the market as a whole while defaults shake the very foundation

of the functioning of the Stock Exchange. Itis, however, rather difficult to assess

in precise terms as to what is the desirable degree of speculation and what is not. -

Any quantitative approach like the proportion of deliveries to the volume of trading
or of the extent of fluctuations to the turnover can be exercises in futility.



Paradoxical as it may appear, generally a larger volume is accompanied by a
narrower range of price fluctuations. It is precisely because of this that the
movement of prices on the Bombay Stock Exchange, which accounts for about two-
thirds of the business of the country, is more orderly with oscillations being
confined to a narrower groove, as compared to other Exchanges. Nonethelesss, it
is absolutely necessary to curb excessive speculation, both on the bullish and
bearish sides and what is more important, in time, and at times a qualitative
approach like the feel of a situation may be more useful in arriving ata conclusion
in the matter. This is not to say that the various monitoring mechanisms evolved
to constantly guage the market activities are not helpful. In fact, at the Bombay

- Stock Exchange daily reports of operators having outstanding business above 0.5
per cent of the paid up capital of a company and of the major ten operators, five
on the purchase side and five on the sale side, in a serip whose outstanding position
is above 2.5 per cent of the paid up capital of any company are, among other things,
being constantly monitored and these have proved to be extremely helpful in
tracking down speculative activities,

Defaults which could be due either to excessive speculation or to entering into
commitments beyond one's financial capacity or to a combination of both or even
to sheer wanton volition not to honour the commitments, all of which are
deplorable, the last one being the most disgraceful, have a shattering effect on the
market. While all the other members of the Exchange who have had contractual
obligations with the defaulting member have to bear these losses in respect of
market labilities, the clients of the defualting miember have to foregb their hard-
earned savings. Customers’ Protection Fund, which guarantees payment to a
limited extent in respect of genuine investment claims, is only a palliative and not
a solution. While to ensure total prevention of defaults in a Stock Exchange is
almost impossible, certainly all attempts should be made to minimise the same.

Regulation and control are mostly confined to trading in specified shares in which
transactions can be carried forward from one settlement period of 14 days to
another. The facility of carry forward has an attendant risk attached to it and it
is necessary to ensure that this risk is duly covered by various devices..

Trading in specified shares is at present conducted at the four major Stock



Exchanges of Bombay, Caleutta, Delhi and Ahmedabad which have 70, 51, 32 and
18 shares respectively in this group. Eliminating the common scrips; the total
number of shares invoved is 122 out of about'7 500 stock issues of about 5000
~ companies listed on these Exchanges. About 75% of the turmover on these

Exchanges is accounted for by the specified shares. .

For a share to be in the specified group, it must sé.tisfy certain distinct norms. The
paid-up capital of the company should be at least Rs. 5 crores with a market
capitalisation of Rs.10 crores. There should be a large number of public
shareholders, preferably more than 20,000. The com;jany must be a grdwth—,'
oriented one with a consistent dividend record. The share should have been listed
for a minimum period of three years. Above all, there should be brisk trading in
the share, indicative of investor interest. There is no permanency attached to the
list. It is constantly revivewed, with additions and deletions taking place once in
six months or so. Managements of companiés have no say whatever in 'thé _
determination as to whether or not a share must be in the specified gorup. This
is the sole prerogative of Stock Exchange authorities for whom public interest and
{riterest of trade are the only guiding factors for the determination of the list:

Contrary to the general belief, Stock Exchanges have several weapons in their.
armoury to ensure that trading is being conducted in an orderly and systematic -
manner and that settlements take place in time and without any hitch. The major
weapons deployed for this purpose are explained in the following paras.

Margins

Three types of margins are deployed to re gulate the market. First, daily margins
~ are collected in respect of every contract outstanding at the end of the day. These
are normally payable in about 30 to 35 scrips out of the total of seventy scrips in
the specified group. Rates of margins vary from about 10% to 25% in respect of
about 15 volatile scrips and 5% to 10% with regard to others. Ina rising market,
bears pay at about 50% of the rates payable by bulls and the possition is reversed
in a falling market. The higher rates against bulls in a rising market and against
bears in a falling market are recognised as a prlée corrective measure dissuading

10



the bulls from purchases when the market is buoyant and the bears from sales

when the market is depressed. There is no fixity about these rates and are often
changed to be in tune with the constantly changing market situation. Calling for
stability in these rates, as isbeing done by a section' is dxsplaymg 1gn0rance of the
objective of the margin requirement, '

Daily margins are payable on the gross possition of a member i.e, cumulative
aggregate of purchases and sales outstanding at the end of the day entered into by
the member with other members in the market either on his own behalf or on behalf
of his clients without setting off the purchases of the clients against the sale of

another and vice versa. Besides, they are also payable on the transactions put |

through directly between clients of a member and on his transactions with his
clients as a principal. Daily margins are, however, not required to be paid for
purchases in respect of which an-approved Bank gives the Clearing House an
irrevocable guarantee that it will take delivery of the securities on the due dates and
for sales if the securities tenderable against such sales are deposited with the
Clearing House of the Stock Exchange or if an approved Bank gives the Clearing
house an irrevocable guarantee that such securities are in its custody and will be
delivered by it on the due dates. Thus purchases and sales which result in actual
delivery can get themselves exempted from payment of daily margins. Members
are also given the facility of adjusting the margin for the business done in the one
security against the business done in any other saecurity.' Actual calculation of
daily margin is quite a cumbersome matter leading at times to shortages in
payment even by members who desire to adhere to these requirements serupu-
lously. In all such cases routine penalty at the rate of 2% of the amount is levied
on such defaults besides collection of margin money and withholding the same for
‘the period of a fortnight. Habitual offenders are, however, subjected to more severe
punishment, including suspension. '

The second type of margin is the carry-over margin payable by members on the
aggregate of the net balance of ;jurchases and of sales carried over from one
settlement to another on account of each of their clients and on their own account
as prinmpals. in all the specified shares, irrespective of whether or not dauly
margins have been made applicable to these shares. While the minimum rate of
carry-over margin is 3% of the making-up  price i.e. the price at which the

11



transactions are carried over from one settlement to another, generally it is about
5% to 25%. As in the case of daily margin, the rate of carry over margin is higher
inrespect of purchases in arising market and in respect of sales in a falling market.
In fact, a part of the profit is always impounded, the attempt thus being to use this
weapon also as a price corrective measure. As far as possible the rate of carry over
margin is not pegged below the daily margin rate. While calculating the carry over
margin the daily margin already paid. however, gets subsumed.

The third type of margin is the adhoc margin which are collected from
individual members who are indulging in excessive speculation or in speculative
activities beyond their means. At the Bombay Stock Exchange, however, all
members having an outstanding position above Rs. 3 crores are required to deposit
adhoc margins at the rate of 10% of the business above Rs. 3 crores as a matter
of routine. The weapon of adhoc margins needs to be used very tactifully asattimes
insistence of collection of adhoc margins can force a party to default rather than
pay these margins. ' ' S R

In addition to adhoc margins, further adhoc margins are collected from
members in case of a precipitate rise or fall ini the price of any security.

Members are fully entitled to collect the margins from their clients. While |
collection of carry-over margins is done as a matter of routine, members are
reportedly experiencing some difficulty in collection of daily margins as all clients
have not got used to this requirement. R = S

Margins-daily, carry over and adhoc-have pfoved to be the most potent
weapon of regulation. The Bombay Stock Exchange had at the height of boom in
1985 impounded as much as Rs. 25 crores by way of margins and that was mainly
responsible for prevention of any default despite the unprecedented rise in share
values.

There is a tendency to confuse our system of niafginé with margin trading
in the U.S.A. In the U.S.A., a stock bought must result within five business days
in taking of delivery and full payment for the sameé has to be made. There is no |
provision for carry-over asinIndia. The investor has the facility of paying cash upto
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the stiputiated extent which is set by the Federal Reserve Board and which is at
present 50% and the balance 50% is paid by the broker throu gh a “broker loan”
obtained from a bank and collateralized by the purchased stock. Thus full payment
is made for the stock purchased while in India, differences are settled between the
contractrate and the settlement price (technically called the making-up price) fixed
by the Stock Exchange authorities on the last day of the settlement period on the
basis of the closing prices of the day. The margin money requir’ed{'_to be collected
here is a cover against the likely adverse movement of pricés while the margin
money in the U.S.A. is the amount funded by banks into the security industry and
there just cannot be any comparison between the two. Yet it is strange that this
is being done, even by the erudite. : -

Limits on B“Sint":ss:-'_ i

Limits on the outstanding business of a member are imposed with a view to
preventing destabilisation of the market because of the irn‘pé.c’f of large holdings on
the movement of prices. A large market with a number of players is always a more
stable market then one with a few players. At the Bombay Stock Exchange, the
limit is Rs. 3 crores on the aggregate of all outstanding purchases and sales which
can be carried forward from one settlement period to another and Rs. 5 crores at
any point of time, irrespective of whether such business results 111 actual delivery
or not.

At times, particularly during periods of bullish fervour or bearish grip in the
market, limits are also imposed on the total volume of business of a jobber. The
object is that the facility of jobbing, without which market operations become
difficult, should not be misused to accentuate the trend in the market. In 1987
when the market was generally ruling depressed, a limit of Rs. 5 lakhs per jobber
which was subsequently raised to Rs. 10 lakhs was in operation at the Bombay
Stock Exchange most of the time. ~

Prohibition of further Dealings

. Alarge volume of cutstanding business in any scrip at any point of time can prove’

to be a constant danger to market stability. Itis, however, rather difficult to specify



the plimsoll line beyond which outstanding business should not be permitted to
be accumulated as this depends on a number of constantly varying factors like
pattern of holdings, floating stocks, etc. Nonetheless this is a very potent weapon .
. often used by Stock Exchange authorities to control trading. Dealings in the share
of the company concerned are then permitted only with the outstanding business
being however, permitted to be liquidated on a spot ddelivery basis/. Normal
trading is resumed only after the outstanding business - gets reduced to a
reasonable level, At times compulsory liquidation of the outstanding business by
20 percentage points in each settlement so as to reach the zero level of outstanding
business in the course of about three months is also ordered.

It would be a good guideline to follow that whenever outstanding business In any
security exceeds say 5% of the paid-up capital, then automatically furthe;'- 'dealingé
in the security should be prohibited except for the purpose of liquidation and
trading in the security should be permitted only on a spot delivery basts.

Resumption of normal trading may be permitted only after the outstanding
business shrinks to a level below say 2.5% of the paid-up of the security. Such
automatic checks with sultable further modifications, if need be, can allay
apprehensions of unbridled speculative activities having a sway over the market.

Floor and Celing Prices

Steep declines and sharp advances in prices need to be prevented as they can
totally upset the applecart and create insoluble problems. This can be done, albelt
temporarily, by fixing floor prices in the case of declines and ceiling prices in the
case of advances. Such floor and ceiling prices give time for the market for a pause
and a rehabilitation and it has generally been the experlence that prices do tend
to correct themselves by this measure. This cannot, however, be a long-term
measure as prices in the ultimate analysis have to be determined by the normal
forces operating in the market and cannot artificially be propped up or pegged down
and any attempts to doso would lead to unhealthy practice of the premia above the

ceflings and discounts below the floors being privately settled.. S

'Following a sharp decline in prices in November, 1986, the Bombay Stock
Exchange authorities had fixed the closing prices o 30th Novermber, 1986 as the
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floor prices and these were operating from the lst December, 1986 to 1Sth
December, 1986 when the prices starteed recovering and were quoted above the
floor levels.

Prohibition on Speculative Transactions

Speculative transactions i.e. transactions which do not result in delivery, popu-

larly known as short sales and long purchases, lend breadth and quuidity to the

market absorbing large orders of purchase or sale with relatively narrow bulges in

prices. Without these transactions, market operations become difficult, often

aberrated and disjointed. However, there are occasions when these transactions
can and do aggravate the situation, aithough it is rather difficult to pinpo}nt such

sttuations. Nonetheless one can perhaps say that a sustained period of boomi or

a prolonged bear phase could be such occasions when prohibitions on speculative

transactions could be imposed to resile the market from the continuing trend it is

aserting itself into.

Except for a brief period from the 12th May, 1987, till 23rd June, 1987, there has
been a ban on speculative transactions right from the 9th March, 1987 till the 19th
October, 1987. While the ban was limited to short sales only during the period, 9th
March, 1987, to 11th May, 1987, the period from the 24th June, 1987 witnessed
the ban on both short sales and long purchases. As the bearish sentiment was
rather too pronounced, the Stock Exchange authorities had even imposed the
drastic requirement of physical delivery of shares within 24 hours initially which,
however, was raised to 72 hours subsequently.

Trading on account.

Insistence on physical dél’ivery of all transactions had virtually stultified the
market with the turnover tumbling down to less than one-third of what it used to
be in the normal times and thereby rendered the market less liquid. Although the



méasu_re did have the desired effect of moderating the price fall, the growing
illiquigiity in the market became a matter of concern. A new concept of trading -
on account on the lines of the current pattern of trading on the London Stock
Exchange was developed by the Informal-working Group on “Current system of
restrictions on Trading in Stock Exchanges” set up by the Controller of Capital
Issues with Dr. S. A. Dave, Executive Director, Industrial Development Bank of
India, as the convenor. Trading on account permits free trading during a
settlement period with all the transactions entered into during the period either .
resulting in delivefy or being offset by opposite transactions. There cannot,
however, be any carry forward of transactions from one settlement to another.
Trading on account has been operative since the 22nd October, 1987. Although
the valume of business continued to be low initially, the turn-round in prices -
from the 11th December, 1987 did bring about an improvement but only to a
limited extent. It is only the carry-forward facility which can improve the
liquidity as the operators having continuously an outstanding position in the
market are always on the look out for covering their position either to.book
profits or to cut losses. Itis again the facility of not taking or giving delivery and
also of not being required to liquidate the position before the end of the.
settlement that facilitates free entry of operators into the market. These
speculative activities with proper trammels and controls act as a constructive
and dynamic force in forging a broad and liquid market. -

Band of Limits

Part and parcel of trading on account recommended by the Dave Committee was
introduction of the concept of band of limits on movement of security prices to
reduce the hazards involved in sharp fluctuations and make the movement more
orderly and evenly. Limits were imposed not only on the daily two-way movements
in prices as compared to the previous day's closing quotation, but also on the extent
of fall or rise during a settlement period in relation to the making-up price of the
‘previous settlement period as under : R '

16



- Market price Daily limit of ' Settiement period limit

of the share price fall or price rise of price fali or price rise
Upto Rs. b0 10% 20%

Above Rs. 50 upto 100 - 7.5% 15%

Above Rs. 100 5% 10% |

W1th a view to prowdmg a better leeway for the upward movement of pmces the
settlement period limit of price rise was doubled from the 30th November, 1987.

In respect of shares of the market price upto Rs. 50, the séttlement perlod limit of
price rise was thus raised from 20% to 40%, for those above Rs. 50 upto to Rs. 100
from 15% to 30% and for those above Rs. 100 from 10% to 20%.

Whenever the price of a share shows a tendency o cross the limits set by the above
bands, the share is transferred to spot delivery list for that settlement perlod and
is retransferred to the specified group only in the next setﬂement

_ Sacrosanct as the above Iimits are, they are required to be altered at times due to
a change in fundamental factors warranﬁng a change in the level of prices.
Broadly, the following factors act as guldelin_es for relaxing the price bands

(i)  Working results of companies, including half yearly resulsts
(i}  Deliberations at the Annual General Meetings;

{iify Take-over bids; '

(v) Strikes and Lock-outs; :

(v}  Changes in the excise and customs dunes,

(vii Changesin admimstrative pnces

It is rather premé_ture to pass anylv.e_a__lu_e_ j'udgé_mé.r:lt 'ph the efficiency of the price
bands as an instrument for regulation of the market. Yet the fact that once the
limits are reached an operator is denied theright to cut short his lesses which might

17



result in his inability to meet the( market liability s;lbsequently is a factor which
needs consideration.

Closure of the Market

In extreme cases, and dnly in extreme cases, when it is feit that the market is in
a totally demoralised condition, closure of the market is ordered so as to giVe a
pause for the market to reassess its own mood and to correct itself. Opinions oh
the sagacity of such a step are, however, divided. Except the roller coaster market
of Hong Kong, none of the global'marketS'cIdséddé‘spit’e the worst ever disaster on
the 19th and 20th October, 1987 and even the talk of the closure of the market was
considered to be “crazy”. o BRI R O

" Regulation of Cash Market

Although the regulatory weapons are generally applied only to the specified group
of shares to control speculative excesses and not to the non-specified group of
gecurities as transactions in this group have generally to result in delivery,
speculative activities threatening the stability of the market are at times witnessed

" in this group too. The regulatory measures, particularly margins and shifting the
shares to spot, are then extended to this group and these are continued till such
time normalcy gets restored in trading. |

Vital as the instruments of regulation are without all of which no market should
be allowed to function, it is pertinent to note that clogging the market with too stiff
2 dose of correctives would stullify the market rendering the smooth working rather
difficult. All these meastures should act as checks and palances. to control and
regulate excesses and not as obstacles and roadblocks to the orderly and
systematic fucntioning of the market which always acts and reacts to a host of
factors constantly changing and which is propelled by the collective judgement of
hundreds and thousands operating simultaneously on the market. The marketis
like a national poll and any attempts to throttle the functioning of the market is like '
attempting to aberrate the judgement of the people. - ' '
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Resiliency of Indian Stock Markets

The Indian Stock Markets have displayed a remarkabie .d'eg'fee_ of poise and

stability, thanks mainly to the checks and balances inbuilt in the sySté_m and the

-various timely and effective measures taken by the Goir‘efnniént and Stock

Exchange authorities from time to time. As per a study conducted by the Bdmbay ‘
Stock Exchange the average annual fluctuations of all India Index Number of
security prices of ordinary shares of the reserve Bank c}f Indiai was only 22.1%
during the period 1980 to 1986 which was on Aﬁar‘ with the cérr'e'sp_qndmg figures
0f 22.0% of the London Stock Exchangeand 23.9% of the New Yor_k Stock _Ekchange

and well below lthe average of 30.2% of 15 leading countries of the world.

- Contrary to the general belief, it is the specified group of shares subject to total

control and regulation that has proved to be more stable th_ah ‘the 'n‘or}-speciﬂed
group. The average annual range of fluctuations of ten leading scrips in this group
on the Bombay Stock Exchange during the period J anuary, 1984 to June 1987 was
50.8% as against 53.5% in respect of fen leading scrips in the non-specified group

during the same period. Thereotically, therefore, there is a case for extending the

list of specified shares.

12



Investor Protection

The cardinal objective of regulation of Stock Exéhanges the world over is protection
of interests of the investors and that is the objective in this country too. In fact,
nio Stock Exchange 1s'gr'anted recognition by f:he Government of India unless its
f{ﬁie's', Bye-laws and Regulations aré in conformity with such conditions as may

‘be prescribed with a view to protecting the interests of the investors.. = -

" The various provisions embodied in the Rules, Bye-laws and Regulations of Stock |
‘Exchanges to protect the interest of the investors include consent of the client
before a member enters into a contract with him as a principal, issue of & contract
whether as a principal or as an agent after the contract is entered intb. right of the
client to close out an unfulfilled contract through any other member of the
Exchange, lodging of a compiamt against any member who fails to implement the.

- “stockbroking business with the Stock Exchange authorities who can take discipli-

nary action including suspension against the fnerhber if they are satisfled about

the pomplaiﬁt, reference to arbitration, etc. Lack of adequate knowledge on the
part of the investors in this behalf, however, erodes greatly the pr‘(’)te‘cti've COVEr.

Added to this is pefhaps 'tﬁe hesitanicy on the part of the Stock'. Exchange

authorities to be totally impartial in matters of disputes between a member and his

client despite invocations in this regard from Government.

Inadequate as the shield to cover the interest of investors is, the problem becomes
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a lot complicated because of the mediation of the sub-brokers who are not
registered and on a rough reckoning the 3000 membérs of Stock Exchanges have

atleast 20,000 such sub-brokers Authorised assistants who act as sub-brokers

' numbering about 10,000 are, however, subject to some degree of control as they

are registered with the Stock Exchanges. These sub»brokers-.- inciuding the

authorised assistants, are entitled neither to jssuie contracts nor bills","f'el'ating to -

contracts. Yet they do so, although these are illegal, giﬁng'.apﬁéréﬁﬂy the stamp
of authority to such contracts The delinquent among the sub-brokers collect all
the credits from the member and retain with them most of these credits without
passing on the same to the clients and thereafter vanish from th'e scene without
any trace. Members invariably plead their inability to do anything inthe matter

driving the hapless investor to total grief. The Bombay Stock Exéhénge ‘has

recently issued a press note drawing the attention, of the public to the cotrectlegal _

position in the matter with a warning not to be misled by the sub brokers. This
has, however, created a serious problem to the members as ‘several of them do not
have the wherewithal to serice the clients built throu gh sub-brokers. The iquestion
of permitting these sub-brokers to lissue contracts by registering them and even
enrolling them as associate rxiembers by amending suitably the status is a matter

requiring urgent attention.
Be that as it may, Stock exchanges have evolved a number of measures to alleviate

the grievances of the investors and to grant them progressively greater degre-e of

protection. Some of major measures in this regard are dealt with in the following

21



paras.

Investors’ service cell

The Bombay Stock Exchange had established a Complaints cell about 7 years ago
to look specxﬁcally into the complaints of investors In pursuance ofa Govemment '
directivc the Cell was not only rechristened as the Investors’ Service Cellin 1986
to demostrate clearly the service charagter of the Cell but also strengthened with
asenior ofﬁcer leading the cell to render expediticus semce tothe investors About
2, 000 complaints are received by the Cell every month and out of this about 94%
are against listed companies and the balance against stockbrokers. In 1987 the
Exchange received in all 22,508 complaints - 21,169 against listed companies and
1, 339 against members. The complaints against companies mainly related tonon-
receipt of refund/ allotment advice, non receipt of securities transfer of securities.
non receipt of interest/dividend, non-receipt of lbrokerage and under\mnting
commission, etc. Against members the complaints are primarily about non-receipt’
of securities bought, non-receipt of sale proceeds, , non-receipt of payment of

profits, etc.

The Investors’ Service Cell triés its level best to redress the grievances as expedi-
tiously as possible. In fact, in all the communications to the investors they are
requested to contact the cell if their grievances are not redressed within a

reasonable time, thereby clearly indicating to them the earnestness of the Cell to
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resolve the problems of the investors. Outofthe 21,169 complaints received by the

cell in 1987, 16,557 complaints were disposed of.

When the attempts of the cell to resolve the dispute between a member and his
client do not succeed due to claims and couriterciaims by the disputants, the client
is requested to refer the matter to arbitration. Such cases are, however, relatively‘

few.

Arbitration

A client or a member can refer any clejm, difference or dispute with a me‘mberor
a client, as the case may be, for arbitration ?under the Rules. Bye«lau}s and
regulations of the Stock Exchange.: Arbitratié)'n has to be conducted by two- |
members of the Exchange, one to be appointed by each party, In "‘e':as‘e'of any
difference between the two arbitrators as to the award, they can appoi'rit anumpire

from among the members of the Exchange Dunng 1985, 1986 and 1987 40, 68

and 136 arbitration cases have been filed out of which 25, 21 and 48 cases

respectively have been disposed of.

Although arbitrators are’ normaliy required to give the award thhin four months .

quite often there is delay due to the protracted nature of the proceedings whzch has

' a frustratinge effect on the claimants. We at the Bombay Stock Exchange are

serously tyring to evolve a shorter system of these proceedings so that justice is



adminstered in time.

There is a feeling that members of the Exchange, who alone are entitled to‘ sit as
arbitrators may n'ct al&ays be as objective as 'is:requifed'. Thisis not normally true.
Yet as dispensation of justice has not only to be objective but also appears to be
so, the question of having outsiders like retired judges having the requisxte

expertise to act as arbitrators needs favourable consideration.

Customers’ Protection Fund

Whenever a member of a Stock Exchange is declared as defaulter, the net‘ assets

| remaining in the hands of the Defaulters Committee after defraying costs, charges

and expenses relating to the realisation of these assets are utﬂised to satisfy ﬂrst' ‘
the-claims of the Exchange and the clearing House run by the Exchange and then
the a_dm'itted; claims of members of the Exchange against the defaulter cn aprorata
bass. Only if any surplus is left thereafter, the claims of the clients of a defaulter
member are considered by the Defaulters’ committee. The clients can, no ldoubt,
go In for arbitration with the Exchange in respect of their claims and obi_;airi awards
in thelr favour and thereafter get the same filed in a Court of Law for decree. The
decrees, _‘however cannot generaﬁy be executed as the defaulter invar_iably

disposes of all assets before he is declared a defaulter
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Lack of suitable protection to the clients in the event of a member of a Stock
Exchange being declared a defaulter has proved to be a major bottleneck in the
flow of funds into industrial securities. Ministry of Finance had, therefore,
directed the Stock Exchanges of the country to set up a Customers’ Protection
Fund. The Bombay Stock Exchange was the first to set up such a Fund.
Established in October, 1986, the Customers’ Protection Fund of the Exchange
is patterned on the lines of the Securities Investor Protection Corporation of the
U.S.A. and the Stock Exchange Compensation Fund of the London Stock
Exchange. The fund is financed partly by way of a levy on the turnover of
members collected at the rate of one rupee for every Rs. 10 lakhs and partly by
way of contribution from the listing fees collected at the rate of one per cent. The
Fund has at present about Rs. 3 lakhs to its credit. The Fund is being
administered only for the benefit of the clients of the defaulting members of the
Exchange and their beneficiaries in respect of genuine investment claims. The

' compensation that may be paid in respect of any single client is limited to Rs.

10,000. It is, however, expected that this amount would progeressively be
raised in future with the increasing flow of money into the Fund. While there -
is no ceiling on the amount of compensation that may be paid from the
Compensation Fund of the London Stock Exchange, the Securities Investor
Protection Croporation of the USA limits the payment to a single customer to
$5,00,000 out of which claims on cash, as distinct from claims for securities,

would not be more than $1,00,000. The Securities Investor Protection

Corporation has a line of credit upto $500 million from the banks, besides $ 1
billion from the Securities and Exchange Commission which in turn can borrow
the same from the U.S. Treasury. A similar dispensation in this country ¢an
helpin grant of increased compensation from the Customers’ Protection Fund.

Odd Lots

Odd lots constitute a major constraint of the Indian investors. Out of a total
market capitalisation of about Rs.25,000 crores equities worth about Rs.4,000
crores are in odd lots. About 70% of the holdings of a leading company are in

~odd lots. Investors normally receive 15% to 20% less than the market price for



their sales and have to pay 15% to 25% more than the market price for their
purchases of odd lots. Schemes evolved by some of the agencies and companies
to fetch a better price for the investors have not proved to be much of a success.

In a significant move to alleviate the hardship of investors, the Bombay Stock

Exchange has appointed 16 members as authorised odd lot dealers with effect -
from the lst September, 1987. According to the norms laid down by the
Exchange, these dealers have to pay to the sellers at rates prevailing on the’
previous day minus 10% in the case of securities whose prices are upto Rs.40,
minus 7.5% in the case of securities whose prices are between rs.40andRs. 100,
minus 5% in the case of securities whose rates are more than Rs.300. To
beginwith, the scheme is confined to companies whose registered offices are
situated in Bombay. Later the scheme will be extended to companies whose
registered offices are outside Bombay.

Aseparate trading session has also been arranged every Saturday beginning
from January 1988 to facilitate odd lot dealings amongst members themselves.
These sessions, which will help in consolidation of odd lots into trading lots
dispensing with the requirement of sending odd lots to companies have proved
to be very popular.

It is heartening to observe that Delhi and Calcutta Stock Exchanges have aiso

mitiated steps similar to those adopted by the Bombay Stock Exchage to
facilitate consolidation of odd lots into trading lots. Other Stock Exchanges are.
also expected to follow suit. '

Laudable as these efforts are they need to be supplemented for soiving the
problem fully, companies may themselves be permitted to purchase the odd lots
of their own shares preferably at the ruling price with the safeguard of prior

- approval of the General Body to prevent any misuse by the Board of Directors
These shares can then be reissued in marketable lots, if neced be. Similar
provisions exist in countries like the U.S.A. and U.K.and there is no reason why
we should not emulate the same. Companies Act, 1956 will, ofcourse, have to
be amended for the purpose. '
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- Lack of Liquidity

The conception thata Hsted security is generally tradeable is not correct. Lack
- of iquidity, is a major problem haunting the investors. In fact, 50% of the listed
securities virtually remain untraded in any year and many of the untraded
shares remain so for years together. Even in bulk of the remaining securities,

- transactions are few and far between with the bid and offer quotations showing

a wide gap, at times, as much as 25% to 30%. '

The decision recently taken by the Presidents of the Stock Exchanges to insist

on a sponsoring broker for a company with an issued capital of Rs. 3 crores or
more seeking enlistment on stock exchanges and more importantly for the
sponsoririg broker to act subsequently as a market maker is welcome, Trans-

“ lation of this decision into practice needs, however, to be watched with iterest.

- Abold attempt to solve the problem of liquidity has recently been launched by -

the Bombay Stock Exchange with the introduction of the Bid and Offier Online

~ System for Thfrﬂy Traded Securities (BOOSTS) 490 securities out of a total of
about 3,500 listed securities which are frequently traded are not considered in
“this system. Bids and offers in markatable lots on the basis of the information

provided by the members would be captured and displayed by the system. It
would also match the bids and offers at the same rate. The bids and offers would
remain valid for a period of 15 calender days. Members are, however, given the
option of cancelling their bids and offers or changing the rates or quantities of

only unmatched bids and offers. The system, which is expected to be asuccess, -

will usher in a new area in trading on Stock Exchages,

Yet another method to improve liquidity would be to appoint market makers as

in developed countries in respect of these thinly traded securities. A beinning

cna be made by having such market makers in respect of a security with a paid

~up capital of say Rs.3 crores or more supply of securities and liberal grant of

credit by the commercial banks, preferably at a concessional rate, to these

market makers and grant of fiscal incentives by way of treatment of short-térm - |

 capital gaing as long-term capital gains as in the U.S.A. In respect of their\‘
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opersg_tions are measures which need to be considered favourably in the larger
'inter‘%st of generation of liquidity in listed securities.

‘Offer to Non-Management "Sharsehoiders

To protect the interests of non-management shareholders, the Listing Agree-

ment was specially amended in 1984 by incorproation of a new clause, viz.

Clause 40, which requires anyone securing the effective control of mangement

of a company or acquiring shares exceeding 25% of the voting capital of the

company, to make an offer to the remaining members of the company to acquire '
their shares at a price not lower than the price at which the shares have been

80 acquired by them. This is, however, subject to the pubhc shareholding not

being reduced to less than 20% of the voting capital of the company so as to

ensure that the shares of the company remain listed.

The above provision does not seem to have made any significant impact on the
corporate world. Besides the problem of protecting the interests of non-
manggement shareholders in the case of those limiting their acquxsition to
24.9% of the voting ‘capital of a company so as not to be attracted by the listing
provisions needs also to be tackled '

Insider 'E‘s‘a.dmg

Insider trading i.e. trading in securities by persons in possession of material
non-public information relating to such securities, which is price- -sensitive,
strangely remains totally uncontrolled and has proved to be one of the biggest
menaces to the investors. The limited provision contained in Section 307 of the
Companies Act requiring shareholdings and debentureholdings of directors to
be recorded and kept open for inspection of any shareholder or debentureholder
during the period of 14 days before and 3 days after the Annual General Meeting
of a company has proved to be totally ineffective is controlling such trading.
Publication of half-yearly results by listed companies as required by clause 41
of the Listing Agreement in operation from the beginning of last year has also
not minimised such trading. Not only insider trading needs to be prohibited
with’ proms:on for deterrent punishment for offenders under a suitable
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statutory framework but also enforced strictly and rigidly. Till such time
Government comes out with the legislation, it behoves stockbrokers as trustées
of public welfare not to put in transactions of “msmlers ifthey reahse that these -
are based on non-public information. -

@@m@mei@n

. Success of the multifarious measures that may be evolved all mth laudable

objective,s to control and regulate the market and to protect the interests of the.
Investors ultimately lie on three things. First, the issuers of securities must be
fair and honest in the management of the affairs for which the securities have
been issued. According to a recent study about industrial sickness, deficiency
in managements accounted for 52% of the large affected units, other reasons
being market recession and enviornmental factors, technical factors and faulty_

planning, infrastructural factors, labour troubles etc. and as much asRs.3, 287 |
- crores were sunk in 714 large sick industrial units as on the 31st December '

1986, not to speak of another Rs.1,588 corres in 1 47 lakh small and medium -

- scale sick units. Secondly, the stockbrokers who act as the intermediaries
between the issuers and receivers of securities initially and as the mtermedi{
aries among the receivers - themselves subsequently must also be fair and

honest in their dealings. No matter howsoever honesﬂy the stock brokers
behave and howsoever dishonestly the investors act, for all the stockbrokers are _
not sinners nor all the investors are saints, there is a general feeling that
Investors are invariably taken for a ride by the stockbrokers. This feeling has -
slowly to give way to oneof mutual trust which needs hard and assu:fuous Iabour
on the part of the stockbrokers. Finally, administration of the Stock Exchanges
has to be not only competent but also totally honest and tough, not being
subject to pressures from any quarters, howsoever, powerful theybe, Ifall these
three factors are satisfied, atleast to a considerable extent, if not fully, we 'can
achieve the goal of rising levels of savings moving into industrial securities'and
the population of holders of industrial securities continuously mcreasing

Before we march into the 21st century, let us have an India of atleast 50 million
shareholders accounting for about 5% of the populatxon and Rs.1,00,000

_ crores as market capitalisation amounting to about 25% of the gross domestic

product.

Source: Seminar Documentation; Seminar on Capital Market - Problems
and prospects, organised by the Stock Exchange, Bombay on
February 4, 1988,
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TRAVAILS OF THE INDIAN STOCK MARKETS

M.R. Mayya
Executive Director
The Stock Exchange, Bombay

Neverinthe history of the stock markets of this country have so many changestaken place sofast as
at present, transforming virtually a domart instrument into a vital and vibrart weapon for garnering the savings
of the nation into fruitiul and constructive channels. Even taking parallels of other courtries, one can only think
of the changes that preceded the Big Bang in U.K. in October, 1986 -dismantling the Chinese wali between
jobbers and dealers, removing the minimum commission rates, permitting commercial banks 1o enter into
investrent banking, etc. -as a comparable phenomenon, and no cthers and that too with a difference, avital
one at that. The latter were planned and deliberated upon for a long time before being given effect to, while in
the case of the former, the changes have come about ail too suddenly \with all the resultant problems attendant
thereon. Itis like an airport, to putin alayman’s language, designed for dakotas, being suddenly called upon
to handle jumbos. The herculean efforts being put in by all concerned, particularly the Stock Exchange
authorities, o restructure the airport for soft landing and brisk taking off of the jumbos, have not been
appreciated fully. Onthe centrary, slight dislocations here and there caused by such aradical transformation
are looked into through magnified glasses and criticised out of proportion to the extent of dislocation. This
shouild not, however, dishearten the authorities from carrying on their task, howsoever, gigantic that be.

Causes of Changes

The changes that have occured inthe stock markets are a true and direct reflection of the changes in
the govermental policies, basically infiscal and industrial matters, titillating private enterprise and initiative to
contribute to the growth of economic prosperity of the nation. As a result, equities which acted as a poor hedge
againstinfiation right tillthe seventies, changed theirrole fromthe beginning of the eighties, alluringinvestors
to divert their savings into the corporate sector. As against an overall negligible rise of just 2 per cent in the index
number of ordinary shares over the sixties and of about 60 per cent over the seventies, the rise since the
beginning of the eighties has been 175 per cent while theriseinthe index number of wholesaleprices during
these periods has been about 80 per cent, 160 per cent and 70 per cent respectively.

Extent of Growth

The extent of growth can easily be gauged by the fact that as against an annual average amount of just
Rs. 90 crores raised from the new issues market in the seventies, about Rs. 5,000 crores were raised in
1986-87 and an equal amount is expected to be raised in the current year. The daily turnover on the Bombay

Stock Exchange alone has shotupfrom a meagre amount of about Rs. 4 crores about adecade agotoabout. . -

Rs, 100 crores n 1986-87 and over Rs. 125 crores at present. The number of sharehclders has also risen sharply
from about a million to about 10 million during this period, cataputting this nation to the position of being the
sacond largest shareholding population nation in the world, next only to the United States of America, which .
is currently nursing about 50 milfion shareholders. Market capitalisation has also registered amore thanten-
fold rise from about Rs. 3,500 crores to over Rs. 35,000 crores during the fast one decade, accounting for about
12 per cent of the GNP now as against about 3 per cent ten years ago. :

The more than ten-fold growth in a decade measured by any standard has naturally resulted inthe
stock markets becoming the cynosure of all eyes -entrepreneurs for capital, public for investment and Govern-
ment for reguiation - withthe ever vigilant press ofthe country acting as the watch-dog. Naturally,the global
eyesiooare onthis market, asitis a major marketinthe emerging markets of the world and biggerthan some
of the markets in the developed countries of the world. :

Welcomeasthe growthofthe markets s, the suddenness andfastness of thesame, havein its trailled
to several problems, some of which are proposed to be discussed here.
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Lack of Accommaodation

The travel from the shadows of trees where stockbrokers assembled intheinitial stages of establish-
ment of Stock Exchanges to the modern air-conditioned mansions has no doubt been exciting and encharting
butwhatis dischanting and disiliusioning is the constraintto sharetheaccommodation inthe newhabitat with
the financial institutions due to lack of resources with the Stock Exchanges and the stock brokers. Thisis $0
notonly at the Bombay Stock Exchange hut at almost all other Stock Exchanges in the country. This, inturmn,
has stultified the growth of Stock Exchanges, resulting in a hunt for new accommodation, acquisition of which

is again constrained by fack of finance. “The vicious circle can be broken only ifthefinancial institutions adopt

amore understanding attitude and shift their offices trom Stock Exchange premises. Inthe larger interest of:
preventing the securities industry -the mother of allindustries Sromiurningsick, finanacialinstitutions will also

have to grant liberal loan facilities without any claim on accommadation, Grant of loansto the extent ofsay .
Rs. 10 crores a year for a period of five years will solve this problem once for ever. A pragmatic approach on
these fines will help greatly in dispelling the concept among some that Stock Exchariges are the private
properties of stockbrokers. Stock Exchanges belong to the community at large. e

Growth of Membership

Growth in the membership of the Exchange is not at all commeansurate with the growth of the securiies
industry. As against the more than ten-fold increase in the growth of the securities industty, the strength of
active membership of Stock Exchanges has just doubled to about 2,500 in the last one decade. This has "
naturally led to a deterioration in the services to the investors. increase in the rmembership of Stock Exchanges
s, therefore, a must. A mere quantitative approach, however, cannot solve this problem. Stockbroking houses
should grow into larger ones, using befier resources and Individual stockbrokers should amalgamate
themselves into firms and companies so as to be able to penetrate into the four corners of the country. The
London Stock Exchange has at present only about 360 operating entities athough it has about 5,300 individual
members. Similar is the case with the New York Stock Exchange with about 500 member organisaiions as
against about 1490 members. Not many members seen to be wiling to take advantage of the recent
dispensation permitting companies with unlimited liability to become members of Stock Exchanges. Thiscan
jead to financial institutions and their subsidiaries and subsidiaries of commercial banks who are also permited
1o become members of Stock Exchanges, making deep inroads intothe field wholly reserved hithertaforthe
stockbrokingcommunity, tothe chagrin of thelatter. Perforce, the stockbrokers haveto attire themselves into -
the new outfit for survival,

Resruciuring Governing Boards

Governing boards of Stock Exchanges in almost all countries of the world today are nolongertneex- . -

dlusive domain of stockbrokers. Representatives of govemment and public, besides professionals, have slowly: -
entered these boards, mostly as a result of refuctance on the part of the stockbroking community to mould
themselves to the ethos of changing times, Eventhe traditional London Stock Exchange which is one of the
best managed Stock Exchanges in the world, had to give way inthis regard. Itis frue that this country isnot -
lagging behind, althoughthe diaioguewith regardto the extent of representationtothe non-hrokers, is stiflon.
itis notjust the number butthe quality of the non-broker directors that matters, Even ong of them can sway the
deliberations. Choosing the right type of non-broker director having the requisite degree of integrity and
independence and imbued only by public interest is certainly not an easy task.

Administration
Equally important is the development of an able and impartial administration to'run the Stock
Exchanges. Selection of the righttype of person tothe postof Chief Executive, whocan withstand thegrowing -
pressures from the mighty corporate world on the one hand and the fast growing securities industry on the
other, has really proved to be a difficult proposition. More difficuit has been the task of building up all too
suddenly ateam of dedicated officers well versed in the intricacies of Stock Exchange operations to manthe
growing secretariat of the Exchanges. Ensuring that the officers do not get influenced by continuous exposure
to swift movements of wealth has been a still more difficulttask.
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New Issues Market

Resurgenceinthe secondary market has already started having its reflections on the primary market,
with mast of the public issues evoking good repsonse. The link between the primary market and the secondary
market, however, appears at times to be overstretched. Eveninthe acute bear phase of jast two'years, there
nhave beenanumber of good issues by the lesserknown enterprises which elicited favourableresponse. With
the Indian investor getting progressively better educated, albeit the hard way, heis much more discerning
today thanin 1985-86, and itis quite unlikely that the fly-by-night operators who made acleansweepthencan
repeat their performance. Even so, merchant bankers, undetwriters, stockbrokers and all others connected
with the new issues market owe a duty to the nation to discipiine themselves to ensure that the investors are
not taken for a ride again. The unofficial market prior to listing, particulary at centres like Rajkot and Jaipur, and
which has proved itselfto be the root cause for the several evils associated with the new issues market where
the premia arerigged up to enticethe investors, needs tobe dealtwith immediately. While the debate whether
or not to regulate this market can go on and the decision that may be taken after weighing the pros and cons
andassessing whichway the balance of advantage wouldlie, implemented; not onlythese tfransactions nead
be declared illegal but even the publication of their quotations be also rendered ilegal: Such-a rigorous
dispensation alone can detract the unscrupulous slements from using this market for their benefit to the
detriment of the investing public. Lo cne

Along-term solution to ensure avibrant new issues market is to permit companies either with agood
track record or floated by known entrepreneurs alone to tap this market. Financial institutions, commercial
banks and issue houses inthe private sector cantake all otherissuesand loadthemoninthe market even with
apremium later at the proper time. The small beginning made with bought out deals upto Rs, 1 crore compa-
nies has touched only the fringe of the problem. Financial constraints that may be faced in the beginning in this
pehalf will be overcome over a period of time with continuous recycling of funds. What is needed is to make
a beginning in this direction. Solutions fike evolution of an over-the-counter market for greenfield ventures
however laudable be it, cannot be free from the malpractices presently prevalent in the new issues market.

Secondary Market

The tremendous surge in the secondary market has surprised every one. 1987 was the lone year of ex-
ceptionwhenthe average daily transactions onthe Bombay Stock Exchange were aboutRs. 45 crores. From
a low level of about Rs. 12 crores in 1982, the average daily turnover zoomed to about Rs. 68 crores in 1986
and is currently and rather amazingly around Rs. 125 crores. The average daily number of deals (either
purchases or sales ) hds also registered a five-fold increase from about 10,000 in 1982 to around 50,000 at
present. Thisis very close tothe number of deals of about 70,000 onthe New York Stock Exchange andmore
or less the same number on the London Stock Exchange and if we take the average hourly deals, this is
more than double of those on these Stock Exchanges which are open for six and half hours as against amere
two hour trading on the Bombay Stock Exchange. : .

Such a sudden increase in the turnover has naturally led to strains on computer capacity, While
computer capacity is being continuously upgraded to meet the challenges of a never ending increase in
turnover with the proposai for instaltation of a main-frame computer finked with terminals directly fromthe
trading ring and offices of the stockbrokers having on-line processing capacity being made operative inthe
near future, what deserves to be noted particularly is that there is practically no problem of unsettied
transactions, while leading Stock Exchanges of the world like London and Paris continue to groan under sirnilar
problems.

Lack of Liquidity -

The sudden increase in the tumover has, however, not led to the desired degree of increase in figuidity
inall the scrips. It istrue that about 700issues get traded at present, out of a total of about 3,500 issues listed
on the Bombay Stock Exchange, as against about 500 issues out of atotal of about 3,200 listed issues ayear
ago. Still over 80 per cent of the turnover is confined to specified shares and even here the top ten scrips
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account for about 75% of the turnover, The Indian stock market is thus a pecutiar amalgam of high volatility
in respect of a few scrips and low fliquidity in respect of a vast maijority of them,

While excessive speculation needs no doubt to be curbed, linking deliveries with the turmover and
blaming the markets as not being healthy on account of transactions not resulting in deliveries merely displays
jgnorance of a proper understanding of the complexities ofthe market mechanism. Deliveries the world over
are on a net basis, be it the London market which has a settlement cycleof 14 days, orthe U.S. markets which

haveasettiement cycle offive daysoreventhe HongKeng raarketwhich has a daytrade settlementschedule. -

Smaller Stock Exchanges inthe country which have not been able to accept this principie havefailedto grow,
at any rate to the same extent, as the bigger Exchanges. - i

Low liquidity for nearly 50 per centto 60 per cent ofthe listedissues isthe real bane of the Indian stock
markets. No systematic efforts have been made till recently to generate liquidity inthese issues, Bidand Offer
On-line System for Thinly Traded Securities (BOOSTS) launched by the Bombay Stock Exchange in the
beginning of this year has not produced resultsto the desired extent. Concerted efforts for creation of market
makersnot only in new issues but alsoinrespect of existingones who could always givetwo-way quotations
within a reasonable range of say 10 per cent needto be made. Financial institutions can and should take the
Jead in the matter. Reservation of say even one per cent of the new issues and grant ofliberal bank financeto
market makers would greatly help the process.

Odd Lots

Odd lots constitute another vital area of despair to the investors. Various efforts made in this behalf,
like appointment of odd lot dealers and creation of separate odd lot trading session by the Stock Exchanges
for which the lead was taken by the Bombay Stock Exchange, arrangements for the purchase of odd lots by
some of the managements of their own shares and by some of the financial institutions of some leading
companies, etc. have no doubt helped in mitigating the problem. Permitting companies to periodically
purchasethese shares as insome advanced countries can only be alasting solution forwhich itis necessary
to remove the statutory prohibition in this regard by amending suitably the Companies Act, 1956. '

Transparency of Transactions

Lack of transparency of transactions is also a major shortcoming of our markets. Investor is hardly
allowedto knowthe actual rate of thetransactions, hebeing forcedto be contentwith astatement ofnettopay
in respect of purchases and net to receive with regard to sales, the brokerage amount being added to the
former and deducted from thelatter, without indicating the quantum of brokerage and more often thannotthe
rate of the transaction given to the investor is the highest in the case of purchases and the lowest in respect
of sales of the recorded transactions of the day . The issue s, however, not so simplistic as this, as there is
alwaysthe jobber’s spread whichthe dealer cannot escape, and the recordedrates arethe actualtransacted
rates, where the dealer couid be a seller, inwhich case the rate would be lower of the bid and offer rates given
by the jobber, or a buyer resulting in the rate being higher of the two rates quoted by the jobber. Anordinary
investoris neither aware ofthis nor ablato appreciate t. This ruse is often exaggergated asthe gap isrelatively
narrow in the case of active scrips, while the daily range of fluctuations is often five to ten times this gap. The
palance of advantage would lie in not only indicating the rate and the brokerage separately but also the time
ofthe transaction, as is the practice in the developed markets of the world. '

Insider Trading

insider trading is the biggest bane of the Indian stock markets. White insider trading is prohibited in
aimost all parts of the world, rather strangely, no illegality is stil attached to such trading, although Sachar
Committeein its repots on the Companies Act and Monopalies and Restrictive Trade Practice Act had made
a recormendation in this behalf more than ten years ago. What is more important than the legistation, is its
effective implementation and time alone will indicate the degree of success we can achieve in this regard. -
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Resilience of indian Markels

Despite all the pitfalis and short comings, the indian stock markets have displayed a remarkable
degree of poise and stability intheir functioning and provedto be one of the best intheworld. As perthe study
conducted by the Bombay Stock Exchange, the average annual range of fluctuations of all -India Index Number
of security prices of ordinary shares of the Reserve Bank of india during the period 1980 to 1987 was one of
the lowestin the worid, being only 22.8 per cent, nextto Australiawhichwas 21.0 percent, and lowerthan24.6
percentofthelondon Stock Exchange and 26,4 per cent ofthe New York Stock Exchange and welf below the
average of 32.7 percentof 15 leading stock markets of the world. ' ) :

Tnetype of collapsethat took place on the 1othand 20th October, 1987 in global markets ofthe world
wiping away about 30 per cent of market capitalisation amounting 1o about $1.8 trillion, solely due to
exogenous factors has never taken place inthe Indian markets. insulation of the Indian markets from global
markets no doubt helped in ensuring that these cataclysms did not evenhave thelr ripples on the former. But
how long should this insulation continue in a totally shrunk financiai system of the globe, virtually tothe level
ofavillage, enabling onetoshop aroundthe global marke 4 within minutes and round the clock is'a matter for
consideration. It is true, we have already madea beginind by permitting non - resident Indians and persons
of Indian origin resident abroad to operatein the secondary market, aibeit toa limited extent of 5 per cent
ofthe paid -up capitai of fisted companies, andthe proceedsof two funds ofthe Unit Trust of india subscribed
by the NR! s andthe foreigners and quoted onthe Londonand New York Stock Exchanges being investedin
indian securities. While several of the markats ip the emerging markets of the world have opened up insome
way or the other and got integrated into the global system, our market which is one of the biggest in these
marketstoo needsto be blended with the global system, with of course alithe checks and balancesto ensure
that flow of hot money into and out of our market does not cause sharp jerks in prices.

The resiliency of the Indian markets has to be attributed basically to the various measures such as
margins, limits on holdings, limits on movementof prices, prohibition onfurther dealings, ban onshort sales
and long purchases, 8ic., continuously deployed to control and reguiate the market. Contrary tothe general
belief , it is the forward section of the market which has displayed a greater degree of stability than the cash
section. The average annuai range of fluctuations of ten leading scrips in the forward section in the Bombay
Stock Exchange during the period 1984 to 1987 was 53.8 per cent as against §5.1 per cent in respect of ten
teading scrips in the cash section. Credit for this goes to a large extent tothe checks and balances ingrained
inthe forward section andthe lack of itinthe cash counter. A greater degree of co-ordination inthe régulatory
systems at the four major Stock Exchanges of Bombay, Calcutta, Delhi and Ahmedabad where forward trading
in shares is permitted, can help in instilling better discipline in the system. Votaries of afree, fair and orderly
rarket would do well torealise that afair and orderly market can rarely be free and a free market can equally
rarely be fair and orderly. Financial institutions who are today major players in the market, holding as they do
over 30 per cent of the equities, can also help in bringing about better discipline in the market. it is common
knowledge that investors come in droves inabull phase and also goaway fromthe marketin drovesin abear
phaseand itisnextto impossibleto alterthismass psychology. Equally impossibleisto changetheattemnpts
of speculators who tend todepress the prices in a declinin 'market and push upthe prices in arising market,
thereby acceleratingtheam plitudes of price variations. itisherewhere ihefinancial institutions can really play
astabilising role by effecting purchasesin a declining market and salesin arising market andthereby imparnt
agreater degree of stability 10 the market, It is neediess to add that these operations would incidentally also
help inincreasing the earnings ofthe financial institutions. ' -

i

Screen Trading

While no doubt systematic and concerted efforts are being made continuously both by the Stock Ex-
change authorities and Government 10 render the Indian stock markets less fragile and more resilient,
adequate attention has nat been paid to reduce the drudgery involved inthese operations. The age-old practice
of physical assembly of operators in one placeto transact business continues, the only difference being that
the markete have moved physically from the shadow of trees to air-conditioned halls. Over two thousand
people mill around daily in the trading ring of the Bombay Stock Exchange, shouting and gesticulating all the
time during the two-hour trading period totransact business, Fixity of trading posts atmany of the Exchanges
has helped in reducing the movement of operators, but the lack of it at some of the Exchanges has viriually
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resulted in chaotic conditions, reducing not merely the liquidity of a market already iliquid, but also emergence
of parallel markets within the floor. There s a global trend to move towards screen trading with the bids and
offers continuously being displayed on large display screens or video monitors and interested parties being
thus enabledto transact business atthese rates. Screen trading has resulted inthefioor of the London Stock
Exchange being virtually deserted which the Canadian financial writer, Susan Goldenberg, has graphicatly
described as conversion of the trading floor into a ground for voliey-ball play. New York Stock Exchange,
however, is not prepared to switch over to screen trading as it is not yet convinced that the market through
screen trading is as competitive as the face to face two-way auction trading on the trading floor which they
widened in January, 1988 by addition of a 7,000 square feet areato the existing 20,000 square feet trading floor.
Some ofthe Londoners too remain unconvincedthat they have done the rightthing. Bethat asitmay, screens
cancertainly beused fordisplay of bidsand offers and reducethereby the congestionandnoisein thetrading
ring. Thisis what, as already stated above, the Bombay Stock Exchange is planning to do by installation of a
mainframe computer with terminals in the trading ring and in the offices of the stockbrokers and convert the
trading ring into amore habitable place. o

Anissue closely linked with computerisationisthe needto switch over to on-line processing fromthe
system of batch processing that we have at present. Batch processing necessarily resulisin delay in defivery
of shares and payment of price, a seitlement trading cycle of 14 days virtually taking another 14 days for
setlement ofthe transacted business, reducing thereby the liquidity of stock market instruments. This needs
astructural change ofintroductionof floor-ticket systemwith the opbrators instantly keyinginthe transactions
straight from the trading ring. It is not merely a question of acce;iting this in principle, but is also of being
physically able to do so, considering that currently about 25,000 deals are being put through in an hour,
{ engthening the trading period to reduce the intensity of the transactions can and should be the answer.

Stock Holding Cbrporation

Equally laboriousisthe post-transaction work relatingto physical defivery of shares. Delivery ofabout
30 crore shares worth about Rs. 3,000 crores take place in a year on the Bombay Stock Exchange alone, while
another more or less equal amount of delivery takes place onthe other 14 Stock Exchanges of the country. it
is true that not all of them go to companies for transfer as holders of shares do often dispose of the shares before
registration in their names. Even so, 30 per cent to 40 per.cent of the deliveries can roughly be estimated to
result in actual transfer In the books of companies, Before any transfer is effected in the name of the buyer, there
is a tortuous travel of eight stages, viz., o
()  theseling broker sending the blank transfer forms tothe selling client,
() theselling clientsigningthe transferformsand sendingthe samealongwi
selling broker, o
{iy  selling broker delivering these documents tothe buying broker either directly or through the Clearing
House,
(v)  the buying broker sending the transfer forms to the buying client,
()  thebuying client returning the transfer forms to the buying broker after signing them,
(vi) the buying broker sending the documents to the company for registration,
(Vi) the company sending the certificates back tothe buying broker, and
(viii) finally the buying broker despatching the certificates to the buying client, - o
all saddled with risk, not to speak of the mountain load of work and enormous time involved in such a,
circuitous process. Lo - L

ththe sharecenificatestothe

Most of the global markets have already moved away from this process by creation of Depository Trust
Companies which have immobilised the securities and transfers take place only through book-entries elimi-
natingthe cumbersome procedure of physical movement of deliverles of scrips among brokers and clients, A
beginning has been made in this country by the establishment of Stock Holding Corporation of india Ld, which
initially will be offering the services of acting as a depository to the seven all India financial institutions which
have prormioted the Corporation and later extend its services to others, Bank of india and the Bombay Stock
Exchange will also soon be establishing a Shareholding Corporation which will also act as a depository in
respectof ‘badia’ shares tobegin with. Roughly about 1 crore shares worthabout Rs. 100 crores would initiafly
be involved. Later, the services would be extended to the shareholdings of stockbrokers and investors.
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A major hurdie on the free operation of the Stock Hokiing Comporation is the restriction on the curency
oftransfer deed for a period of one year or till the next book-closure, whichever is later, With the causes that
ledto the introduction of the restriction way back in 1966 being fully taken care of by various other provisions
subsequently embaodied in the Companies Act and the Income-tax Act, these restrictions need to be done away
with lock, stock and barrel, if the cult of equity has to be carried to the four corners of the country, particularly
the semi-urban and rural areas, and across the country among the non-resident indians,

Immaobilisation of securities is only a part ofthe journey to ease the problem. Ultimately we should plan
to create a certificateless-society as is being proposed in the United Kingdom by the establishiment of TAURUS,
A proposal to establish a Stock Holding Corporation on these lines was submitted by the Bombay Stock
Exchange way back in 1978. Each investor would have an account with the Stock Holding Corporation with
the shares purchased by him being credited to his account by a Deposit slip and the shares sold by him being
debitedto his account by a Delivery Crder. The mechanics of opening and operating an investrment account
would be simplicity itself, akin to pay-in slips and cheques making credit and debit entries respectively inthe
banking system, Shares will then become as liquid as cash, mobile and freely transferabie, as funds flowing
through banking accounts. ; :

Sine Qua Non of Development

Simpiification of trading and settlement processes is no doubt crucial for the development of the
securities industry, butthat by itself, howsoever perfect be it, will not help in spreading the cult of equity inthe
country. A prudent and honest management of listed companies and an equally good management of
securities houses are asine qua nonto ensure a continuous expansion in the shareholding population ofthe
country to help in the evolution of an egalitarian structure of society. Regulation of the securities industry has
also avitai role to play in this regard. Curiously, the securities industry in this country had the ieast controls so
farandthattooin aneconomy like ourswhich otherwise has been subjectedto a host of rules and regulations.
Eveninacountry like U.8.A. which believes in afree economy,securities industry is subject to a stringent set
of rules. Withthe formation of the Securities and Exchange Board of India, things are sfowly changing and all
the segments of the securities industry will come under regulation. With better regulation of this industry, itis
expected that the flow of funds into the capital market instruments would be augmented. It is a feasible
proposition to ensure that about 25 per cent of domestic savings are gamered by these instruments every year,
as against around six per cent at present. ‘

Source: The Stock Exchange Review, Inaugural Issue,January 1989.
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INVESTOR PROTECTION

By
MR. Mayya

Executive Director, The Stock Exchanpe, Bombay

Although in terms of market capitalisation and turnover of busmess Ind[d docs not rank within the first
fifteen stock markets of the world, the country has amazingly the third largest shareholding population in the
world, next onlytothe United States and Japan who have about S0 million and 25 million shareholders constituting
21 per centand 20 per cent respectively of the populations of their countries. Even on 4 conservative estimate, India
hasat present about 12 millionshareholdersaccounting for 1.5 per cent of thepopulat;on What is nore important
is that with progressively increasing awareness of the utility of investment in shares, the growth rate of the
shareholding population can easily be placed around 10 to 12.5 pér cent with about 1.2 to 1. 5 million new
shareholders being added every year, Well by the end of the century, this countrycan easﬂy boast of nursmg about
30'to 40 million shareholders amountmg t0 3 to 4 per cent of the populanon

With debentures and bonds, both convertible and non- convernbie emergmg as a ma;or source of
finance for the corporate sector, both public and private, from the beginning of the eighties, the number of deben-
tureholders has also increased significantly and can easily be estimated to be about 4 million at present.

Major Objective of Regulation

A major objective of regulation of Stock Exchanges in this country or any other country for that matter .
of fact is investor protection. The Big Bang which took place in UK. in Qctober, 1986 was preceded by the
Financial Services Act basically designed towards protection of the interest of the investors. In our own country,
no Stock Exchange is granted recognition by the Government of India unless its Rules and Bye-laws are in con-
formitywith such conditions as may be prescribed with aview 1o protecting the interests of the investors. This wag
fully echoed when the Prime Minister observed in his 1987-88 Budget speech that “Investors’ rights must be fally
protected”,

Investor Protection from Companics

Investors need protection not only fromstockbrokers but also from companies. Investor protection from
companies, however, has not received as much publicaitention as that from stockbrokers. Besides the provisions
embodied in the Companies Act, 1956, the Listing Agreement, which a company seeking enlistment enters with
the Stock Exchange before securities of the company are admitted for dealings on the Exchange, provides for a
number of safeguards in this behalf. It is proposed to deai with some of the major ones incorporated in the
Companies Act and the Listing Agreement.

Interest on Excess Application Money

Because of the inordinate delay in the admission of shares and debentures for déalings on' the Stock
EHxchange, sub-section 2{A) was specifically incorporated in Section 73 of the Companies Act by the Companies
{Amendment) Act, 1974 providing for payment of interest by the directors of the company at the rate of 12 per cent
per annum on éxcess application money from the eighth day, the company becomes Hable to pay. The Companies
{Amendment) Act, 1988 amended this provision putting the responsibility for payment of intereston the company
itself, in addition to directors of the company who are officers in default and providing for payment of interest al
such rate, not less than four per cent, and not more than fifteen per cent, as may be prescribed, having regard to
thelength of the period of delay in making the repayment of such money. Asthe liability in this behalf has become
rather difficult fo be translated into practice, the Ministry of Finance issued a guidefine on the 21st July, 1983
directing payment of interest at the rate of 10 per cent per annum for the delayed period beyond the 70th day from
the date of closure of the subscription till the date of posting of the refund orders relating to excess application
money. The rate of interest was raised by the Ministry of Finance to 15 per cent per annum on the 27th
September, 1985.

Welcome as the above provisions are, in actual practice very few companies have so far paid intereston .
excess application money, although posting of the refund orders relating to excess application money after the 70th. =




day from the date of closure of the subscription list is not uncommon. A well intentioned piece of legistation thus
remains defeated by companies Tesorting {o ante - dating of the refund orders.

Issue of Certificates in Market Lots

According to the listing requirements and Listing Agréement, companies are required to issue, unless the
Stock Exchange agrees otherwise and the parties concerned desire, Allotment Letters, Share Certificates, Call
Notices and other relevant documents in market units of trading, Companies are also required to sub-divide and
consolidate Allotment Letters, Share Certificates, etc., into market units of trading. Despitesuch clear provisions,
a number of companies continue to ignore these provisions and issue these instruments in farger units thereby
affecting adversely liquidity of these instruments as delivery of these instruments in the market has invariably to

be in market lois.

The Listing Agreement also requires companies tosub-divide and consolidate Letters of Allotment and
Share Certificate into denominations other than those fixed for the market units of trading on payment of a
nominal fee. Even so, quite a few companies have chosen the liberty of amending their Articles of Association
taking powers to refuse applications for transfer of shares in denominations less than the market lots except where
transfer is made in pursuance of any provisions of law or statutory order or an order of 2 competent court of law
or where the transfer of shares relates to the transfer of the entire holding ofa member consisting of less than the
marketablelot. A person holdingshares inalot higher than the market lotis, however, permitted toselithe markel
lot and retain the residual lot below the marketable lot. The Bombay Stock Exchange has consistently taken the
stand that there would be no objection 10 a company refusing to sub-divide a certificate into several scrips of very
small denominations, or to consider a proposal for transfer of shares comprised in a certificate to several parties,
involving such sub-division, if on the face of it, such sub-division/transfer appears 10 be unreasonable or without
a genuine need and not otherwise. ' : '

Transfer of Shares

Unider Section 111 of the Companies Act, 1936, a company is given a period of two months from the date
onwhich the instrument of transfer isdetivered to the company for effecting the transfer and if a company refuses
1o do so, the company is required to send notice of the refusal to the transferee and the transferor giving reasons
for such refusal, The transferor or the transferee has a right to appeal to the Company Law Board against any
refusal of the company to register the transfer within a period of two months from the date of receipt of the notice
of such refusal, or where no notice has been sent by the company, within four months from the date on which the
instrument of transferwas delivered to thecompany. The Company Law Board may, after hearing the parties either
dismiss the appeal or by order direct that the transfer shall be registered and the company shall compty withsuch
order within ten days of the receipt of the order. :

Section 22A of the Secarities Contracts {Regulation) Act, 1956, which became effective from the 17th
January, 1986 and whichis applicableonly to listed companies restricts the power ofa company to refuse toregister
the transfer of any of its securities in the name of the transferee only on grounds that (a) the instrument of transfer
is not proper of has not been duly stamped and executed or that the certificate relating to the security has notbeen
delivered to the company or that any other requirement under the iaw relating to registration of such tra nsfer has
not been complied with, or (b) the transfer of the security is in contravention of any law or (c) the transfer of the
security is likely to result in such change in the composition of the Board of Directors as would be prejudicial to
the intercst of the company or to the public interest, o (d) the transfer of the sccu rity is prohibited by any order
ofany court, tribunal or competent authority. The company is required t0 inform its opinion with regard to refusal
of registration on any of these grounds within two months from the date on which the instrument of transfer is
lodged with it and intimate poth the transferor and the transferee about the requirements which need 0 be
complied with for securing such transfer. The company is required to effect the registration within this period of
two months if its opinion is that the registration ought not to be so refused. If the company forms an opinion for
refusal of transfer on any other ground, the company is required to make a reference 10 the transferor and the
ransferce. : :

The Listing Agreement has abridged the period for transfertoa month from the date of 1od gézﬁent of the
certificate. . ‘
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Despite such clear cut statutorily laid down period of time for effecting transfers, instances of companies
not adhering to these time schedules have become a matter of daily occurence. While inability of companies 10
adhere to the time schedule due to reasons like pressure of work with the transfer agents, sudden strike by the
employees, etc., is understandable, although not excusabie, the practice of some companies {0 wantonly delaying
transfers with a view to diminishing the supply of stocks and to jacking up the prices is reprehensible. Stray cases
ofaction taken by the Bombay Stock Exchange against such companies by suspending dealings in their securities
for a fewdays have had no doubtsome effect in the matter but have not proved to be deterrent enough against those
companies merrily continuing to indulge in such practices.

Payment of Dividend and Interest

The Listing Agreement clearly provides that companies have 1o issue dividend warrants, interest
warrants and also cheques for redemption money of redeemable shares or of debentures and bonds payable at par
in cities where Stock Exchanges are situated, State Capitals, and other cities with a population of more than five
lakhs (as per the 1971 census) and at centres where branches of the bankers io the company are located and
collectable at par, with collection charges, if any, being borne by the company, in the case of anybank in the coun- .
try at centres other than these centres. There are thus 17 centres where recognised Stock Exchanges are situated,
15 State capitalsand 7 cities with a populationof S lakhs (as per the 1971 census) Le., 3% centres, besides the centres
where branches of the bankers to the company, are located, where these instruments are payable at par. This
wholesome provision embodied in the Listing Agreement with the laudabie objective of ensuring equity among
the investors throughbut the country stands defeated by quite a few companies, including the leading and well
established ones, ignoring the sameand making the provision of payable at parappiicable only toa few centres and
debiting the collectidn charges in respect of other centres to the investors.(See the map on the next page)

Take-overs

Pursuant to a directive issued by Government in April 1984, a new clause viz., clause 40 was inserted in
the Listing Agreement by Stock Exchanges to take care of the interest of the non-management shareholders in
cases of take-overs. According to this clause, any acquisition of the shares of 2 company beyond 25 per cént of the
voting capital of the company or securing the effective control of management of a company by acquisition of the
shares of the existing Directors and others who effectively controf or manage the company, irrespective of the
percentage of their holding, should be preceded by an offer to the remaining members of the company 1o acquire
their shares at a price not lower than the price at which the shares of the company are being acquired. This is,
however, subject to the public shareholding not being reduced to less than 20 per cent of the voting capital of the
company.

There have been quite a few take-overs ever since this clause came into operation, particularly during the
last one year. Unfortunately, this clause has not proved to be effective in taking care of the interests of the non-
management shareholders because of four major reasons. First, acquisition of theshares is limited to 24.9 percent
of the voting capital of the company, thus conforming to the letter of the law while totally violating its spirit and
brazenfacedly arguing about the correctness of such a move. Secondly, acquisition of the shares would in actuality
result in an effective change in the control of management of the company but would not os tensibly look so, as for
example when only four out of eight directors change and there is no foolproof way of deciding that there Is an
effective change in the control of management of the company. Thirdly, there would be no change in the
shareholding pattern of the company but in the pattern of shareholding of the parent company holdingshares in
thecompany, as a resut ofwhich thereis achange in the effectivecontrol of management ofthe company. Finaily,
acquisition of shares ﬁétensibly takes place at a price much below the ruling maket price but in actuality at a mauch
higher price, the difféfence being settled privately. -

I order to ensure that the interests of the non-management shareholders are served better, the meeting
of the Presidents and Executive Directors of Stock Exchanges convened by the Securities and Exchange Board of
India on the 11th February, 1989 felt that the trigger pointshould be brought down from 25 per cent to 10 per cent
and that the Stock Fxchanges should have the right to approve the terms and conditions of these deals as also the
reasonability of the prices. They were also of the view that where a bidder acquired more than 5C per cent
shareholding from a substantialshareholding, heshoutd acquire atleast 20 per cent from the minority shareholders
at the same price.
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CENTRES WHERE DIVIDEND WARRANTS AND INTEREST WARRANTS
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The Centres are:

* (i) Centrss where recognised Stock Exchanges are situated, viz, Ahmedabad, Bangalore,
Bhubancshwar, Bombay, Calcuttz, Cochin/Ernakulam, Delhi, Guwahati, Hydcerabad, Indore,
Jaipur, Kanpur, Ludhiana, Madras, Mangalore, Patna and Pune.’

$ (i) State Capitals not covered by (i) above, viz, Agartala, Aizwal, Bhopal, Chandigarh,

Gandhinagar, Gangtok, Imphal, Ntanagar, Kohima, Lucknow, ?anaji, Shimla, Shillong,
Srinagar, and Truandmm

@ (i) Cities with a poputation of more than § lakhs as per the 1971 Ccnsus not covcrcd by (i) and
(i} above, viz,, Agra, Allahabad, C01mbalore Jabaipur, Madura: Nagpur and Varanasi; and

: (iv) All branches of the bankers to the Company o:hcr than at the centres referred 10 in (i), (1)
and (iii) above, - .
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Mismanagement of Companies

A major cause of disenchantment of investment in industrial securities is the growing sickness in
industrial units leading to a substantial erosion, often exceeding 50 per cent of the parvalue, in market prices. At
the end of June 1987, there were as many as 1,057 non-small scale sick units accounting for a bank credit of
Rs.2,680.44 crores and securities of most of these units are listed on the Stock Exchanges with substantial
public hodlings.

While sickness due to unavoidable and unforeseen factors like changes in policy, power cuts, labour
troubles, alierations in the demand for goods, technological advances, etc. is understable, althou gh not desirable,
sickness due (0 mismanagement is abominable. Stringent action against the errasnis can help mitigate the severity
ofthe problemand to thatextent, howsoever limited, be it, preventerosionof the confidence of the investing public
int investment in industrial securities.

Investor Protection from Siockbrokers

Tnvestor protection fromstockbrokers has rightly been talked about and quite a fewsteps have been taken
to guard the interests of the investors in this behalf, There are about 3,000 active stockbrokers who are members
of Stock Exchanges and whose activities are subject to the Rules, Bye-laws and Regulations of Stock Exchanges.

Sub—Bi_'okcrs

There is a fairly good measure of protection 1o the invesioss from the stockbrokers. While this has no
doubt to be improved upon, the class of sub-brokers who have proliferated all over the country, bothin the areas
where recognised Stock Exchanges are situated and outside, pose a serious threat to investor protection and it is
estimated that about 50 per cent of the complaints against the stockbrokers is because of this class of sub-brokers.
On a rough reckoning, there are at least 30,000 such sub-brokers not subject 10 any reghlations constantly posing
serious threat o investor protection, Some of the sub-brokers in the jurisdictional areas of Stock Exchanges also
commit the illegality of issuing contracts, bills, memos, ete., in their own names to lend authencity to their
operations and the gullible investors who are not normally aware that these can legally be issued only by a member
of a Stock Exchange in the jurisdictional areas covered by the Stock Exchange fall a prey to such gimmicks of sub-
brokers. itis quite a common occurence seeing a sub-broker, who after getting established, suddenly vanishes from
thescenecollecting theshares given forsale arid the money given for purchase by his clients leaving the latter totally
hapless. Since there is no nexus between the stockbroker and the clients ofthe sub-broker, the stockbroker pleads
his inability to entertain the claims of the clients of the sub-broker.

In order to overcome this serious lacuna in regulation, a Working Group set up by the Securities and
Exchange Board of India , has recommended a system of authorisation of these sub-brokers based on the
criteria of professional competence, financial soundness and record of integrity and payment of suitable
admission fee, security deposit and annual subscription. The Group has also recommended creation of a
Customers’ Protection Fund by earmarking 25 per cent of the sub-broker’s annual subscription towards this fund.
The Group has further recommended that while the sub-broker would be primarily responsibie to the client, the
principal broker would ultimately be responsible to the client in case of sub-broker’s default. The Group was also
of the epinion that over a period of time, sub-brokers must be authorised 10 issue contracts in their own names 10
their clients. Thiswould obviously need anamendment to the Securities Contracts  {Regulation) Act, 1956 which
permits contracts to be entered into only between, with or through members of recognised Stock Exchanges inju-
risdictional areas.

Rights of Investors Against Stockbrokers

Investors have certain rights embodied in the Rules, Bye-laws and Regulations of Stock Exchanges which
most of them are not aware. These include consent of the client before a member enters into a contract with him
as a principal, issue of a contract whether as a principal or as an agent after the contrat is entered into, right of the
client 1o close out an unfulfilied contract through any other member of the Exchange, lodging of a complaint
against any member who fails to implement the stockbroking business with the Stock Exchange authorities who
can take disciplinary action including suspension against the member if they are satisfied about the complaint,
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reference to arbitration, etc. Adequate publicity in this behalf needs to be undertaken, particularly by the Stock
Exchanges, so that rights of investors do not go by default. ’

Arbitration

Aclient or a member can refer any claim, difference or dispute with a member or a client, as the case may
be, for arbitration under the Rules, Bye-laws and regulations of the Stock Exchange. Arbitration has to be
conducted by two members of the Exchange, one to be appointed by each party. fn caseofany difference between
the two arbitrators asto theaward, theycan appointan umpire fromamong the membersofthe Exchange. During
1986, 1987 and 1983, 68,136 and 111 arbitration cases have been filed out of which 30,92 and 25 cases respectively
have been disposed of at the Bombay Stock Exchange.

Althougharbitratorsare normally required to give the award within four months, quiteoftenthere isdelay
due to the protracted nature of the proceedings which has a frustrating effect on the claimants. Ashorter system
of these proceedings is required to be evolved so that justice is administered in time.

Thereisafeeling that members ofthe Exchange, whoaloneare entitled to sitas arbitrators, may notalways
be as objective as is required. This is not normally true. Yetas dispensation of justice has not only to be objective

but also appears o be 0, the question of having outsiders like retired judges having the requisite expertise toact
as arbitrators needs favourable consideration.

Transparency of Transactions

Lack of transparency of transactions is also a major shortcoming of our markets. Investor is hardly
allowed to know the actual 1ate of the transactions, he being forced to be content with a statement of net 1o pay
in respect of purchases and net to receive with regard to sales, the brokerage amount being added to the former
and deducted from the latter, without indicating the quantum of brokerage and more often than not the rateof the
transaction given to the investor is the highest in the case of purchases and the lowest in respect of sales of the
recorded transations of theday. The issueis, however, notsosimplisticas this, as there is always the jobber’s spread
which the dealer cannot €scape, and the recorded rates are the actual transacted rates, where the dealer could be
a seHler, in which case the raté would be lower of the bid and offer rates given by the jobber, 07 3 buyer resuiling
in the rate being higher of the two rates quoted by the jobber. An ordinary investor is neitheraware of this nor
able to appreciate it. This ruse is often exaggerated as the gapis relatively narrow in the case of active scrips, while
the daily range of fluctuations is often five to ten times this gap. The balance of advantage would lie in not only
indicating the rate and the brokerage separately but also the sime of the transaction, as is the practice in the
developed markets of the world,

Odd Lots

Odd lots constitutea major bugbear forthe Indjan investors. Outof atotal market capitalisation ofabout
Rs.60,000 crores, equities worth about Rs.10,000 crores are in 0dd lots. [nvestors normatly receive 15% to 20%
fess than the market price for theirsalesand have to pay 15%1020% morethan the market price for their purchases
ofodd Jots. Schemes evolved bysomeofthea gencies and companies 10 fetch a better price for the investors have
not proved to be much of a success.

Inasignificant moveto alleviate the hardship of investors, the Bombay Stock Exchange has appointed 16
members as authorised odd ot deaters with effect from the 1st September, 1987. According to the norms laid down
by the Exchange, these dealers have to pay io the sellers at rates prevailing on the previousday minus 10% in the
case of securities whose prices are upto Rs.40, minus 7.5% in the case of securities whosé prices are betweer Rs.40
and Rs.100, minus 5% in the case of securities whosc rates are between Rs.100 and Rs.300 and minus 5% or less
in case of securities whose rates are more than Rs.300. To begin with, the scheme is confined to companies whose:
registered offices aresituated in Bombay. Laterthe schemewill be. extended to companies whose registered offices
are outside Bombay. '

, A scparate trading session has also been arranged on Saturdays peginning from January, 1988 to
facilitate odd lot dealings amongst members themselves. These sessions, which will help in consotidation of 0dd
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lots into trading lots dispensing with the requirement of sending odd iots to companies, lrave proved to be very
popular. Delhi and Calcutta Stock Exchanges have also initiated steps similar to those adopted by the Bombay

Stock Exchange to facilitate consolidation of odd lots into trading lots. Other Stock Exchanges are also expecied
to follow suit.

Laudable as these efforts are, they need to be supplemented for solving the problem fully. Companies may
themselves be permitted to purchase the odd lots of their own shares preferably at the ruling price with the
safegnard of prior approval of the General Body to prevent any misuse by the Board of Directors. These shares
can then be reissued in marketable lots, if need be. Similar provisions exist in countries like the U.S.A and UK

and there is no reason why we should not emulate the same. Companies Act, 1956 will, ofcourse, have to be
amended for the purpose.

Lack of Liquidity

Although there has been more than a ten fold increase in the turnover in the secondary market during the
last one decade, the Indian stockmarkets have not yet heen able to develop the requisite degree of liquidity in all
the listed securities. About 900 issues no doubt get traded at presentout of a total of about 3,600 issues listed on
the Bombay Stock Exchange as against about 600 issues out of a total of about 3250 listed issues a year ago. Still
over 80 per cent of the turnover is confined to specified shares and even here the top ten scrips account for about
75 per cent of the turnover. ‘The Indian stock markets are thus a peculiar amalgam of high volatitity in respect of
a few scrips and tow tquidity in respect of a vast majority of them.

No systematic efforts have been made till recently to generate liquidity in listed securities. Bid and Qffer
On-line System for Thinly Traded Securities (BOOSTS) launched by the Bombay Stock Exchange in January, 1988
has not proved to be effective. Companies seeking enlistment on the Bombay Stock Exchange are now required
toappoint market makers. Success of this experiment needs to be watched with interest and transplanted to other
Exchanges. Creation of market makers in respect of issues atready listed is a more formidable task. Financial
institutions can and should take the lead in the matter. Reservation of say even half a per cent of the new issues

and grant of liberal bank finance to market makers would help greatly the process of improving liquidity in the
Indian stockmarkets.

Insider Trading

Insider trading i.e. trading in securities by persons in possession of material non-public information
relating tosuchsecurities, which is price-sensitive, strangely remains totally uncontrolled and has proved to be one
of the biggest menaces to the investors. The provision contained in Section 307 of the Companies Act requiring
shareholdings and debentureholdings of directors to be recorded and kept open for inspection of any shareholder
ordebentureholder during the period of 14 days beforeand 3 days after the Annual General Meeting ofa company
has proved to be totally ineffective in controllingsuch trading, Publication of half-yearly results by listed companies
asrequired by clause 41 of the Listing Agreement in operation from the beginning of 1987 has also not minimised
such trading, Notonlyinsider trading needs to be prohibited with provision for deterrent punishment for offenders
under 2 suitable statutory framework but aiso enforced strictly and rigidly. Till such time Government comes out
with the legislation, it behoves stockbrokers as trustees of public welfare not 10 put intransactions of “insiders” if
they realise that these are based on non-public information.

Manipulation of Prices

Prices are the outcome of a host of factors, fundamental and technical, simultaneously operating on the
market. Itisalmost like a national poll being the outcome of the judgement of hundreds and thousands of people
continuously buying and selling in the market. Itis, therefore, not possible to say whether the price registered in
the market at any point of time is a correct price. Even so, manipulation of prices, always 10 the detriment of
investors, is a common occurence on Stock Exchanges. Making a fast buck, ensuring success of the public issue,
getting higher advances from banks, having lower wealth-tax assessments, etc., are some of the major objectives
of manipulationof prices. While maniputation of prices in frequentlyand thickly traded securities may be difficult,
itis easy to do so in infrequently and thinly traded securities.
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Strangely, there is no effective deterrent against manipulation of prices in the Indian stock markets.
Expunging the quotations and taking disciplinary action against members of Stock Exchanges are unfortunately
the only available measures and even these are rarely resorted to by the stock Fxchange authorities. Drastic penal
provision, inciuding institution of criminal proceedings in a court of law against the manipufators, he they
members of Stock Exchanges ornot, on the lines ofsimilar provisions embodied in the statutes of several advanced
countries, is therefore called for if the menance of manipulation of stock prices has at all 1o be effectively

controlled.
Customers’ Protection Fund

Whenever a member of a Stock Exchange is declared a defaulter, the net assets remaining in the hands of
{he Defaulters’ Committee after defraying costs, charges and expenses relating to the realisation of these  assets
are utilised to satisfy first the claims of the Fxchange and the Clearing House run by the Exchange and then the
admitted claims of members of the Exchange against the defaulter on a proraia basis. Only if any surplus is left
thereafter, the claims of theclientsof a defaulter member are considered by the Defaulters’ Committee. Theclients
can, no doubt, go in for arbitration with the Exchange in respect of their claims and obtain awards in their favour
and thereafter get thesame filed ina Court of Law for decree. Thedecrees, however,cannol generally be executed
as the defauiter invariably disposes of all assets before he is declared a defautter.

Lack of suitable protection 1o the clients in the event of a member of a Stock Exchange being declared
a defaulter has proved to be a majot pottleneck in the flow of funds into industrial securities. The Ministry of
Finance had, therefore, directed the Stock Exchanges of the country toset up Customers’ Protection Funds. The
Bombay Stock Exchange was the first to set up such a Fund, Established in October, 1986, the Customers’
Protection Fund of the Exchange is patterned on the linesof the Securities Investor Protection Corporation ofthe
U.S.A. and the Stock Exchange Compensation Fund of the London Stock Exchange. The fund is financed partly
by way of a levy on the turnover of members collected at the rate of one rupee for every Rs.10 lakhs and partly by
way of contribution from the listing fees collected at the rate of two per cent. The Fund had Rs.8.27 lakhs 10 its
credit as on the 31st March, 1989 after having distributed about Rs,3.501akhs tothe clients of one of thedefaulier
members. The Fund is being administered only for the benefit of the clients of the defaulter members of the
Exchange and their beneficiaries in respect of genuine investment claims. The compensation that maybe paid
inrespectof any single client is limited to Rs.10,000. Itis, however, expected that thisamount would progressively
be raised in future with the increasing fiow of money into the fund. While there is no ceiling on the amount of
compensation that may be paid from the Compensation Fund of the T ondon Stock Exchange, the Securities
Investor Protection Corporation of the USA limits the payment to a single customer (o $5,00,000 out of which
claims on cash, as distinct from claims for securities, would not be more than $1,00,000. The Securities Investor
Protection Corporation had §398.3 million to its credit at the end of 1988 besides a line of credit upto $ 500 mil-
lion from the banks and $ 1 billion from the Securities and Exchange Commission which in turn can borrow the
same from the U.S. Treasury. Asimilar dispensation in this country can help in grant of increased compensation
from the Customers’ Protection Fund.

Investors’ Scrvice Cell

The Bombay Stock Exchange had ¢stablished a complaints ceil about 8years ago Lo look specifically into
the complaints of investors. In pursuance of a Government directive, the cell was not only rechristened as the
Investors’ Service Cell in 1986 10 demonstrate clearly the service character of the cell butalso  strengthened with
a senjor officer heading the cell to render expeditious service to the investors. Aboui 2,000 complaints are
received by the cell every month and out of this about 94% are against listed companies and the baiance against
stockbrokess. In 1988, the Exchange received inall 23,129 complaints - 21,983 against fisted companies and 1,146
against members. : '

The complaints against companies mainly relate to non:receipt of refund/allotment advice, non-receipt
of securities, delay in transfer of securities, non-receipt of in terest/dividend, non-receipt of brokerage and under-

writing commission, etc. Against members the complaints are primarilyabout non-receipt ofsecurities boughtand
of sale proceeds of securities sold, non-payment of profits, etc.

The lavestors® Service Cell tries its level best 1o redress the grievances as expeditiouslyas possible. infact,
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Infact,

inallthe communications to the investors they are requested to contact the cell if their grievances arenot redressed
wui{m a reasonable time, thereby clearly indicating to them the earnestness of the cell to resolve the problems of
the investors. Qut of the 23,129 complainis received by the cell in 1988, 17,878 complaints were disposed of.

The Investors’ Service Cell is a bit handicapped while dealing with companies. The only powers the Stock
Exchanges have against a deliquent company are suspension of dealings in the securities of the company and
delisting of the same, both of which are not in the interest of the investors. The action of suspension of dealings
for a few days taken by the Bombay Stock Exchange against a few companies, has, however, proved to be quite
effective in as much as the public image of the companies concerned was damaged 1o a great extent. The Stock
Exchanges need o be clothed with powers not oaly to fine the companies and the officers in defauit of these
companies but aiso to launch both civil and criminal proceedings against them in a courtoflaw in  serious cases.
Asasafeguard against any misuse of these powers, Stock Exchanges may be permitied to doso only after obtaining
prior approval of the Government in the matter. '

With regard to disputes between members of the Stock Exchange and their clients, the Investors’ Sérv-
ice Cell tries to resolve the dispute administratively as far as possible. Only when the celf is not ableto do so duc

to claims and counterclaims by the disputants, the client is asked to refer the matter to arbitration. Such ¢ases are,
fiowever, relatively few, .

Conchusion

There is no stronger stimulus than investor protection to the growth of the market as the investor is the
king of the market. This was clearly adumbrated by President Franklin D. Roosevelt when he remarked, while
signing the Securities Act of 1933, that the goal of securities regulation is to change the law from caveat emptor
(buyer beware) to cavear vendor (seller beware).

Despite the unprecedented growth of the market during the last one decade, investments in corporaté
securities including units of the Unit Trust of India hardly account for 7 per cent of the financial savings of the
householdscctor and we havea longway to go beforewe arcable to tap about 25 percent of the houschold sector’s
financialsavings as is being done byseveral of the advanced countries of the world. Stock Exchange administration
which acts as a custodian of investor protection has a crucial role to play in this regard. It has not only to be
competent and honest but also tough to withstand the pressures from the mighty corporate world on the one hand
and the fast growing securities industry on the other both of which largely contribute for the finances of the Stock
Exchanges. The Securities and Exchange Board of India set up by the Government of India in April, 1988 with
the primary objective of investor protection will no doubt act as a citadel of inveslor protection preventing any
hesitant Stock Exchange administration from detracting from the path of proper dispensation of justice.

Source: The Stock Exchange Review, August 1989
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RECENT TRENDS IN SECURITIES MARKETS @
BY

M.R. Mayya
Executive Director, The S_t'ock Exchange, Bombay

Let me ri ght at the out st convey my deep sense of gratitude to the Western Indla Regional Council of -

the Institute of Chartered Accountants of India for having mwted me to delwer 8. Va;dyanath Iyer Memonal B
Lecture this year '

Thave intentionally chosen the theme "Recent Trends in Securities Markets" more with aview to focussing
attention on someof the problems attendant on these trendsand fo initiate a debate for arriving atasort of national
consensug in the matter in order to solve these problems than with a view to finding fault with the system. No
system in the world is perfect nor is the Indian securities market. It should, however, be our constant endeavour
toreduceas far as possible the infirmities in the systemsothatthe objectives of havinga dynamicand vibrant capital
market pmwdm gconstantly the long-term funds for the indusiryand tradé on the one hand and of ensurmgsafety, e
hqmdny, return and appreciation to the growing class of mvestors on the other arc achaeved N

Burgconm § Markets e

Sy

The Indian stock markets have grown so sharply in the 80s that the decade itself has been christened as
adecade of the capital market. The extent of growth can easily be measured by the fact that as against an annual
average amount of just Rs. 90 crores raised from the new issues market in the seventies, about Rs. 6,000 crores are
beingraised during 1989v90 andanamountofabout Rs. 10,000 crores is expectcd to be raisedin 1992-93. The daily
turnovér on the Bombay Stock Exchange alone has shot up from about Rs. 10 crores in 1979- 80 to about Rs. 125 -
crores in the current year. The number of shareholders has also risen sharply from about a million to about 12
million during this period, catapulating this nation to the position of being the third largest shareholding
population nation in the world, next only to the United States of America and Japan which have about 50 million
and 25 million shareholders respectively. Market capitalisation has also shot up from about Rs. 3,500 crores to -
about Rs. 60,000 crores during the last one decade, accounting for about 15 per cent 'of the GNP niow as agamst'
about 3 per cent ten years ago. '

The basic thrust for the market came :nmaily from the statutory reqmremem to dilute alien holdings by .
the FERA companies. About 115 companies offered about Rs. 125 crores in the latter half of the 70s generating
about 2 miiliori shareholders in the country. These companies offered not only a steady return on investment but ¢
also asharp and instant appreciation in prices to the investors. Closely on the heels of this dilution, came the offér
of convertible debentures by established and renowned houses enticing again’ the investing public into the
securities market. The policy of deregulation, delicensing and decontrol followed by Government soon thereafter
gave the, necessary fillip for the private sector to expand, diversify and modernise ina big way without much of
hassles. ‘This naturally led to an exponential growth of the stock markets. The mvestor m turn reaped handsome'
gains by their investmment in equities.

Equities, which acted as a poor hedge against inflation right till the seventies, changed théir role from'the
beginning of the eighties, alluring the investors to divert their savings into the corporate sector, As against an
overall negligible rise of just 2 per cent in the index number of ordinary sharesover sixties and of about 60 per
cent over the seventies as complied by the Reserve Bank of India, the rise since thé beginning of'the eighties has
been 260 per cent while the rise in the index nuniber of wholesa%e prices durmg hese penods has been about 80
per cent, 160 per cent and 75 per cent respectively. '

The unprecedemed growth of the Indian stock markets has resulted in t1ese markets becoming a major
market in the emerging stock markets of the world, next only to Taiwan and Korea, both in respect of market'

@ Textof S Vaidyanath Iyer Memorial Lecture delivered at Bombay on Thursday, the 4th Ianua:y 1990,




capitalisationand turnover. Naturallythis hasattracted the eyes of the globe, most ofwhomare noweager to invest
in our market. Lo : . i -

Increase in the namber of Stock Exchanges

Toaccommodate the fast growingsecurities indusiry, Government has been granting recognition to more
and more Stock Exchanges during the last few years. While there were only eight recognised Stock Exchanges in
the countryin 1978, thereare todayas manyas 13 and {tappears that thérecould be about 30t 40 Stock Exchanges
functioning in the country by the end of the century. While there is a school of thought that does not favour the
increase in the number of Stock Exchanges, mainly on the ground that smaller Exchanges could be less efficient,
in a country of a continental size like that of ours and inhibited by poor communication facilities, it wouldbea
prudent proposition o havemoreand more Stock Exchanges set upatdifferent centressothatthe investing public’
have easy access 10 the members of Stock Exchanges who are subject to requisite degree of discipline. =

Mérﬁbership of Stock Exchanges

With the increase in the number of Stock Exchanges, the nu mber of active stockbrokers hasalsonodoubt
increased during the last one decade. There are today about 3,000 active stockbrokers all over the countiy as
againstabout 1,250 a decade ago. Importantas the need for the increase in the membership is, there is an equally
imperative need to ensure improvemeént in the quality of the services by stockbrokers. Individual stockbrokers :
could amalgamate themsélves into firmsand companies soas to be able to deploy the tesources ina moreeffective
way. Inorder 1o encourage the emergence of such entities, the constitution of Stock Exchanges has recently been
amended to provide {or companies with majority of direcfors having untimited liability 10 become members of
Stock Exchanges. Financial Institutions and their subsidiaries and subsidiaries of banks in the public sector have
also been permitted to become members of Stock Exchanges, although entry of thesé institutions at some of the
Stock Exchanges has been temporarily held up. The apprehension of the stockbroking community that these
institutions will make inroads into their business is not fully true. The capital market is widenin gvery fastand the
existing strength of the stockbroking community is inadequate to cope up with the intrease in the growth of the
securities industry. Besides, the amount of confidence that can be generated by public institutions in the minds
of the investors is tremendous. Fair competition between the public sector bodies and the existing class of’
stockbrokers should only lead to better services to the investors. However, emphasis should be more, at rate in -
the initial years, on additionality of services, like market making capacity, building up new cli¢ntele, particularly
in rusal and semi-urban areas, etc. where the services rendered by the present class of stockbrokers are owefully

- inadequate. ' ' - o

Secretaries, etc. would actually lead to professionalisation of the. membership of Stock Exchanges. This Is,
however, not true, as intricacies of the securities industry can be understood only by makinga, thorough study of
this industry. With this end in view, the Bombay Stock Exchange has recently started a Training Institute for the
stockbroking community. The Institute proposes to start separate courses for investors in the near fature.

- There is & mistaken belief that induction of professionals such as Chartered Accountants, Company

. Thequestion ofimproving the quality of membership is no doubt important butan equallyimportant ared
needing instant attention is relating to sub-brokers who are at present outside the purview of regulation; Ona’
rough reckoning, there are at least 30,600 such sub-brokers alf over the country. Some of these sub-brokers in the
jurisdictional arcas of Stock Exchanges also commit the iflegality of issuing contracts, bills, themos, €tc. in their
own names to lend authencity to their operations and the gullible investors who are not normaily aware that these
can legally be issued only by a member of a Stock Exchange in the jurisdictional areas covered by the Stock

Exchange fall a prey to such gimmicks of sub-brokers. It is quite a common occurrence seeing4 sub-broker, who
after getting established, suddenly vanishes from the scene collecting the shares given forsale and the money givern
for purchase by his clients, leaving the latter totally hapless. Since there i§ no nexus between thé stockbroker and -
the clients of the sub-broker, the stockbroker pleads his inabilily to entertain the claims of the clients of the sub-
broker. ST TN e

. In order to overcome this serious lacuna in regulation, a Working Group set by the Securities and
Exchange Board of India, has recommended a system of authorisation of these sub-brokers based o the criteria
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of professional competence, financial soundness and record of integrity and payment of suitable admission fee,
security deposit and annual subscription. It is earnestly hoped that these recommendations, which'are presently
under the consideration of various Stock Exchanges, would be implemented at the earliest so that the gulhble

. mvestmg pubhc do not have to deal with some one who is not accountable o any au Ehomy

Restructuring the Governing Boards of Stock Exchanges

¥

" In tune with the developments the world over, complexion of the Govemmg Boards of the Indian Stock

Exchanges too is undergoing a change, with more of non-broker directors being inducted into the board rooms of
the Stock Exchanges. While ultimately the extent of representation to the non-broker dlrectors canbeup to 50%, o
as is the case in most of the leading gIobai stockmarkets, the process of inducting mére and mote of non-broker
directors should not be delayed. As a non-broker director can wield tremendous influetice on the deliberations

of the Board, each oneof them being in a position to sway thedeliberations, it is absolutely essential (o ensure that
the right type of people havinga high degree ofintegrityand mdependence and imbued only by publac interestare
selected for these posts. Smtable payment to these persons for the services they render needs a!so to be made

I’nmary Market

“The growth of the primary market during the last decade is a tribute bothi to the enterpreneunal class

availingof the funds provided by this market on the one hand and to the vast investing publicsupplying these funds
on the other. While no doubt the growth needs 6 be sustained, several problems confronting this markethave to
be tackled 50 that unscrupulous elements are prevented from taking undue advantagc of the growt‘n "

The unofﬂcxal market pnor to hstmg where the premiaare rigged up by mterested pames parucularly the
managément, underwmers and merchant bankers, to entice the investors needs immediate attention. Thereisa

school of thought which favours regulation of this market o the lines of “as and when issued contracts” in the U.S.
While the debate whether or not to regulate this rarket can and should continue and a decision be taken after
weighing the pros and cons and assessing which way the balance of advantage would Iay, these transactionsshould

in the meantime not only be declared illegal but even the publication of their quotations be also rendered illegal.
Sucharigorous dispensationalone can detract the unscrupulous elements from usmg this market for their beneﬁt _

o the detriment of the investing public.

o Mampulauon ofshare pr;ces atthe time of further issues isa common occurrence. The processstarts well
before a company seeks permssmn from Govemmem for issue of further capital. Not only an attempt to get a -

a common spectacle to find these prices slide down to their natura! levels, often below the offer pr:ce Whlle_‘

attempts to stabilise prices at the time of further issues are quite understandable and also justifiable, the attempts
to manipulate prices are, to say the least, reprehensible. Equally reprehensible are the attempts by others, be they
speculatorsor rival groups, to depress the prices. Unfortunately, thereis no effective deterrent prowsxonat present

against manipulation of prices in the Indian stock markets. Expunging the quotations and taking disciplinary

actionagainst members of Stock Exchanges areunt‘ortunatclythcon]yavmable measares and éven these arérarely
resorted to by the Stock Exchange authorities. Drastic penal provision, including irstitution of criminal

proceedings in a court of law against the manipulators, be they members of Stock Exchanges or not, on ‘the Tines

ofsimilar provisions embodied in thestatutues ofseveral advanced countries, is, therefore, called for, ifthemenace
of mampulatlon of stock prices has at all to be effectwely cnntrolled

“There is also inordinate delay in admitting the securities for trading, pﬁmaraiy because of the d’elay' in’
collectionof apphcat:on forms from the different centres of the country and to some extent delay in the processing -

of theseapplications, issue of allotment letters/share certificates and postingof these documents to the apphcants
by the issue houses, Vigorous and sustained effortsin this behalfshould normally enable iradmg being permitted

evenwithin four weeks while in actuality companies aré not able to complywith these requirements even after 70

days from the date of closure of the subscriptionlist in respect of publicissues andsixweeks from the date ofclosure

in respect of rights issues. It is needless to emphas:se that this affects great!y liquldlty of mvastmems. Stnct
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momtormg by Stock Exchanges has no doubt helped to minimise the delay. While one would not normally like
tosuggest establishment of separate securities houses to attend to the work of collection of apphcanon forms, the
inordinate delay expenenced in this behalf, does prompt one to make asuggestion. Itis, therefore, time that some
thought is being given in this regard

The provision for payment of interest On excess application money needs scrutiny. Although companies
are required to pay interest on excess application money at the rate of 15% from the 70th day from the date of
closure of thesubscription Hist 1ill thie date of posting of the refund orders, not many companiesseem tobe adhering
to this stipulation, by antedating the refund orders. Aleft investors should bring concrete mstances of such _
maIpracuces to the notice of the authom:es concerned for mstant remedlal action. © © :

_ Frequem entry into the market by some compames pamcularly those inivolved in expansuon, dwers1ﬁca-
tion and modernisation is truly indicative of the vibrancy of the Indian capital market. Unfortunately, the practice”
followed by some of them of delaying not only allotments but subsequently not returning shares lodged with ther
for sub-division, consolidation and transfer in time, thereby creating an artificial scarcity in the market with a view
to manipulating the prices in the secondary market, has harmed the investors greatly. Itis, therefore, essential to
ensure that there is a time gap of atleast one year between two consecutive issues or alternatwely compames may
be perm:tted to enter the market agam only six momh& after the hsung of 1he prev:ous issue

Pcrmlttmg compames 10 offeg convertiblé def;ventures with provision for converszon at two or three _
points, the latter towards the end, is indéed a welcome froposition as'the market in these debenturés continues -
toremain activebecause of the ciosehnkagebetween éqmty and thesedebentures, What, however, need tobe fixed
right at the béginning are the térms of conversion, dt afl the points, including the last one. Leaving these terms
open, tantamounts to offering an open bait to the managements toTig up the pnces which they can domore easily
if the quantum of shares emanating after the initial ISSGCS is not sxgmﬁcant to gam a higher premmm. '

A major cause for the recession m pnces in the sécondary market in 1986 and 1987 was that several ﬂyu '
by-night operators entered the market moppmg up the hard earned savings of the investors by giving misguided
advertisements and also jacking up prices in the unofficial market. It is'essential to'learn from this experience and
to ensure that this does not get repeated Companies which are able to reward instantly the investors hoth by way
of a return and also appreciation in prices, should as far as possible only be allowed to enter the market. Others
should be encouraged to have recourse to other avenues of finance like bou ght-out dedls by financialinstitutions,
venture capital funds, etc. This should be made universal embracing even the megaissues. It is heartening to
observe in this connection that one or two companies have come out with safety-net proposals for small investors
foran initial period of oné year orso after allotment, R: gld aéherence to these prov:smns is, however, absolutely
necessary. .

Yet another dzsturbmg development is the reckless manner of issue of circulars and pariphlets by
underwmers and others making tall claims not mentioned in the prospectus. More d:sturbmg is the manner in -
which réturns are calculated and even advertised in newspapers on the basis of historical prices which often are”
manipulated. Marketmga new issueis no doubta difficult proposmon butthat should beno excuse for mlsgmdmg :
the gullible investing public '

Another major drawback of thé new issues market is lack of adequate instruments. Equmes and cqmty-
linked instruments like convertible debcntures dnd noit-convertible debentures are the only ones in the market.
Preference shares have virtually dried oltt of the market. :Cumulative convertible preference shares, in respect of
which Government had issued guidelines in 1984, hive practically proved 1o be a non-starter. A second look at
these instruments with a view to assessing whether hey could be made active is called for. A number of other’
instruments like debentures of shorter duration say of threeyears, debentures on tap, warrants, zero coupon bonds,
mutual funds in the private sector, etc. could be introduced to ensure a broader participation in the securities
market. The question of offering shares of public sector undertakings, atleast by way of further issues, and to'an
extent 0f say not more than 25% $o as to ensure that the Government control on these publicsector under takings
do not get whittled down in any way, needs also consideration. The process of privatisation which is a global
phenomenon, including some of the East European countries, have not only helped governments to impart
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sobriety to the budgetary-making process butalso to increase sharply the shareholding population; For example;.
inGreat Britain, the process of privatisation has [¢d toa three-fold increase in the shareholding population to'16%-
in 1986. It would, therefore, not be proper to adopt a dogmatic approach in the matter. R

Secondary Markets

The sharp increase in the turnover in the secondary market, welcome as it is, has unfortunately not
generated the requisite degree of liquidity in the market. Itis true that abouta thousand securities are currently
being traded on the Bombay Stock Exchange out of a total ofabout 3,500 securities listed on the Exchange. While
a substantial portion of the securities, roughly about 25% of them, do not get traded at all in a year, 80 securities
in the specified group and another 25 securities in the non-specified group account for nearly 85% 10 90% of the
trading. Even here, the top 10 scrips account for about 75% of the turnover. The Indian stock markets are thus
a peculiar amalgamof highvolatility in respectof a fewscrips and lowliquidity in respect of a vast majority of them.
Thecycle needs tobe broken byappointment of market-makers who could be called upon to give continuously two-
way quotations within a spread of not more than 10%, at feast in respect of those securities where public interest
is significant. The wide spreads between the bids and offers in respect of relatively less thickly traded securities,
which often are as high as 50% of the mean rates, hasled toa shift of the interest of the brokers from the clientele
business to the trading pit. There is greaier monetary incentive to act as a jobber in the trading ring than to serve
the clients outside. Market-makers need suitable incentives not only by way of supply of securities but aiso by way
of liberal advances from banks. Market-making function, which has been totally neglected hitherto, calls for
immediate attention.

The pattern of trading at some of the Stock Exchanges which have a cycle of 14 days settlement period in
respect of non-specified securities also needs alteration, as it takes virtually another cycle of 14 days for realising
the proceeds of the shares sold and delivery of the shares bought. While the switch-over to the emerging
international pattern of a rolling settlement on the third day after the trade day may take sometime, the question
of reducing the period of trading cycle to five days ofaweekand settling the same in the following week needsurgent
consideration, This cannot, however, be implahted into the specified group, as long as it continues to be an
amalgam of cash and futures, providing as it doed, the facility not only to give and take delivery but also to carry

foward the transactions from one settlement peiibd to another.

The physical hazards involved in the trading rings of the Indian stock markets also need to be done away
with. There are about 2,500 persons in the trading ring of Bombay Stock Exchange milling around during the
trading hours to transact business. Trading through computer screens is progressively becoming the order of the
day in most of the markets of the world, London and Singapore Stock Exchanges have already totally done away
with the trading rings. The Kuala Lumpur Stock Exchange would be following suit shortly. The Tokyo Stock
Exchange too has dispensed with the trading ring except in respect of 150 active scrips. With the Bombay Stock
Fxchange planning to have a mainframe computer with the terminals directly linked with the offices of the
stockbrokers, it is proposed to dismantle the trading ring in respect of thinly traded securities. Gradually the
concept can be extended to the thickly traded securities too, subject, of course, to the acceptance of the same by
the stockbroking community. '

Equally laborjous is the post transaction work relating to physical delivery of shares. Delivery of about
30 crore shares worth about Rs. 3,000 crores take place in a year on the Bombay Stock Exchange alone, while
another more or less equal amount of deliveries take place on the other 17 Stock Exchanges of the country, Itis
true that not all of them go to companies for transfer as holders of shares do often dispose of the shares before
registration in their names. Even so, 30 per cent to 40 per centof thedel iveries can roughly be estimated to result
inactual transfer in the books of companies. For effecting any transfer ofshares, there is a tortuous travel of eight
stages, from the sefling broker sending the blank transfer forms to the selling client on to the buying broker
despatching the certificates to the buying client, all saddled with risk, niot to speak of the mountain load of work
and enormous time involved in sucha circuitous process. ' :

Most of the global markts have already moved away from this proceés by creation of Depository Trust
Companies which have immobilised the securities and transfers take place only through book-entries eliminating

53




the cumbersome procedure of physical movementofscrips amongbrokers and clients. Abeginning hasbeen made
in this country by the establishment of Stock Holding Corporation of India Ltd.,, whichinitially will be offering the
services of actingas a depository to theseven all-India financial institutions which have promoted the Corporation
and later extending its services to others. The Bombay Stock Exchange and the Bank of India have also made a
beginning by establishing BOI Shareholding Corporation which will initially act as a depository in respect of
deliveries involved in badla transactions estimated to be about 3 crore shares worth about Rs. 300 crores. Later,

' the services of the Corporation would be extended to the shareholdings of stockbrokers and investors.

Amajor hurdle on the free operation of the Stock Holding Corporation is the restriction on the currency
of transfer deed for a period of one year or till the iext book-closure, whichever is fater. With the causes that led
to the introduction of the restriction way back in 1966 being fully taken care of by various other provisions
subsequentlyembodied in the Companies Act and the Income-tax Act, these restrictions need tobedone awaywith
lack, stock and barrel, if the cult of equity has to be carried to the four corners of the country, particularly the semi-
urban and rural areas, and across the country among the non-resident Indians.

Immobilisation of securities is only a part of the journey to ease the problem. Ultimately we should plan
1o create a certificateless-society as has already been done in Norway and Denmark and as is being proposed in the
United Kingdomby the establishment of TAURUS. A proposal to establish aStock Holding Corporationon these
lines was submitted by the Bombay Stock Exchange way back in 1979. Each investor would have an account with
the Stock Holding Corporation with the shares purchased by him being eredited to his account by a Deposit Slip
and the shares sold by him being debited to his account by a Delivery Order. The mechanics of opening and
operatingan investmentaccountwould besimplicity itself, akin to pay-inslipsand cheques making creditand debit
entries respectivelyin thebankingsystem. Shares will then become as liquid as cash, mobile and freely transferable,
as funds flowing through banking accounts. It is high tithe the authorities concerned move in the matter, if need
be, by appointing a High-Power Committee to look into the various aspects of the proposal,

Transparency of Transactions _

Lack of transparency of transactions is also a major shortcoming of our markets. The investor is hardly
aliowed to know the actual rate of the transactions, he being forced to be content with a statement of net to pay
in respect of purchases and net {0 receive with regard to sales, the brokerage amount being added to the former
and deducted from thelatter, without indicating the quantum of brokerage and moreoften than not the rateof the
transaction given to the investor is the highest in the case of purchases and the lowest in respect of sales of the
recorded transactions of the day, The issue s, however,notsosimplisticas this, as there is always the jobber’s spread
which the dealer cannot escape, and the recorded rates are the actual transacted rates, where the dealer could be
a seller, in which case the rate would be lower of the bid and offer rates given by the jobber, or a buyer resulting
inthe rate being higher of the tworates quoted by the jobber. An ordinary investor is neither aware of this nor able
to appreciate it. This ruse is often exaggergated as the gap is relatively narrow in the case of active scrips, while
the daily range of fluctuations is often five to ten times this gap. The balance of advantage would lie in not only
indicating the rate and the brokerage separately but also the time of the transaction, as is the practice in the
developed markets of the world. :

Odd Lots

Odd lots constitute a major bugbear for the Indian investors. Out ofa total market capitalisation ofabout
Rs. 60,000 crores, equities worth about Rs. 10,000 crores are in odd [ots. Investors normally receive 15% to 20%
lessthan the market price for their sales and have to pay 15% to 20% more than the market price for their purchases
of 0dd lots. Schemes evolved by some of the agencies to buy odd lots and the efforts made by the Bombay Stock
Exchange of appointing authorised odd lot dealers with norms for their operations and having separate trading
session on every alternate Saturday have no doubt helped in alleviating the gravity of the problem: Laudable as
these efforts are, they need to be supplemented for solving the problem effectively. Companies may themselves
be permitted to purchase the odd lots of their own shares, preferably at the ruling price with the safeguard of prior

54

(€]
ir:

ne
in
en
er
th
is¢



er,

acy
led
ans
ith
mi-

dan
the
ese
vith
slip
and
shit
ble,

eed

rdly
pay
mer
fthe
{the
read
dbe
lting
able
‘hile
only
t the

bout
20%
1ases
itock
wding
e as
elves
prior

approval of the General Body 1o prevent any misuse by the Board of Directors. These shares can then be re-issued
in marketable lots, if need be. Similar provisions exist in countries like the U.S.A. and U.K. and there is no reason
why we should not emulate the same. Companies Act,1956 will, ofcourse, have to be amended for the'purpose.

Insider Trading

Insider trading i.e., trading in securities by persons in possession of material non-public information
relating to such securities, which is price-sensitive, strangely remains totally uncontrolled and has proved 1o beone
of the biggest menaces to the investors. The provision contained in Section 307 of the Companies Act requiring
shareholdings and debentureholdings of directors tobe recorded and kept open for inspection of any shareholder
or debentureholder during the period of 14 days before and 3 days after the Annual General Meeting of a company
has proved to be totally ineffective in controlling such trading. Publication of half-yearly results by listed
companies as required by clause 41 of the Listing Agreementin operation from the beginning of 1987 has also not
minimised such trading. Not only insider trading needstobe prohibited with provision for deterrent punishment
for offenders under a suitable statutory framework but also enforced strictly and rigidly. Till such time
Government comes out with the legislation, it behoves stockbrokers as trustecs of public welfare not to put in
transactions of “insiders” if they realise that these are based on non-public information.

Take-Overs

Take-overs which has gripped the western world has now spread to this country too. In fact, there is
nothing wrong in a take-over as it strengthens the very fabric of the corporate sector by enabling replacement of
inefficient managements by efficient ones. It would, however, pe desirable to ensure that energies of the
entrepreneurial class do not get dissipated by €n gaging themselves in take-over battles. It is equally important to
ensure thatwhenever thereis a take-over, a fair deal is meted out to the non-management shareholders. Toachieve
this objective, a new Clause was incorporated in the Listing Agreement of Stock Exchanges pursuanttoa directive
issued by the government in April, 1984. According to this Clause, any acquisition of the shares of a company
beyond 25 per cent of the voting capital of the company or securing the effective control of management ofa
¢ompany by acquisition of the shares of the existing Directors and others who effectively control or manage the
company, irrespective of the percentage of their holdings, should be preceeded by an offer t0 the remaining
members of the company to acquire their shares at a price not lower than the price at which the shares of the
company are being acquired. "This is, however, subject 1o the publicshareholding not being reduced to less than
20 per cent of the voting capital of the company. -

There have been quite a few take-overs ever since this clause came into operation, particularly during the
last one year. Unfortunately, this clause has not proved to be effective in taking care of the interests of the non-
management shareholders because of four major reasons. First, acquisition of theshares is limited to 249 per cent
of the voting capital of the company, thus conforming to the letter of the law while totally violating its spirit and
brazenfacedly arguing about the correctness of such a move. Secondly, acquisition of the shares would in actuality
result in an effective change in the control of management of the company but would not ostensiblylook so, s for
example when only four out of eight directors change and there is no foolproof way of deciding that there is an
effective change in the control of management of the company. Thirdly, while there would be no change in the
shareholding patternof thecompany therewould bea changein the patternofshareholding of the parent company
holding shares in the company, as a resultof which, therewould bea change in the effective control of management
of the company. Finally, acquisition of shares ostensibly takes placeata price much below the ruling market price
but in actuality at a much higher price, the difference being settled privately. It is high time that the existing
framework is suitably modified to plugall these loopholes so that the interests of non-management sharcholders
are duly taken care of, : : ‘ ‘ .

Resilience of Indian Stock Markets
. Despiteall the pitfél!s and short-comings, the Indian stock markets have displayed a remarable degree of

poise and stability in their functioning and proved 10 be one of the best in the world. As per the study conducted
by the Bombay Stock Exchange, the average annual range of fiuctuations of all-India Index Number of security
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prices of ordinary shares compiled by the Reserve Bank of India during the period 1980 to 1988 was one of the
jowest in the world, being only 24.1%, next to 23.0% of London and 23.3% of Switzerland and lower than 25.1%
of New York Stock Fxchange and well below the average of 31.4% of the 15 Jeading stock markets of the world.

The type of collapse that took place on the 19th and 20th October, 1987 in global markets of the world
wiping away about 30 per cent of the market capitalisation amounting to about § 1.8 trillion and again recently on
the 13th October, 1989, solely due to endogenous factors has never taken place in the Indian Markets.

The resilliencyofthe Indian markets has to beattributed basicallyto thevarious measuressuchas margins,
limits on holdings, limits on movement of prices, prohibition on further dealings, ban on short sales and long
purchases, etc., continuously deployed to control and regulate the market. Contrary to the general belief, itis the
forward section of the market which has displayed a greater degree of stability than the cash section. The average
annual range of fluctuations of ten leading scrips in the forward section in the Bombay Stock Exchange during the
period 1984 to 1987 was 53.8 per cent as against 65.1 per cent in respect of ten leading scrips in the cash section.
Credit for this goes 10 a large extent o the checks and balances ingrained in the forward section and the lack of it
in the cash counter. Financial institutions who are today major players in the market, holding as they do over 30
per cent of the equities, can also help in bringing about better discipline in the market. It is common knowledge
that investors come in droves in a bull phase and also go away from the market in droves in a bear phase. Therole
of the financial institutions in stabilising the market by effecting purchases ina declining marketandsalesinarising
market and thereby imparting a greater degree of stability o the market is, therefore, crucial. It is heartening to
note that financial institutions have discharged this obligation in asignificantway, particularly duringthe last three
years.

Customers' Protection Fund

Whenever a member of a Stock Exchange s declared a defaulter, thenet assets remaining in the hands of
the Defaulters' Committee after defraying costs, charges and expenses relating to the realisation of these asseis are
utilised to satisfy first the claims of the Stock Exchange and the Clearing House run by the Exchange and then the
admitted claims of members of the Exchange against the defaulter on a prorata basis. Only if any surplus is left
thereafter, the claims of the clients of a defaulter member are considered by the Defaulters' Committee. Theclients
can, no doubt, go in for arbitration in respect of their claims and obtain awards in their favour and thereafter get
the same filed in a court of Law for decree. The decrees, however, cannot generally be executed as the defaulter
invariably disposes of all assets before he is declared a defaulter.

Lack of suitable protection to the clients in the event of a member of Stock Exchange being declared a
defauter has proved to beamajor bottleneck in the flow of funds into industrial securities. The Ministry of Finance
had, therefore, directed the Stock Exchanges of the country 1o set up Customers' Protection Funds, The Bombay
Stock Exchange was the first to set up such a Fund. Established in October 1986, the Customers' Protection Fund
of the Exchange is patterned on the lines of the Securities Investor Protection Corporation of the U.S.A. and the
Stock Exchange Compensation Fund of the London Stock Exchange. The fund is financed partly by way ofa levy
on the turnover of members collected at the rate of one rupee for every Rs. 10 lakhs and partly by way of
contribution from the listing fees collected at the rate of two per cent. The Fund has about Rs. 15 lakhs 0 itscredit
at present after having distributed about Rs. 3.50 lakhs to the clients of one of the defaulter members. The
compensation that may be paid in respect of any single ciient is, however, limited to Rs. 10,000, While there is no
ceiling on the amount of compensation that may be paid from the Compensation Fund of the London Stock
Exchange, the Securities Investor Protection Corporation of the USA limits the payment to asingie customer 10
$5,00,000. The Securities Investor Protection Corporation had $398.3 million to its credit at the end of 1988
besides a line of credit upto $500 million from the banks and $1 billion from the Securities and Exchange
Commission. A similar dispensation in this country can help in grant of increased compensation from the
Customers' Protection Fund. It is needless to point out that the money and securities lodged with a sharebroker
need to be totally protected and there just can't be any compromise on this fundamental principle.
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Securities and Exzchange Board of India

In most of the countries in the world, the securities industry is regulated by a separate watch-dog. Even
thetraditional UK. has found it necessary to setup the Securities and Investment Board, Wehaveno doubistrong
arms in the Government like the Stock Exchange Division in the Ministry of Finance and the Department of
Company Affairs for regulating and controlling the securities industry. There are, however,a number of areas like
insider trading, a host of intermediaries like merchant bankers, issue houses, investment consultants ete.,, who do
not come today under any resembiance of regulation. Besides there is an imperative need to have better co-
ordination among the Stock Exchanges. It is, therefore, necessary that the Securities and Exchange Board of India
setup in April, 1988 is clothed with suitable statutory powers. The Securities and Exchange Board of India, on its
own part should, however, take adequate care to ensure that there is no duplication of work. By and large, stock
markets of the country have been functioning quite satisfactorily under the direct control and regulation by the
Ministry of Finance. This is, however, not to say that there is no scope for farther improvement. Constant
interference with the field regulators can have the unintended effect of not only increasing paper work not
commensurate with results but also blunting the efficacy of their regulatory weapons and making inroads into the
autonomous character of Stock Exchanges.

Conclusions

Thereisa general misconception that Stock Exchanges aresymbols of capitalismand thatina country like
ours which has objectives to the effect “that the ownerhsip and control of the material resources of the community
are so distributed as best to subserve the contmon good” and “that the operation of the economic system does not
result in the concentration of the wealth and means of production to the common detriment” enshrined in its
Constitution, these symbols of capitalism could negate these objectives. This is, however, far from the truth. Stock
Exchanges can, in fact, be used as instruments to achieve the objectives set out in the Constitution of India and
reiterated by the President of the country when in his recent address to the Parliament he observed that “the
Government proposes to adopt an alternative model of governance and development based on socialist ideals of
economic equality and social justice™. It is pertinent to observe in this connection that establishment of Stock
Exchanges are taking place not only in countries which have market economies, partial or full, but aiso in
communist countries like China, the Soviet Union and others. Public purchase of stocks is no more regarded as
reversion to private property in these countries. But what, however, is required is to ensure that the Stock
Exchanges function on healthy lines and that the interest of the investors are fully taken care of. For this purpose,
theissuers of securities mutst be fair and honest in the management of the affairs for which the securities have been
issued. According to a recent study about industriai sickness, deficiency in managment accounted for 52% of the
large affected units, other reasons being market recession and environmental factors, technical factors and faulty
planning, infrastructural factors, labour troubles, etc. Investors who are unfortunate in investing in such
mismanaped companies are prone to shy away from the market. Stockbrokers who act as the intermediaries
between the issuers and receivers of securities initially and as the intermediaries among the receivers themselves
subsequenlty must also be fair and honest in their dealings. No matter, howsoever, honestly the stockbrokers
behave and, howsoever, dishonestly the investors act, there is a general feeling that investors are invariably taken
for a ride by the stockbrokers. This feeling has slowly to give way to one of mutual trust which needs hard and
assiduous labour on the part of the stockbrokers. Administration of the Stock Exchanges has also to be not only
competent but also totally honest and tough, not being subject to pressures from any quarters, howsoever,
powerful they be. If these threeobjectives are achieved, atleast toa considerableextent, if not fully, we can achieve
the goal of tising levels of savings moving into industrial securities and the population of holders of industrial
securities continuouslyincreasing, Beforewe march into the 21st century, let us have an India of atleast 50 million
shareholders, accounting for about 5% of the population and sharing in the prosperity of the nation, Equity
holders can only foster the concept of growth with equity.

Source : The Stock Exchange Review, January 1990.
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MR. M. R. MAYYA
EXECUTIVE DIRECTOR - -
'THE STOCK EXCHANGE, BOMBAY . -

It is indeed a matter of great pleasure for me to participate in this conference on Business. and In-

vestment Opportunities in Tndia” and to share with you my views and experiences on “The Stock Exchange,
Bombay - New Profit - Generating Opportunities for Overseas Investors”, s

The giant strides that the Indian cconomy hastaken in recent yearsand the air of opennessand policies
- Of liberalisation pursued by the: Indian Government have aroused keen interest among the iAternational
- financial fraternity which today looks upon India as a major growth market for the decades’ahead. My

colleagues will be telling you about different interesting facts of the Indian scénario white I have this onerous

Let us then begin with the great stock market revolution in India during the eighties in which the
Bombay Stock Exchange being the premier Stock Exchangein the country played an important role. Itwill give
.. youan opportunity to knowabout the developments which will be the cornerstone of future growth of the stock

market in India. : Cel - R

Thé Market at Present aﬁd Growth Parameters

Primary and Sccondary Market Growth

The extent of growth can best be understood through quantitative terms. For example the capital
mobilized from the primary market has grown from a mere Rs.900 million during the late seventies to over Rs.80
billion during the current year 1989-90 and it is expected to cross the land mark of Rs. 100 bilkign by 1992-
93, if not eartier. Indeed the recent Spate ofissues of over Rs. 2.5 billion each, which are mega issues by Indian
standards, entering the market in quick succession and mature investor response to them coupled with- good
performance of several modest. issues which entered the market amidst the blitzkrieg of mega issues were clear
indicators of the soundness of the Indian capital market and the. growing maturity of Indi\aninyestors.

-. On the secondary market, the average daily turnover on the Bombay Stock Exchange whigc:h'accounts
for nearly 2/3rds of the total secondary market turnover inIndia has jumped from about Rs.100 million i 1979.
80to over Rs.1,250 million (Rs.1.25 bitlion) during. the current year. More important is the fact that.around
50,000 deals are struck on the Bombay Stock Exchange during the two hour trading session on any given day

@ Speech delivéred at the Con ference organised by the Institute for International Research, Fong Kong on 9th February 1990 at Furama Hotel
Hong Kong, - L : - - :

s
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which are quite comparable 1o about 80,()0(3 deals executed on the New York Stock Exchange and about 30,000
deals that take place on the London Stock Exchange. In fact, the pet hour intensity of deals in Bombay is far -
snore than that on New York and London as they have fonget trading periods.  Setflement of these deals ina
sinoothand orderly manner without any breakdown of the machinery has earned the confidence of the investors
sven though the prolonged settlement process leads to delay in realisation of transaction proceeds, Market
cspitalization is today of the order of about Rs.600 biltion, roughly 15 per centof the GNP which though modest
oy internatiohal standards has improved from an absymally low figure of Rs.35 billion constituting barely 3 per
cent of GNP a decade ago.

India has the third largest investor population of around 12 million equity holders exceeded only by the
Usnited States with about 50 million stockholders and Japan with about 25 miilion stockholders. AS a
percentage of total population, however, it isabout 1.5 per cent, the: scope for expansion being thus tremendous.

The growth of Indianstock market during the current decade has earned for itself an important place

_in the global capital markets. The International Financial Corporation which monitors the Emerging Capital
iarkets in the world has put India as a major emerging market being among the first-five  major emerging

markets in the world. & N e SR S '

“This impressive growth has been adirect result of the. several measures adopted by the Government
of India to liberalize its industrial and fiscal policies which encouraged the growth of the private sector- and also
investment in corporate securities. The. first major step in this direction was taken in mid-seventies with

imposition of a statutory requirement to dilute alien holdings by the companies coming-under the Foreign
Exchange Regulation . Act, 1973 so as to. become. Indian companies. About 125 companies underwent
{ndianization process during the latier halfof sbventies and offered about Rs.1250 million of capital tothe ‘Indian

_public. These companies enjoying a godd ‘public image and profitable operations in the country enabled the
Indian middle class to acquire equity of sound companies at favourable rates and ensured. chances of better
“returns through regular dividends and more importantlysignificant capital appreciation. Dilution of FERA
companies expanded the Indian investor population by about two million and more importantly brought in the
non-traditional investors into the vortex of capital markets:. ' s D

_ . This was soon followed by a spate of issues of convertible and non-convertible debenturés from several
large and well established companies going in for expansion and modernisation through sizeable’ capital
investments,These two instruments, particulary the former, constructed and issued on attractive termsalsowon
ite confidence of the investors and provided a further impetus for the growth of the stock market.

Eightiesalso witnesseda shiftinthe Governmentattitude towards the privatesector, The Government
pursued a more open door policy andset in the process of liberalisation. Several restrictions, which stymied the
growth and diversification of industrial sector especially for the large houses; were done away with. industries
were not only permitted to set on the process of natural growth but'were also allowed t0 éxpand and diversify
amidst more liberal policy framework, Moreover, core sector of industries from which” the private sector
was kept away hitherto was opened to the private sector initiative. These companies turned to thestock market
ic mobilize the huge resources required to finance their new capital intensive projects and contributed to its
grpansion,

Equities. were a poor hedge against inflation in India fot a Jong time extending wpto the end of sev-
cnties. The current decade, however, witnessed a new resurgence- in security prices enticing the investors to be
active on th stock market. While the Reserve Bank of India index of security prices showed a marginal rise of 2
per cent during the sixties and around 60 per cent in seventies, the index has smartly ipped by over 275 per
cent during the eighties, By comparision, the whole sale price index had registered an increase of 80 per-cent, 160
per cent and 75 per cent respectively durjng these three decades. - ST e

. The growing interest of the investors in the stock market securities found several other instruments 10
irrvest in when beginning with 1986 several mutual funds were: floated by the Indian financial institutions and
subsidiaries of the bankswhose proceeds are being invested on the stock market. Entry of mutual funds on
the one hand provided an effective intermediation for non-traditional investors with moderate resources and
lack ofexperience of the stock marketto profit from the stock market investments. On the other hand, they have
provided a stabilizing force on the stock market cushioning the wide speculative swings which otherwise harm
1hie investors.
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In fact iti i i
e exyonentia,i Stf:\:rxxlf?d(f t.he Ind:_a.n st_pck market during the current decade is a distinguishing factor by itself.
g ring the eighties and alternating phases of bullish fervour of 1985-86 followed by;

Loal ed i -
a prolonged recession of 1986-88 and subsequent re-emergence of buoyant trend did not destablize the

R et stuctite. _ _ .
market structure. Thesmooth absorption of the manyfold growth in the activity was achieved without:any major

s, This - -
apé(é!}))lt exélgym;;x c&fggg?ia?;?ﬁ?d b;;ause of the constant monitoring and finely. tuned regulatory system

Ot a2t ] l:fgé'?' e type. of collapse that took place on theinternational stock markets
e iever ocoured on the Indi s 1 and again recently on the 13th October, 1989 due to endogenous factors
A neer O the Indian stock markets because of constant vigil on. the operations on the markets.

‘Astudy co i : eas '
udy conducted by the Bombay Stock Exchange on stability of a market as measured by the volatility

- of the Stock indi indi
of Exchange indices has indicated that the Indian market was one of the stablest markets in the

eighties with 'the ili ori i i

i ;%emaﬁ:;a] r_;r;?kn{;?slat;lr:gy;)f.pnce movements in Ipdxa being significantly lower than those on various other

. T e eing pnl_y marginally higher than the markets in London, Canada; Japan and
. nclusivelyindicated that the Indianstock markets have matured significanﬂ;and areable

to Wl[hstal!d the UalI&IIOHS iR fOl’tHnE-S W u aving a y E)el(:e { uvence onthe (i { !I([e] Illiess
‘ T g 1) p 11')10 Inﬂ TICH n h fa!rneSS an

_Emerging Trends and Developments

It isnote ' : ' o ‘ SR o
of otherwisa, n Eh(énézr;iﬁ?sth;; ;?: Indian stock:n}a‘_rket_xs perfect and that there are no imbalances, structural
syzfdrdme. s however' h_‘“mrtea’re s<?veraidpf1c‘mnc1es,somestructurai andothers arisingout ofthe growth
ofé}ﬁajdrprocess (;f st » heartening is t‘hat we in the Bombay Stock Exchange are currently: inthé midst

nstormation whichwill have far reaching consequences and will considerably mitigate

the problems if not totally solve them. Some of these measures are discussed below
New Building Complex |

" The pres ing ri : s . ) y
exivemcly cmpw degri‘t?itt;a:iﬁzg nnlg of the Bon}b‘ay St(?ck Exchange, which is a make shift’ arrangement, is
ot U resuli that the efficiency in executing deals is under constraints of. phys,ical

y- Severalofthe brokers arealso facingacuteshorta geof space with many of them having

| V (1 W a ace thh 1 i ic i
1‘ : p. l . S ha di C()nducl [+] fOI‘ folCient Operatioﬂs and mal'lltai!ll'!ig

" In ord i , DR
has Giubarkes :; :)(:: ?:‘:;2 ;:3:21:: the:;e twin prqblfems anfi to meet the requirements of future, the Stock Exchange
the best trading vings in thewm; ; anew buﬂdmg whlf:h will house a state of art trading ring coxﬁparable with
haveonly about 150 hight act'or . Keepmg In tune with the practices adopted the world over, it is-proposed to
oA G b'uildinggw 51 al;\(f)e spcrrép§ (fgr trading on the floor while the remaining scrips will be traded through
13, - LI bullc _ vide more space 10 the stockbrokers ‘i i

of a ™ rokers and thereby h

fi9!¢nC5{. T_he,bu;idmg is expected to be ready for occupation latest by the end of 1951. P o Imprqve then.-

Professionalisation of Stockbroking

Stockbroki iti .
partnerships. 'I’hcn:i gilagageegam;mnailg been  an entrepreneurial business carried out by the individuals or
While the system had workednt pro ess&on::u Siaﬂdardfi set or presecribed for one to enter this business.
requiremesits of the fut 0 everyope s‘sqtisfacuon so far, it has its own inadequacies to meet the

o lTuture, A stepto rectify thisldcuna has been taken through the recent permiésion givento

_ the corporate entities to b
porate entities (o become members of the Stock Exchanges. Similarly , All-India Financial Institutions

or their subsidijari subsidiari

e oflt iiz;n;g ;r;;:la ;h;t Os;:)stc}!:;;ws of the conflmercial banks in the public sector will also soon become

practice, managomont. o, et o ange. Prpfessnonals from other disciplines such as accounting, secretarial

Stockbrakingbusinen I:IOWQ%.? : wa so being mduc_ted as members 10 improve professsionalization  of the

profession by itseifaf;d adeer" ?;:zantto developin the long run stockbroking as a distinct and independent

Which s tainims Stk o In this behalfhas already been made by the establishment of a training institute
I g change members and their associates in the first instance. It is proposed to make this

: & StOc! T i isi
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Computerisation and Back Office Automatibn

Presently, the settlement process in the Stock Bxchange is computensed but uses batch process of
ogerauons which has proved to be inadequate to cope up with the growing voiume of buginess. Similary back

office work in stock brokers offices, bulk of which is presently handled manuauy, has also increased

tremendously. The Exchange has therefore undertaken athulti faceted computerisation programme which will

provide for on-line settlement and back office automation in brokers’ offices. This will not only reduce.

the settlement cycle but also provide for screen trading in a large number of less active scrips thereby helping in
generation of greater liquidity to these scrips. Moreover, it will enable the Exchange 10 provide better

information to the investors on a real time basis. The operanons in the offices of the stockbrokers will also be .

rendered more efficient following reduction in their back office work. Besides, there will be a qualitatively

better and real time monitoring of the market developments so that effectxve and timely measures toregulate -

the market can be taken.
Establishment 0f a Share 'Dcpository

Immobilization of share certificates and transfer of securities through ledger entries are of fundamen-
tal importance for a stock market to copé up with the growing volume of business. Experiences of U.S.
stockbrokers during the sixties and early seventies when torrential flow of paper work threatened the stablhty of
that market are well known to require any further elaboration. These ushered in share depositories in the U.S,

followed by other markets: In India also stéps have already been initiated towards this end. A beginning has ot
already been madewith the establishment 6f Stock Holding Corporation of India which presently handles the
shares of financial institutions. The Bombay Stock Exchange hasalso taken steps in association with BankofIndia .~

who presently handie the Clearing Housework of the Exchange; to forma BOISHARHOLDINGS LTD., which
once fully established will take over the Clearing House functions and also act as a depository for the members

of the Stock Exchangein the firstinstance and its services will be.extended to investors at large in a phased-

manner. Some other such depositories at other Exchanges are also being contemplated. Legal and, other

difficulties are being presently sorted out 10 ensure smooth functioning of these depositories. Once such .
deposuones become fully operational, the market will be abie to absorb a far greatcr volume of busmess Ihan B

what is being handied at present.

Immobmsauon of securities is only a part of the journey to case the problem. Proposals are on to create

a certificateless-society as hasalready been done in Norway and Denmark and as is being proposed in the United

Kingdomby theestablishmentof TAURUS. In fact, a blue printto establish a Stock Holding Corporationonthese
lines was submitted by the Bombay Stock Exchange way backin 1979. Each investor would have an account with
the Stock Holding Corporation with the shares purchased by kim being credited to his account by a Deposit. '

Slip and the shares sold by him being debited to his account by a Dehvery Order. The mechanics of opening

and operating an investment account would be simplicity itsélf, akin to pay-in ‘slips and cheques making credit

and debitentries respectively in thebanking system. Shareswill then become as liquid ascash, mobile and freely
iransferable, as funds flowing through bankmg accounts. Itmay, however ‘take some time for India to launch
on fo a certificateless society.

Investor Services

Wh:la the Bombay Stock Exchange came into existence wayback in 1875asan orgamzanon 10 protéct
the character and status of the brokers, it today actsas a repository of investors’ interests. It takes congmzance' '
oftheacts of ommissions and commissions carried out whether by the member brokers or by the hsted | companies N

which adversely affect the interests of the mvestors and ensure the1r 5 peedy redressal

The Bombay Stock Exchange has an Investors Serwces Cell wmch takes cogmzanoe of the complamts_ b
of investors whether against the stockbrokers or the comipanies. Around 4,000 complamts are recexved bythis
Cell every month which are immediately taken up- and pursued for redressal of grievances. This Cell has the ~
distinction of having been efficient in its operations and achleved ahlgh d:sposal ratewhich in turn has today

earned the confidence and trust of the investors.

Itisalso necessary to indemmify an investor from the losses that hehas 1o suffer if a stockbroker defaults.
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To provide such cover, the Stock Exchange has established a Customers’ Protection Fund, which at present
insures the investors to the tuneof Rs.10,000 for their genuine investment claims againstadefaulting stockbroker.
‘The fund today has a corpus of about Rs. 1.5 million and since its establishment in 1986 the fund has paid about

ocess of

Rs. 0.35 million to the clients of a defaulting broker.
ary back.
ticreased Investment Opportunities for Overseas Investors
hich will -
ly reduce . Investment on Indian stock markets at present is not fully open to foreigners. The market has thus been
sIping in insulated from the vagaries of international financial climate so as to enable it to develop and stabilize. This
le better has been considered necessary as the economy is still not mature enough to withstand the destabilising forces
1 also be.. from outside. Asaresult, foreign investment has been subject to a well defined and comprehensive provisions
litatively embodied in the Foreign Exchange Regulation Act of 1973. Direct foreign investment is as a rule aliowed only
regulate . incollaboration units wherein the foreign collaborator can contribute bétween 40% and 74% depending upon
o the status of the industry. Direct investment on stock markets is not allowed 1o foreigners except the non-
resident Indians. Foreigners can, however, subscribe to the entent of 40% in a company owned by the non-
resident Indians. Foreigners can also invest through the intermediation of country funds or offshore mutual
funds floated for the purpose. Direct foreign investment is also permitted in case of specific funds floated by
ndamen- organisations such as the Asian Development Bank or the Commonwealth Development Corporation.
of US.
ability of E Non-Resident Indian Investment
the 1.8, E S _
frﬁing has, - & While foreigners as arule are not allowed to invest in the securities market, non-resident Indians are
adles the f encouraged to invest in Indian securities both on repatriable and non-repatriable basis. The term non-resident
coffndia . Indian is a broad one encompassing within its orbit Indian citizens who are out of India éither for business or -
\., which RS | employement andalso persons of Indian origin who are citizens of other countries, Facilities provided to non-
nembers resident Indians are also available to a company predominantly owned (at least 60%) by the non-resident
a phased- Indians. These non-resident Indian investments are subject to the rules and procedures prescribed for the
d, other purposeby the Reserve Bank of Indja as a central monetary and exchange regulatory authority.
we such : _ SR
tess than k Prior to theseries ofliberalisations made in the 1982-83 Budget with regard o invesment by non-resident
. : Indians, there did exist certain facilities for such investments. For example, non-resident Indians could freely
R o purchase units ofthe Unit Trust of India, Government securities and National Plan Savings Certificates.
o create Non-Resident Indians also could invest in securities of Indian companies on non-repatriable basis of both capital
e United i and incomeaccruing therefrom, Income from units and investment in units was completely exempt from incoine-
onihese E tax and wealth tax respectively for non-resident Indians with effect from the 31st Qctober, 1978, In October,
uptwith 1975, the Government also permitted non-resident Indians to subscribe to the new equity issues by new
‘Deposit o ‘ companies for setting up new projects inall industries barring certain exceptions governed by the Import Trade
opening ‘ Control Public Notice dated the 8th February, 1974 which included industries like coal, textiles, mitkfood,
1g credit : leather, matches, beer and alcoholic beverages, etc. Investment and income therefrom were fully repatriable
nd freely . provided such investments were through inward remittances or Non-resident. External (NRE) Accounts.
o launch : o '

The scheme was further liberalised in 1976 and NRIs were permitted to subsctibe upto74% of the issued
capital of the company in respect of priority industries such as metallurgical industries, electrical equipments,
transportation, industrial machines and machine tools, fertilizers, drugs and pharmaceuticals, chemicals, paper

o : and cement, etc. Investment in other industries was also permitted provided the investor undertook an
Jprotect’ obligation to export at least 60% of the output which was further enhanced to 75% of the output in case of
gnizamce . ' industries reserved for the small - scale sector. . . :
mpanies e | -_ Pl

T As the facilities provided so far failed toachieve the desired objectives and there was no significant
R net inflow of non-resident Indian funds, the Governement extended a series of liberal meéasures for attracting
mptaints_ non-resident Indian investments through 1982-83 and 1983-84 budgets. These measures were widespread and
id by this, as far as the securities investment is concerned had the following features.
{has the ' _ S -
ias today A Investment in new issues of companies on full repartiation basis was allowed upto 40% of the new N
e issues of equity and preference capital of the new or existing company raising a public issue through prospectus.-
This facility was also made available to investment in convertible securities. Investment in capital rajsed by. .
defaulss.




either private or public limited companies other than through the issue of prospectus was also permitted upto
40% of the issued capital subject to a ceiling of Rs.4 million. In the case of priority sector industries and
companies undertaking to export 60% of the output which is raised to 75% in case of industries reserved for
the small scale sector, the extent of investment was permited to the extent of 74%

B. Portfolio investment in shares and convertible debentures was afso liberalised with full benefits of
repatriation provided they are purchased through & Stock Exchange and the purchase by a non-resident Indian
does not exceed one percent of the paid up capital of the company and the investments are either through fresh
remittances from abroad or through NRE/FCNR accounts with abankin India. Anoverall ceiling of 5% of the
paid up capital of a company was imposed on total non-resident Indian investmenis under the portfolio scheme.
There are, however, no limits on investment in non-convertible debentures and Mastershares of UTL

Non-resident Indians are permitted to subscribe freely ona non-repatriable basis to the new issues of
any public or private limited company engaged in any business activities except real estate business and
agricultural/plantation activities. Such investments are allowed upto 100 per cent of the issued capital of the
investee company.

The above mentioned facilities of investment areavailable Lo overseas companics, partnership firms,
societies, trusts and other corporate bodies owned directly or indirectly to the extent of at least 60% by non-
resident Indians. :

There are special tax concessions available to investent by non-resident Indians. These include the
following: .
1.
6] Interest income from unitsand National Savings Certificates is completely exempt from the income tax
and the investment exempt from wealth tax.

(i) Investment income from specified “Foreign Exchange Assests” Le., shares in Indian compagies,
debentures of a public limited company, deposits with a public limited company, etc. are subject Lo income-tax
ata flat rate of 20 per cent. Long-term capital gains accruing from transfer of these specified “Foreign Exchange
Assets” are also subject to income-tax at a flat rate of 20 per cent.

(i) Investment in * Foreign Exchange Assets” are exempt from wealth ax,
(iv} When the totalincome of non-resident Indians consists solely of investment income and/or long-term
capital gains on which tax at the flat rate 0£20% has been deducted at source, then the nop-resident Indian is not

required to file a retura.

Even though non-resident Indians have been provided extensive incentives for investment in India

their response so far has been modest, As on 30th November, 1989, total direct investment of non-resident .

Indians in India was to the tune of Rs.16.72 billion while under portfolio scheme they had invested Rs.731.6
million in Indjan securities. It is estimated that the total investible funds of non-resident Indians as a group are
in excess of Rs.1500 biilion. Thus their investments in India at present area little over one per cent of their total
investible funds.

In order to mobilize non-resident Indianinvesiment funds in India, several mututal funds havebeen
exclusively floated for mobilization of these resources. Important among these are India Investment Fund by
ANZ Grindlays, Jardine Fleming's JF India Pacific Trust and CIFCO Hill Samuel Unit Trust. Their
performance seems 0 have been modest, butitis hoped that over the years these funds will do betterand many
more such funds will be floated. S i

Offshore Mutual Funds |
Dynamism of Indian stock markets during the ¢ighties has caught the attention of international

financial community, Resurgence of Indian economy, presence ofa well diversified industrial base and the
process of liberalization of policies and mere Openness in industrial and economic activities, a vast and growing
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domestic market and availability of the requisite infrastructure to become amajor inierational irade partaer
alongwith the sophistication of its financial markets puts India in a very special positionand as safe abet for
investment as possible in any securities market across the world, Itis but natural then that there is a renewed
interest in India.

Revival of Indian economy and industries could not have come about at 2 more opportune time. The
decade has witnessed a broadening of parking places for the globai funds. Japan which had for manyyears
dominated the market [or foreign investmentsis peaking out while prospects inother developed countrics are
also rather limited and the fund managers in their quest for better opportunities have turned their eyes tovards
new industrialized countries of South East Asia and other developing countires like India. i

While direct foreign investment in India is not permitted except for the invesminet by non-resicent
Indians as already indicated earlier and through collaboration managements for others, avia media has been,
found through floatation of country funds and offShore Mutual Funds. Couniry funds have proved their -
efficiency and utility for mobilization of foreign capital resources, for invesiment in the country from which -
the fund has emanated. Several countries across the globe have tapped this source very successfully and India
joined their rank through thelaunching of India Fund in London during 1986 by the Unit Trust of India - the major
mutual fund operator of the country. This fund of the size of 110 million: was succeeded by another fund, “India
Growth Fund” launched by UTI once again, in New York in 1987 which had mobilized 1.8, §60 million. Last
year State Bank of India launched a private placement mutual fund “Indiz Magnum Fund” in Antilles,
Netherlands and following overwhelming response the fund was closed at 3157 million. Several more of such
funds are being structured by various operators 1o cater 10 different types of iInvestors and will be launched in
thedays ahead. Agencies like Asian Development Bank and Commonweaith Development Corporationhave
also shown keen interest in the Indian stock market and a partof the proceeds that these institutions are
mobilizing for investment in their constituent coyptries will be invested in the Indian stock market securities.

Performanceof the three major country funds from India has been heartwarming, India Fund and India
Growth Fund after an initial lacktustre performance are presently among the best performers within the several
country funds. Both of these funds are quoted well above their Net Asset Value (NAV). The latest available
figures for the end of December, 1989 show that India Fund with an NAV 0f219.6 pencewas quoted at 245 pence
while India Growth Fund with an NAV of $14.79was being quoted at $18.50. Theyare exceptions to the general
rule that the market trades in such funds at priceslower than their Net Asset Values. Besides in October, 1988
India Fund came out with a rights issue and inspite of subdued stock market trends in the international arena,
was subscribed 10 the tune of 66% of the offerings which isconsidered to bea good performancein the country
fund market. The strength of these country funds is all the more remarkable because of the continuous
depreciationof Indianrupee visavis the major currencies of theworld including the US dollarand British Pound.

There are still few hindrances in the way of full growth of the Indian offshore rmataal funds, mainly the
withholding taxof43 per cent taxonlong-term capital gains and the depreciating rupeevalue. It may be observed
that several countries in Asia - Korea, Malaysia, Pakistan and Taiwan to name a few do not tax the long-term
capital gains. Taxation policies are by nature dynamic and flexibie and given the process of liberalisation these
anomalies could be corrected with the passage of time. Depreciatingrupee isa reftection of structural imbalance
in the Indian economy and foreign trade that the country in facing at present but should get corrected in the
coming years.

Future Prospects

Future prospects of the stock market in India alongwith prospects of profitable participation therein
may be the question uppermost in the minds of foreign jnvestors. As aiready stated India has embarked on an
irrevocable process of liberalization of its industrigl a?&d economic policies. Indian industry is on the threshold
of massive growth and diversification duringthe current decade. Tt will necessitate large investments which
will have to be mobilized mainly from the stock markets. Burgeoning Indian middle class hasalready developed
aniche for securities investment which should see further expansion in the years ahead.The door has not
been fully thrown open to direct foreign investment but if the trends the world over are any indicators then India
would also be an integral part of the global securities market. There will be an imperative need to encourage
direct foreign investmentsubject, ofcourse, 1o proper safeguardsas access to institutionalized funds is becoming
more and more restricted. Once this integration takes place, India will bridge an important slot between the
Japanese and European markels and in the process will become a major market in its own rights. o

6




India as of today is one of the stablest democracies in the developing world wherein there is a well
developed legal and administrative system so necessary to instil a confidence in investors. Moreover ever
expanding middie class and a strong and diversified economic and industrial base gives India an enormous
advantage 1o become & major international economy in the years ahead. This would make investment in Indian
stock markets an attractive proposition, safe from vagaries of fluctuating policies and sound for substantial
returns. On her part, India like several developing economies of the world is in need of financial rescurces to
financeits projects and plans. Forty two years of independent India has shown that we in India make a judicious
usre of scarce resources. Development of the stock marketinfrastructure is an ongoing dynamic process
co nscientiously and zealously pursued with a sense of mission. Investment on the Indian stock markets should
therefore be as safeand assecureasin any of thedeveloped markets in the world. The day may not, therefore,
b.e far when the Indian stock market becomes an integral part of the global stock market circles.

Source : The Stock Erchange Review, February 1990
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NRIINVESTMENT IN INDIAN SECURITIES MARKET % -
oy A_
Shri M.R. Mayya,
- Executive Diréctor -

- The Stock Exchange, Bombay -

The Indian stock market, because of its unprecedented growth and-expansion during

" the decade of eighties and more importantly prospects of even greater expansion during the

years ahead, is increasingly being looked upon as the market with vast potential by not only
the resident Indians but also by the international findncial fraternity. The marketas at present,
however, is not fully open to foreigners although investments by non-resident Indians is

~ allowed both in the primary and secondary markets and very liberally in the former. This is

considered necessary because the Indian market is?still not mature enough to withstand the
pressures from outside, which could at times be destabilizing. This has, ofcourse, the
advantage of insulation from the vagaries of international financial climate. - - - o

_ As aresult, foreign investment has been subject to well defined and comprehensive
provisions embodied in the Foreign Exchange Rggulation Act of 1973. " Diréct foreign
investment is as a rule allowed only in collaborgtion units wherein the foreign collaborator
can contribute between 40 per cent and 74 per cent depending upon the status.of the industry
but cannot directly invest in stock markets. . T ORIV

While the Indian stock market is basically for Indians and foreigners'as a rule are not
allowed to invest in the Indian securities market, non-resident Indians are being increasingly
encouraged to invest in Indian securities both on repatriable and non-repatriable basis. The
term non-resident Indian is a broad one and within its ambit encompases not only the Indian
citizens who are out of India either for business or employment but also the persons of Indian
origin who are citizens of other countries, Investment facilities enjoyed by the non-resident
Indians can also be availed of by overseas companies, partnership firms, trusts, societies and
other corporate bodies predominantly owned (at least to the extent of 60 per cent) by the non-
resident Indians. These non-resident Indian investments ate subject to the rules and
procedures prescribed for the purpose by the Reserve Bank of India as a central monetary and
exchange regulatory authority. I CE T S

Liberalisation of Policies for NRI Investment i i

Facilities for non-resident Indians to invest m India existed for a long time:but they
received a major thrust following liberalisation of pilicies to a greater extent in the1982-83
Budget. For example, prior to 1982-83 Budget, the non-resident Indians could freely

* Paper presented by Shri M.R. Mayya at the 3rd Gulf NRI Seminar, New Delhi, dth-6th July, 1990. .

o
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purchase units of the Unit Trust of India, Government securities and National Plan Savings
Certificates. Non-Resident Indians also could invest in securities of Indian companies on
non-repatriable basis of both capital and income accruing therefrom. Income from anits and
investment in units were completely exempt from income tax and wealth tax respectively for
non-resident Indians with effect from the 31st October, 1978. In October, 1975, the
Government also permitted non-resident Indians to subscribe to the new equity issues by new
companies for setting up new projects in all industries barring certain exceptions governed

by the Import Trade Control Public Notice dated the 8th February, 1974 which included

industries like coal, textiles, milkfood, leather, ﬁlatch‘:s, beer and alcoholic beverages, etc.
Investment and income from such investment was fully repatriable provided such invest-
ments were through inward remittances or Non-resident External (NRE) Accounts.-

The scheme was further liberalised in 1976. Non-tesident Indians were permitted to
subscribe upto 74 per cent of the issued capital of the company in respect of priority
industries. The list of priority industries included metallurgical industries; electrical
equipments, transportation, industrial machines and machine tools, fertilizers, drugs and
pharmaceuticals, chemicals, paper and cement. Investment in other industries was also
permiited provided the investor undertook an obligation to export at least 60 per cent of the
output. This obligation was further enhanced to 75 per cent of the output incase of investment
in industries which were reserved for the small-scale sector. :

These measures, however, failed to achieve the desired goals as the facilities provided
so far did not lead to a significant net inflow of non-resident Indian funds for investment
purposes. The Government, therefore, promulgateda series of liberal measures for attracting
non-resident Indian investments beginning with the 1982-83 and 1983-84 Budgets. These

measures were widespread in their scope and as far as the securities investment is concerned

had the following features.

Investment on Repatriable Basis -

Investment in new issues of companies on full repatriation basis was allowed upto

40 per cent of the fresh issues of equity and preference capital by either a new or an existing
company raising fresh capital through prospectus. NRIs could also invest to the same extent

in convertible securities floated by the companies. Investment in capital raised by either
private or public limited companies other than through the issue of prospectus was also

permitted upto 40 per cent of the issued capital subject, however, to & ceiling of Rs: 4 million.
In the case of priority sector induswies and companies undertaking to export 60 per cent of
the output (75 per cent in case of industries reserved for the small scale sector), investment
was permitted to the extent of 74 per cent. - o
Portfolic Imustment bn Repatriable Basis

Portfolio investment in shares and convertible debenturés was also liberalised with

full benefits of repatriation provided they are purchased through a Stock Exchange and the
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javings purchase by a non-resident Indian does not exceed one per cent of the paid-up capital of the

nies on company (including the convertible debentures) and the investments are either through fresh
its and remittances from abroad or through NRE/FCNR accounts with a bank in India. An overail
sely for ceiling of five per cent of the paid up capital of a company was imposed on total non-resident
75, the Indian investments under the portfolio schéme for investments both on repatnable and non-
by new repatriable basis. There are, however, no llrmts on mvestment in non- convertlbie debentures
verned and Mastershares of UTL.
icluded
18, eic. Investment on Non-repatriable Basis
invest- o
o Non-resident Indians are permitted to subscribe freely on a'ﬁonrepatriable basis to
S the new issues of any public or private limited company engaged in any business activities
titted to except real estate business and agricultural/plantation activities. ' Such’ 1nvestments are
priority altowed upto 100 per cent of the issued capltal of the investee company '
ectrical
ags and
ras-also .
1t of the Tax Concessions
estment : . e ;
There are special tax concessions available to investment by non~resxdent Ind1ans '
These among others include the following .
rovided :
estment (i)  Interest income from units and National Savings Certificates is compIeter':'
tracting ; exempt from the income tax while the mvestment is exempt from the wealth
. These tax.
ncerned - : _
- (i)  Investment income from specified "Foreign Exchange Assets" iie., shares in
' Indian companies, debentures of a public limited company, deposits with'a’
public limited company, etc. are subject to income-tax at a flat rate of 20 per
: cent. Long-term capital gains accruing from transfer of these specified
redupto - "Foreign Exchange Assets" are also subject to income-tax at a flat rate of 20 -
existing’ per cent. ' : A
ieextent R
y either. (iii) Investment in "Foreign Exchange Assets" are exempt from wealth tax,
vas also |
million, - (iv)  When the total income of non-resident Indians consists solely of investment
r cent of income and/or long-term capital gains on which tax at the flat rate of 20% has
'estment been deducted at source, the non-resident Indian is not required to file a return,
Even though the non-resident Indians have been provided extensive incentives for
investment in India, their response so far has been anything but significant. As on the 30th
i Novemebr, 1989, total direct investment of non-resident Indians in India was just Rs. 16,72
sed wit . RSt

» and the
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billion only which is hardly one per cent of the capital raised dﬁting this period while undéf “

the portfolio scheme they had invested Rs. 731.6 million in Indian securities which again

isalittle more than one per cent of the total market C&plt’ﬂiZdElOﬁ Itis estimated that the total -

investible funds of non-resident Indians as a group are in excess of Rs. 2,500 billion with

annual accruals of over Rs. 250 billion. The i investments in India by the non-residént Indians. -
at present is thus less than one per cent of their total investible funds and hence offers a vast

and untapped potential.

This vast potential has been of late realized and various measures are being under-
taken to attract such investment on a larger scale. In order to mobilize non-resident Indian

investment funds in India, quite a few mutual funds have been exclusively floated for

mobilization of these resources. Important among these are the two India Investment Funds

by ANZ Grindlays, Jardine Fleming's JF India Pacific Trust and CIFCO Hill Samue! Unit"

Trust. Their performance seems to have been modest, but it is hoped that over the years these
funds will do better and many more such funds will be floated. The full potential for NRI
investment in India has so far not been realized because of the several problems faced by the
NRIs while investing in Indian securities. Non-resident Indians have also to some extent
participated in the offshore Mutual Funds. Launching of the India Fund in London in 1986

- by the Unit Trust of India heralded this era. This fund of the size of 110 million pounds was
succeeded by another fund, "India Growth Fund" launched by UTI once again, in New. York
in 1987 which had mobilized US $ 60 million. Last year State Bank of India launched a

private placement Mutual Fund "India Magnum Fund" in Antilles, Netherlands and follow-
ing overwhelming response the fund was closed at $ 157 'millions. Canbank Mutual Fund
will also shortly be launching in association with Indo-Suez Asia Investment Services Ltd.,
an offshore fund called "IS Himalayan Fund". The fund is expected to collect $ 100 million,

75 per cent of which will be invested in the Indian secondary markets. The shares of the fund
which will be offered at $ 10.40 per share will be quoted not only on the International Stock
Exchange, London but also on the Amsterdam Stock Exchange.. Several more of such funds
are being structured by various operators to cater to different type of investors and will be
launched in the days ahead. Agencies like Asian Development Bank and Commonwealth
Development Corporation have also shown keen interest in the Indian stock market and the
part of the proceeds that these institutions are mobilizing for investment in their constituent
countries will be invested in the Indian stock market securities.

Performance of the country funds from India has been heartwarming. India Fund and
India Growth Fund after an initial lacklustre performance are presently among the best
performers within the several country funds. Both of these funds are quoted well above their
Net Asset Value. The latest available figures for the end of April, 1990 show that India Fund
with an NAV of 217.47 pence was quoted at 258 pence while India Growth Fund with an NAV

of § 12,72 was quoted at $ 14.50. They are exceptions to the general rule that the market. -
trades in such funds at prices lower than their Net Asset Values. Besides in October, 1988 .

India Fund came out with the right issue and inspite of subdued stock miarket trends in the
Internationai arena, was subscribed to the tune of 66 per cent of the offerings which is
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considered to be a good performance in the b:o;untry fund market. The streﬁgth of these '_ .
country funds is all the more remarkable because of the continuous depreciation of Indian
rupee vis-a-vis the major currencies of the world including the US dollar and the British
pound. :

Problem Areas

1. Poor Marketing of Securities:

There is a two-fold problem in marketing of Indian securities to the non-resident
Indians. First, relatively smaller size of issues and corresponding ceiling on issue costs
forbids companies and the merchant bankers from effective marketing of issues and as a
result the NRIs do not get adequate information aboutthe pro spective issues. Away outcould
be to exempt the genuine issue expenses relating to the marketing of securities to non-
resident Indians from the ceiling on issue costs. Secondly, and perhaps more importantly,
several issues aggressively marketed during the 1985-86 boom particularly by the fly-by-
night operators failed to produce the 'promised’ or 'implied' returns to the investors which has
naturally resulted in non-resident Indians burning their fingers. This led to cooling of the NRI
enthusiasm for the Indian stock issues. As aresplt, over the years the NRIinvestment in new
issues has shown a declining trend. For examfare; a large number of capital issues offered to
the NRIs in 1989-90 went abegging. Out of 187 Indian companies which went public that
year, 31 offered capital to the tune of Rs. 1,799 million for NRI investment. However, as
many as 18 issues were undersubscribed while eight issues were just fully subscribed and
only five issues were significantly subscribed to by the non-resident Indians. "

Tt is necessary that the NRI funds be tapped with due diligence. This segment needs
to be nursed with utmost care so that a long-term mutually rewarding relationship is
established and nurtured. Merchant bankers from both the public and the private sector will
have to share a greater responsibility in this regard. Issues should and must be promoted
among the NRI's as indeed within the country on much more objective and fairer basis. Lack
of information about the Indian stock markets in foreign newspapers and journals is acting
as amajor bottleneck. Attempts made by the Bombay Stock Exchange to induce newspapers
like the Financial Times of London and the Asian Wall Street Journal to give quotations of
atleast a few leading scrips on a regular basis have not so far borne any fruit.

A particular mention needs to be made in this connection of a leading company which
offered Rs. 37.5 million to the non-resident Indians. As many as about 700 applications for
the shares of the face value of Rs. 35 million were rejected by the company on flimsy grounds
like Power of Attorney not being lodged in fime, age being not mentioned, income tax .
permanent account number not being given, etd. ‘It was rather unfortunate that the efforts of .

the Bombay Stock Echange for a reconsideration of the issue did not succeed as the company -~ .
adhered to purely legalistic grounds, ignoring the wider aspect of the issue. Had theissue - . .-

been undersubscribed, there was little doubt about the acceptance of all the applicfi‘tions-. o




2. Procedural Formalities:

Non-resident Indians are often exasperated with the several formalities that have to
be completed in order to build and maintain an Indian stock portfolio. These formalities are
essential from the Indian point of view but for the non-resident Indians accustorned to easier
procedures followed in the freer markets they may appear to be time consuming and quite
bothersome and hence dissuade them from investing in the Indian markets. First, there is no
reason why the permission granted by the Reserve Bank of India for sale of securities by non-
resident Indians should be valid for four years only. A blanket permission to sell any time
even after four years cannot result in any misuse of the facility. Secondly, in the case of an
NRI investor desiring to reinvest the sale proceeds of their existing shareholding, at present
they are required to take specific permission of the Reserve Bank of India for such
reinvestment. But within the time taken by the Reserve Bank of India for giving such
permission the designated bank where he has the NRE account deducts the tax at source at-
the applicable rate of income tax. For the investor to get his money back he has to apply for
getting the refund. This can easily be avoided if on the basis of declaration by the NRI that
he is reinvesting the sale proceeds, the banks are ifist;_ructed not to deduact the tax at source.
Thirdly, sale of shares held by non-resident Indians in favour of citizens of India or persons
of Indian origin resident abroad on a non-repatriation basis is permitied without Reserve
Bank's permission if the shares are purchased by the transferee from the stock market through
a member of a recognised stock exchange in India and the proceeds of such shares sold by
the transferer are credited to his ordinary non-resident account with a bank authorised to deal
in foreign exchange in India with no rights of repatriation outside India, pursuant to a
notification issued by the Ministry of Finance on the 4th May, 1983 by virtue of the power
vested in the Government under section 19(5) of the Foreign Exchange Regulation Act.
When such shares sold are delivered to the investee company for registering the transfer, they
must bear an endorsement accordingly under the stamp and signature of the member of the
Stock Exchange through whom the shares were sold. A similar exemption is not available
to non-resident Indians in respect of debentures, whether convertible or non-convertible,
held by them. They have to obtain the permission of the Reserve Bank of India for the sale
of debentures even if the sale is on non-repatriation basis. There is no reason not to extend
this exemption to debentures by suitably amending section 19(5) of the Foreign Exchange
Regulation Act.

It is also worth mentioning in this connection that the storm raised over the transfer
of shares bought by a London based group of companies in the shares of two leading Indian
companies, which is now part and parcel of the Indian corporate history, has also raised some
fundamental questions like the free transferability of shares bought on a Stock Exchange, etc.

The Government of India is no doubt seized of all these matters and with the ongoing
process of liberalisation of policies and simplification of procedures, things have considera-
bly improved in the recent years. It is worth observing in this regard that there is a definite
move towards globalization of Indian markets. Recently, the Indian Prime Minister, Mr. V.P.
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Singh, while addressing the World Economic Forum stated that India intended to participate
fully in the gradual process of global integration and inter dependence through trade,
technology and investment. He had also stated in the same address that the Government was
also considering ways of making the foreign investment policy more transparent and of
ensuring speedier decisions. Already, the new industrial policy announced on the 315t May,

1990 has removed clearance requirements for foreign investment upto 40 per cent in the
approved areas. :

3) Falling Value of Indian Rupee :

Fast depreciation of Indian rupee in recent years has also played an important role in
diversion of NRI funds away from the Indian markets. While in the short run, rupee may be
going down in value, with the Indian economy poised for a take off during the nineties the
rupee may hold its place in the years ahead and, therefore, investment in Indian securities
may prove beneficial in the long run.

The decision recently taken by the Reserve Bank of India providing for refund of
excess application money at the same original date of foreign exchange at which it was
remitted deserves special mention in this connection. What, however, is annoying the
investors is the malpractice indulged in by a number of companies of despatching refund
orders after the 70th day from the date of closure of the subscription list without payment of
interest at the stipulated rate of 15 per cent for the delayed period beyond the 70th day till the
date of despatch.

4} Fiscal Concessions:

The fiscal concession of 20 percent tax both on dividend and long-term capital gains
extended to individual non-resident Indians is, however, not extended to overseas companies
predominantly owned by non-resident Indians. They continue to pay at the higher rate of tax
of 25 percent on dividend income and 45.5 per cent on long-term capital gains. This seems
to have been mainly responsible for low level of interest by such overseas companies for
investment in the Indian securities market. Government is well advised to look into this
aspect so as to encourage such overseas companies to evince better interest in the Indian stock
market. In order to ensure that there is no misuse in this regard, it can be stipulated that the
concessional rate of taxation will be granted to only such corporate entities which are owned
by non-resident Indians to the extent of at least 90 per cent.

5) Removal of One Per Cent Ceiling :

The low Jevel of interest evinced by the non-resident Indians has virtually resulted in
none of them touching anywhere the ceiling of one per cent of the paid-up capital of the
company. The question of removing this ceiling, atleast from the point of view of dismantling
a psychological barrier, needs favourable consideration. Alternatively, the question of -
issuing shares above one per cent without voting rights can be considered. '
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Prospects Ahead

Notwithstanding certain adverse factors prevalent today, the Indian stock market
offers some of the best opportunities on global scales for stock investment. International
fraternity is already looking out for the ways and means to participate in the future prospects
of investment in India. This is because of the following factors:

1y

2)

3)

4)

5)

Indian economy is poised for a sound and well diversified growth in the years
ahead. Already the growth rate has climbed to above 5 per cent during the 7th
plan. '

There is a well planned policy of liberalisation which is being pursued by the
Government.

The burgeoning Indian middle class ensures a virgin and untapped market, far
greater in size than any other market in the world, which can be tapped for a

vast magnitude of products and services. In fact, the living style of about 100

million people is already said to be on a scale comparable to that of the
developed economies.

Indian industries are growing at a much faster rate, the average during the 7th-

plan being more than 8 per cent, and are diversified on a wide spectrum.
Moreover, there is a greater free play for the private sector in areas such as
power and steel which were hitherto an exclusive reserve for the public sector.

Indian stock markets are vibrant and poised for a quantum growth during the
years ahead. Moreover, the price-earnings ratios historically languished at
conservative low-levels for several reasons, have, of late, shown signs of
improvement. These will improve further with greater securitization of Indian
economy and expansion in the private sector activities. A particular notewor-
thy factor is that while equities rose on an average by a mere two per cent in
the 60s and by 60 per cent in the 70s, the rise in the 80s was over 260 per cent
and this tempo is expected to be maintained in the 90s. Equally important is
the fact that the Indian stock markets are well regulated and behaved in an
orderely fashion during the hectic days of eighties. There is a move towards
greater automation and transparency in the stock market. The Bombay Stock
Exchange has already taken alead in the matter. Instant trade capture, real time
display of information and on-line processing of transactions through a
mainframe computer will become operational hopefully by the end of 1991,
This may eventually lead to trading through screens without the trading rings
as in the case of London, Singapore and elsewhere. Efforts are also on to move
towards a certificateless society. A two-stage journey is envisaged for this
purpose. Initially, the securities will be immobilised in depositories. A Stock
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Holding Corporation which is dealing with the securities of Financial Institu-
tions has already been established. The Bank of Indiain collaboration with the
Bombay Stock Exchange has also established BOI Shareholdings Ltd. to deal
with the securities handled by the stockbrokers. In the second stage, securities
will be dematerialised with holdings being accounted as in the banking system
and as already developed by countries like Norway, Denmark and France.
Protection of investors is of paramount importance for the Indian market
authorities and regulators and the rules and procedures are being regularly
amended to impart grater protection to the investors. Customers Protection
Funds are being established at most of the Stock Exchanges in the country.
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Thus, the Indian securities markets offer some of the best opportunities available for
investment of which the NRIs should take early advantage of, given the special facilities
accorded to them.

yy the

et, far
| fora
1t 100

Source : The Stock Exchange Review,July 1990.
f the

1e 7th
frum,
ich as
iector.

ng the
hed at
ms of
[ndian
ewor-
:ent in
;T cent
tant is
in an
wards
Stock
Atime
ugh a
11991.
3 Tings
YMmove
or this
Stock

75







INDIAN CAPITAL MARKET DURING NINETIES

BY

shri MLR. Mayya
Executive Director
The Stock Exchange, Bombay

Eighties was a decade of monumental changes on the Indian capital market leading
to a total revamp of its position and exponential growth in activities. ., The decade has,
therefore, been rightly called the decade of capital market as the developments therein -
during the decade were unparalleled and unmatched by happenings in any other segment -
of the economy. As a result, the capital market of the country became the synosure ofall
eyes in the country and to some extent of the globe too. It has, however, to be said to the -
creditof all concerned and more so to theresilience of the system that the growth syndrome
and the other profound changes that had taken place were smoothly absorbed in the
mainstream without creating any major problems or hindrances in the operations of the
market. :

Growth During Fighties =

The growth of the market is reflected in various mdmators avaxlable ‘For example,
the annual capital mobilization towards the end of seventies was barely one billion rupees
a year. This witnessed a seventy fold rise with the estimated capital mobilization during
1989-90 exceeding Rs. 70 billion. During this period, market capitalisation alsoshotup from
about Rs. 35 billion to over Rs. 900 billion in October 1990 accounting for about 20 per cent
of the GNP now as against about 3 per cent ten years ago. Similarly, the daily turnover on’
the Bombay Stock Exchange, which was of the order of about Rs. 10million in late seventies
has grown to over Rs. 2 billion a day on several days during the current year. The investor
population in the country has increased from a low figure of about 2 million towards the
end of seventies to a respectable level of 15 million at present.

Impressiveas the above quantitative figures are, whatis of greater sxgmfzcance is the
extent of qualitative changes in the character of the market. The corporate sector did not
depend much on the stock market for mobilisation of resources and was dependent onthe
financial institutions for loan funds. The decade of eighties changed that scenario with not
only the private sector but even the public sector increasingly tapping the stock market to
raise the necessary financial resources. Entry of a number of mutual funds in a blg way
towards the close of the decade ushered in a new class of investors not possessing the
requisite expertise to understand the mechanics of direct investment in stock market
instruments to reap the benefits of the stock market activities by investing in these fiinds.
Again eighties was the first decade in the history of independent India which saw stock
investments act as more than a hedge against inflation. Media which also paid greater
attention to the stock market developments helped in increasing investor awareness of the
market. Market authorities and regulators also initiated during the decade several




measures toimprove the quality of the market and to ensure greater safety for theinvestors.
All these steps helped in altering the concept of stock market activities from thatofa casino

to one of constructive economic activity, part and parcelof theoverall development process
of the economy.

Nineties A Decade of Invesior Protection

While eighties was an exciting decade given its greater emphasison growth, nineties
will lead to a more qualitative transformation in the market with growth being a more
natural phenomenon. It will necessarily have to be a decade of investor protection as the
emphasis willbe rightly on improving the quality of services rendered totheinvestors who
supply the requisite funds for the growth of the market. It will be fascinating to peep into
thefutireand envisage thelikely changes that areexpected to takeplaceduring the nineties
which will help in the emergence of the capital market as a vibrant instrument of growth
by the time we enter the twenty-first century. ' TN o S

Industrial and Economic Liberalisation . .. —

Indian economy, pricr to the eighties, wasmore a controlled economy with empha- -

sis on the public sector attaining the commanding heights of the economy and the private
sector playing a secondary role with several and often severe controls, physical and
otherwise. The decade of eighties has, however, witnessed a gradual change with the
private sector being given greater freedom of operation and being allowed to operate even
in the core sector Of_industri'es which was hitherto an exclusive preserve of the publicsector.

While presenting the 1990-91 Budget, the Finance Minister has proposed equity participar

tion by employees in the public sector undertakings, which may well prove ¢ be a step
towards at least partial privatisation of the publicsector. The more liberalised environment
for the private sector growth and the prospective privatisation of the public sector will
obviously lead to greater securitisation of the financial investments.. : ... - ;

Growth Projections for Nineties

During the nineties, the number of companies listed on the Stock Exchanges will rise
fromalittlemore than 6,000 to more than 10,000 witha paid up capital of all listed securities
whether equity or preference shares or debt securities rising from about Rs. 250 bitlion to
the fune of about Rs. 1,000 billion. Themarketvaiue of listed equity is also expected ¢ sh00¢
during this period to over Rs. 3000 billion constituting at least 30 per cent of the gross
national product. Annual capital mobilisation on the stock market will also zoon to over
Rs. 200 billion by the time we enter the twenty-first century while the daily turnover will
increase to over Rs. 10 billion on the Bombay Stock Exchange alone as the markets become
more active. The number of stock market investors will increase manifold over fromi their
present strength of 15 miliion to about 50 million with the number of shareholders in the
country being close to those in U.S.A. which has the highest shareholding population inthe
world. ‘ o RS o

Such a growth in the overall market activity will naturally necessitate a more easy
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access to the market for investors from any corner of the country through increase in the
number of stock exchanges. Around 40stock exchanges are expected to be functioning right
across the country by the time we come to the end of this century as against 19 stock
exchanges at present. In parallel, the number of brokers on the stock exchanges will also
increase. With multiple membership and improved communication facilities, a national
market system will emerge with the buyers and sellers in any part of the country being able
to buy and sell at the best prices prevailing in any market in any part of the, country

At present, thereisa very narrow spread of market instruments with only eqmty and
preference shares, convertible debentures and bonds, convertible either partly or fully, and
non-convertible debentures. The monopoly in respect of mutual funds enjoyed for a long
timeby a single institution has been broken. There are today a number of mutual funds, but
allin the publicsector, offering to the investors a wide choice of investments. Warrantsand
zero interest bonds have also recently made their appearance while cumulative convertible
preference shares have proved to be non“starters. Moreover, secondary market trading is
confined mostly to equity and equity related instruments. Ithas becomeimperative that the
number of instruments available for investments will have to be further broadbased so as
to cater to the needs of different investors and help at the same time the corporate sector to
tap the market in the most economic manner. It can reasonably be expected that the field
of muttal funds will be thrown open to the private sector which will stiffen the competition
among the mutual funds hopefully resulting in better returns to the investors. Trading in
options and futures which are prohibited at present may also have to be permitted so as to
make the market full fledged and complete in respect of the investment instruments.’

Ringless and Paperless Trading

The overall volume of trading is set to grow exponentially during thé years ahead.
However, the time taken for settlement of these transactions will go down sharply as the
various measures taken for the purpose become stabilized and fully operational. At
present, it takes even upto 30 days if not more, for an investor to receive shares purchased
or proceeds of shares sold. Hopefully, this time will be reduced significantly with the stock
exchanges switching over to automation and computerisation. The Bombay. Stock
Exchange has taken a lead in this regard and has launched its computerised trading and
settlement plan. This plan which will become operational in stages from themiddle of 1991,
envisages restriction of floor trading for 150 highly active stocks while all other stocks will
be transacted through the screen and once this is accepted by the brokers andithe investors,
in all eventualities, trading ring may become obsolete and may have only a sentimental
value by the turn of the century with stocks being traded in a far greater volume than
hitherto through the screen. Computerised or screen trading will also lead to an online
settlement system as against the batch system prevalent today and can ensure reduction in
the settlement period and even a possibility of a rolling settlement. -As a result, stock
instruments will become more liquid and realisation of transactions proceeds will bemuch
faster. More importantly, computerised or screen trading and on-line settlement will help
the exchange to monitor the market more efficiently and as a result corrective action can.
be taken on real time basis 5o as to avoid occurrence of crisis.




“Alongwith a move towardsringless trading, thereis aparallel development towards
the paperless and certificateless society. The present system of dated transfer deeds and
physical transfer of shares is an archaic system and has proved tobea major hindrance for
the efficient performance of the market. Itis necessary that instruments be immobilized in
depositories initially and later be totally done away with, so that we move on to a
certificateless environment as has already happened in some of the countries like Norway,
Denmark and France and as is being planned by the United Kingdom under their TAURUS
(transfer and automated registration of uncertificated stocks) system. :

The Bombay Stock Exchange in its efforts to promiote such an environment has
already floated a company called BOI Shareholdings Ltd., to, inter alia, actas a depository
for members of the exchange in the first instance and for investors at largelaterina phased
manner. A depository to handle the shares of financial institutions has already become
operational. ‘A string of such depositories spread all over the country or an amalgam of

thern under one single umbrella will eventually lead to immobilization of certificates and
more efficient operations on the stock market. o

“This isonly a first stage of the move towards a qg;tificateieéé soéiety. A 'p::b'pbsaﬂo
establish a Stock Holding Corporation (SHC) to replace the present system of certificates
and transfer deeds was submitted by late Mr. P.J. Jeeleebhoy, Chairman of the Bombay

Stock Exchange, way back in 1979. According to this proposal, a Central Stock Holding -

Corporation is to be set up on a statutory basis with regional and area offices at all centres
where there are stock exchanges: The State Bank of India and its subsidiaries and the
nationalised banks with their branches all over the country would act as agents of the SHC.
The SHC would be the sole central depository of securities acting as an agent simultane-
ously forand on behalf of investors and listed companies. - o :

- The mechanics of operation of this proposal would require each shareholder in the
country to have an account with the proposed SHC. The shares purchased by him would
be credited to his account while the shares sold by him: would be debited to his account.
When an investor buys the shares of a company, his broker would send him a Delivery
Order for the shares bought. The investor would then fillina Deposit Stip, attach it to the
Delivery Order and hand them over to his bank. The bahk would transmit the same to the
SHC for crediting the investors’ account with the shares bought. Similarly, when an
investor sells, he will issuea Delivery Order to his broker. The broker would either deposit
the Delivery Order in the account of the seller with the SHC or endorse it to the buying
investor who would deposit it in his investment account with the SHC. The SHC would
then debit these shares to the account of the seller investor and creditthesameto theaccount
of the buyer investor. An investor's account with the SHC would thus be credited and

- debited from time to time with the shares he has bought and sold. No share certificates or
any transfer deeds would be involved. Each listed company will maintain with the SHC an
account showing the shares held by its shareholders which will act as the Register of
Members of the Company. : o g e .
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“The above version w;th the due modifications need tobe evolved as early as posmble,:

atanyrate by theend of the céntury, zfthe efforts to carry the cuit of equlty to the four corners
of the country has tobe really fru1tful '

Inve’_st'cr Protection "

Increasing complexities of the market make it more impérative that theinvestors be
given complete protection. Investors often suffer loss for no fault of theirs when a
stockbroker defaults. Strange as it may sound, in case of a default by a stockbroker, clients
of the stockbroker are left high'and dry as thenetavailable assets of the defaulter go'to meet
the claims of the stock exchange in the first i 1nstance anid of his market commitmients there
after, leaving v1ri“ua11y nothing for the clients. " To mitigaté such losges and to protect
investors, the Bombay Stock Exchange had launched a Customers' pro’cecnon Fund in 1986.
Presently, investors are paid compensation subject to a maximum of Rs. 10,000 against their
genuine investment claims whenever a broker is declared a defaulter. The scope of this
fund needs to be expanded further to ensitFé iinmunity to the investors:to the extent.of at
least Rs. 1,600,000, if not more, on the lines of szmliar funds in the developed markets of the
world.

Stricter Reguiation

The growth of the market in the 80s has unfortunately not been accompanied by a
concomitant growth in the regulation of the market. Even countries like United States and
U.K. where laisser-faire is practised to a greater extent in matters of licensing of industry
and trade than in most other market oriented economies, the securities industry is subject
to a very strict code of regulation. This is absolutely necessary in this country, particularly
in the light of what happened in the mid 80's when a number of fly-by-night operators
mopped up the hard earned savings of the gullible investors and a more or less similar
experience was witnessed in respect of the mega issues towards the end of the last decade.
A strong regulating body to oversee the entire securities industry and which will be
respected like the Securities and Exchange Commission in the United States, is absolutely
necessary in this country. It is only then that the concept of changing the law from caveat
emptor (buyer beware) to caveat vendor (seller beware) adumbrated by President Franklin

D.Roosevelt whilesigning the Securities Act of 1933, can be said to have becomeapplicable
in this counfry.

Integration with the World System

Indian stock markets are at present insulated from the global forces and access to
foreigners is restricted to only non-resident Indians. This was necessary earlier because of
the exigencies of time. However, fast growing communications systems and transnational
economicinvoivements have turned the world into a large sized economic village. Events -
taking place in Europe such as more freedom for market forces in the East European
countries and the proposed unification of Europe in 1992 will have major impact on the




: ‘-"—‘g_ldbél*éconqmic scene from which India _éanho‘t 'teri_taiﬁ aloof, It may, theref_ore; be - o
. pecessary for Indian markets also to open up and to integrate with the global systems. The .

Prime Minister has recently indicated that India intended to participate fullyinthe gradual .
process of global integration and interdependence through trade, technology and invest- .-
ment. Already a small beginning has been made in this regard through country funds -
floated overseas whose resources will be invested in the Indian stock markets. This will
gather further momentum and should gradually lead to an open Indian market fully
integrated with the intemational economicsystem. . . .o RN

" Indian stock market scenario thus will undergoa thorough transfo

the coming. decade and it will be a captivating transformation’ worth watching and -~

participatingasthe Indian marketis poised to emerge as a major

near future bridging thewide gap between Tokyo in the East and London in the west.

Saurce  The Stock Exchange Review, Novesber 19%0. . SR
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INDIAN STOCK MARKETS®

by

M. R. Mayya
Executive Director -
The Stock Exchange, Bombay -

India has a well developed capital market system, by far one of thjg! best in' the
developing world. It comprises term-lending institutions or development financial
institutions like the Industrial Development Bank of India, Industrial Finance Corporation
of India and Industrial Credit and Investment Corporation of India Ltd., which provide
long-term debt capital to the industry, investment financial institutions like the Life
Insurance Corporation of India and the Unit Trust of India which also provide lorig-term
finance, commercial banks which are also involved in providing long-term firfance, a
plethora of State-level development and investment-oriented institutions and more re-
cently venture capital funds providing finance to greenfield ventures involved in hi gh-tech
industries. Equallyimportantis the fast growing stock market activity which has witnessed
unprecedented growth in the 80s. Itis proposed to deal in this article with the stock market
activity which currently provides for bulk of the long-term finance of industry.and trade.

Indian Economy

The capital market works in the given economicindustrial milieu. Indian economy
for over three decades after independence was dominated by the public sector which was
considered as the major vehicle for economic and industrial development. The trend has,
however, changed since the mid-80s with liberalisation of Government policies and greater
freedom given to the private sector in most of the sectors, including the basic sector
comprising iron and steel, power and road construction, among others. The policy of
progressively deregulating the economy has more than anything else led to the emergence
of stock markets as a major instrument of finance for industry and trade. - ’

The Indian economy during the 80s is growing at a much faster rate and the average
annual growth rate during the 80s was 5.5% as against the almost stagnant annual average
growth rate of 3.5% witnessed for the earlier three decades. Equally important is that the
savings ratio in the economy is very high. Gross domestic savings as a percentage of gross
domestic product zoomed more or less progressively from a low level of 10.2% in 1950-51
t0 23.2% in 1978-79 and has been stagnating around 20% thereafter. India is thus blessed
with a growing pool of savings currently of the order of about one trillion rupeesie., about
$ 56 billion. o AT

Industry has been growing at significant rate of about 8% in the 80s as dgainst 5% in
the earlier decades. The driving force for the industrial growth is a large and growing

@ Talk delivered in HongKong on 4-12-96 in the Seminar on "Asia’s FEmerging Markets” organised by Indo Suez Asia Invéstment Services
Lid., HTongKeng. ‘

83...._




Jomestic market accounting for about 94% of aggregate demand basically emanating from
2 thriving class of about 150 million people with standards of living comparable with their
counterparts in developed economies. The rising expectations of the other 680 million
people tend only fo accelerate this demand.

Theagricultural sector, which dominated the economy for along-time, nomore does
s0. The overall dominance of the primary sector comprising agriculture and mining has
come down while secondary and tertiary sectors are having a greater share of the economic
activity. Time series data presented in Annexure I reflects the changing share of the three
sectors since 1970-71. While the shares of the primary sector in the net domestic product
declined from 50.1% in 1970-71 to 36.15% in 1988-89, that of the secondary sector rose from
19.7% to 25.54% and of the tertiary sector from 30.2% to 38.31% during the same period,

Croﬁth of Stock Ex‘cl{éngésl -

. Indiacanboastof being one of the oldest stock markets in Asia. Nearly 200 years ago,
trading in securities used to take place. The first stock exchange, however, came to be
established in 1875 in Bombay when the stockbrokers, aghast at their plight following the
severe depression in securities industry, decided to form "an association for protecting the
character, status and interest of native share and stock brokers. and of providing 2 hall or
building for the use of members of such an association", The proce'ss of establishment of
stock exchanges gradually spread to other cities of the country like Ahmedabad, Calcuttay
Madras, etc. As a result, in the initial years of regulation of the Securities Contracts
(Regulation) Act, 1956 - the first all-India legislation regulating the stock exchanges in the
country - there were eight recognised stock exchanges in the country. For nearly two
decades thereafter, the number virtually remained .unchanged. The decade of eighties,
however, saw the birth of a number of new recognised stock exchanges in the country and
there are at present 19 recognised stock exchanges spread as far as Ludhiana in the north,
Cochin in the South, Gauhati in the East and Rajkot in the West. With the cult of equity.
spreading fast to the four corners of the country, prospects of many more stock exchanges
springing up in the country are bright and there could easily be over 40 stock exchanges
humming with activity all over the country by the end of the century. The argument by a
section that establishment of more stock exchanges is not conducive for the development
of efficient systems of functioning of the securities industry ignores the fact that the
communication facilities in the country are not satisfactory and also that a direct and close
regulating authority easily accessible to the investor inspires confidence in investment in
stock market instruments. : Lo

Number of Shareholders

. The growth in the number of direct shareholders in the country has also-been
phenomenal during the last one decade. It has grown steadily from about a million-or so
about ten years ago to about 12 million currently. The country has thus the second largest
shareholding population in the world next only to United States of America which has
about 50 million shareholders and subscribers to mutual funds and significantly ahead of
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countries like Japan, United Kingdom and France, all with a population of about 10 million.
With about 2 to 3 million new shareholders joining every year, in absolute term, India can
perhaps boastof having the largest shareholding population in the world in the first decade
of the next century. 50 million shareholders estimated tobein the 'coiiritry by theend of the.
century would constitute only 5% of the population. e e T e

The country has also alarge number of debentureholders whose figﬁré Cancurr enﬂ'}".e‘:" e

be estimated to be about 5 million. These also add to the stock market activity. Mostofthe
debentureholders are prospective shareholders as they hold convertible debenturesawait- . -
ing conversion into equity shares. Non-convertible debentures, holders of whichmaynot
exceed one million, are still not very popular in this country as therate of interestis pegged -~

generally at the maximum rate which currently is 14% per annum. The concept of a freely.
floating rate of interest on debentures is still not accepted in this country. '

Membership of the Stock Exchanges

With the increase in the number of stock exchanges, the number of active stockbro-
kers has also increased during the last one decade. There are today over 3,000 active
stockbrokers all over the country as against about 1,256 about ten years ago. Stockbrokers
arealsoencouraged toamalgate themselves into corporate entities for which the statute was
specially amended in July, 1987. This has not produced the requisite degree of response.
There are at present hardly about half a dozen corporate entities in the country which have
had recourse to these provisions mainly perhaps because these provisions need aminimum
of tw persons to be members of astock exchange in their individual capacity for a corporate
membership to be formed. Alternative ways of formation of corporate membership with
a single membership, perhaps in the name of the corporate entity itself is presently under
consideration of Government. " o

Theamendment to the statute effected by Governmentin July, 1987 also provides for
admission of financial institutions and their subsidiaries and subsidiaries of banks in the
publicsector tobe admitted as members of stock exchanges on theirbeing so recommended
by the Government of India. Although some of the stock exchanges have enrolled them as
members, the Bombay Stock Exchange, which is the premier stock exchange in the country,
has not yet accepted them as members. The proposal put forward by the exchange to have
a code of conduct and mode of operation for these entities with a view to creating
additionality of services like going into semi-urban and rural areas where the equity cult
needs to be nourished, market making, etc., was not accepted by the Government. The
general body of the exchange whose sanction is necessary for increase in the strength of
membership of the exchange has deferred a decision in this behalf. While no doubt these
entities will eventually have to be permitted to become members of the Bombay Stock
Exchange, it is pertinent to note that this does not mean that the country is accepting the
concept of "universal banking" as is the practice today in most of the European countries,
as stockbroking firms would confinue to be barred from entering the field of-commezcial
banking. R
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The requirement to become a stockbroker is still confined to a nominal monitory
security deposit, which in the case of Bombay Stock Exchange, is a meagre Rs. 0.20 million
while at other stock exchanges the deposit prescriptions are still lower. Price of the card of
membership, whichis currently over Rs. 3 million at the Bombay Stock Exchange, however,
acts as a safety wall against any likely defaults. The concept of net capital requirements
relating business with the capital of a firm has still not been introduced although margins
of varying typesrelated to outstanding business at any point of time in the forward segment
of the market do no doubt try to limit the business of a firm to its financial capacity. -

Applicants for the membership of stock exchanges do not still have to pass any
examination relating to the securities industry. In fact, excepting at the Bombay and
Calcutta Stock Exchanges, where some limited training facilities for stockbrokers are
available, there is no institute catering to this requirement. It is, however, heartening to
observe that several of the new entrants to the stockbroking business are highly qualified
persons, being chartered accountants, company secretaries and MBAs. They are lured into
this business because of the tremendous financial gains that can be made. FEven these
qualified persons need to be trained as intricacies of the securities industry are not part of
their curriculam of studies. Prescription of qualifying examination to be a stockbroker is,
therefore, under consideration of the authorities. : i

Governing Board of Stock Exchanges

In tune with the developments the world over, complexion of the governing boards
of Indian stock exchanges too is undergoing a change, with more of non-broker directors
being inducted into. the board rooms of the stock exchanges. Presently, non-broker
directors who are generally representatives of the Ministry of Finance, Department of
Company Affairs, financial institutions and Securities and Exchange Board of India - the
newly formed watch-dog of the securities industry - and some leading personalities drawn
from different professions like chartered accountancy, law, etc., constituite about one-third -
of the strength of these boards. Most of these non-broker directors have made significant
contributions in the deliberations and policy making processes of stock exchanges and are
no longer considered to be aliens in these forums. There is latterly a realisation in informed
quarters that their strength needs to be increased to about one-half of the size of the boards,
as is normally the pattern in most of the developed markets of the world.

Whatis particularly significant is that the non-broker directors are nominated either
directly by Government or with their approval which doubly ensures that they always act
in the public interest. Even the presidents and vice-presidents at most of the stock
exchanges are also nominated by Government from among the elected stockbroker
directors. : :

Day-to-day administration of stock exchanges is entrusted to executive directors at
several of thestock exchanges appointed with theapproval of Government. Thereisamove
to appoint executive directors at all the stock exchanges so that the day-to-day administra-
tion is not looked after by elected stockbroker presidents, not all of whom may always be
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able to rise above partisan and sectional interests. Powers of the executive director at the
Bombay Stock Exchange are almost concurrent with those of the governing board and the
question of clothing the executive directors at the other stock exchanges with similar
powers is under consideration. . . :

There are a number of sub-committees other than the arbitration and defaulter
committees at all the stock exchanges which continuously attend to the work of improve-
ment of the market-and betterment of services rendered by stock exchanges.. .

New Issues Market

Private corporate sector did not show much enthusiasm to offer capital to the public
till 1980, because of (i) generally small size of the operations and narrow capital base, (ii)
availability of loan capital on easy terms from the term-lending institutions, and (iii) fear of
losing control over the company. The decade of 80s, however, witnessed a sea change in
the mobilisation efforts of stock markets as more and more companies propelled by the
policy of deregulation by Government entered the market to raise their funds. Investors on
their part after the gainful experience of investing in public offerings of FERA companies
during the latter half of 70s were also more receptive to invest in the stock market securities.
As aresult, annual capital mobilisation in the new issues market which was only tothetune
of about Rs. 700 million in 60s and Rs. 900 million in 70s has increased manifold during the
80s with the amount raised in 1989-90 being of the order of Rs. 61.5 billion ie. about $3.58
billion.  Annexure II gives the capital mobilisation from 1960-61 to 1989-90. '

Itis worth noting that while only 10years ago, the total capital mobilisationin a year
was about Rs. one billion, there were eleven issues each individually raising more than Rs.
one biliion during 1989-90. These megaissues, as theyare popularly called, did create quite
a bit of controversy in the country. Government has already taken suitable corrective
measures by directing that in respect of all issues of Rs. 500 million and above (i) proceeds
from the issues be used strictly for the requirement of the projects /activities mentioned in
the appiication for approval and not for any other purpose, (ii) the proceeds to be invested
only in fixed duration deposits/instruments with the Cooperative/nationalised banks,
Unit Trust of India, financial institutions and public sector undertakings-till they are
deployed in the proposed activities, (iii) monitoring of the use of funds by some financial
institutions like the Industrial Development Bank of India, Industrial Credit and Invest-
ment Corporation of India, etc., and (iv) the amount to be called as 25% on application and
theremaining 50% in two or more calls after the monitoring institution is satisfied about the
use of funds already collected. Government is also now morerealisticin grant of premium
to further issues. While these correctives were no doubt called for, mega issues indicate the
dynasism of the Indian capital market. It is no more a small market; it is broad and wide
market easily capable of generating bulk of the funds required by the private corporate
sector. Currently about 40% of the capital is met by this market.

‘Equities continue to be the main stay of the market. However, in recent years,
convertible debentures which are converted into equities either fully or partly arebecoming
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more popular and during 1989-90 they accounted for about 73% of the capital raised during
the year. Non-convertible'debentures, which in the first half of 80s, were populax with the
investors because of theprogressiverise in the rate of interest on these debenturesfrom 10.5.
i 197710 15% in March; 1985 but subsequently scaled down to 14%, are now invoking only
Jukewarm response from them. These are now being subscribed mostly by mutual funds,
financial institutions, Army Pension Funds, etc.

. Cumulative Convertible Preference Shares - an instrument giving regular returms
4t 10% during the gestation period from three years to five years and equity benefit
thereafter - introduced by Government in 1984 has, however, failed to catch the investors'
interest mainly because the rate of return was considered to be too low in the initial years
and the provision for conversion into equity also unattractive if the company failed to
performwell. o o . I T

= Of late, zero coupon bonds and convertible warrants are two new instruments that
navebeen floated bycertain companies. Their overall impact and popularity wiltbeknown
only during the years ahead. SRR SEAE R

S

" 'Oflate the average size of capital floatation is showing a sighificantincrease. During
1989-90, the average size of the equity issue was Rs. 52.7 million:as against Rs. 4.9 milliont
i1 1979-80. The average size of debenture issue also has similarly goneup fo Rs. 380 million
during 1989-90 from Rs. 7 million in-1979-80. ‘This has happened because of reasons like
companies under the present liberal conditions being encouraged to go in for minimum
economic size projects, capital intensity of the projects having increased, companiés
turning more and more to the stock market to mobilise their funds, etc.

Listing in Indian stock exchanges is comparatively easy. A company seeking
erliskmentmust have a minimum capital of Rs. 30 million and make a public offer of 60%
i.2., Rs. 18 million. The requirement of 60% of public offer can, however; be relaxed in the
aseof companies with foreign equity participation, joint sector companies; companies
with non-resident Indian equity participation, established Indian companies (i.e., compa-
nies incorporated in India at least ten years prior-to the date of listing application or
companies with a profit-earning record for at least four yeats out of five years prior to the
date of the listing application), etc. ' IR N

[T

q

The listing requirements also stipulate, inter alia, that the subscription listshould be
keptopen fot at least twoworking days and that the provision for collection of applications
5 made at certain designated centres in the country numbering in 57 which have stock
exchanges or which are heavily populated. The former requirement is acting as a major
causé for heavy oversubscription in popular issues which in quite a few causes has been
more than 20 timies. The latter’ requirement is proving to be a hindrarice for speedy
silotment of securities which statutorily has as many as 70 days from the date of closure of
the subscription list to be complied with. - S RN

The listing requirements have not prescribed any previous track record for getting
the shares listed on any stock exchange. This practice was adopted mainty witha view to
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encouraging companies to get their securities listed on the stock exchanges. Fiscal
incentives by way of exemption of income to the extent of 50% of the subscription upto Rs.
20,000 are granted to compensate for any likely loss to the small investors due to non-
declaration of dividend by companies during the gestation period.

New issues of brand new companies have to be offered to the public for subscription

at par value. Further issues of existing companies doing well can, however, be offered at

- a premium, the quantum of premium being fixed by the Controller of Capital Issues under

the Capital Issues (Control) Act, 1957. This is basically fixed on the basis of book value and

* profit-earning capacity of the company normally capitalised at 15% and relating it to the

market price of the share. Free maket forces are not allowed to fix the premium because of

apprehensions of manipulation of prices at the time of offer so as to load the share on the

market with a higher premium and the absense of any effective punitive provision in the

~Indianlaws against manipulation. The premia granted in recent years, however, appear to
. be quite realistic, being neither too high nor to low. L o

- Asignificant feature of the Indian stock markets is that the listing requirements are
uniformly applicable to all the stock exchanges in the country, be it the premier stock
exchange of the country at Bombay or the near dormant stock exchange at Indore in the
heart of the country. ' L

- Disclosure about New Issues -

Any company inviting the public to subscribe its securities or arranging for an offer
for sale of its existing securities has to issue a Prospectus or a Letter of Offer relating to the
issue. : : : R

In order to enable the potential investors to take a well informed decision in the
matter, the Companies Act, 1956 spells out in some detail the information to'be givenina
Prospectus/Letter of offer, Schedule I of the Act sets out the matter to be included in the
Prospectus/Letter of Offer which covers, inter-alia, the history and business of the com-

- pany and of its promoters and management, particulars of the projects including its costs
and means of financing, business prospects, status and profitability, audited accounts for
a period of five years preceeding the issue of the Prospectus/Letter of Offer with the gap
between the date of latest accounting year and the date of issue of Prospectus/Letter-of

- Offer being not more than 120 days, material contracts, particulars of the securities to be

issued, information about the issue, etc. Furthermore, to ensure that the inforination
required to be stated in a Prospectus/Letter of Offer is truthfully disclosed, the Act
prescribes severe penalties, civil and criminal, for untruestatementsin a prospectus. These
provisions also apply to brochures, pamphlets and other publicity material advertising the

- issue of securities. Unfortunately, the safeguards provided against prosecuitions are so

‘wide that hardly any worthwhile case has so far been instituted against untrue statements.

The recent decision taken by the government that while directors, promoters and every

person who authorises the issues of prospectus shall bear full responsibility fof the contents
of the prospectus, merchantbankers shall exercise due diligence independently varying the
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 contents of the prospectus and reasonableness of the views expressed therein and certify to
this effect to the Securities and Exchange Board of Ind1a is, however, expected to n’nprove
the system. : R :

In fact, the problem about the prospectus is not with regard to untrue statements but
about inadequate disclosure of material facts and risks. Many of the issue highlights, like
‘latest or proven technology’, ‘assured market', 'low breakeven point', 'assured dividend'
that allure unwary investors require adequate substantiation.. Various factors that should
guide a prospective investor in making investment decisions like existing and expected
market for the product of the company, market competitors and their performance,
anticipated performance/contribution expected from the project, risks associated with
project, etc., are all ignored. These factors necessitate widening the scope of disclosures in
prospectus so that an investor has sufficient data to analyse the prospectus and risks
involved ininvesting in a company. Further projection, together with details of all material
assumptions thereto, could be added provided such projections are vetted by financial
institutions appraising the project and the merchantbankers acting as managers to the issue
and licensed in this behalf by the Securities and Exchange Board of India.

The investor dec.sion s unfortunateiy based moreon pamphiets c1rcu1ars and other
publicity material the: are circulated by various brokers and investment agencies. The
guidelines issued by government that the company entering the capital market preparesa
plain matter of fact explanatory statement based on the prospectus and no other literature
other than this plam 1t atter of fact explanatory statement is not stnctly adhered to.

Perhaps the n.st important influence in investment dec1s1on is that based on the
newspapers and mrs e particularly investment magazines and periodicals. All sorts of
unsubstantiatéd clz:.ns and projections are given.in the media about a company's future
prospectus and wrrking which has an undue influence on innocent investors. Sultable
corrective measu s in this behalf are on the way SETRPR

Absence T a track record for being eligible to be hsted on a stock exchange has
emboldened qi.e a few enirepreneurs to take advantage of listing by floating companies,
which do not + nerwise merit listing. Grant of fiscal incentives, by way of lower tax rates
1o listed comv «.nies - the present rates being 40% for all listed companies as against 45% for
a non-listed 1ianufacturing company and 50% for a non-listed investment and busmess

ompany s also encouraged this trend.

W h aviewto prc)tectmg the interest of genuine 1nvestors, Government have been
trying to plug this loophole. A scheme to subscribe for the shares of new companies with
acapital LptnRs 10million wasannounced by Governmentin December, 1986. Institutions
like the Indi.strial Development Bank of India, SBI Capital Markets and Canbank Financial
Services ar: nursing such projects. Shares of these companies will be put on the marketlater
when thes2 companies attain the dividend- paymg stage

90




Government of India have also come out with guidelines for floatation of Venture
Capltal Funds, establishment of which is encouraged by grant of fiscal incentives. The
minimum size of a Venture Capital Fund has to be atleast Rs. 100 million, the promoters
being required to subscribe for not less than 40% of the same. Venture capital assistance
fromthis fund for small and greenfield Companies withatotalinvestmentof notmore than
“Rs. 100 million can be granted. A number of institutions like the Industrial Development
Bank of India, Industrial Finance Corporation of India, Industrial Credit and Investment
Corporation of India, SBI Capital Markets, Canbank Financial Services, foreign banks like
Grindlays, State Government agencies like Andhra Pradesh Iridustrial Corporation and
State Industrial Investment Corporation of Maharashtra, and private Sector units like
Credit Capital Finance Corporation have all recently set up Venture Capital Funds. Thisis
gradually having its impact on the capital market with quite a few first- genera’cion

- entrepreneurs taking advantage of the resources from these Funds. =

Yet another significant step in the new issues market is the establishment of Credit
Rating and Information Services of India Ltd. (CRISIL) in 1988, promoted by Industrial
Credit and Investment Corporation of India Ltd. and Unit Trust of India. CRISIL is
currently rating debt-obligations of Indian companies like debentures and fix deposit
schemes, preferential shares and short-term instruments like commercial paper. Although
thisis still on a voluntary basis, a growing number of companies are availing of the services:
of CRISIL as it facilitates marketing their issues. Ason the 30th June, 1990, 13- debentures,
14 fixed deposit schemes and 19 commercial paper programmes of 28 manufacturing
companies and 21 fixed deposit schemes and 2 commercial papers of 21 finance compames
involving a total amount of a little over Rs. 5 billion, have already been rated.

The relatively high level of issued capital required for a company to be ehgﬁole tobe
listed in a stock exchange has prompted the Government of Inidia to grant recognition to
Over-The-Counter Exchange of India (OTCEID under the Securities Contracts (Regulation)
Act. OTCEI has been promoted by Unit Trust of India, Industrial Credit and Investment
Corporation of India Ltd. and others. OTCEI will basically be a screenbased market
makers, who will have to be members of the OTCEI, continuously giving two-way
quotations. A company can get the benefit of listing by offering even 10% of its issued
capital to the public. OTCEI is expected to be operational early next year

Number of Listed Companies

The relatively less stringent conditions have led to emergence of a large number of
listed companies in the country. There are at present over 6,000 companies listed on the
various stock exchanges in the country. India thus occupies the second position in the
world next only to the United States of America which has about 7,00 listed companies.
What is, however, required to be noted is that the paid-up capital of about 40% of these
companies is less than Rs. 10 million. Frequency distribution of paid-up capital of -
companies listed on the Bombay Stock Exchange which accounts for about 85% of the paid-
up capital and about 90% of market capitalisation is given in the following table:




o FREQUENCY DISTRIBUTION OF COMPANIES LISTEDON
. THE BOMBAY STOCK EXCHANGE BY THE SIZE GF THE CAPITAL
(As on 31.3. 1990) i

. Category .

No.of
t Ccmpames

Percentage A

* ‘toTotal

Less than Rs 5 mﬂhon =
Rs. 10 million

More than Rs. 10 mﬂhon and Upto
Rs. 30 m11110n o

Rs, 50 million .

Rs. 100 miliion .

Mofe than Rs. 100 million and Upto
Rs. 250 million

Rs. 500 mxlhon

Rs. Ibﬂhon '

More than Rs. 1 Biliion _ |

More than Rs. 5 m1111on and Upto -

More than Rs 30 mﬂhon and Upto _.

More than Rs SO mﬂhon and Upto |

More than Rs. 250 million and Upto

More than Rs 500 mﬁhon and Upto |

529

' ,;405‘
805
28
o

35 . .. .“.

' :17

2187

-

'. 108 |

9 4
1~.4 o

o7

Total
.

2,428

100.0
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Market Capitalisation

Indian stock markets wore a lacklustre outlook tl] the decade of 80s basically
because equities failed to act as a hedge against inflation while other avenues of invest-
ment like gold and silver, real estate, etc. proved to be safe heavens against the rising
prices. During the sixties, the index number of ordinary shares, as compiled by the
Reserve Bank of India, rose by a meagre two per cent while in the seventies the rise was
more modest being of the order of about 60 per cent while the rise in the index number
of wholesale prices during these two decades was of the order of about 80 per cent and
160 per cent respectively. The decade of 80s witnessed the rise in the Reserve Bank of
India index of ordinary shares shooting by over 250 per cent while the wholesale price
index rose by about 75 per cent during the same period. The year 1990.saw a further
spectacular advance in equity prices of being almost doubled up despite a mild setback
from the 10th October, 1990. With a sharp fall in global prices, capitalisation of Indian
stock markets which peaked at about Rs. 1.09 trillion i.e., $ 60 billion on the 9th October,
1990 is currently around Rs. 900 billion ie. § 50 billion as against the current estimated
market capitalisation of a little over $ 100 billion of Taiwan and South Koreari markets.’

The present level of market capitalisation of the Indian stock markets constitutes
as much as 20.9 per cent of the gross national product. A statement giving details of
market capitalisation since 1950-51 is given in the Annexure IIL. :

On Going Disclosure Requirements -

The listing agreement which a company is required to execute with the stock
exchange before enlistment and the provisions in the Companies Act provide for de-
tailed on going disclosure requirements by a listed company. As per the latter, compa-
nies are required to publish their annual unaudited accounts within a period of six
months from the date of closure of the accounts. Companies are also required to give
director's report alongwith audited accounts covering, inter-alia, the material changes
and commitments, affecting the financial position of the company which has occurred
between the end of the financial year to which the balance sheet relates and the date of
the report. The material changes which have occurred during the financial year in
relation to the company's business or the class of business in which the company has an
interest is also required to be disclosed. The listing agreement requires a company to
furnish to the stock exchange information about unaudited financial results on a half-
yearly basis within two months of the expiry of the period, advance notices of its Board
meetings to be held for declaration of dividend, right or bonus issues to be followed by
the notification of the decisions taken at these meetings, cancellation/redemption of
securities listed, proposals in the general character of any of its business, changes in the
management, material events such as strikes, lock-outs, closure on account of power
cuts, etc:, both at the time of occurrence and subsequently after its cessation etc., so that
shareholders and the public are able to appraise constantly the position of the company
and avoid establishement of a false market.




Mutual Funds

_ Another significant development in the Indian securiues market is. the emer-
genc:e of mutual funds.. For nearly quarter of a century since 1964, the Unit Trust of
India was the sole mutual fund in the country. A number of mutual funds have been
floated furing the last three years by Financial Institutions and the nationalised banks,
all in the public sector. All these funds, excepting the basic scheme of the Unit Trust of
India, are closed-end funds. . S

In 1989-90, the mutual funds in the country had mobilised about Rs. 60 billion
-and more or less a similar amount is expected to be raised during the current year. The
total investible resources- of these mutual funds at.the end of September, 1990 was
estimated to be of the order of about Rs. 200 billion.. The number of investors in these
mutual funds has also been growing at a rapld pace, the current ﬁgure being piaced
around 5 million. : : : :

Investment Opportunities for Overseas Investors:.

Investment on Indian stock markets at present is not fully. open to foreigners.
Foreign investment is subject to well defined and comprehensive provisions embodied
in the Foreign Exchange Regulation Act of 1973. Direct foreign investment is as a rule
allowed only in collaboration units wherein the foreign collaborator can contribute be-
tween 40% and 74% depending upon the status of the industry. Direct investment on
stock markets is not allowed to foreigners except the non-resident Indians. Foreigners
can, however, subscribe to the extent of 40% in a company owned by the non-resident
Indians. Foreigners can also invest through the intermediation of country funds of
offshore mutual funds floated for the purpose. Direct foreign investment is also permit-
ted in case of specific funds floated by organisations such as the Asian Deveiopment
Bank or the. Commonwealth Deveiopment Corporahon .

Non- Res1dent Ind1an Investment

While foreigners as a rule are not allowed to invest in the securltres market non-
resident Indians are encouraged to invest in Indian securities both on repatriable and
non-repatriable basis. Facilities provided to non-resident Indians are also available to a
company. predominantly owned (at least 60%) by the non-resident.Indians. Through
the 1982-83 and 1983-84 Budgets, the Government extended a series of liberal measures
for attracting non-resident Indian investments. These include the foliowmg

4); Investment in new issues of compames on full repatmatl.on ba51s was al—
lowed upto 40% of the new issues of equity and preference capital of the
new or existing company raising a public issue through prospectus. This
facility was also made available to investment in convertible securities.
Investment in capital raised by either private or public limited companies
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(ii).

i

o
i)

i

other than through the issue of prospectus was also:permitted upto 40% of
the issued capital subject to a ceiling of Rs. 4 million. In the case of priority
sector industries and companies undertaking to export 60% of the output
which is raised to 75% in case of industries reserved for the small scale
sector, the extent of investment was permitted to the extent of 74%.

Portfolio investment in shares and convertible debentures was also liberal-
ised with full benefits of repatriation provided they are purchased through
stock exchange and the purchase by a non-resident Indian does not exceed
one per cent of the paid up capital of the company and the investments are
either through fresh remittances from abroad or through NRE/FCNR ac-
counts with a bank in India. An overall ceiling of 5% of the paid up capital
of a company was imposed on total non-resident Indian investments un--
der the portfolio scheme. There are, however, no limits on investment in .
non-convertible debentures and Master shares of the Unit Trust of India.

Non-resident Indians are permitted to subscribe' freely on a non-repatri- -
able basis to the new issues of any public or private limited company
engaged in any business activities except real estate business and agricul:

tural/plantation activities. . Such investments are allowed upto 100 per

cent-of the isued capital of the investee company.

-~ ~There are special tax concessions available to investment by non-resident Indians.
These include the following : S :

Investment income from specified "Foreign Exchange Assets" i.e., shares in

- Indian companies, debentures of a public limited company, deposits with

a public limited company, etc. are subject to income-tax at a flat rate of 20 -

-per cent. Long-term capital gains accruing from transfer of these specified
- "Foreign Exchange Assets" are also subject to income-tax at a flat rate of 20

per cent.
Investment in "Foreign Exchange Assets" are exempt from wealth tax.

When the total income of non-resident Indians consists solely of invest-

‘ment income and/or long-term capital gains on which tax at the flat rate

of 20% has been deducted at source, then the non-resident Indian is not

. Tequired to file a return.

- +-Even though non-resident Indians have béen provided extensive incentives for
investment in India their response so far has been modest. As on the 30th November,
1989, total direct investment of non-resident Indians in India was to the tune of Rs. 16.72 -
billion while under portfolio scheme they had invested Rs. 731.6 million-in Indian
securities. It is estimated that the total investible funds of non-resident Indians as a
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group are in excess of Rs. 1500 billion. Thus their investments in India at present are a
little over one per cent of their total investible funds.- S :

.. In order to mobilize non-resident Indian investment funds in India, several mu-
tual funds have been exclusively floated for mobilisation of these resources. Important
among these are India Investment Funds by ANZ Grindlays, Jardine Fleming's JF India
Pacific Trust and CIFCO Hill Samuel Unit Trust. Their performance seems to have been
modest, but it is hoped-that over the years these. funds will do better and many more
such funds will be floated. .-~ : : : SE

Offéhdre Mtﬁtual ftmds- : ‘.

. While direct foreign investment in India is not'permitted ‘except for the invest-
ment by non-resident. Indians as already indicated earlier and through collaboration
managements for others, a via media has been found. through floatation of country
funds and offshore Mutual Funds. Several countries across the globe have tapped this
source very successfuly and India joined their rank through the launching of India
Fund in London during 1986 by the Unit Trust of India the major mutual fund operator
of the country. This fund of the size.of $ 110 million was succeedded by another fund,
"India Growth Fund" launched by UTI oncé again;-in New York in 1987 which had
mobilized 17.S. $ 60 million. Last year State Bank of India launched a private placement
mutual fund"India Magnum Fund" in Antilles, Netherlands and following overhelming
response the fund was closed at $ 156 million. During the current year Canbank floated
the Himalayan Fund for $ 100 million. Several more of such funds are being structured
by various operators to cater to different types of investors and will be launched in the
days ahead. Agencies like Asian Development Bank and Commonwealth Development
Corporation have also shown keen inferest in the Indian stock market and a part of the
proceeds that these institutions are mobilizing for investment in their constituent coun-
tries will be invested in the Indian stock market securities. "ADB has already received
permission for investment of 20 per cent of its ASEAN Committee securities fund for $
60 million. : S L T

Performance of the three major country funds from India has been heart warm-
ing. India Fund and India Growth Fund after an initial lacklustre performance are
presently among the best performers within the several country funds. Both of these
funds are quoted well above their Net Asset Value (NAV). The latest available figures
for the end of September, 1990 show that India Fund with an NAV of 286.70 pence was
quoted at 223.5 pence while India Growth Fund with-an NAV of $ 18.98 was being
quoted at $ 14.25. In October, 1988 India Fund came out with a rights issue and inspite
of subdued stock market trends in the international arena, was subscribed to the tune of
66% of the offerings i.e, about $ 69 million, which is.considered to be a good perform-
ance in the country fund market.  The India Magnum Fund-also mobilized $ 50 millior -
by way of second tranche. These off shore funds have thus raised $ 557 million'so far.’
The strength of these country funds is all the more remarkable because of the continu-"
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ous depreciation of Indian rupee vis-a-vis the major currencies of the world including
the US dollar and British Pound.

There are still a few hindrances in the way of full growth of the Inchan offshore
mutual funds, mainly the withholding of 45 per cent tax on long-term capztal gains and
the depreciating rupee value. It may be observed that several countries in Asia-Korea,
Malaysia, Pakistan and Taiwan to name a few do not tax the long-term capital gains.
Taxation policies are by nature dynamic and flexible and given the process of liberalisa-
tion these anomalies could be corrected with the passage of time. Depreciating rupee is
a reflection of structural imbalance in the Indian economy and fore1gn trade that ’che
country is facmg at present but should get corrected in the commg years

Secondary Market

The turnover in the Indian stock exchanges have zoomed to great heights during
the last ten years, particularly during the last three years. On the Bombay Stock Ex-
change, which accounts for about two-thirds of the business in the country, the daily
turnover which was as low as about Rs. 99 million in 1979 shot up to Rs. 1.27 billion in
1989 and further to Rs. 1.73 billion till November in 1990. The virulent boom conditions
which dominated the market from June to October, 1990 saw the daily turnover rise
further to Rs. 2.52 billion i.e. about $ 140 million.

What is more exciting about the Indian stock markets is the number of deals put
through in a day. On an average, about 45,000 deals were executed in a day on'the
Bombay Stock Exchange alone in 1989-90 compared about 85,000 deals on the New York
Stock Exchange and about 45,000 deals on the International Stock Exchange of London.
The boom period, June to October, 1990, often saw the riumber of deals shoot above
80,000 a day and taking into account the fact that trading is confined to only two hours
in a day, the Bombay Stock Exchange registered the highest per hour: ve10c1ty of transac—
tmns next perhaps only to Taipei.

Trading in Indian stocks is broadly categorised into two groups, viz., specified
shares and non-specified securities. Equity shares of dividend paying, growth-oriented
companies with a paid-up capital of at least Rs. 50 million with a market capitalisation
of at least Rs. 100 million and preferably having more than 20,000 shareholders are
normally put in the specified group and the balance in the non-specified group. Stock
Exchanges located in Bombay, Calcutta, Delhi and Ahmedabad only have at present this
facility of a two-tier market with the rest of stock exchanges conducting trading only
under the category of non-specified securities. Equity shares of 80, 58,40 and 18 compa-
nies are classified as specified shares at the Bombay, Calcutta, Delhi and Ahmedabad
stock exchanges respectively. With 68 shares being common among them, the number
of companies whose equities are traded as specified shares is 128, They account for
about 56 per cent of the market capitalisation of the Indian stock markets. -




All tradmg is basically conducted as hand delivery contracts, ie., for ciélivefy

" and payment within the time or on the date stipulated when entering into the contract

which shall not be more than 14 days following the date of the contract. In the case of
specified shares, however, delivery and payment can be exiended by further periods of
14 days each so that the overall period does not exceed 90 days from the date of the
contract. - Contracts in specified shares can be closed during the settlement period by
purchase or sale, as the case may be, or carried over to the next settlement period and
only those contracts which remain outstanding have to be performed by delivery and
payment. The system of trading in specified shares is thus an amalgam of cash and
futures. The Indian stock markets do not yet have any separate segments for futures
and options. In the case of non-specified securities, by and large, contracts are per-
formed by payment and delivery.

Trading Pattern

‘ Indian stock markets continue to operate in the age old conventional style of
face-to-face trading with bids and offers being made by open outery. At the Bombay
Stock Exchange, there are about 3,000 persons milling around in the trading ring during
the trading period of two hours from 12.00 Noon to 2.00.p.m. '

Indian stock markets are basically quote-driven markets with the jobbers stand-
ing at specific locations in the trading ring called trading posts and announcing continu-
ously the two-way quotes for the scrips traded at the post. As there is no prohibition on
a jobber acting as a broker and vice versa, any member is free to do jobbing on any day.
In actual practice, however, a class of jobbers have emerged who generally confine their
activities to jobbing only. As there are no serious regulations governing the activities of
jobbers, the jobbing system is beset with a number of problems like wide spreads be-
tween bid and offer, particularly in thinly traded securities, lack of depth, total absence
of jobbers in a large number of securities, etc. In highly volatile scrips, however, the
spread is by far the narrowest in the world being just about -0.1 to 0.25 per cenf as
compared to, about 1.25 per cent in respect of alpha stocks i.e, the most highly liquid
stocks, at the International Stock Exchange of London. The spreads widen as liquidity
decreases being as much as 25 to 30 per cent or even more while the average touch of
gamma stocks i.e., the least liquid stocks at the International Stock Exchange, London, is
just about 6 to 7 per cent. This is basically because of the high velocity of transactions in
the active scrips. The first five most volatile scrips on the Bombay Stock Exchange, viz.,
Associated Cement Co. Ltd., Bombay Dyeing and Manufacturing Co. Ltd., Baroda Rayon
Corporation Ltd., Indrol Lubricants Ltd., and Apollo Tyres Ltd., had their equity capital
traded 15.81, 5.63, 5.04, 4.57 and 3.63 times respectively during the year 1989-90. In fact,
shares in the specified group account for over 75 per cent of trading in the Indian stock
markets while over 25 per cent of the securities do not get traded at all in any year. Yet,
it is significant to note that out of about 4,200 securities listed on the Bombay Stock
Exchange, about 1,200 securities get traded on any given trading day.
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Automation of Tradg

" The guestion of automating trading has been under the active consideration of -
the Bombay Stock Exchange for quite sometime. It is now almost finally decided to
have trading in all the non-specified stocks numbering about 4,100 totally on the com-
puter on a quote-driven basis with the jobbers, both registered and roving, continuously
keying in their bids and offers into the computer with the market orders getting auto-
matically executed at the touch and the limit orders getting executed at exactly the rate
specified. Hopefully, this will be completed by the end of 1991. The question of
extending the facility of screen-based trading to the specified group will be considered
thereafter depending upon the success achieved and the experience gained from the
system that would be established for the non-specified’ group. Since the volume of
turnover is larger in the specified group, the question of switching over. to the order-
driven market could also be considered. The Bombay Stock Exchange is thus moving
towards a ringless trading system as is the case in most of the developed markets of the
world. This would incidentally also facilitate easy handling of the fast growing volume
of business in the market. ‘ _ R ,

_ The above development would also help in injecting transparency into the opera-
tions of the Bombay Stock Exchange. This is particularly important for investors who
have to be content at present with a bare statement of net to pay in respect of purchases
and net to receive with regard to sales, the brokerage amount being added to the former
and deducted from the latter, without indicating separately the quantum of brokerage.
Yet another major benefit of the change would be generate real time trade information,

the volume of turnover being constantly displayed alongwith the movement of prices
indicating thereby the depth of the market at every turn in prices. - ...~ .

PTI Stockcan Service

A landmark in the history of the Indian stock market was crossed in August, 1987
when PTI Stockscan Service was established linking up the Bombay, Calcutta, Delhi,
Madras and Ahmedabad Stock Exchanges for the purpose of instant display of prices
prevalent at these exchanges as also market related information. The Sensitive Index of
the Bombay Stock Exchange related to 30 scrips traded-on it and the BSE National Index
involving 100 scrips traded on all the five stock exchanges mentioned above are con-
tinuously displayed with revisions being made every two minutes. The Stockscan Serv-
jce, which presently gives, inter-alia, the movement of prices of about 800 shares, is
available not only at these five stock exchanges but also-at other stock exchange centres.

The PTI Stockscan Service has rightly been called the forerunner of the National Market
System in the country. e

Regulatory Measures

There are no net capital requirements in the Indian stock markets; linking up the
volume of business of a firm with its funds as in the developed markets of the world.
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Yet a system of checks and balances have been evolved over a period of time which not
only tend to-control and regulate the volume of business of individual firms but also of
the market as a whole. These are mainly confined to specified shares as the speculative
presstires are normally concentrated in this group. The principal instruments deployed
are discussed below. First, there are the margins. They aré of three types, viz,, daily
margins normally payable in respect of every. contract outstanding at the end of the day
generally at: the rate of 5 to 10 per cent of the contract value which ¢an be hiked to
higher levels depending upon the volatility of the market, the higher rates being made
applicable to bulls in a rising market and to bears in a falling market, carry-over mar-
gins payable on every contract carried. forward from one settlement to another at rates
varying from 3 to 15 per cent and ad hoc margins collected from members having
unduly ‘large positions. Currently over Rs. 500 millions_are being collécted by the
Bombay Stock Exchange as.margin:money. Secondly, limits on the movement of prices
pegged at 5 to 10 per cent for a day and 10 to 20 per cent for a settlement period of 14
days are imposed. This is kept in abeyance at present as it is felt that a buoyant market
should not be fettered by these limits. Thirdly, limits are also imposed on the outstand-
ing business that can be carried forward by a member from one settlernent to another
and also at any point of time in a settlement. These are currently fixed at Rs: 30 million
and Rs. 40 million respectively. Transactions that result in actual delivery are, however,
excluded from the latter. Fourthly, limits are also imposed on the extent of jobbing by a
member. Fifthly, whenever the outstanding volume of business in any particular scrip
exceeds a particular level considered to be dangerous, which normally is five per cent of
the outstanding capital of the company, trading in the scrip is permitted only on a spot
delivery basis i.e., for delivery and payment on the. same day or on the day following
the day of the contract. Normal trading is permitted to be resumed only after the
outstanding business gets reduced to a reasonable level. Sixthly, on critical occasions,
even the outstanding business in a scrip is ordered to be liquidated by certain percent-
age points, say, by 15 or so, in every settlement. ‘Seventhly, speculative transactions i.e.,
transactions that do not result in delivery, popularly known as short sales and long
purchases, are prohibited . Finally maximum and minimum prices are occasionally

fixed for temporary periods.

The above measures are designed not only to keep the speculative excesses un-
der check but also to regulate the movement of prices. As a result, the Indian stock
markets have displayed a remarkable degree of poise and stability. The all-Tridia equity
Index Number compiled by the Reserve Bank of India fluctuated by an annual average
of 25.0 per cent during the decade of 80s as against the corresponding figures of 23.8 per
cent and 25.2 per cent at the International Stock Exchange, TLondon and the New York
Stock Exchange Tespectively and an average of 31.2 per cent in Tespect of 15 leading
stock markets of the world. T e o

~ Settlement of Transactions
. Settlement processes at the Indian stock markets _a;é_sti_ll matters of concern. At
the Bombay Stock Exchange, settlement of transactions by way of delivery of securities

and payment of price virtually takes a fortnight or even longer both in respect of speci-
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fied shares and non-specified securities. This is basically because of the system of batch
processmg of the transactions wherein the matching of the reported sales and purchases-
is inevitable. It is now proposed to have an on-line system of processing of transactions
reported directly from the screen to be operative alongwith the aittorhation of the trade.
This will help us to reduce the period required for settlement of transactions. We may,
in respect of non-specified securities, reduce in the first instance the period of trading
from 14 days to 5 days, Monday to Friday, with the settlement being effected the foliow-
ing week and later on move over to a rolling settlement system of T+5 ie., the settle-
ment being effected on the fifth trading day following the date of transactions, to be
eventually replaced by T+3 as recommended by the global Group of Thirty: The ques-
tion of extending the concept of T+3 to the specified group of shares, however, needs
detailed consideration as such an extension would also need develc)pment of optzons
and futures markets.

Share certificates and dated transfer deeds constitute a major hurdle in the growth ‘
of the securities business. A two stage attach on the system is, therefore, planned. First
is the immobilisation of the securities, A beginning has already been made with the
establishment of Stock Holding Corporation of India which handles the shares of finan-
cial institutions. The Bombay Stock Exchange has also, in association with Bank of India
Ltd. - a leading nationalised bank of the country- which currently runs the Clearmg-
House of the Exchange, established BOI Shareholding Ltd. This will initially act-asa
depository in respect of shares involved in carry«forWard transactions in specified shares_
worth about Rs. 5 billion with the shares moving by book-entries only. Later on, the
services of the depository wiil be extended to other activities of stockbrokers and alsd of
investors. The second stage is to develop a certificateless society as has already been
done in Norway, Denmark and France and as is being planned in UK. by the proposal
to establish TAURUS. In fact, a proposal in this behalf was put forward by the Bombay
Stock Exchange way back in 1979, Serious attempts are now bemg made to put this
proposal into operation. T

The Indian stock markets are also beset with a number of other problems like

insider trading, manipulations, take-overs, odd lots defaults, etc., and att’empts are bemg
made to solve all these problems.

Insider Trading

Insider trading i.e., trading in securities by persons in possession 'of material non-
public information relating to such securities, which is price-sensitive, still remains un-
controlled. Strangely there is no law as yet prohibiting insider tradm'g in this country.
The provisions contained in Section 307 of the Compahies Act requiring shareholdings
and debenture holdings of directors to be recorded and kept open for inspection of any
shareholder of debentureholder during the period of 14 days before and 3 days after the
Annual General Meeting of a company has proved to be absolutely ineffective in con-
trolling such trading. Publication of half-yearly results by listed companies required by
the new Clause 41 of the Listing Agreement has also not mmlmxsed such tradmg It is,

7
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hoWever, expectec'ik that the comprehen'give legislation r.e'lating_ to the securities industry
providing statutory. powers to the Securities and Exchange Board of India will embody -
provisions prohibiting insider trading. L I

Manipulation

Manipulation of stock prices is quite a common occurrence on Indian stock mar-
kets. Strangely, there is not as yet any effective deterrent provision against the same,
Expunging manipulated quotations and taking disciplinary action against members of
stock exchanges by the stock exchange authorities are the only available measures and
even these are rarely resorted to. Drastic penal provisions, including or attemtping to
indulge in manipulation of stock prices, be they members of stock exchanges or not, on,
the lines of similar provisions embodied in the statutes of several advanced countries is,
therefore, called for to control effectively this growing menace.

 Take flC)vers N

' Take-overs which have gripped the western world has now spread to this coun-
try too. The only safeguard for the non-management shareliolders the country has is by’
way of a provision in the Listing Agreement incorporated jpursuant to a directive issued
by Government in April 1984. According to this, any acquisition of shares of a company
beyond 25 per cent of the voting capital.of the company or securing the effective control
of management of the company by acquisition of the shares of the existing directors and
others who effectively control or manage the company, irrespective of the percentage of
their holdings, should be preceded by an offer to the remaining members of the com-
pany to acquire their shares at a price not lower than the price at which the shares of the.
company are being acquired subject, however, to the public shareholding not being
reduced to less than 20 per cent of the voting capital of the company.. L

The above provision has not proved to be effective due o reasons like acquisition
of the shares being limited to 24.9 per cent of the voting capital of the company, change
in the management of the company not being clearly discernable as say. with only four
out of eight directors changing following acquisition of the shares, change in the effec-
tive control of management of the company being brought about not by any change in
the shareholding pattern of the company but by a change in the pattern of shareholding
of the parent company holding shares in the company, acquisition of shares ostensibly
taking place at-a price much below the ruling market price but in actuality at a much
higher price, with the difference being settled privately, etc. The listing provisions
were, therefore, amended by government in May, 1990 providing that acquisition of
shares beyond 10 per cent of the voting rights in a company should be accompanied by
an offer to the remaining members of the company to purchase their shares at a price
not lower than either the highest price during the immediately preceeding six. months or
the negotiated price. The amendment has also provided for notification to the stock
exchanges of any acquisition of shares above 5 per cent of the voting capital of the
company. The latter provision relating to notification is on par with similar provisions
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in (UK. ahd U.S.A. The'level of acquisition of 10 per cent for a mandatory offer is in fact:
quzte low compared to UK. ‘where the mandatory offer. becomes effective only when |
acqms;tlon reaches the level of 30 per cent of the’ voting rights of a’company.. The U. S.

laws do notrequire any mandatory offer to bé made to the non- management sharehoid—
ers. The effect of the new measures is yet to be felt.

Odd Lots

0Odd lots constitute a major bugbear for the investors in  this country Out of a
total market cap1tahsahon of dbouit Rs. one trillion, equities worth over Rs::150: billion
are in 'odd lots. Investors normally receive 15 to 20 per cent:less than the market price
for their sales and have to ‘pay 15 to'20 per ceit more than the:markét price for their:
purchases 'of odd lots~ Public’sector institutions like the New India Assurance Co:Lid:,
Canbank Financial Services Ltd:, Unit Trust of India, etc., and also some comparnieshave

announced schéemes to buy-odd lots. The Bombay Stock Exchange and a few: other stock
exchanges have appointed authorised odd lot dealers:with-norms for their operations
and are also’having séparate trading sessions. for odd:dotsit All: these attempts at-a
solution to ‘this problém have only touched the fringe of ithe problem Permitting comy
paniés themselves to purchase the odd lots of their own shares, preferably- at-the ruling
price with the safegurd of approval by the general body to prevent-any misuse by-the
‘Board of Directors and then to re-issue them, if need be, in market lots on the lines.of
similar “provisions in UK. and U.S.A. can perhaps provide:a lastmg solutxon to this
problem. This needs an amendment to the Companies Act; 1956. - SO

Defaults

‘Under the Rules and: Bye-laws of stock exchanges; as they.are today,, the net
assets-of a member of a stock exchange who is declared a defaulter are utilised to. satisfy
firstthe claims of the exchange and the clearing house run by-the exchange and: then: the
admitted claims of the members of the excharige on a pro rata-basis. Only if any surplus
‘is left thereafter, the Claims of the clients of the defaulter member are considered by the

‘Dafaulters' Committee: dealing: with the matter and generally there is no-suzplus left.
The clients can; no doubt, go in for arbitrationin respect of their.claims and obtain
“awards in their favour and get the same filed in-a Court of Law for'decree. The decrees,

“however; do not generally get-executed as the defaulter mvanably dlSpOSES of all his
assets before he is declared a defaulter. - :

Lack of protection to the clients is a serious lacuna in the Indian stock markets.
The Ministry of Finance, therefore, directed stock exchanges of the country to set up
Customers' Protection Funds. The Bombay Stock Exchange was the first to set up such a
Fund. Established in October, 1986, the Fund is patterened on the lines of the Securities
Investor Protection Corporation of the US.A. Financed partly by way of a levy on the
turnover of members collected at the rate of one rupee for every Rs. one million and
partly by way of contribution from the listing fees realised at the rate of two per cent of
these fees, the Fund has at present over Rs. 3 million after having already distributed
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about Rs. 0:35 million to the clients of.one of the defaulter members. There is a_,__lilr_nit-;o:fi
Rs. 15,000 that may be paid to any single client from this Fund. It is, however, proposed.
to raise‘this limit with the inflow of more money into this Fund, The limit for payment
to a single customer under the Securities Investor Protection, Corporation of the US.A.
is as high as $ 500,000, out of which claims for.cash as.distinct from claimis for securities
would not be more than $ 100,000. -

Securities and Exchange Board of India

3 Arajor development in the Indian stock markets ‘which deserves a particular
mention is the establishment of the Securities and Exchange Board of India (SEBI), on
thelines of the Securities and Investment Board of. UK. SEBL which was established on
the 12¢h April; 1988 will be taking a: holistic view of the Indian securities markets.. The
strindenit advance in thel capital market activities and-the growing complexities of the

market related problems:have -necessitated the~emergence of this. institution.. . The
preséent regulatory. framewotk segmented in. different Jlegislation frameworks like the
Companies; Act; Capital Issues:Control- Act, ‘Securities Contracts (Regulation) Act and
the various rules, orders, notifications; guidelines etc.; issued thereunder will be pieced
together into“aicomprehensive set of legislation ‘covering -all-aspects of the securities
miarket: - -Improved: disclosure requirements, better accounting standards; greater
investor: protection. eover; simpler:arbitration procedures;: provisions. against insider
trading ‘and other: malpractices, etc. are expected-to be embodied in a.statutory frame-
work to be administered by SEBL ‘This is expected tobe operational in the near future. .

Conclusion

#7. i The Indian stock markets, which attained-a remarkable degree of growth in the
fast-one decade, are poised for a furtlier leap forward in the'current decade. The process
of ritodernisation “and computerisation which has already started will soon. be acceler-
atedin order to render the markets not only. broad-and liquid-but also fair and efficient.
‘All concernred: withi ‘the ‘market, the investors;: the issuers.and the market players.and
ore importantly ‘the regulators - the: stock exchange authorities, the Securities and
‘Exchange Board'of India and above-all:the Government -of India - have an ard‘_qms'..__tﬁaék
ahead of them: With sustained efforts on the part of all these, Indian stock markets can
“easily prove to be not only fountains of eternal source of funds but.also vehicles for

distribution of wealth to an ever expanding population-of investors in the country. . .
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. '_. - ANNEXURE I

CAPIT AL RAISED ON ALL-INDIA BASIS
(Amount in. mnli:on Rs )

Year " “Equity | ~Preference Debenture: Total

1960 7038 | = 778 | 939 | 875.5
1965 . | - 680.6. |- . 1055 oo 2162 1,002.3
1970 637.1 110.8 1192 + | 867.1
1975 _ 6343 |- 486 |- 3015, |- '984.4
1981-82 | . 24306° | 265 | 23,1560 1. 56131
1985-86 83505 | - 100 | 79818 .| 163424
1986-87 | 10,2947 - 17,407.0° . 27,7017
1987-88 | & 80999 | - T o 66420 11 147419
1988-89 | - 11,5000 L e fe 12400000 0 35,500.0
1989-90 12,450.0 50.0 49,0000 . | 61,5000
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SR MEETING OF FIBV . TR D
SUGGESTIONS REGARDING POSSIBLE AREAS OE*'
ASSISTANCE BY FIBV TO EMERGING MARKETS @

M.R. Mayya
. Executive Director 5
- The Stock Exchange, Bombay

The emergmg orthe newly estabhshed stock exchanges are often forced to gropein
the dark mainly due to lack of guidance and assistance. In the process, they are prone to
commit mistakes. which can easily otherwise be avoided. Guidance and assistance of
different types are, therefore, required if the growth of these markets have to be on healthy
and orderly lines. Federation. Intematlonale Des Bourses De Valeurs (FIBV) can play an
importantroleinstrengthening the emergmg stock markets through techmcal educational
and financial assistance. The major areas in which such assistance can be prowded are
enumerated below:

"Teéhnicai A'ssi'st:ance S

.. Emerging stock exchanges often face the problem of lack of expertise durmg the
initial phase, especially, if the country concerned does not have the stock exchange culture.
FIBV can help such stock exchanges by making available services of - experts for'this’

"purpose. FIBV can create a centralised pool of experts whose services can be availed of by
the emerging markets during their early days 50 as to enable them to develop a proper'
mfrastructure and admlmstrahve machinery.

Emergmg markets often find it difficult to develop a comprehenswe market regula—
tory system, especially if the country concerned does nothave an othérwise well developed
financial institutional structure. FIBV can help them to evolve such a system. FIBV can
develop a model set of comprehensive legal and regulatory structure for the'governance of
the stock markets: Individual stock exchanges miay then adopt the same with due
modifications as required by the local conditions, traditions and other supportmg institu-
tions prevailing in the country concerned. FIBV canalso undertakeareview of the legal and
regulatory framework governing stock exchanges in a partlcular country on specific

request from the stock exchanges and su ggest necessary reforms to stren gthen the stock
exchange activity.

Several emerging stock markets lack necessary expertise to evaluate the EDP
systems that will serve their needs. The problem has become more acute bacauseof the fast
paceof developments in the. computer and eiectromcs industry. As a result there isa likely

@ Text of the paper presented al the meefmg of the Workmg Cammiltee of the Federation Intemauonalc Des Bourus De Valeurs
held at Paris on the 12th December, 1990,
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danger that these.stock exchanges may be saddled with inadequate or improper systems

unless knowledgeable expert support becomes, available for them to assess their needs,

identify the hardware and software that will produce the des_i;ed results and tone up the

operational efficiency of the stock exchanges concerned. Itis, therefore, recommended that

FIBV may provide technical assitance to the emerging markets toassess their technological

needs to select and install the necessary hardware and to develop the software and to train
 the stock exchange personnel to effectively handle the system.

Educational {_&ssistance

1tis necessary that the stock exchange administrators possess the necessary profes-
siondl skills and exposure to the récent developments in the stock markets across the world.
A suitable training programme needs tobe evolved not only for the seniorand middlelevel
administrators of the emerging stock markets but also for'selected stockbrokers. It is,
therefore, suggested that FIBV may consider the desirability of establishing a centralised”
training institute to offer training programmes for these persons. This canbesupplemented
by desk experience in markets of developed countries. FIBV can also-assist the stock
exchanges and other stock exchange related inistitutions to develop their own training-
organisations to cater to thelocal needs. .~ " = L R

It is further recommended that FIBV may periodically arrari'g'e*”seniih‘ars' and”
workshops, at both regional and global levels, in different parts of the world so that new
concepts and ideas that orginate, are disseminated in all these countries.

*Thereis a lot of hesitancy on the part of emerging markets to open up their markets
basically due to fears that the foreigners will swamp the markets to the detriment of locals
and to the country. A detailed analysis of all these fears with possible checks to take care
of any attempts, overt or otherwise, to destabilise these markets, needs'to be’ made.-
Experierices of various other countrieshave to bestudied and drawnupon tominimisesuch:
apprehensions. The utility of opening up the markets not only from the pointof rendering
the markets more efficient but also of acting as another source of foreign exchange needs

~ FIBV may also establish a centralised data pool and information services especially
information on listing, trading and settlement systems. Theremay also bea corporatedata
base profiling salient features of companies likely to open to foreign participation, Sucha
centralised information service should process, publish and widely circulate the'develop-

ments in the stock markets across the world to enrich the users of these services. There may
be a Fact Book released every year highlighting achievements made, with problers and
prospects facing these markets also mentioned. ¢ oo e

Financial Assistance
. Many emerging markets suffer from resource crunch, moreso during theinitial days
whenlistingsare few and turnover low, to eriable them to create a viable infrastructuresuch

Al
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as proper building and hardware. Inadequacy of infrastructure impairs healthy develop-
ment of the stock exchanges. It is pertinent to observe in this connection that Governments
in quite a few of these countries consider stock exchanges as citadels of capitalism which
they feel should not be funded by them. The problem becomes more serious in the case of
exchanges in such countries which do not have adequately developed computer industry
and which suffer from the foreign exchange scarcity to take up developmental or upgrada-
ton activities through their internal resource mobilisation. Itis, therefore, recommended
that FIBV sets up an Emerging Markets Assistance Fund by taking assistance, if need be,
from the World Bank and regional institutions like the Asian Development Fund. Neces-
sary financial assistance by way of grants and loans at concessional rates may be made

~ available from this Fund to the needy stock exchanges to develop or upgrade their

infrastructure.

Source : The Stock Exchange Review, January, 1991,
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INDIAN STOCK EXCHANGES :
" RESPONSIBILITIES AND AUTHORITY®@

By
M.R. Mayya,
Executive Director,
The Stock Exchange, Bombay.

India has a long tradition of trading in securities dating back nearly two hundred
years. In fact, the first Indian Stock Exchange established at Bombay in 1875 is the oldest
Exchange in Asia. Ever since the Indian stock market system has evolved over the years
backed by a well-developed legal system and an evolutionary regulatory framework.
While the pace of growth of the stock market was comparatively pedantic till the advent of
decade of eighties, there was a capital market revolution in the country during the eighties
underlined by the phenomenal growth and expansion of the market which is probably
unparalleled in the global context. The growth was mainly propelled by the gradual
liberalisation of economic and industrial policies by the Government and a deliberate shift
from command economy. This shift in emphasis brought the stock exchanges in limelight
as major vehicles of econoric growth and naturally their functioning, responsibilities that
they owe and the authorities they enjoy have become a subject of lively debate.

Responsibilities and authorities of the stock exchange and for that matter of any
institution are influenced by the environment within which they operate. For example, in
1875, the main objective for the promotion of the Stock Exchange, Bombay was to protect
the character, status and interests of the native share and stockbrokers. In 1992, the Stock
Exchanges have a much wider role to play wherein protection of the investors’ interests
becomes the paramount concern. Therefore, to understand the prevailing scenario in
proper perspective it is necessary to examine and assess the various influencing factors
which condition the activities of the Stock’ Exchange.: - - o

Growth of the Market

The pheénomenal and unprecedented growth of the stock market ever since the
decade of eighties is one of the important influencing factors. The growth syndrome can
be explained by using various parameters. The number of Stock Exchanges ir the country
have increased from 8 in 1980 to 21 in 1992. Capital raised from the primary market, which
averaged around Rs. 900 million per annum during the seventies, amounted to Rs. 57.49
billion during 1991-92 and during the current year is expected to cross Rs. 150 billion mark
amounting to abiout 11 per cent of the gross domestic savings. More impértantly, similar
matching large amounts are also being mobilised by mutual funds which are ultimately
invested in the stock market securities. The number of listed companies has almost tripled
@ Text of Address delivered at Conference on Securities Clearing and Seftlement th India organised

by Financial and Business Media Associates Ltd. at The Oberoi Hotel, Bornbay ‘ort the 29th-30th
October, 1992, G L .

-
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over the decade from 2,200 to 6,500 and as a result, this country now has the distinction of
having the second largest number of listed companies, next only to the United States of
America, which had 6,742 listed companies at the end of 1991. Thenumber of shareholders
have risen sharply from about 2 million at the end of seventies to over 15 million at present
and if we include the investors in convertible debentures and mutual funds, the number
may be about 25 million investors. Market capitalisation which was Rs. 58.43 billion
accounting for only about 5 per cent of GN.P. a decade ago is now about Rs. 2.5 frillion
amounting to about 40 per cent of G.N.P., which is comparable with that in some of the
developed countries. In the secondary market, the average daily turnover on the Bombay
Stock  Exchange, which accounts for nearly 2/3rds of the tradmg volume in the country,
has increased from Rs. 95.7 million in 1979-80 to Rs. 3.34 billion in 1991-92. In fact, with
about 90,000 deals executed in a two hour trading session, BSE has the h1ghest per hour
trading intensity in the world next only to the Taiwan Stock Exchange

Impresswe as the growth 50 far has been, more enchantmg are the prospec‘cs ofa
further quantum jump in the growth expected during the next few yedrs. Deregulatiofiand
liberalisation of economic policies are expected to be extended further and in the changed

* circumstances the stock market will provide the major portion of financial resources to the

corporate sector. Planmng Comumission expects that more than Rs. 250 billion a year will
be mobilised on the stock markets by the terminal year of the Eighth Planof the country and
if the current scenario is any indicator, the target may be excéeded even earlier. Disinvest-
ment of pubhc sector shares or privatisation of public sector undertakmgs to use the more
accepted nomenclature is another dimension of the growth syndrome. Already shares
worth Rs. 30.38 billion were disinvested in 1991-92 and shares worth another Rs. 35.0 billion
are expected to be disinvested in the current yedr. Not only would there be further
disinvestment by the Government, these undertakings would also rely extensively on the
stock market for their future resource requirements. Similarly, development | financial
institutions, which hitherto had access to Government funds, will niow be relying more on
the market to raise the necessary funds. Permission for reputable foreign funds to invest
in Indian markets, to the extent of 24 per cent, gmdehnes for which have been recently
issued, is only the preliminary step before the markets are fully opened to the foreign
investors. At the same time, Indian companies are fo raise funds on international markets
through Global Depository Issues. Asalogical extension, in future, foreign companies may
beallowed tobelisted on the Indian stock exchanges and raise resources on Indian markets.

All these developments will have undoubtedly a tremendous impact notonly in terms of
quantitative growth but also in a qualitative change in the Indian stock market system in

amedium-term period. The system and its operations have, therefore, to be assessed in thxs
environment. .

Regulatmn of Stock Exchanges

The stock exchanges asaresult, therefore, need to function to meet varied ob]ectives
They have to provide a well-developed, efficiently administered and properly regulated
market system which facilitates efficient mobilisation and allocation of resources for the
corporate sector and liquidity to the investment of investors by prowdmg afairand orderiy
market. The stock exchanges no more exist only to protect the interests of the stockbrokers

_butplay amore wider publicrole where they have responsibility towards the investors, the
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corporate sector, the Government and the society at large. It is, therefore, necessary to
analyse the prevailing situations in the primary and the secondary:markets so as to under-
stand the responsibilities of the stock exchanges to improve the performance of different
segments of the market,: EEN T A S PE R P S

Primary Market

Anefficient primary market which brings together the user and the investor of funds
directly provides thé most effective and the cost-efficient source for- mobilisation. of
financial resources. Moreover, viability of aproject is not decided by anindividual but by
the market through its response to the issue. In India, till recently the office of the Controller
of Capital Issues not only used to approve of any issue of capital but also the price at which
such an issue was to be offered to the investors. This was with avowed interition to avoid
investors o be taken for a ride by smart operators. Following the abolition of Capital Issues
(Control) Act, 1947 in May, 1992, issuers are free to offer their issues ata price to be fixed
by them in tune with the guidelines issued by the Securities and Exchange Board of India
(SEBI) for the purpose. These guidelines allow almost all issuers except the new entrepre-
neurs without any track record to issue their securities at premium. This has enthused the
corporate sector leading to a spate of public and rights issues in recent months.

The efficient performance of the primary market in this country is-handicapped by
several procedural and other problems. First, the issue applications have tobe collected at
57 mandatory centres spread throughout the length and breadth of the country for a
minimum period of three days. Tillrecently, with regulated pricing, mostoftheissues were
being offered at a heavy discount to their market value and with the immediate prospects
of appreciation, there was heavy: oversubscription. ‘Banking and postal systems prevail-
ing in the country are not fully geared to cater to the increased workload in the primary
market. The expected avalanche of issues in the coming months is going to further
aggravate thesituation. Itis, therefore, necessary torevise the wholeissue procedureso that
investors arenotadversely affected by the excessive time taken in allotment. Infact, quicker
allotments and refunds will ensure greater resource mobilisation in the primary market
with the investors’ funds being released quickly. = v oeon oL

Schedule IT of the Companies Act as amended in October, 1991, also provides for
detailed disclosure of information in prospectus to an issue including management's
perception of the the risk factor. Similarly, SEBI guidelines on new issues also have
provisions to ensure availability of full and fair information to the investors to base their
investment decision. These guidelines also provide that merchant bankers authorised by
SEBI shall exercise due diligence independently verifying the contents of the prospectus
and reasonableness of the views expressed therein. The merchant bankers shall certify to
thiseffect toSEBL Nonetheless, a proper checkon these disclosuresis called for which stock
exchanges and SEBI are expected to exercise. - Ll S S :

- Allissuers, except brand new companies promoted by hew entrepreneurs without
any track record, are now given the freedom fo price their issues subject to the requirement
of disclosure about the net asset value and a justification for the price of the issue, This has
no doubt bridged to a great extent the earlier wide gap between what the miarket can bear
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and what thé issuer could get with all problems attendant on heavy subscription.: Appre-
hensions are, however, expressed in some'quartérs about the likely misuse of this freedom
by unscrupulous operators. The likely statutory sanctions against insider trading and
manipulation of prices expected shortly with strict enforcement of these sanctions are
expected to act as effective checks against such misuses.

Another fundamental issue thatneeds to be examined is the present day practice of
listing companies without any previous track record. This was perhaps necessary when
the market was not fully developed and therewasalack of alternate modes of finance. With
bought-out-deals of brand new companies by financial institutions and mutual funds who
nourish them till they attain the break-even point, if not the dividend-paying stage, venture
capital funds who finance high-tech green field companies of first generation enterpre-
neurs and the OTC Exchange of India which takes care of thelisting requirements of smaller
companies, the time has now come to-prescribe a minimum track record for listing of
companies on the stock exchanges. This will ensure that the companies have certain
minimum standards necessary. to enable establishment of an active secondary market in
their securities.” . - = : o . T

The present time-frame prescribed under Section 73 of the Companies Act for com-
pleting allotment of securities and dispatch of allotment letters/share certificates and
refund orders is 70 days. This leads to locking-up of investors' funds for a.considerable
period of time. While therecently introduced instrument "stock invest” addresses the issue
as investors' funds are notreleased till allotment, there is an equally urgentneed to examine
the possibilities of reducing this time-frame so that secondary market trading starts atan
early date. The question of permitting trading on the lines of delivery "as and when issued"
in vogue in some of the advanced markets needs consideration. B

Secondary Méf_ket SRR

Stocks for trading onthe stock -exchanges arebroadly classified into two groups, viz.,
specified shares and non-specified securities. All listed securities are initially classified as
non-specified securities and shift to the group of specified shares is generally based on the
following criteria.” == . s S T : : L
(D The company should have been listed for at least 3 years. o _ .
()  Thecompany should have an issued capital of Rs. 75 million with a market value of

2-3 times thereof. Besides the publicly held shares should be at least Rs. 45 million

. -of facevalue. .. . .. TR} T T S
(iii) There should be a minimum of 10,000 public shareholders. o L
(iv) The company should be growth-oriented-and on dividend-paying list. . - .. - -
(v)  Sharesof the company should have been actively traded in the preceeding 6 months.

All trading is basically on ahand delivery basis i.e, for settlement within the timeor
on the date stipulated when entering into, the contract which is not more than 14 days
following the date of the contract: In the case of specified shares, however, delivery and
payment can be extended by further periods of 14 days each so that the overall period does
not exceed 90 days from the date of contract. Contracts in specified shares can be closed
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during the settlement period by purchase or sale, as the case may be, or “carried over to the
next settlement period and only those contracts which remain ‘outstanding have to be
performed by delivery and payment. The system of tradmg in spec1fied shares 15 thus an
amalgam of cash and futures. o o o H

While trading in specified shares has to a large extent met the requireinents of the
market till recently, it is necessary to seggregate cash trading from derivative trading.
Derivatives {rading through futures and options perform the essential function of provid-
ing hedging facility against the risk factors. So far, futures and options trading is banned
in India. It is our intention to start futures and options in the near future with all the
necessary checks and balances to avoid abuse of the system. The present pattem of tradmg
in specified shares will then automatically wither away

Indian stock markets continue to operate in the ageold conventional styleof face-to-
face trading with bids and offer being made by open outery. The stock exchanges are
baszcally quote-driven markets with the jobbers standirig at specific Iocations in the trading
ring called trading posts and announcing continuously two-way quotes for scrips traded
at the post. As there is no prohibition on a jobber acting as a broker and vice-versa, any
memberis free to do jobbing on any day. In actual practice, however, a class of jobbers have
emerged who generally confine their activities to jobbing only. Since there are no serious
régulations governing the activities of jobbers, the jobbing’ system is beset with a number
of problems such as wide spreatls between bid and offer, particularly in thinly traded
securities, lack of depth, total absence of jobbers in a large number of securities, etc. Every
effort is, however, being made to have compulsory market makers, reduce ;obbmg spreads_
and improve the depth of the market in thinly securities. =~ '

It is worth nothing that in highly volatile scrips, the spread i is by for the narrowest
inthe world bemg justabout-0.1t00.25 pér cent 4s compareci to 1.5t0 2.0 per centin respect
of alpha stocks i.e., the most highly liquid stocks, on the London Stock Exchange. The
spreads widen as liquidity decreases, being over 20 per cent in several of the sporadically
traded stocks, while the average spread of garmimia stocksie., the least hquxd stocks on the
London Stock. Exchange, is just about 6 to 7 per cent. This is basically because of the hi gh
velocity of transactions in active scrips. Shares in the specified group actually account for
over 75 pet cent of trading in the Indian stock markets. This is mamiy becausethe jobbers
at present do not get any facilities like reserved allotmients in new issues‘or financial
assistance in liberal terms. Itis significant to note thatabout1, 600 securxties get traded on
any given trading day on the Bombay Stock Exchange o

" Settlement of Transactmns

Settlement processes at the Indian stock markets are progressively getting stream-
lined. At the Bombay Stock Exchange, settlement of transactions by way of delivery of
securities and paymentof price takes about 10days toa fortnight both in respect of specified
shares and non-specified securities. This is primarily due to the system of settling trans-
actions in a batch mode. We have now launched on a Rs. 750 million worth programme
of modernisationand computerlsa’non splitinto four phases. The flrst phase prowdmg for
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display of information in the Trading Ring and offices of members of the stock exchange

bid, offer and transaction prices of about 750 actively traded scrips, company and stock
exchange announcements, news from PTJ, etc, through the Display Information Driven
System (DIDS) based on SUN Sparc4/470 Server and 50 Sparc Station - 1s, will be operative

shortly from day one of our entry into the new state-of-the-art trading ring. -

The second phase to be operational from March, 1993 wouild convert the input and
output interfaces from the present manual mode to a completely electronic one. Repotting
of daily fransactions, the first phase of corrections for unmatched transactions and
transmission of reports generated by the settlement system would be carried out directly
from the offices of members; eliminating the duplication of input/ output by the Exchange
which causes delay. o o o

* The third phase would provide for automation in the trading system, onsoas toadd
furictionality in aitomation in manageable steps, and trading inall the non-specified stocks
totally on the compiter would initially be done taking care, however, to retain the basic
characteristics of the market such as the system of jobbing. ‘Order execution would be,

totally screen-based for this group: Itisexpected toinitiate this phase immediately after the
membersmove over to their permanent offices within the Exchange complex which process
would be completed by December, 1992. Software for the third phase i being developed
by CMC, Trial ruinis for Phase TIT are expected to commence in Quarter IT of 1993 and the
system is expected o0 go "live” in the last quarter of 1993. . R S

‘PhaseIV: In the fourth phase, the facility of screen-based trading would be
extended to the specified shares from the beginning of 1994. . . L

The Bombay Stock Exchange is not alone in its march towards computerisation.

Most other stock exchanges have also started computerising the settlement system with a
few of them even introducing the trade ticket system which gives near instantaneous

information about. trade details. Thequestion of automating trade with on-line processing

of transactions and with the capability to display real time trade information will also be
considered by all these stock exchanges. L ' SR

All the above meastires are designed basically towards improving liquidity in the
market by reducing the seftlement cycle. We will, however, not wait for automation and
immobilisation programmes for switching to a weekly trading cycle, Monday to Friday, to
be settled in the following week in réspect of non-specified securities. We will start them
soon after we move on to the new tradirig ring. Once our automation and immobilisation
programmes become operative, we will switch overtoa rolling settlement system of T+5
i e., the settlement being effected on the fifth trading day following the date of trans action,
to be eventually replaced by T+3, as recommended by the global Group of Thirty.

. Share certificates and dated transfer deeds constitute a major hurdle in the growth
of the securities business. A two-stage solution to the problem is, therefore, planned. First,
the problem of immobilisation of securities is to be dealt with. A 'beginning has already
been made with the establishment of the Stock Holding Corporation of India which handles

the shares of financial institutions. In addition, the Bombay Stock Exchiange has, in asso-
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ciation with Bank of India - a leading nationalised bank of the country - which currently runs
the Clearing House of the Exchange, established BOI Shareholding Ltd. This will initially
act as a depository in respect of specified shares involved in carry-forward transactions
worth about Rs.500 crores with the settlement of shares being effected by book-entries only.
The services of the depository will later be extended to other activities of stockbrokers and
toinvestors. The second stageis to develop a certificateless society as hasalready been done
inNorway, Denmark and Franceand asisbeing planned in UK. by the proposal to establish
TAURUS. In fact, a proposal in this behalf was put forward by the Bombay Stock Exchange
way back in 1979. Serious attempts are now being made to put this proposal intc operation.
However, for share depositories to start functioning a legislative enactment from the par-
liament is necessary. The said legislation is expected to be introduced by the Government
in near future. Since the depositories start functioning, book-entry transfers will be
possible. h S

Regulation of the Market

_ Thestock exchanges at present have a multitude of weapons to ensure the establish-
ment of a fair and orderly market free from destablizing impacts of volatile price fluctua-
tions. The Stock Exchanges employ these regulatory tools as and when the situation so
warrants, It can be said that during the volatile secondary market of 1990-92 it was.because
of the effective use of these measures that the market did not face any major crisis even
though there were wide swings in prices during this period. The measures used for the
purpose include the following : R S DR

(i) Collection of daily margins normally varying from 15 per cent to 50 per cent
of the contract value to act asa price protective measure againstlikely adverse
movement, in prices in a settlement period and as a price corrective measure
when higher rates of margins are made applicable-to purchases in a rising
market and to sellers in a falling market. ' LT

")  Impositionof carry-over margins normally varying from 10 per.cent to 25 per
cent payable in respect of the carry-forward position from one settlement
period of 14 days to another in respect of specified shares.

_ (i) Ad-hoc margins collected from those members 'h‘avmg_f_ehﬁkzéﬁa_ia‘tée posi-
tions or those members otherwise considered to be vulnerable. .

(iv)  Limits on jobbing.

_(v). Limits oncarry-forward position from one settlement to anqthef by amember
in respect of individual scrips, aggregate purchases or sales and aggregate
purchases and sales put'together. -- I o

(vi)  Limits onoutstanding positioninthemarketasa whole. N:drfﬁallyw}ienéirer

_ outstanding position in a scrip exceeds say 5 per cent of the issued capital of
- the company, trading in the scrip is shifted to spot delivery and brought back
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' toforward only after the outstand;ng position in the'scrip gets reduced to say
 25per cent of ihe issued cap1ta1 of the company ' - 3

" (vii) ~ Banon specuIatlve purchases (ie., long purchases) and specula.nve sales (1 e,
- short sales).

' (viii) Compulsory requ1rement to reduce the sutstandin g carry-forward purchase
 position in arising market and the oustandmg carry—forward sale posmon in
a declining market :

(ix)  Limits on purchases for delivery in d rising market and on sales for dehvery
in a falling market.

(x) Limits on the fluctuations in prices ina day and ina settlement p’erio'd'. e

(xi}  Maximum pru:es ina period of boom and mm1mum pI‘lC@S in a period of
o depressxon :

“The various corrective measurés mentioned above depioyed by i:he stock exchange
authorities have ensured the relative stablllty of the market.” As'per a study conducted by-
the Bombay Stock Exchange, the average annual fluctuations in the All India index number:
of security prices of ordinary shares of the Reserve Bank of India was only 25.0 per cent
during the period 1980 to 1989 which was on par with the corresponding figures of 23.8 per
cent of the London Stock Exchange and 25.2 per cent of the New York Stock Exchange and
well below the average of 31 2 per cent of 15 1eadmg countnes of the world

' The years 1990,1991 and 1992 (till September) have, however proved to be years of
greater volatility. The RBlindex fluctuated in these three years by 56.2 per cent, 55.9 per cent
and 67.1 per cent respectively basically because of larger speculative activities and thesharp
advances in prices reﬂectwe of the era of hberahsanon and. deregulatxon of the economy.

The financial institutions and mutual fundsneed toplaya posmve rolein this regard
and sell in a rising market and buy in a falling market which would inciden tally be to their
own advantage and not take an insular stand as advocated by a section in the market.
Stabilisation is a global goal today and we can ill-afford to be by-standers. -

Investor Protection

A ma;or objective of regu[anon of stock exchanges is to protect the investors. The
Finahcial Services Act, 1986 of U.K. accorded the highest priority to investor protection In
fact, for an orderly and healthy growth of the capital market investor protection is an
essentiai prerequisite

Investors need protection not only from the stock brokers but aiso from the
' compames Infact, the protection of investors fromacts of ommission and commission from
companies which account for the major percentage of problems of the investors have not
received the attention they deserve. The Companies Act, 1956 and the Listing Agreement
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that the companies enter into withi the Stock Exchange provide for number of safeguards
for the purpose. Some of the 1mp0rtant problems faced by the investors while dealing with
the companies include: :

@

G

(iii)

(iv)

Delayed Refund of Apphcatmn Money. '

The Compames Act provides for a period of 70 days from the closure of the
issue and provision to pay interest on delayed period at 15% per annum.
However, often companies resort to backdating the refund orders and
thereby denying the investors the interest due. The new financial instrument
"Stock Invest" wherein funds remain credited to the investor's account and
are released in favour of the company only in case of successful applications,
should solve the problem toa considerable extent. The stock exchanges, at the
instance of SEBI, have recently introduced a scheme of collecting one per cent
of the issuie amount as deposit which is to be forfeited if the company fails to
comply with the listing requirements and the other requirements of law in
time or to attend fo investors' complaints. ‘

Delays in Transfer

The other major problem faced by the investors is with regard to delays in
share transfers. While the Listing Agreement provides for a period of one
month and the Companies Act and the Securities Contract (Regulation) Act,
provide for a period of two months, companies often take more time for the
purpose. Even though at times there may be genuine and unavoidable
reasons for the purpose, the practice is not pardonable. The action taken by
the Bombay Stock Exchangeby way of suspension of dealingsin the securities
of some companies has acted as a check on such practices. It is heartening to

" notethat the Company Law Board has recentily initiated action against many
- prominent companies in this regard. It is hoped that all these would produce

the desired results of mstlilmg greater discipline in compames

Proliferation of Odd Lots

.Odd lots, i.e, hoidmgs in other than market lots, of securities arising out of
" rights/bonus issues in non- marketable lots, is another ma]or problem faced

by the investors. While companies are persuaded to issue securities in
marketable lots only, the only lasting solution appears to be: to permit
compames to buy their shares for consolidation into market-lots for re-issue
inmarket lots, if need be. This will require an amendment to Section 77 of the
Companies Act.

I’mtection Against Take-overs

The Listing Agreement provides that whenever any person acquares 10per
cent or more of the voting rights in a company or secures the control of =
management of a company by acquiring, irrespective of the percentage ofthe
voting capital, the securities of the directors or other members who controlor
manage the company, an offer has to be made to the non-management
shareholders to the extent of 20 per cent of the holdings of the company ata
pricenotlower than either theaverage of the highest weekly prices during the
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immediately preceding26 weeks or thenegotiated price, whicheveris higher.
This has been in operation for about two years. As the remedial measures-
against defaults in such cases can at best be delisting of the securities of the
company, there needs to be a statutory code with stronger sanctions against
defaulters. SEBI is expected to come out with such a code in the near future.

(v) Management of Companies

- “Equity capital is no doubt based on the risk-reward theory. While sickness
duetounavoidableand unforeseen factors like changes in policy, power cuts,
labour problems, alterations in the demand pattern for goods, technological
advances, etc.,is understandable, althoughnot desirable, sicknessdueto mis-
management of companies erodes seriously investor confidence. Stringent
action against the concerned persons is, therefore, called for.

Investor Protection Against Stockbrokers
- Investors need protection from stock brokers on several cou_hi:s.'These include

(i) non-payment or delay in payment of shares sold,

(i) non-delivery or delay in delivery of shares purchased,
(iii) lack of co-operation {0 rectify defective deliveries, and, -
(iv) excessive jobbers' spreads; etc. co

 Thestock exchanges have, under the Rules, Bye-laws andRegulations, sufficient and
stringent powers to take remedial action against erring stockbrokers and action is being
taken in this behalf as and when such complaints are received. However, the major
problems arises because most of the investors trade through the intermediation of sub-
brokers, who hitherto were totally unregulated. It is hoped that following registration of
sub-brokers by SEBI, this problem may be solved to a great extent. .

Welcome as the process of registration of sub-brokers is, the question of ensuring
that the class of sub-brokers withers away completely,lock, stock and barrel, in the next few
years, rieeds serious consideration. This problem s something peculiar to India. Stockbro-
kers of the country musthavea nation-wide network of their offices spread over each and
every nook of thecountry like the network of the banking industry or the postal department
and investors should have only brokers’ contracts with them which are easily enforceable
and not be littered with memos or contracts of sub-brokers, enforcement of which is a well
nigh impossible proposition, at any rate for small investors.

The positive side of investors protection is toeducate the investors about the market
practices, their rights and obligations. The Bombay Stock Exchange on its part has started
an Investors' Education Programme under aegis of its Training Institute. This gives
comprehensive information to fhe investors about the whole spectrum of stock market
operations. The Training Insitute also conducts seminars, workshops and short duration
coutses at various places in the country. S W
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The presidents of stock exchanges in their Calcutta meeting held on the 5th
September, 1992, had decided to launch a widespread publicity compaign to educate the
investors and to improve the image and creditability of stock exchanges in’ the minds of
public at large. Spade work in this behalf has already been done and a publicity blitz is
expected soon. : C A

The third angle to investor protection is to indemnify the investors of a defaulting
broker. The Bombay Stock Exchange established a Customers' Protection Fund in 1986 to
protect the investors whenever a broker defaults. This fund at present indemnifies
investors upto a maximum of Rs.25,000 against their genuine investment claimsi.e., where
shares have been delivered but payments have not been received or payments for shares
purchased have been made but shares not received. It is the intention of the exchange to
progressively increase the indemnity amount so that ultimately, there is huridred per cent
insurance to the investors in this regard. w

Authority of Stock Exchanges

Indian stock exchanges are among the most comprehensively regulated exchanges
in the world. The regulatory framework which has been evolving ever since the passage of
the Bombay Securities Contracts (Regulation) Act of 1925 of the erstwhile State of Bombay
and later of the Securities Contracts (Regulation) Act of 1956 of the Union of India aims at
providing market forces to operate in a free and well regulated environment. The emphasis
of the regulatory model pursued in India is on the development of the self-regulatory
organisations which are allowed to exercise their control on their internal operations and
activities of their members subject to the overall powers of the external regulatory agencies
to supervise and direct their operations. Regulation of the Stock Exchanges which are the
oldest and the most comprehensively regulated self-regulatory organisation is carried out
through a three-tier regulatory structure ¢omprising the Ministry of Finance (MOF), the
Securities and Exchange Board of India (SEBI) and the Governing Board of the Stock
Exchanges according to the overall legal framework provided by the Securities Contract
(Regulation) Act, 1956 and the Securities and Exchange Board of India Act, 1992. The Stock
Exchanges, through their own Rules, Bye-laws and Regulations, which have tobeapproved
by the Government of India or the SEBI, codify the framework for the internal regulation
and governance of the Stock Exchanges. The powers and the responsibilities entrusted to
the different tiers of the regulatory system are described below.

L
Ministry of Finance

The Ministry of Finance (MOF) through the Stock Exchange Division administers
the Securities Contract (Regulation) Act,1956 under the SC (R) Act and the SC (R) Rules.
These include the following : ' DI
i) | Application of the p_roﬁisio_né of the 5C (R) Act to any state or area i;):f the

country having regard to the nature of the volume of transaction in securities

in that state or area, and licensing of dealers in other areas.
(i) ~ Grantingofrecognitionto the stock exchangesand Wifhdrawalgof recognition

already granted. o L

i
JER
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(i) Calling for periodic and annual returns fromt he stock exchanges.

(iv) Inspection of books of accounts and other documents of the stock-exéhanges
and of their members and ordering audit of the accounts of the members.of
the stock exchanges.

(v)  Ordering an enquiry into affairs of the stock ekchanges and of their members
o and directing the stock exchanges to take disciplinary action against the
offending members. - S : --

(vi)  Approval to the Rules, Bye-laws and Regulations of the stoc.:k.ex'c'hanges and
and amendments thereto and also power to make or amend the Rules, Bye-
laws and Regulations. . Lo Do

(vii) Supersession of the Governing Boards of the stock exchanges.
(viii) Suspension of trading in times of emergencies.

“(ix)  Compelling publiclimited companies to get their securitieslisted on the stock
" exchanges and acting as appellate authority for companeis if their listing
applications have been rejected or they have been delisted or trading in theix

securities has been suspended by the stock exchanges. :

(x)  Permitting companies to offer to the public less than the prescribed percent-
age of its capital for listing on the stock exchanges. - e

Under the SEBI Act, the Ministry of Finance has power to appoint the chairman and
members on SEBI Board, supersession of the SEBI Board, issue policy directives toSEBI and
the appellate and supervisory powers over the Securities and Exchange Board of India.

The Rules, Bye-laws and Regulations of the stock exchanges vest in the Ministry of
Finance powers.to nominate the presidents and vice-presidents of the stock exchanges and
to approve the appointment of executive chiefs and nominations of the public representa-
tives on the Governing Boards of stock exchanges. SR ' :

The Securities and Exchange Board of India

~ The growth of the Indian stock market, especially during the decade of eighties,
necessitated creation of an independent regulatory agency. The Securities and Exchange
Board of India established in 1988 through a Government notification was given the
statutory powers on the 31st January, 1992 through an ordinance and the SEBI Act was later
passed by the Parliament and assented to by the President on the 4th April, 1992.
SEBI has been given wide ranging powers under the Act to regulate Stock Ex-
changes, other securities market, market intermediaries, mutual funds and the self-

regualtory organisations of the market players. SEBI is also to provide protection to
investors from insider dealings and from manipulative and fraudalent trade practices. The
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. pesitive role assigned to SEBl relates to the development of the market and promoting in- -
- vestors' education. S e S

: SEBI has also been given-various powers under the SC (R) Act: “SEBIHas now been
- entrusted with: the power: to:call.for-perfodical; returns from stock exchanges; to hold
-inquiries into the affaits of stock exchangesorof i members; to'approve amendments to
the Bye-laws of stock exchanges;, to make Bye-laws of stockexchianges; to license dealers,
and to compel companies to list their securities on stock-exchanges which were hitherto
. exercised by. the Government of India: Government of India hag also-delegated to SEBI
powers to. approve amendinents-to the Rules of the stock exchanges; miake Rules of stock
~ exchanges; call: for-annual reports, suspend’ dealifigs in stock exchanges, supersede the
- governing boards pf:stockfexcha-nges'and"’ipro_hi_b'itféértai_n‘ types of contracts: - EEE

The role of SEBI as succintly. put by, the Narsimham Comumiittée; should be that of
a market regulator: to‘see that the market is-operated on the: basis:of ‘well laid-down
principles and day-to-day operations canbestbe managed by theself-regtilatory organisa-
. -tions such as the Stock Exchanges; who have the necessary competence'and machinery to
».. perform the job. Therole of SEBI ‘should generally b confined to offsite supervision to
- ensure compliance with its guidelines withon-site iﬁ'_spjég:tiqﬂﬁ’!:jéin'g"if_e':sdrté_d-'@t_é"c:)"nly-*v&here

. . The-Stock:Exchanges:
.. Thegoverningboard of thestock exchange consisting of elected member-directors,
. Government nominees, public representatives and the-executive director-has substantial
powers vested in it under the Rules, By-laws and Regulations of stock exchanges. These
. powers-includeoverailcontrolon'the'm“embers"indudiﬁ'g"theif’adiniésibhs,'régi-éﬁ‘atib_nfand
. expulsion, adjudication of disputes; imposition of penalties ‘and regulation of the market.

The executive director-enjoys wide ranging powers conduicive for ‘efficient and
smooth day-to-day functioning of thie Stock Exchange: :

The stock exchanges to suceed irv discharging their duties competently need suffi-
cient authority to take-action against the listed companies and ‘the: stoekbrokers.  The
_ authorities enjoyed by the stock exchange vis-a-vis listed companies and the'stockbrokers

... are-discussed below:

-Autﬁority,of'-S'tock-.EScc_hhﬁge's-ﬁ L
A'gainst:éompé'nies:i

The listing agreement that the companies enter intowiththe stock exchangeiriposes
several initial and on-going listing requirerents for'the companies encompassing wide
ranging areas such as disclosure of informiation; facilitating transfers, consolidation and
splitting of sharecertificates; protection to shareholders at the time of take-overs, etc. How-
ever; the stock exchanges have not been given’'any powersto ‘take any- action’ except
suspension of admission to dealings or-delisting of securities. Suspension and delisting
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tho{igh stringent in nature harm investors more than the cbm'pani:es' and, therefore, donot
prove to be effective. The Bombay Stock Exchange has suspended dealings in-over 700

. companies for vatying periods during the last three years for various offences like delay in

- return of share certificates and refund orders, failure to publish half-yearly results, etc.
_ These preventive measures have had some salutory effect on companies but have not

oved to be deterrent enough against the habitual offenders. More effective punitive

One such provision can be to disqualify the difectors as provided under the

Disqualification of Directors Act of 1986 of the United Kingdom.: This will make the

directors more vigilant to ensure enforcement of the listing agreement: Similarly, the stock
exchanges should have powers to impose fines and institute civiland criminal proceedings

-against "officers in default” of companies, -

 Against Stéckbrb}gexs o

' The stock exchanges have extensive powers against stockbrokers under its Rules,

... Bye-laws and Regulations for contravention of the provisions thereunder. The violations

which are indulged in by the members include evasion of payment of margins, breaching
the various trading restrictions such as limits on carry-forward and jobbing, prohibition of
further dealings except for delivery, compulsory liquidation of outstanding business, efc.,
kerb trading, failure to attend to investors' complaints, etc. These powers of the :stock
exchange range from censure, reprimand, warning, fines, suspension or withdrawal of all
or any of themembership rights, to expulsion. The governing board, the disciplinary action

_committee and the executive director take suitable actions against the erring members

depending upon the gravity of their offences. Itis aregularand continous on-going process.
The Exchange through its monitoring and inspection departments keeps a close watch on
the activity of its members. In 1991-92, disciplinary actions were taken against 75 members

-, . for various violations. . o '

Conclusion

“Indian stock exchanges, given their untapped potenitial afid prospects of substantial

growth, provide some of the best investment opportunities in the world.” The legacy of a
strong legal system and the evolution of a comprehensive regulatory system add to the
attractiveness of the Indian stock markets. The fact that the markets during the last.three
to four volatile years could withstand the imposing challenges of the period without any
major destabilisation is a sufficient proof of the strength of the regulatory system. There are
many more challenges and problems that the regulatory agencies have to overcome but
there is certainly a resolute move towards this goal of developing the Indian:stock
exchanges to a level comparable to the best markets in the wotld.

(Source : The Stock Exchang.g'R.ez),fé@’ NO”_éﬁlbeﬁ‘l.QQZ) b e
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INSURANCE FOR CAPITAL MARKET SECURITIES *

By

MR Mayyﬁa, |
‘ Executive Director,
The Stock Exchange, Bombay.

, It is indeed my proud priv.ilege to address this august gathering of \;izards from
the banking, financial and capital market. You could not have selected a more opportune

time than today to deliberate upon insurance and risk management relating to financial
services. : ' - -

2. . Ishall restrict my observations and suggestions to Insurance for Capital Market
Securities and my esteemed colleague, Mr. C. Chandrashekhar, Managing Director of
the Stockholding Corporation of India Limited, would be covering the topic of Securities
CustOdian"Insu_r_ance.-, : ' ' ' S T

3.... . Although the capital markets have been in existence in this country since the latter
half of 18th century, and the Bombay Stock Exchange founded in the year 1875 is not only
the oldest stock market in India but also in Asia, the markets did not grow appreciably as
the alien government was interested in ensuring that the Indian economy acted only as
an appendage to that of Great Britain. As a result, the Indian industry languished which
in turn ledto a negligible or marginal rate of growth of the capital market. After the dawn
of Independence, the Government of India did realise that true freedom meant econiomic
emancipation of masses, which could be achieved only through development of our own
industry and trade. However, the emphasis for development was on'the public sector and
not on the private sector with the former attaining the commanding heights of the
economy. That necessarily meant a regulatory and control-based framework for the
private sector. As a result, in the post-independence period, the capital markets did not
grow significantly. The development financial institutions and commercial banks played
a dominant role in the Indian financial system and the capital market played only a sup-
: porting role. . ' S L

4. The capital markets of the country, however, underwent dramatic changes since
the beginning of 80s basically because of a progressive realisation that the command -
economy on which the emphasis was placed could not lead to higher levels of economic
development and that a slant towards a market-oriented economy is necessary. This was’
done by Government gradually by opening up progressively new vistas of economic
activity for the. private sector. The real thrust, however, came after June, 1991 when the
present Government initiated a series of measures to liberalise and. o deregulate the
economy. As aresult, the Indian economy, which grew ata stagnantrateof 3.5 pet cent in
three decades after independence, registered a growth rate of 5.5 per cent in the decade -
of 80s. Despitea setback in 1991-92, the current decadei. axpected toregister a growthrate. -
of 6 to 7.per cent, if not more. :

*  Speech delivered by Shri M.R. Mayya at the Seminar organised bg-ﬁge General Ivsurance Corporation of India-gnd Willis Faber .

& Pumas Lid, London on InsumnceandRiskManagementRelatingt'o_‘Fin;znciaI {urwices on 22nd and 23rd Mareh, 1993 in:Bombay.' - IR




5. ‘Thegrowth of the economy hasalsoledtoa tremendous surge in domesticsavings.
The gross domestic savings which was just 10.4 per cent of the gross domestic product in
1950-51 zoomed to 23.2 per cent in 1978-79 before stagnating around 20 per cent in
subsequent years. In 1991-92, however, the gross domestic savings have again shot up to
23.2 per cent of the gross domestic productand in the current year, assuming the rate of
savings to be remain unaltered, the gross domestic savings will be of the order of Rs.1.45
trillion i.e. about $48 billion. S e

BURGEONING STOCK MARKETS

6. Tt is inthe context of a fastexpanding economy and aliberalised and deregulated
atmosphere that the growth of the Indian stock market activities has to be viewed. No-
wonder that the markets have registered a quantum jump judged by any standards.
The extent of growth can easily be measured by the fact that asagainstan annual average
amotint of just Rs.900 million raised from the primary market in the seventies, Rs.64.73

billiorn - was raised during 1989-90 although during the next year i.e., 1990-91, there wasa:
diptoRs.42.30billion. The Amountraised from the primary marketin 1991-92 again went:
up toRs.57.49 billionand in the current year i e,,1992-93, an amount of about Rs.250 billion-
is being raised. The number of listed companies rose over the decade from about 2,200
to over 6,500 catapulting this nation fo the position of being next only to the United States’
of America, which had 6,742 listed domestic companies at the end of 1991. The daily
turnover on the Indian stock markets shot up from about Rs.250 million in-1979-80 to-
about Rs.6 billion during the year ended 1991-92 although in the cirrént year, itis hovering
arournd Rs.4.5 billion. The number of shareholders and investors in mufual funds has'also
risen sharply from about 2 million to over 25 million during this period, rendering this
nation to the position of having the second largest shareholding population, next only
to the United States of America. Market capitalisation has also increased from aboutRs.

35 billion to over Rs.2,500 billion during the last one decade, ‘accounting for about 40 per
cent of the gross national product now as against about 5 per cent ten years ago. This
compares “favourably with the average of about 25 per” cent of Eiiropean countries
although well below of over 75 per cent’ of US.A., UK. and Japan. The number of stock -
exchanges has also grown from justninein the beginning of 80s to 21 currently. Besides,
there is the OTC Exchange of India spreading its trading activities right across the country
like the NASDAQ of US.A. e

7. India'is now a major player in the émerging markets of the world, next only to
Mexico, Korea and Taiwan bothin respect of market capitalisation and turnover. In terms:
of US. dollars, the market capitalisation at the end of 1992 was $85.88 billion as compared
to $138.74 billion of Mexico, $107.66 billion of Korea and $100.16 billion of Taiwan while
the volume of turnover in the Indian stock markets during the year anded December, 1992
was $ 36.26 billion as compared to $236.68 billion in Taiwan, $116.80 billion in Korea and:
$58.8 billion'in Mexico. I S T e
Ethos of Insutance in India ~
8. After having indicated to you how important the Indian stock markets are, let me
turn to the insurance aspect vis-a-vis these markets.
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9 The fast growth of the market however, generated some thinking in this behalf
and talks were held between the General Insurance Corporation of India (GIC) and Stock
Exchange authorities to evolve a suitable insurance policy for capital market securities.
As in several other fields, in the field of insurance also, the Bombay Stock Exchange was
the first Stock Exchangein the country to take an insurance policy which became operative
from Ist June, 1989. Subsequently, other Stock Exchanges havealso taken similar policies.

10. The policy is effected by The New India Assurance Company Limited which isa
wholly owned subsidiary of the GIC. - '

11.  The policy which is called “Stock Exchange/Stock Brokers Insurance Policy”
covers the stockbrokers’ liabilities to third parties (including the clients of the insured) in
respect”of completion of share transfer formalities relating to securities, viz., preference
shares, equity shares and debentures. The transfer formalities in Indiaare guite complex..,
The share certificate has tobe accompanied bya duly stamped transfer deed, the validity”
of whichis till thebook-closureor a period 6f one year from thedate of stamping, whichever
Is later. There is virtually an eight stage travel from the time the shares leave the hands of
the registered shareholder and reach the hands of the transferee in whose name the shares
have to be transferred.

These eight stages are as under :

(i) Selling broker sending the dated transfer deed to the registered shareholder.

(i)  The registered shareholder despatching the share certificate alongwith the
transfer deed duly signed to the selling broker.

(iii)  The selling broker delivering the documents to the buying broker through
the clearing house of the Stock Exchange in the case of specified shares and
directly to the buying broker in the case of non-specified securities.

(iv)  The buying broker sending the transfer deed to the buying client for
signature of the latter on the transfer deed.

(v} The buying client returning the transfer deed duly signed to the buying
broker. - '
{vi) - The buying broker lodging the documents with the compahy for transfer.
(vii) The company returning the share certificates to the buying broker afterduly
transferring the shares in the name of the buying client. .
- (viii} The buying broker sending the share certificate to the buying client. -

12.  The eight-point journey could get further lengthened if there is a bad delivery -
which can be for several reasons like the transfer ‘deed not being affixed with the share
transfer stamps for the requisite amount, the share transfer stamps not being cancelled,
the share transfer deeds being time-barred, the transfer being in contravention of any -

law, the transfer being stopped by an injunction from a court or any other competent

authority, the signature of the transferor not tallying with the specimen signature lodged

with the company, etc. nottospeak of the company notbeing prepared toeffect the transfer L
or the ground that the transfer is likely to result in such change in the conipositionof the . "
‘Board of Director of the company as would be prejudicial to the interest of the company - -

or to the public interest.




13 - 'The_ risks covered under thé'policy are as imcier :

(@) . The forgery or fabrication of securities, transfer deeds transfer recezpts
. which may affect the reglstration or transfer of securities; ;
(b)  Discovery that the securities which have been dealt inby the msured in good
faith are forged or fabricated.
(e)  Discovery that the insured have been deceived as to the identity of any
- person for the purpose of the transfer of securities registered or inscribed
inbooks of any company or establishment, whose securities are listed on any
. Stock Exchange in India. :
(d) Loss of securities whilst in course of transﬁ: for completzon of transfer
' including transit by registered post or recorded delivery anywhere inIndia
only to the extent of the cost incurred in duphcatmg such securities. . -

Risk Excluded

4. The followmg risks have however been exduded from the purvxew of the pohcy
(1} Act of terrorism. -
(2} Speculative activities of the insured broker.
(3}  Any securities entrusted to the insured i.e. Stock Exchange or Member
broker in locked boxes or other containers.

(4)  Loss of market or delay or any consequential loss. ., ... -

' (5)  Physical destruction of securities by fire, explosmn riots, strikes, lockouts
and/or labour disturbances and theft for which separate insurance cover is
available.

(6)  Loss arising out of war, civil commotlon mvasmn, ac‘fs of foreign enemies,
etc.

Calculation of Indemmty

The indemnity afforded to the insured in respect of any claim.is calculated by
estimating the value of the securities (including bonus shares and rights shares entitied
thereon) as at the closing market price prevaﬂmg on the Stock Exchange where the
transaction was dealt with on the day previous to the discovery of the circumstances
giving rise to the liability or loss (Sundays and holidays being omitted) and if there is no
suchmarket priceor valuefor the same onsuch day, then the valueshall beagreed between
the parties, or failing agreement, shall bereferred to arbitration as may be mutually agreed
-upon failing which as provided for in the Arbitration Act, 1940 and adding to such value
the amount of dividend, if any, declared on the aforesaid secunﬂes ‘

Lmnt of Indemmty

15 The liability of the insurer in respect of any one loss or series of 1osses attnbutable

“to the same cause or event shall be restricted to Rs. 500,000 per stockbroker and Rs.10
million for the Stock Exchange as a whole in respect of all its members during the policy
period of one year. The legal costs and expenses incurred by the insured in the defence
or settlement of any loss is payable by the insurer subject to the total liability of the insurer
to pay compensation, legal costs and expenses incurred by the insured does not exceed
the indemnity limits mentioned above.
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Premium Rate

16.  The rate of premium payable is 1.10 per cent of the sum insured for each Stock
Exchange with an additional sum of Rs. 150 per member of the Exchange. Thus with 476
members, the Bombay Stock Exchange is paying an annual premium of Rs. 181,400/-.

Period of Cover

17. Thepolicy is for a period of one year and normally renewed at the end of the year.
If the policy is continuously in force, the insurance company is liable for any loss sustained
within a period of two years prior to the date of discovery of the loss. The company is
however, not liable to pay any claim in respect of losses or damage sustained prior to the
inception of the original policy which in the case of the Bombay Stock Exchan gewas the 1st
June, 1989. The insurance company is also not liable for payment of losses not sustained
within the retro-active period notexceeding two years prior to the date of discovery of
the loss provided, of course, the insurance policy is continuously in force subject,
however, to the loss being incurred after the inception of the policy.

18. I theinsurance company disclaims lability to the insured for any claim and if the
insured fails to make the claim a subject matter of a suitin a court of law within 12 months
from the date of disclaim, the claim shall then be deemed to have been abandoned and shall
not thereafter be recoverable.

Procedure for Claimé

19.  Theinsured has to give to the insurance company immediate notice in writing of -
)] any claim made against the insured, or
(i) any circumstances of which the insured becomes aware which may
subsequently give rise to a claim against the insured.

20.  Such notice having been given, any subsequent claim arising therefrom  shall be
deemed to have been made during the subsistence of the claim. The insured has also
to give to the insurance company such information as the company may reasonably
require. The insured shall not admit liability for or settle any claim or incur any costs or
expenses in connection with the claim without the written consent of the insurance
company. The company is entitled at any time to take over and conduct in the name of the
insured the defence or settlement of any claim. . : o

Fraudulent Claim
21.  Ifany insured member of the Stock Exchange makes any claim knowing the same
to be false or fraudulent, as regards amount or otherwise, the policy would become void
and all claims made by the broker shall stand forfeited in sofar as the indemnity granted
to that broker is concerned. - Con :

Forgery or Fabrication by Director or Partner

22.  Ifanyinsured member of the Stock Exchange makes any claim arisfng outof fofgery
or fabrication committed by a director or pariner of the member, the Stock Exchange is

131




required notonly to take suitable proceedings against the member for recovery of the claim
amounts from out of the assets including deposits with the Stock Exchange authorities but
also take suitable disciplinary action against the member in accordance with the provisions
set out in the Rules, Bye-laws and Regulations of the Stock Exchange.

. Arbitration

23, In case of any difference relating to the quantum to be paid under the policy, the
matter shall be referred to the decision of an arbitrator tobe mutually agreed to and in case
of failure to arrive at any agreement regarding the arbitration, the reference shall be made
to two disinterested persons as arbitrators of whom one shall be appointed in writing by
each of the parties within two calendar months after having been required to do so in
writing by the other party in accordance with the provisions of the Arbitration Act, 1940.
In case either party refuses or fails to appoint the arbitrator within two calendar months
after receipt of notice in writingrequiring an appointment, the other party shall beatliberty
toappoint thesolearbitrator. In case of disagreement between thearbitrators, the difference
shall bereferred to the decision of an umpire who would have been appointed by them
in writing before entering on the reference and who shall sit with the arbitrators and
preside over their meetings. :

Insurance Policy for List.ed.Companies'

24.  Aninsurance policy, identical to the insurance evolved for stock-brokers and Stock
Exchanges, has been devised for companies whose securities have been listed on Stock
Exchanges. The limit per shareholder in these policies is Rs.10,000 while the limit for the
company is Rs.1 million. . :

Other Risks

5. Therisks specifically excluded vide para 14 above do result in significant losses to
the stockbrokers. The consequential losses suffered in these circumstances may include
the following: o : :
(i)  Actual loss of property and/or cost of its restoration. . - s .
(i) Loss of profit and liability to pay fixed expenses like rent, maintenance
charges, salaries till the business returns to normalcy, etc. - TR
(i) Lossesonaccountof contractual default for example failure to deliver shares
will result in their auction at the risk and cost of defaulting member.

Loss of Securities

26.  Although Mr. Chandrashekhar will deal comprehensively with custodian insur-
ance, I may be permitted to say that a stockbroker is exposed to risk of physical loss of
securities on account of theft or wrongful obstruction or removal or accidental loss or
destruction from his own office or other premises where they are kept for safe custody or
otherwise. Apart from the actual loss or securities and/or their restoration the consequen-
tial losses arising in such circumstances like losses arising out of contractual defaults,
which may result in their auction at the risk and cost of defaulting member are also risks
required to be insured. o N -
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Settlement/Counter-Party Risks
27.  Stockbrokers are also exposed to settlement/counter-party risks afising outof :

_ “(a)  failureof other members of the Stock Exchange to make payment/or deliver

securities in accordance with their contractual and/or settlement obligations, implement
arbitration awards including those for failed trade, bad delivery of securities, auction/
cdlosing out obligations, etc., and /or due to default of a member. Losses incurred would be
actual as well as due to consequential contractual defaults, b

(b)  default of any constituent to pay his dues or deliver securities sold/or to
rectify defective documents. Losses would be actual as well as due to consequential
contractual defaults.

Attéchmentllnjunétion'_ .

. 28. _ Therisk to a bonafide buyer of securities arising out of attachment or injunction
or any other legal proceedings by a competent court of law or any other statutory
authority prohibiting transfer of securities after they are received is also a serious risk
that needs cover. The bonafide buyer may ultimately succeed in getting the prohibition
on transfer vacated but it would be at a cost. In addition, the buyer is also subject to the
market risks should he propose to dispose of the security in anticipation of a fall in price.

Cover for Investors

29.  Insurance cover may be provided to investors against default by stock-broker and
sub-brokers with regard to undisputed financial dues or delivery of securities or failure
to rectify any defective documents. Similar coverage needs also to be given to a registered
sub-broker in respect of his dealings with a broker.

BSE Fund

30.  Incaseof defaults of stockbrokers, recourse to Customers’ Protection” Funds set up
by stock exchanges is also made. The Bombay Stock Exchangehad set up inOctober, 1986
a Customers’ Protection Fund on the lines of the Securities Investor Protection
Corporation of the U.S.A. The fund is financed by way of (i) a levy on the turnover of
members collected at the rate of one rupee on every Rs. 1 million, (ii) levy on thelisting fees
collected at the rate of two per cent, and (iii) contribution to the extent of 50 per cent from
interest realisation from the deposits received from companies raising fresh capital from
the existing shareholders by way of rights or from the public through prospectus collected
at the rate of one per cent of the issue amount. The Fund had Rs.4.89 million to its credit
on the 31st December, 1992 after having distributed Rs.1.48 million to the clients of
defaulter members of the Exchange. The Fund is being administered only for the benefit
of clients of defaulting members of the Exchange and their beneficiaries in respect of
genuine investment claims. The compensation that may be paid in respect of any single
clientislimited to Rs.25,000. It is, however, expected that this amount would progressively
be raised in future with the increasing flow of money into the Fund.
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Cover Against Market Fluctuations Arising Out of Bad Management

31.  One more risk which perhaps can not be covered is the market risk. Investment in
equities and equity-related instruments is no doubt based on the theory of riskand reward
and there cannot perhaps be any cover agamst any likely adverse movement of prices.
It, however, often happens that the risk arises out of volitional bad’ management of
companies although it is difficult to' make produce proofs in this regard 'I'h1s area,
however, needs consideration from the point of investor protection.-

Conclusion -

32.  Aseconomies develop and markets get sophisticated, the role of insurance auto-
matically gets enhanced. If the industry of insurance has not developed pari passu with
the generallevel of development in India, itis mamly because oflack of proper education
apart from the cumbersome procedure involved in realisation of claims. I am sure the
seminar like the oneorganised by the Generai Insurance Corporatzon of Indza wﬂl goa long
way in bmdgmg this }.acuna

: *(Saurce : The Stock Exchange Review, May, 1993}
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RATIONALE FOR PAYMENT OF CONTANGO .
' CHARGES IN RESPECT OF SHORT SALES

By .

MR Ma;?ya N
Executive Director ..
The Stock Excharige, Bombay

Contracts for the “clearing”, popularly known as forward trading, have been going
oninthis country for nearly a century. This was prohibited by the Government of India.
on the 27th June, 1969. .

Smce Iuly 1983 a type of trading known as tradmg in spec1f1ed shares” ig bemg
conducted at the Bombay, Calcutta, Delhi and Ahmedabad Stock Exchanges This type
of trading is almost akin to trading for the “clearing” as the facility of carrying forward
the transaction from one settlement period of 14 days to another with the difference
between the contractrate and the making-up price being cleared is identical to both -
the systems. There are at present equity shares of 94, 50,43 and 21 companies traded as
specified shares on the Bombay, Calcutta, Delhi and Ahmedabad Stock Exchanges
respectively and with 45 common shares, the number of shares in which this type of
trading is being:‘—&ctu‘aﬂy done is 136 shares. ' '

The ratlonale for providing the fa<:1hty to carry forward the transaction from one
settlement period of 14 days to another is that it provides to the market liquidity and
breadth which in turn ensures thatlarge purchases and sales are absorbed with narrower
fluctuations in prices. Without such a facility, all purchases outstanding at theend of a
settlement are required to be taken delivery of with payment for the same being made
and in the like manner all sales outstanding at the end of the settlement have to result
in delivery with receiptof the consideration amount. This in turn would create an illiquid
and narrow market leadmg to sharp oscillations in prices. Itis precisely because of this
that movement of prices of shares in the specified group of shares is more orderly
and systematic than that in the group of non-specified shares.

Mechanics of Carry Forward

The facility to carry forward the transaction from one settlement to another
necessarily means that a purchaser (if he has rot already offset his purchase contract
by asale contract in the course of the settlementitself).can either take dehvery of the shares
and pay for the same or alternatively carry forward his purchase position fo the next
settlement by reversing his purchase position in the current settlement by asale frans-
action at the making-up price fixed by the Stock Exchange authorities (which normally
is the rounded up figure of the closing quotation of the share on the last trading day
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of the settlement) and paying or receiving, as the case may be, the difference between
his contract price and the making-up price and creating a fresh purchase position in
the next settlement. In the like manner a seller (if he has not already offset his sale con-
tractby a purchase contract in the course of the settlement itself) can either give delivery
of the shares and receive payment for the sale or alternatively carry forward his sale
position to the next settlement by reversing his sale position in the current settlement by
a purchase transaction at the making-up price and paying or recefving, as the case may
be, the difference between his contract price and the making-up price and creating a fresh
sale transaction in the next settlement. R

Price for Carry Forward

The facility o carry forward the transaction necesarily means that the carry forward
has to be ata price to be paid either by the buyer or the seller and this price depends upon
a constantly varying set of factors like extent of outstanding position, floating stocks,
Teturns available in - alternate channels of investment; ready availability = of finance,
extent of short sale; etc. The short sale, amazingly contrary to the general belief, actually
acts as a balancing factor in the determination of “badla” charges and this is explained
in greater detail in the subsequent paras. e EEEET

Explanation of ‘Vyaj Badla’ Transactions

At this juncture, it would be desirable to knowas to how exactlya ‘Vyaj Badla’
or ‘Mal Badla’ transaction as is otherwise called (the word ‘Vyaj ‘standing for interest
and ‘Mal’ for goods) takes place. It often so happens that while the purchaser wants to
carry forward his purchase position, the seller would like to give delivery of the shares.
It is in this context thata badla financier who does badla froiri the point of view of earning
interest on his financeenters the stock market. He purchases in the current settlement from
thepurchaser who does notwanttotakedeliverybutwantsto carry forward his purchase
to the next settlement, and sells the same shares to that purchaser in the next settlement,
thus taking delivery of the shares in the current settlement from the seller on behalf
of such purchaser: The difference between the purchase price in the current settlement
and the sale price in the next settlement is the interest earned by the financier. This is
known as contango, more commonly known as badla rate. These badla rates: which are
fixed by the market forces vary from seftlement to settlement, from one scrip to another
scrip in the same settlement andin thesamescripin the samesettlement during the period
of half an hour of the badla session. o

_ While ‘Vyaj Badla’ is obviously done for interest and as such interest has
to be paid by the original buyerto the ‘Badliwala’ who has become aseller in theensuing
settlement, but for which the ‘Badliwala’ would not have entered the stock market, the
question that needs tobe explained is the interest technically called contango charges
that is paid to the short seller.” ' o e
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Bajckwardat_ion Charges

Alongbuyer who does not want to take delivery againsta genuine seller who wants
to give delivery, has a saviour in the ‘Badliwala’. The short seller who does not wantto
give delivery can, however, virtually be held toransom by thebuyer who'insists on taking
delivery. Theshortseller has then either to borrow the stocks which isnot easy as stocks
unlike money arenotreadilyavailable or to pay interest, technically called backwardation
charges, to the buyer. This is not just a theoretical proposition but an actuality in
operation in the stock markets. For example, in March, 1991, the backwardation charges
wentas highas Rs.160 per fortnight in the case of Hoechst India shares valued at Rs.3,350
i.e., at therate of 115 per cent per annum. Evenrecently in March 1993, backwardation
charges in the case of SKF Bearing shares were ashigh as 93 per cent per annum: In’the
settlement ended on the 8th May, 1993, there were backwardation charges in respect of
‘as many as 18 shares out 0f 94 shares in the specified group at rates varymg from 2 per cent
to 75 per cent, the average being 20.5 per cent.

Contango Charges

While backwardation chares arein opertion in exceptional cases when the market
is in an’ oversold position, contango charges are indicative of a normal market situation.
Payment of contango charges is made by the buyer to the seller in lieu of the payment the
buyer would otherwise be required to pay to the seller for the purchases effected by him.
A buyer who is not able to pay for the shares purchased by him has necessarily to pay
interest on the amount of money required for such purchases. There are also instances
where a purchaser would be making badla in the stock marketby paying a rate of interest
which would be muchlower than what his money would be earning inalternate channels
of investment. Thisnexus between the badlarates in the stock markets and returns from
alternaté channels of investmentbrings abouta close integration betweén the return from
‘badla’ finance on the one hand and the returns from other avenues of investment on the
other hand. Tt needs to be particularly noted that all contractual obligations are
frozen once the transaction isstruck and the buyer is entitled for shares and all related
benefits like dividend, rights and bonus attached to the contract.

Balancing of Interest Rates by Short Seller

Unlike the ‘badia’ financier who can dictate his refurns and charge relatively amuch
higherrate of interestfrom thebuyer, itis theshortseller whoimparissobriety to the level
of interest rate in the market and contrary to the general belief, larger the component -of
short sale, lower is the rate of contango charge. To illustrate this point, let ussay there
is a total outstanding position of $ay 2,00,000 shares in TISCO out of which sellers have
say 1,50,000 shares ready for delivery and buyers are prepared to take delivery of say
1,00,000 shares. Outstanding position of 1 lakh sales and purchases get automatically
adjusted between willing sellers and willing buyers desiring to give delivery and take
delivery. The balance 50,000 shares available for delivery get apportzoned among the
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Badliwalas’ and the rate of contango chargesis determined by the ‘Badliwalas’ who
purchase 50,000 shares in the current settlement and sell to a corresponding extent of
50,000 shares in the ensuing settlement and the short sellers of 50,000 shares on the one
hand and the long purchasers of 1,00,000 shares.on the other hand. ‘While a situation of
this type may resultin a contango chargeof say 18 per cent, any increase in the proportion
of short sale vis-a-vis the holdings of ‘Badliwalas’ will, ceteris paribus,  lead. to a
contraction in the contango charges and conversely any decrease in the proportion of short
sale vis-a-vis the holdings of ‘Badliwalas’ will result in an increase in the contango
charges. This issue is, however, not so simplistic as is explained above for factors like
availability of shares for actual delivery, extent of shares for actual delivery, extent
of shares to be absorbed by the ‘Badliwalas’ and. extent of short sales are constantly
changing factors reacting to an ever changing dynamic situation. ‘Complicated as_the
situation is, it becomes more so because each scrip has its own distinctive technical
position unrelated to the other scrips and thereare at present 94 scrips in the specified
group at the Bombay Stock Exchange. This. is precisely why there _arkg a few scrips
generally attracting backwardation charges in every settlement. The contango charges
or the backwardation charges in the samescrip and in the same settlementalso vary partly
due to the play of thenormal market forces of supply and demand during the ‘badla’ session
normally held half an hour prior to the commencement of trading for the next settlement
period and partly dueto the extent of mutual trust of thebuyer and the seller contracting
to do ‘badia’. ' . '

Malfunctioning of the Market N

Besides, denial of payment of contango charges can virtually drive short sellers out
of the market and their absence will lead to malfunctioning of the market. As already
explained above, they narrow down the rate of interest which long purchasers would

otherwise be called upon to pay. In a falling market, itis the profit-taking operations

of short sellers, ie., the purchases that they would be effecting to cover their sales,
that lead to a recovery in prices. Againin a rising market, emergence of fresh short sales,
can arrest a further rise. . S N o '

Conclusion

From the foregoing analysis, the conclusion is obvious. A shortseller is partand
“parcel of aforward market in securities and without him. the market cannot function
inanorderly and systematic way. Heisentitled to contango charges just as a ‘Badliwala’
is entitled to. In fact, itis he who ensures that the contango charges which a buyer has
to pay are contained within reasonable limits. Denial of the contango charges will drive
him out of the market which in turn will adversely affect the normal working of themarket.

{ Source : 'The Economic Times' dated the 31'sf Mﬁy',IIIQQSI) .

(The Stock Exchange Review June 1993)

138




THE BOMBAY STOCK EXCHANGE <
PAST, PRESENT AND FUTURE

By
MR MAYYA,
EXECUTIVE DIRECTOR
THE STOCK EXCHANGE, BOMBAY’ T

Trading in securities used to take place in India right from the close of the 18th
century. After a catastrophy in the latter half of 60s of the 19th century when the markets
witnessed chaotic conditions following unbridled speculative activities wh1ch resulted in
unprecedented rise in prices that the stockbrokers decided in 1875 to set—up the stock"
exchange which was then known as the “Native Share and Stock Brokers’ Association” and.
which is presently also known as The Stock Exc:hange Bombay The Bombay Stock
Exchangeis not only the first exchange to be established in India but alsoin Asxa as Tokyo
Stock Exchange was established three years later in 1878. The exchange Was ‘granted’
recognition under the Bombay Securities Contracts Control Act, 1925in May, 1927. This Act
was replaced by the central legislation of Union of India, viz., The Securities Contracts
(Regulation) Act, 1956 and the exchange was granted permanent recognition under the
SC(R) Act on 31st August, 1957. The exchange has thus been under the du'ect regulatory
framework of governmen’c for nearly three quarters of a century.

In its travel through the last 117 years of its ex1stence, the Bombay Stock Exchange :
has weathered many a crisis emerging stronger at every ]uncture While the growth dur—
ing the pre- mdependence era and till the decade of 70s was modest, the decade of 80s saw’
the entire Indian stock market and the Bomba.y Stock Exchange in parhcu}.ar grow phe~
nomenally. This can be best illustrated by certain relevant figures. The amount of capxtalz
raised from the primary market, the most of which islisted on the Bombay Stock Exchange,
has increased over 60 times from about Rs. 250 crores in 1980-81 to about Rs. 16,000 crores
during 1992-93. The average daily turnover on the exchange also increased from Rs.13
crores in 1981-82 to Rs. 332.30 crores in 1991-92 though it came down to Rs.239.24 crores
during 1992-93. More 1mportant1y, with an average of about 40,000 deals an hour during
1991-92, Bombay Stock Exchange had the highesti intensity of trading in the world next only
to Taipei (Taiwan) and mgmﬂcantly more than that in New York London and Tokyo '

The Bombay Stock Exchange, as it stands today, is synonymous with the Indian
stock market as it accounts for over two-thirds of the secondary market tradmg activity
spread over 21 stock exchanges in the country. Almost ‘all the compames entermg the
market to raise capital make a beeline for listing on this exchange and out of about Rs.
2,25,000 crores of market capitalisation in the country, 90 per cent is listed on the Bombay
Stock Exchange.
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The Bombay Stock Exchange, has ever beenactivein expandingitsactivities and has
broadened its scope from being an association to protect the character, status and interest
of its members as was envisaged at the time of its formation, to a much broader role in
ensuring a well organised and regulated securities market that protects investors’ interests
and to this effect the Bombay Stock Exchange has taken several steps tomeet the objectives
ithas setbefore. Some of the importantlandmarks achieved by the Bombay Stock Exchange
during the last few years are detailed below.

~ Phiroze Jeejeebhoy Towers

i i_ Foliowmg the recommendatxon ofa World Bank team in 1961, theexchange decided.
to constructanew building, the foundation of which waslaidin1969. Thebuilding complex

comprises of 28 storeys Phiroze Jeejeebhoy Towers, whichis among the tallest buildings in
Bombay and a rotunda which houses the new trading ring of the exchange. This building
e exchange has become & mmiajor landmark in the city for its

apart from being the seat of
architecture and elegance. ..

77 The Stock Bxcharige Official Ditectory

o The exchange, in 1965 started the Stock E‘ichaﬁgé Official Directory which is an

eighteen volume compendium brought out on weekly update replacement basis: Itisa
unique publication of its kind which covers financial and pérformance analysis“6n’ a ‘ten
year time-frame of more than 2,500 public limited companies and also some of the
important public sector undertakings. Besides, t also has general sections covering legal
framework, taxation, the state of the stock market, ecoriomic and industrial surveys, etc.
The Directory, which Has a global circulation, is a single point reference source and -an
indispensable fool for the market researchers and analysts' becatise of the wealth of

““'The Bombay Stock Excharige Sensitive Index of Equity Prices ™+ " =

} 'Ifhe_eﬁécﬁa;_ryge, from ﬁhe 2nd }anua'riy, 1986, started publishing the Sensitive Indexof
equity prices based on 30 scrips from the specified and non-specified groups with 197879

as the base year which is looked upon today universally, both within the’cotnity and

outside, as the baroteter of the trend in the Indian stock market. -~ = o
Cat iwgooooo . BSENATIONALINDEX . & .-

D ol i 95554 s the by nd omprising 100 mafor s

traded on Bombay, Delhi, Calcutta, Madras and Ahmedabad stock exchanges is compiled

to reflect the price movement on a national level. .
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Both the Sensitive Index and the National Index are updated every two minutes and
displayed through the PTI Stockscan. T :

P’I‘I STOCKSCAN »

" A gigantic step was taken by the exchange on the 11th August 1987 When the five
major stock exchanges of the country viz., Bombay, Calcutta, Delhi; Madras and Ahme-
dabad were linkedup forinstant display of share prices, BSE Sensitive and National Indices
and other market related information through large electronic boards installed on the
trading floors of the exchanges and through monitors in the offices of stock brokers and
others by the PTI Stockscan Service riot only at these centres but at all other important cities
of the country.

BSE 'I‘1mes

In Iune 1988 the exchange mtroduced a new pubhcahon en’atled “BSE TIMES"
(Bombay Stock Exchange Trade Information & Market Evaluation System) giving statisti-
cal and other related information on the market activityona weekly basis. This publication
has become extremely popular with the investors and others.

The Stock Exchange 'I'rammg Institute

“.fn Ianuary 1989, The Stock Exchange Trammg Institute was estabhshed to prov1de
training facilities on the stock market and related areas initially to the stockbrokers :and
others interested in stock market activities and related matters. The Institute has so'far
sticcessfully organised nine Stockbrokers’ Studies Programmes and three Investors” Pro-
grammes training more than 900 persons. In addition, the Institute has organised‘a
number 6f seminars, workshops; discussion groups, etc., discussing threadbare topmal
issues with concrete suggestions for improvements. - :

The Stock Exchange Review

The Stock Excharige Review is a specialised and technical monthly publication on
the stock market developments and covers various areas such as articles on capital markets,
international developments, economic trends, primary and secondary market analysis,
price and volume data, settlement programmes, book-closures and record dates, Govern-
ment notifications and guidelines, press notes, daily margins, listing of new issues,
securities delisted and relisted; ete. In fact, itis a mine of information forinvestors, students,
researchers, Government officials and all others interested in stock market activities.
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P..]. Jeejeebhoy Memorial Lecture Series: - ...

The Exchange instituted in December, 1989 an annual series of lectures to com-
memorate the memory of late Shri P. J. Jeejeebhoy, erstwhile Chairman of this Exchange,
who played a key role in the development of not only this exchange but also of the Indian
capital market as a whole. Four lectures have so far been delivered, the first one bemg by
Shri H. T. Parekh, Chairman, The Housing Development Finance Corporatmn Litd., the
father f1gure of the Indian stock market. : B T PRI

Pnce-Eammgs Ratms

Price-Earnings Ratios (P/E) are increasingly used as investment aﬁalysis tools.
There were no macro P/E ratios on the Indian stock market that were instantanebusiy
available. Tobridge this gap and in order to meet this need of investors, theexchangestarted
computing the Price Earnings Ratios based on both the BSE Sensitive Index and the BSE
Natxonal Index from Apnl 1990.. e RN o e =

I’nce to Book-VaIue & Dmldend Yleld Ratms

The exchange, from January, 1992, started to compile and publish on a day-to-day
basis, two more important indicators, viz., price to book value (P/BV) ratio and the yield
percentage in respect of the shares covered by the BSE Sensitive Index and the BSE National
Index to help the investors for taking investment decisions. The P/BV ratio expresses the
market price of a share in relation to its book value. It represents the market evaluation of -
every rupee of equity of companies and the extent to which the market. value is protected.
by the shareholders’ equity, whereas yield percentage shows the return on investment at
current market prices. It is calculated as a percentage of the total equity dividends paid by
the group of companies to their total market capﬂ;ghsatmn at the point of time. -

Video Film .

The exchange will soon be coming out with a video film which: will enlighten the
investors regarding activities of the Bombay Stock Exchange. . : o

- Modernisation and Computerisation Programmes .

. To cope up with the surge in trading activity, which had increased from an average
of 35,000 trades/day during 1988-89 to 75,000 trades/day during 1991-92, the exchange:
installed an ICL Series 39 mainframe computer in May, 1991. This can easily process about
1,50,000 deals a day.
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Four Phased Computerisation Programme

The exchange also embarked upon a major modernisation programme in 1991
costing about Rs. 75 crores and aimed at totally transforming the trading process from the
presernit open outery method to one based on screen—based tradmg The pro]ec:t has been
structured into four distinct Phases as under:

Phase I; Information Dissemination

Phase I of the project was commissioned on the 30th November, 1992 with the
inauguration of the new trading ring containingall the state-of-art features. Dissemination
of two-way quotes, company and stock excharige announcements, indicative transaction
prices, etc. in respect of all specified scrips and about 800 active non~spec1f1ed scrips are
provided for through the Display Information Driver System on display devices located in
the new trading ring and at other vantage points in the exchange complex. This will soon
become instantly available not only throughout the country but also throughout the world.

Phase II: Networked_ Settlement

Phase ILis expected to be operational during the second half of 1993. It will establish
anetwork connecting individual members’ offices with the exchange settiement computer
for providing the following services.

- inputof transactions and other datarequired for the exxstmg batch settlement

‘ system,

- access/download of processed information to each member to meef: setﬁe—

ment requirements, and ' '

- reconciliation facility for unmatched transactions.

Informanon captured in Phase I would also be avadable to members through the
network in Phase IL

Phage III: Automated Trading System

Phase II, to be introduced in the last quarter of 1994, will provide for an autornated
trading system covering all scrips except those in the specified group. The functionality
proposed would cover quotation ' entry maintenance, order entry/ maintenance and
' executlon, trade repornng, information dissemination and market surveﬂlance

Phase IV

S

- Phase IV, which is expected to be operational by the middle of 1995, will extend
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coverage of the automated trading system to the scrips in the specified group. There will
then beno frading ring in the Bombay Stock Exchangeas is the casein someof the developed
stock markets like London, Paris, Section II of Tokyo, Singapore and Australia..

: Ta;id'éffi Comp_utt_érs Inc,, USA ﬂgve_dh‘eé@fﬁéeii CGmfhiséionéd to prov1de forthe
requisite hardware for Phases [l and IV while the software will be developed by CMCLtd.
of India subuiakteal i Shb VEOPE ol

EPABX System

. Witha view to ensuring reliable and speedy communication among members and
others connected with the stock exchange, an EPABX System was installed in early 1992 at
a costof Rs.1.15 crores. This will soon be expanded to cover notonly the whole city but the
whole country connecting all the stock exchanges, their members and the sub-brokers.

 FasterSetflements . .

In ensuring faster settlements the Bombay Stock Exchange has already introduced
a weekly settlement in respect of non-specified group of securities and gradually it will be
‘extended to cover the specified shares. Our ultimate goal is to meet the global standards
of T+3 1e, _sétﬁle_mer;t on third day after the trade day as _accompahied by the group of
30s. This will necessitate doing away with the physical transfer of securities at the end of
_every settlement as it prevails today and to usher in ‘book-entry mode of transfer and
' settlement. To this effect, the Bombay Stock Exchange, has already established a BOI Share
Holdings Limited in association with Bank of India which will act asasub-depository of the
Stock Holding Corporation of India Ltd. which is to act asa central depository. The stock
exchangeis also taking steps towards the .introductio'n of t_':api_’_cai'adequacy norms to ensure
that its members have strong financial base which is necessary to ensure that they are
_ capable of handling greater volumes as are envisaged in future.

NATIONAL STOCK MARKET SYSTEM

The National Stock Market System is a system designed basically to provide in a |
‘normal course an opportunity for an investor in any part of the country to trade at the best
_market price in any qualified security with an inve_stof in any other part of the country,

through the members of stock exchanges, and subsequently clear and settle thetrade inan
efficient and cost-effective manner. This concept of the establishment of a National Stock
Market System is being pursued by the Bombay Stock Exchange and for this purpose
Arthur Andersen and Associates, a well known group of management consultants, have
been assigned the task to prepare a comprehensivereportin this regard. They have already

- submitted a-business report in this regard while the work on technical report is presently
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going on. The process of establishment of a National Stock Market System is a long-drawn
and arduous process which may become operahonal over atimespanof between fiveto ten
years. Other marketssuchas USA, UK, Germany,]apan Austraha and Francealso reqmred
a similar time frame to establish their respecﬂve nat10na1 stock market systems In the
United States, the task of establishing a national stock market system was given to the
Securities and Exchange Commission following a Congressmnal mandate and amendment
to the Securities and Exchange Act of 1934. ITS - the National Stock Markef System in the
United States-is an end-resultof the SECinitiative and efforts in th1s behalf by the New York
Stock Exchange, NASDAQ and others. The natlonal stock market system as proposed by
the Bombay Stock Exchange is to be patterned on the lines of 1the ITS system in the United
States

Investors” Service Cell

The Investors” Service Cell of this exchange, ‘which was established about a decade
ago, handles currently about 10,000 complaints a month, about 98 per . cent of Wh1ch are
against compames and frles to soIve them speedﬂy and effmzently ‘

* Customers’ Protection Fund ;'

In its efforts to solve investors’ problem, the Bombay Stock E)échaﬁge was the first
stock exchange in the country to establish a Customers’ Protection Fund in October, 1986.
The Fund is financed by way of (i) a levy on the turnover of members collected at the rate
of Rs. 1.50 on every Rs. 10 lakhs, (ii) levy on the listing fees collected at the rate of two per
cent, and (iii) contribution to the extent of 50 per cent from interest realisation from the
deposits received from companies raising fresh capital by way of rights or frcm the pubhc
through prospectus collected at the rate of one per cent of the issue amount. The fund had
Rs.1.05 crores to its credit on the 31st March, 1993 after having distributed Rs.14.8 lakhs to
the clients of defaulted members of the Exchange. Presently, a customer ofa defaulting
broker is presently indemnified to the extent of Rs.25,000/- against their investment losses
arising out of the default of the broker. The Governing Board of the exchange decided only
recently to raise this amount to Rs.40,000. This is a modest beginning and it is our desire to
raise this limit substantially to say at least Rs.1,00,000 per client in the near future.

Future Scenario

The growth during the last decade or so, phenomenal as it was, is just only the
beginning of more rapid changes envisaged in the years ahead. The on-going and irrevo-
cable economicliberalisation pursued by the Government of India has put the stock market
at the epicenter of industrial growth in the future. The Bombay Stock Exchange being the
‘Numero Uno’exchangein the country will beat the heart of the fufure growth of the Indian
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stock market. Moreover, the Indian stock markets have been graduaily offered to the
foreign investors first by way of off—shore muiftial funds and subsequenﬂy with Global
Depository Rece;pt issues by Indian companies in mternatxonal markets and also the
permission granted toregistered Foreign Instltuhonal Investors toinvestin theIndian stock
market. Tt is therefore only a matter of time when India will become an m’cegral part of the
international securities industry. There are several favourable factors to heip us in this
respect The Bombay Stock Exchange, asa ﬁagsth of Indian stock market has offered some
of the highest returns among all international markets, durmg thelast quarter ofa century
Over the period from 1969 to 1992, annualised returns on the Bombay Stock Exchange in
~dollar terms were 14.1 per cent as against 9.7 per cent of Britain, 9.3 per cent of Japan, 7.6
per cent of France, 6.3 per cent of United States, 5.9 per cent of Canada, 5.4 per cent of
Australia, 4.2 per cent of Switzerland, 3.7 per cent of Germany and global aggregates of 7.2
per cent. The ever expanding middle class in the country with purchasing capacity
comparable to the developed markets is almost equal to the entire  population of Europe.
‘This itself provides a tremendous potennai for industrial growth in this country and with
liberal and open polices that are being pursued India will become one of the major
international players in the world. The deep rooted democratic system of government with
established legal and regulatory structure has given India the strong environment neces-
sary to realise its potential. With the modernisation 1 programmes that have already been
set in motion and the on-going stress on development, the Bombay Stock Exchange will be
fully geared to meet the challenges of the future. As a result of all this, the Bombay Stock
Exchange will notorily remaina major national stock exchange but will also becomea major
international stock exchange competing Wlth the largest of the developed markets in the
world. In fact, it will be the biggest stock exchange ’between Tokyo in the Eastand Lon don
in the West with state-of-art features

(Source Chartered Secretary s Special Tssue)
LT
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- ORGANISATION AND TRADING PRACTICES
OF INDIAN STOCK EXCHANGES

" BY
.~ MR MAYYA
EXECUTIVE DIRECTOR,
THE STOCK EXCHANGE BOMBAY

India has the privilegeof having had the tradition of tradmg in sec':tiﬁﬁé's’ forovertwo"
centuries. In fact, the oldest Stock Exchange in Asia is the Bombay Stock Exchange having
been established in 1875 while the Tokyo Stock Exchange was founded three years later in
1878 .

The stock market activities in Indla were relahvely onalow key tll the begmmng of
the decade of 80s mainty because of the alieri regime till 1947 which concentrated moreon
administration and less on development and pursuit of the philosophy of the public sector
dommatmg the economy by the independent India after 1947. The process of liberalisation
and deregulation seét in by the Government headed by late Shri Rajiv Gandhi as thé Prifrie
Minister since November, 1984 and followed more vigorously by thé present Pritne’
mester since }une, 1991 has altered drastxcally the complexxon of stock market actw1t1es-
1n Indla ; N : e

BURGEONING STOCK MARKETS

The Indian stock markets have grown sosharply in the 805 that the decade 1tse1:f has
been christened, inter alia as the decade of the capital market. The extent-of growth can
easily be measured by the fact that as against an annual average amount of just Rs.900
million raised from the primary markét in the seventies;, Rs.64.73 billion was raised during
1989-90 although during the next year i.e., 1990-91, there was a dip to Rs.42.30 billion. The
amount raised from the primary market in 1991-92 again went up o Rs.57.49 billion and in
the year 1992-93, about Rs.180 billion wereraised. The number of listed companies roseover
the decade from about?2 ,200 to over 6,500 catapulating this nation to the posmon of bemg
next only to'the United States of América, which had 6,742 listed domestic companies at
theend of 1991. The daily turnover on the Indian stock markets shot up from aboutRs.250
million in 1979-80 to abotit Rs:6 billion ‘during the- "year ended 1991-92 although in.the
currentyear, itishovering around Rs.4.5 billion. The number ofshareholders andinvestors
in'miitual funds has also risen sharply from about 2 million to'over 25 million duringthis
period, rendering this nation to the position of. having the second largest shateholding
population, next only to the United States of America. Market capitalisation-has.also
increased from about Rs.35 billion to over Rs.2,500 billion during the last one decade;
accounting for about 40 per cent of the GNP now as against about 5 per centten yeais ago.
This compares favourably with the average of about 25 per cent of European countries
although well below of over 75 per cent of U5.A., UK. and Japan. The number of stock
exchanges has also grown from just nine in the beginning of 80s to 21 currently. Besides,
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there is the OTC Exchange of India spreadingits trading activities right across the country
like the NASDAQ of U.S.A. T I I N I

India is now a major player in the emerging markets of the world, next only to
Mexico, Korea and Taiwan both in respect of market capitalisation and turnover. In terms
of U.S. dollars, the market capitalisation at the end of 1992 was $85.88 billion as compared
to $138.74 billion of Mexico, $107.66 billion of Korea and $100.16 billion of Taiwan while
the volume of turnover in the Indianstack markets during the year ended December, 1992
was $36.26 billion as compared to $ 236.68 billion in Taiwan, $ 116.80 billion in Korea and
$ 58.8 billion in Mexico, Annexure I gives the details in this behalf. '

MEMBERSHIP OF STOCK EXCHANGES .

With the increasein the numberof stock exchanges, thenumber of active stockbrokers
hasalsoincreased during thelastonedecade. Therearetoday about5,500active stockbrokers
all over the country as against about 1,250 about ten years ago. R

1 Stockbrokers are encouraged to amalgamate themselves into orporate entities for
which the statute was specially amended in July, 1987, As this amendment required a
majority of the directors of the corporate entity to be also members of the stock exchange
in their individual capacity with unlimited Hability, the statute has been further amended
in November, 1992 enabling enrolment of a corporate entity directly as a member without
the requirement of any individual director being a member of the stock exchange. This is
expected to lead to the emergence of.a number of corporate entities as members of stock
exchanges in the near future. -

... The amendment to the statute also prov1des fdr_#d;ﬁisSion Q:f: Fingzﬁcial Iﬁét’titut_ions
and their subsidiaries and subsidiaries of banks in the public sector to be admitted as
members of stock exchanges on their being 0 recon mended by the Government of India.

 GOVERNING BOARDS OF STOCKXCHANGES

-+ Intunewith the developments the world over, complexion of the governing boards
of the Indian stock exchanges too is undergoing a change, as more non-broker directors are

being inducted into theboards of thestock exchanges. Presently, n'én-'"ﬁi'ékei' directors, who

are generally representatives of the Ministry of Finance, Department of Company Affairs,
Reserve Bank of India, Financial Institutions and Securities and Exchange Board of India
(SEBI) - the. newly formed watch-dog of the securities industry - and some leading
personalities drawn from different professions including chartered accountancy, law, etc.,
constitute about one-third of the strength of these boards. SEBI has recently directed the
stock exchanges to raise the strength of non-broker directors to 50 per.cent with the
Executive Director being reckoned separately. © = e o - o
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PRIMARY MARKET

. The decade of the 80s witnessed emergerice of the stock markets as a major source
of finance for industry and trade. Average annual capital mobilisation from, the primary
market which used to be about Rs.700 million in the 60s and about Rs.900 million in the 70s
increased manifold during the 80s with the amount raised in 1989-90 being of the order of
Rs.64.73 billion. In 1992-93, ah amount of about Rs.250 billion constituting about 15 per cent
of the gross domestic savings is expected to be raised. Even the public sectorundertakings
are taking increasing recourse to the primary market through the issue of bonds even
though most-of these bonds are privately placed with financial institutions and mutaal
funds. Annexure I gives details of the capital raised from 1960 through 1992-93 in Indian
Rupees and US Dollars respectively. PUTIEI L

R e - NEW ISSUES

Any company inviting the public to subscribe to its securities or érfa’nging for an
offer for sale of its existing securities has to issue a prospectus or a letter of offer and a
memorandum accompaning the application form relating to the issue; = - 1.0 o

- In'order'to enable potential investors to take a well informed decision, Schedule It
of theCompanies Act, 1956 sets out the matter in detail to be inicluded therein. All merchant
bankersauthorised by SEBlarerequired to ensure thatthe prospectus and thememorandum
conform to the set format before the same are submitted to SEBI for approval. A noteworthy
feature of the new format is the inclusion of the management perception of risk factors (eg.
sensitivity to foreign exchange rate fluctuations, difficulty in availability of raw materials
or in marketing of products, cost/ time over-run, etc.) which are likelyto significantly or.
materially affect the performance of the company based on the occurence of an event or a
series.of events. . .. . ' T L

The average size of capital floatation is also showing a significant increase: During
1991-92, the average size of an equity issue was Rs.47.7 million as against Rs.3.5 million in
1980-81. The average size of a debenture issue has similarly gone up to Rs.775.3 million
during 1991-92 from Rs.112 million in 1980-81. This has happened because of reasons like
companies under the present liberal conditions being encouraged to set up minimum
economic size projects, capital intensity of the projects being increased, the changing
preference of companies to access the stock market to mobilize funds rathér than from’
banks and financial institutions, etc. ‘- L

STOCK MARKET IN. STRUMENTS Lo “
The Indian stock markets have not yet been able to develop a comprehensive ran ge

of instruments to meet the diverse requirements of the investing public. Equities continue-
to be the main stay of the market. However, in recent years, convertible deberitures which

are converted into equities, either fully or partly, have become quite popular. Non-; = -

convertible debentures were popular with investors, in the first half of the 80’s, because of -
the progressive rise in the rate of interest on these debentures from 10.5 per centin 1977 to
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15 per cent in March, 1985. These debentures evoked a lukewarm response later when the
maximum interestrate was scaled down to 14 per cent, Therate of interestwas subsequently
raised to its original level of 15 per cent to make it attractive to theinvestors. Since August
1991, the interest on debentures has totally been deregulated, with companies being given.-
complete freedom to fix the rate of interest. RIS ST e

Credit rating for all debt instruments is compulsory except for ‘public-sector::
undertaking bonds enjoying tax benefits, private placements with financial institutions and -
banks, fully convertible debenture issues where the conversion is within 18 months from’
the date of allotment at predetermined price and issue of non-convertible debentures upto.*
Rs.50 million to mutual funds or on private placement where credit rating is optional. Some.
of the top rated companies currently issue non-convertible debentures with rates of interst
ranging from 16 per cent to 19 per cent.

_ Themarket for preference shares is virtually dead'mainlybecause investors find the.-
lack of security unattractive and issuers find it tax inefficient. Cumulative Convertible:
Preference Shares introduced by the Governmentin 1984- an instrument giving fixed 10 per
cent return during the gestation period of three years to five years and the benefits of equity
thereafter- have also failed to catch investor interest as the rate of return was considered to
be too low in the initial years and the provision for conversion into equity unattractive in-
the event the company failed to perform well, e e i

... Afew companies have recently tried new instruments, hitherto alien to the Indian-
stock markets, such as warrants attached to non-convertible debentures carrying theright.
to subscribe to.equity shares at the'end of a specified period and zero-interest convertible -
bonds where the loss of interest is compensated by a lower price on conversion. Although
it cannot be stated that these instruments have become popular with retail investors, they
have been well received by institutional investors. =~ . oo ~ . .

| CREDITRATING . - -

Another significant de{relopment in the new issues market is the establishment of._
Credit Rating and Information Services of India Lid., (CRISIL) set up jointly by the Unit
Trust of India, Life Insurance Corporation of India, General Insurance Corporationof India,
the Asian Development Bank and a few other institutions. The primary objective of CRISIL,
which started its operationsinJanuary, 1988, is torate debtobligations of Indian companies,
thereby providing a guide to investors as to the risk of timely payment of interest and
principal. These ratings relate to a particular debt instrument and are not a rating for the
company as a whole. CRISIL assigns ratings after taking into account various key factors
including industry risk, market position, operating efficiency ofithe company, track record
of management, planning and control systems, accountingquality; financial flexibility,
profitability and financial position of the company, apart from its liquidity management.
and asset quality i.e., quality of company’s credit risk management. . - oo

As on 30th June, 1992, over 330 companies inVol{riné 'cépitual. of over Rs.140 billion
have been rated by CRISIL.
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Inorderto mject acompetitive edgeto the system, the Industrial Finance Corporatlon
of India established on the 16th January, 1991 a second credit rating agency in the country
called Investment Information and Credit Rating Agency of Ind1a (IICRA).

SEBI GUIDELINES

Issue of cap1ta1 by companies used to be regulated by the Cap1’ca1 Issues {Control)
Act of 1947 and the various guidelines issued thereunder. The Act was repealed on 29th
May, 1992. SEBI, however, issued on 11th, June, 1992 guidelines which are to be observed
by companies 1ssu1ng capltal The main prowsmns of the guidelines;, among others are
gwen below :

First Issue of New Companies:

A new coimpany has been’defined as one which has not completed 12 months of
commercial operations and its audited operative results are not available, and where itis -
set up by enterpreneurs without a track record. Such companies will be permitted to issue
capital to public only at par. Here the promoters’ contribution shall be 25 per cent of the -
total issued capital for issues upto Rs.one billion and 20 per cent of total issued capital for
issues over Rs.one billion with a minimum subscription of Rs.50,000 by each of the friends,
relatives and associates. The lock-in period for promoters shall be five years from the date
of allotment of the public issue or the date of commencement of commercial production (m- '
case of a manufacturing company), whichever is later.

New Companies Set up by Existing Companies:

- Where a new company is being set up by existing companies with a five year track
record- of consistent profitability, it will be free to price its issue provided there'is
participation by the promoting company to the extent of 50 per cent of the total issued:
capital and the issue price is made applicable to all new investors uniformly, and that the
prospectus or offer documents shall contain justification for issue price. The lock-in period
for promoters shall be the same as in the case of first issue of new companies, promoted by
enl:erprenuers w1thout a track record.

- First Issue by Ex1st1ng/l’r1vate Closely held/ Unlisted Compames

E )] Companies without a three year track record of consistent profztablhty shall
have to make a publicissueat par wherethe promoters contribution shall be 25/20 per cent
of the total issued capital depending upon the size of the issue as explained in the case of
first issue of new companies, with a minimum subscription of Rs.100,000 from each of the
relatives, friends and associates. The lock-in period of promoters shall be five yedrs froin the
date of allotment in the public issue or from the date of commencement of commercial
production (in case of a manufacturing company), whichever is later. However, if the
minimum specified percentage includes shareholdings held prior to the publicissue, the
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lock-in period referred to above shall in respect of such prior shareholdings stand reduced
by the period of such holding except that the aggregrate of minimum percentage holdings
shall remain locked-in for a minimum period of two years from the date of allotmentinthe .
public issue. . E _ PR . e

(i) Companies with a threeyear track record of consistant profitability can make
a public issue at premium subject to the same promoters’ contribution and lock-in period
as mentioned above for companies without a three year track record of consistent
profitability. . . e n s

(i) Companies which do not have a three year track record but ‘have been .
promoted by existing companies with a five year track record of consistent profitability can
make a public issue at premium provided the promoters’ contribution is 50 per cent of the
total issued capital and the lock-in period is same as in (i) above. '

(iv) . Companies without a three year track record of consistent profitability
seeking disinvestment by offer to public without issuing fresh capital can make a public
issue at par provided the minimum stake of promoters is maintained at 25 per cent of total
issued capital after the public offer. Here the promoters’ lock-in period is five years from -
the date of allotment in publicoffer. -~ ... 7. . I i

(v) Companies with a three year‘track record of consistent K-'pfl_c')'fitabilit‘y_éeekihg.
disinvestment by offer to public- without issuing fresh capital can make a public issue at -
premium subject to the same promoters’ contribution and lock-in period as in (iv).above. .

Public Issue by Existing Listed Companies:.

These companies shall be allowed to raise fresh capital by freely pricing their further
issues. Here the prospectus or offer documents shall contain the net asset value of the ..
company, the justification for the price of the issue and high and low prices of the share for
the last two years. . . : e L y -

Here the promotérs’ contribution shaltbe: ..

(a)  25/20 per cent of the proposed issue, as the case rhéfbé, with a minimum
subscription of Rs.100,000 from each of the relatives; friends and associates;
or

(b)  25/20 per cent of the total issued capital, (expanded capital), as the case may

. . be, with a minimum subscription of Rs.100,000 from each of the relatives, -
friends and associates. - R PR A UUE TP et

" Here the prom_qt_érs’;lo_ck—i_n'pé_ridd shall be B
a) - 5 years _f_rbm the date of allotmezit in _fhé pubiié issue or from ’éiﬁe date of
commencement of commercial production (in case of a manufacturing
company) whichever is later; or ' ' '
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(b}  thelock-in period shall, subject to clause (c) below, apply to the aggregate of
the contributions made in the public issue . and so much of the prior
shareholdings as is necessary to constltute 25 per cent of the total issued
capital.

(© the lock-in period in respect of the contributions made in i:he pubhc issue
shall be five years from the date of allotment in suchissue or from the date

of commencement of commercial production (in case of a manufacturing
company), whichever is later and in respect of the holdings prior to the date

of the public issue shall be five years as reduced by the period of such:prior:
holding except that such prior holdings shall remain locked-in atleast fora: -
minimum period of 2 years from the date of the allotment in the publicissue.

All firm allotments and preferential allotments to collaborators and shareholders of

promoters’ companies, whether corporate or individual, shall not be transferable for three
years from the date of commencement of productlon or date of allotment wherever is later. -

SECONDARY MARKET

: The _tu_rnbver in the‘Indi_a-n stock ekchanges has' iﬁcreased si.gpificsntly. during' tflé
last ten years and particularly during the last three years. On the Bombay Stock Exchange, .

which accounts for about two-thirds of the business in India, the daily turnover shot up

" from Rs. 131 million in 1980-81 to Rs.3338.5 million 1991-92 and was Rs.2392.4 million in

the year 1992-93 as may be seen from Annexure IV,

 What is remarkable about the Indian stock markets is the number of deals put
through in a day. On an average, about 75,000 deals were executed in a day on the Bombay

Stock Exchange alone in 1991-92 compared to about 1,07,139 deals on the New York Stock-

Exchange and about 20,099 deals on the London Stock Exchange during 1991. Often, when

the market, is heated, the number of deals shoots to about 1,00,000 deals a day and taking '

into account the fact that trading is confined to only two hours in a day, whichhasrecently
been increased to three hours, the Bombay Stock Exchange reg1stered the hi ghest per hour
velocity of transactions next perhaps only to Taipei. o

TRADING PATTERN

- Treiding in Indian stocks is broadly categdrised into two grbups, viz;, specified
shares and non-specified securities. The criteria generally taken into account at present for
shifting the shares from the group of non-specified securities to the specified group are:

'(1) ‘The company should have been listed for a perlod of at least three years
(i)  The company should have an issued capital of at least Rs.75 million with a
: ‘market capitalisation of 2-3 times thereof.

- (iii) - The number of shares publicly held should be at 1eas’c Rs.45 million of face

value. .

(iv) Thecompany must be on the dividend paymg hst and p referabiy be growth— .

oriented.
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(v)  Sharesofthecompanyshould havebeenactively traded duringthepreceeding
sixmonths. - g : :

Stock Exchanges located at Bombay, Calcutta, Delhi and Ahmedabad have at
present this facility of a two-tier market with the rest of stock exchanges conducting trading
only under the category of non-specified securities. Equity shares of 88,5841 and 21
companies are classified as specified shares at the Bombay, Calcutta, Dethi and Ahmedabad
stock exchanges respectively. With 45 shares being common among them, the number of
companies whose equities are traded as specified shares is:135. They account for about 56
per cent of the market capitalisation of the Indian stock markets. '

All trading is basically conducted as hand delivery contracts, i.e:, for delivery and
payment within the tithe or on the date stipulated when entering into the contract which
is not more than 14 days following the date of the contract. In the case of specified shares,
however, delivery and payment can be extended by further periods of 14 days each so that
the overall period does not exceed 90 days from the date of the contract. Contracts in
specified shares can be closed during the settlement period by purchase or sale, as the case
may be, or carried over to the next settlement period and only those contracts which remain
outstanding have to be performed by delivery and payment. The system of trading in-
specified shares is thus an amalgam of cash and futures. The Indian stock markets do not-
yethave any separatemarket for futures and options. Inthe case of non-specified securities; -
by and large, contracts are performed by payment and delivery. R o

Indian stock markets continue to operate in the age old conventional style of face-to-
face trading with bids and offers being made by open outcry: At the Bombay Stock
Exchange, there are about 3,000 persons milling around in the trading ring during the-
trading period of three hours from 11.30 AM. to 230 P.M. - Do e s

The stock exchanges at Bombay, Calcutta and Ahmedabad are basically quote-
driven markets with the jobbers standing at specific locations in the trading ring called-"
trading posts and announcing continuously two-way quotes for scrips traded at the post.
As there is no prohibition on a jobber acting as a broker and vice-versa, any member is free
to do jobbing on any day. In actual practice, however, a class of jobbers have emerged who
generally confine their activities to jobbing only. Since there are no serious regulations
governing the activities of jobbers, the jobbing system is beset with a number of problems
such as wide spreads between bid and offer; particularly in thinly traded securities, lack of
depth, total absence of jobbers in a large number of securities, etc. Every effortis, however,
being made to have compulsory market makers, reduce jobbing spreads and improve the
depth of the market in thinly traded securities. - _

It is worth noting that in highly volatile scrips, the spread is by far the narrowest in
the world being just about 0.25 to 0.50 per cent as tompared to about1.25 per-cent in respect
of alpha stocks i.e., the most highly liquid stocks on the London Stock Exchange. The
spreads widen as liquidity decreases, being over 20 per cent, while the average spread of
gamma stocks i.e., the least liquid stocks on the London Stock Exchange, is just about 6 to
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7 per cent. This is basically because of the high velocity of transactions in active scmps
Shares in the specified group actually account for about 70 per cent of fradmg in the Indian
stock markets. It is significant to note that over 1,600 securmes get traded on any given
tradmg day on the Bombay Stock Exchange T ST

’I'he markets in the rest of the country are mamly order driven markets with the
buyers and the sellers transacting dlrectly witheach other. Although this has the advantage
of giving to the investors a better price, growth of business in these markets has been
hampered by a relatively higher degree of Volatlhty and 1111qu1d1fy ‘

ON GOING DISCLOSURES

The hstmg agreement Wh1ch a. company is requzred to execute w1th the stock
exchange before enlistment, and the provisions in the Compames Act provide for detailed
ongoing disclosure requirements by a listed company. As per the latter, companies are
required to publish their annual audited accounts within a period of six months from the
date of closures of the accounts. Companies are also required to provide a Directors’ Report
alongwith audifed accounts covering, inter-alia, material changes and commitments
affecting the financial position of the company which have occured between the end of the
financial year to which the balance sheet relates and the date of the report. Material changes,
which have occured during the financial year in relation to the company’ s business or the
class of business in which the company has an interest, is also reqmred tobe disclosed. The’
listing agreement requires a company to notify to the stock exchange about its Board
meetings to be held for declaration of dividend, rights or bonus issues to be followed by
the notification of the decisions taken at these meetings, ‘cancellation/ redempt:on of
securities listed, proposals in the general character of any of its busmess, changes in the
management, material events such as strikes, Tock- -outs,. ciosure on account of power cuts,
etc., both at the time of occurence and subsequently after its cessation, unaudited financial
results on a half yearly basis within two months of the expiry of the period, etc. The
agreement, also provides for payment of dividend and interest at par at any bank at any
centre in the country, The agreement further prov1des for intimation to the stock exchange
by the company, the authorised intermediary and the acquirer, acqulsltion of securities in
the company in excess of 5 per cent of the voting capital of the company by any person
within two days and the offer to the securities holders of the company to acquire from them
a minimum of 20 per cent of the total securities of the company whenever any person
acquires securities carrying 10 per cent or more of the voting capital of the company or
secures the control of management of the company by acquiring or agreeing to acquire,
irrespective of the percentage of the voting capital, the securities ‘'of the directors or other
members who control or manage the company, at a price notlower than either the average
of the highest weekly prices duriong the precedmg 26 weeks or the negotxated price,
whichever is higher. Shareholders and the publicare constantiy apprised of the position of
the company and attempts are made to prevent establishment of a false market '
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SETTLEMENT OF TRANSACTIONS

Settlement processes at the Indian stock miarkets are still matters of concern. At the

Bombay Stock Exchange, settlement of transactions by way of delivery of securities and

payment of price takes about a fortnight both in respect of specified shares and non-'

-

specified securities. This is primarily due to the system of settling transactions in a‘batch™

mode. Itis now proposed to have an on-line system of processing of transactions reported
directly from the screen tobeoperative alongwith the automationof the trade. This will help

reduce the period requied for settlement of transactions. In respect of ron-specified -

securities, the period of trading has been reduced from 14'to 5 days effective fromvthe 5th -
February, 1993, with the settlement being effected the following week. Subsequeritly a*

moveover toarolling settlementsystemof T+51.e., the settlementbeing effected on the fifth
trading day following the date of fransaction, to-be eventually replaced by T+3, as
recommended by the global Group of Thirty, is planned. The question of extending the
concept of T+3 to the specified group of shares, however, needs détailed consideration as

such an extension would also need the simultanecus development of futures and options

markets.

Share certificates and dated transfer deeds Constitiite’a major hurdle in the'grov\fth

" ofthesecurities business. With thie establishmentof the Stock Holding Corpotationof India,-

which handles the shares of financial institutions,”a fove towards” imobilisation/
‘dematerialisation has already begun. In addition, the Bombay Stock Exchange has, in
association with Bank of India - a leading nationalised bank of the coundry -which currently
runs the Clearing Housé of the Exchiange, established BOI Shateholding ‘Lid. This will
initially act as a depository in respect of specified shares ionvolved in carry-forward
transactions worth about ks.5 billion with the settlement of shares being effected by book-
entries only. The seivices of the depository will later'be extended to other activities of

stockbrokers and to investors. Attempts towards evolution of a certificateless society ashas
already been done in Norway, Denmark and Frarice and as is being planned in U.K. by the
proposal to establish TAURUS is alreadyon.” ~ . A L

With a view o imparting greater transparency to trading, and at the same time;
reducing the cumbersome paperwork associated with the process of settling trades, the

Bombay Stock Exchange has already launched on a massive gcheme of complterisation
Phase I of the project was commissioned on thé 30th Novesriber, 1992 with: the
inauguration of the new trading ting containing all fhie state of art features. Dissemination
of two-way quotes, company & stock exchange announcements, indicative transaction
prices, etc. in respect of all specified scrips and about 800 active non-specified scrips-are
provided for through the DIDS (Display Information Drivét System)orl display devices
Jocated in the new trading ring and at othier vantagé points in the exchange complex. This
information will soon become available notonly in thHé rest of tHe country but throughout
theworld. =~~~ ot e LTI T
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Phase II is expected to be operational during the second half of 1993. It will establish a
network connecting individual members’ offices with the Exchanges’ settlement computer
for providing the following services:

- inputof transacnons and otherdata required for the ex1st1ng batc:h settlement

© system,
- access/download of processed 1nformat10n to each mem‘oer tomeet settlement
requirements, and " - Lo
- reconahatlon facility for unmatched transactlons |

- Information captured in Phase I would be avaﬂable ’co members through the
network in Phase II.

" Phase III to be introduced in the last quarter of 1994 will prov1de for an automated
trading system covering all scrips except those in the specified group. The functionality
proposed would cover quotation entry and maintenance; order entry/maintenance and
execution, trade reporting, information dissemination and market surveillance.

Phase IV which is expected to be opereﬁonal by the middle of 1995 will extend the
coverage of the automated tradmg system to the scrips in the specﬁled group

‘Tandem Computers Inc., U.S.A. have already been commissioned to prov1de forthe

| requisite hardware for Phases Il and IV while the softvifare will be developed by CMCLtd.
of India. _

The Bombay Stock Exchange is not alone in its march towards computerisation.
Most other stock exchanges have also started computersing the settlement system with a
few of them even introducing the trade ticket system which gives near instantanéous
information about trade details. The question of automating trade with on-line processing
of transactaions and with the capability to display real time trade mformatlon wﬂl also be
con51dered by all these stock exchanges in course of time

NATIONAL STOCK MARKE’I’ SYSTEM

‘National Stock Market System (N SMS) isa system des1gned basically to prov1de, in
the normal course, an opportunity for an investor in aniy part of the country where NSMS
facilities are available, to trade 4t the prevailing best market price in any qualified security,
through an eligible member of the NSMS Exchange, and subsequently clear and settle the
trade in a timely and efficient manner. It is proposed to develop such a system in India in
the near future on the lines of the National Market System in the United States. The Stock
Exchanges of Bombay Calcutta, Delhi, Madras and Ahmedabad have jointly authorised
Arthur Andersen & Assocmtes, an xnternanonal group of consultants, to dra.w up a blue
prmt in thzs behalf ' ;
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INDEX MOVEMENTS .

* Indian stock markets, which viri:ually remained ét}ztgnaﬁf in the_ smtles and rose only
by about 60 per cent in the seventies, performed exceptionally well from the beginning of
eighties and the trend has continued during the nineties. '

The Bombay Stock Exchange Sensitive Index (1978-79=100) which is the major price
indexbased on 30 pivotal scrips listed on the Bombay Stock Exchange gained 507.49 per cent
in eighties and during the year 1991-92 recorded an increase of 266.88 per cent. This index
recorded its all time peak level of 4467.32 on the 22nd April, 1992 before receding to lower
levelssubsequently mainly becauseof shake-up of investor confidence followingrevelations
of large scale manipulations and fraudulent practices in money market instruments. Its
present level of around 2700 by itself shows the long-terin strength of the market. .
Annexures IV give the yearly index values in respect of the BSE Sensitive Index. .

PRICE-EARNINGS RATIOS .

Price-Earnings ratios of the 30 scrips comprising the BSE Sensitive Index also rose
from 17.62 in 1989 to 36.18 in 1992. Annexure V gives the monthly average P/E ratios for
the BSE Sensitive Index. ” o - S e

RESILIENCE OF INDIAN STOCK MARKETS

 TheIndian stock markets have displayed a remarkable degree of poise and stability,
thanks mainly to the checks and balances inbuilt in the system and the various timely and
effective measures taken by the Government and the stock exchange authorities from time
to tune. As per a study conducted by, the Bombay Stock Exchange, the average annual
fluctuations in the All India index number of security prices of ordinary, shares compiled
by the Reserve Bank of India was only 25.0 per cent during the period 1980 to 1989 which
was on par with the corresponding figures of 23.8 per cent of the London Stock Exchange
and 25.2 per cent of the New York Stock Exchange and well below the average of 31.2 per
cent of 15 leading countries of the world. The years 1990, 1991 and 1992 have, however,
proved to be quite volatile with the average annual fluctuations being of the order 0f 56.2,
55.9 and 67.4 per cent respectively as against the global averages of 32.9,27.6 and. 24.8 per
cent respectively. . . B Ch o o ‘

INVESTOR PROTECTION

Witha view to protecting theinterests of investors, the Stock Exchanges in India have
set up special cells to deal with complaints both against listed companies and their
mermbers. Over 10,000 complaints are looked into évery month by the Bombay Stock
Exchange alone. While all possible attempts to resolve the grievances are made
administratively, disciplinary action of suspending dealings in the securities of companies
are also resorted. So far as stockbrokers are concerned, disputes which are not resolvec
administratively are referred to a well groomed system of arbitration. In case of defaults of
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stockbrokers, recourse to Customers’ Protection Funds set up by stock exchanges is also
made. The Bombay Stock Exchange had set up in October, 1986 a Customers’ Protection
Fund or the lines of the Securities Investor Protection Corporation of the U.S.A. The fund
is financed by way of (i) a levy on the turnover of members-collected at the rate of one rupee
on evety Rs.1 million, (ii) levy on the listing fees collected at the rate of two per cent, and
(iii) contribution to the extent of 50 per cent from interest realisation from' the deposits
received from companies raising fresh capital from the existing shareholders by way of
rights or from the public through prospectus collected at the rate of one per centof theissue
amount. The Fund had Rs:4.89 million to its credit as at the year ended the 315t December,
1992 after having distributed Rs.1.48 million to the clients of defaulter members of the
Exchange. The Fund is being administered only for the benefit of clients of defaulting
members of the Exchange and their beneficiaries in respect of genuine investment claims.
The compensation that may be paid in respect of any single client is limited to Rs.40,000. It
is, however, expected that this amount would progressively be raised in future with the
increasing flow of money into the Fund. T e

SECURITIES AND EXCHANGE BOARD OF INDIA

The burgeoning growth of the Indian stock markets during the decade of eighties
necessitated establishmentofan independentregulatory agency for the securities industry.
Accordingly, the Securities and Exchange Board of India was established on the 19 April,
1988. The Board was given the statutory status through an Ordinance promulgated by the
President of India on the 31st January, 1992 which was later replaced by an Act of
Parliameént on the 4th April, 1992, e

The main objectives of SEBI are to protect the interest of the investors and regulate
and promote the developmentof capital market. SEBI aims tocreatea systematicenvironment
which would facilitate mobilisation of adequate resources through thesecurities market, its
efficient allocation and consequently generate everlasting corifidence of investors and
industry in the capital market. o

Inaccomplishing these objectives, SEBI would beres ponsive to the needsof the three
major groups viz., (1) the investors, (if)companies raising finance and primary market
intermediaries, and (iii) the stock market brokers and intemediaries. Lo

To the investors, it whould provide a high degree of protection of their rights and
interests, through adequate, accurate and authentic information and disclosure of such
information on a continuous basis, The market should be efficient but aboveall transparent -
and fair to the investors. ' e

. To the companies raising finance and primary market intermediaries, it should"
afford a market place in which they can confidently look forward toraising all the finance
- they need in an open, fair and efficient manner:. T T e

T the stock markets and brokers, it should offer a competitive, professionalised,
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fransparent and expanding market with adequate and efficient infrastructure so that they
are able to render better. ahd responsxble service to the investors and-issuers.

" SEBI mmated its actwltxes with authorlsaﬂon and regxstrahon of merchant bankers
in Aprll 1990 to ensure proper and adequate disclosures by companies coming out with
new issues as well as to oversee and ensure tunely completion of all issué formalties by the
concerned companies and other associated agencies. SEBL has introduced penalty pointsto
regulate the merchant bankers and to ensure that they work: w1th due dehgence

‘SE BI has also msmted upon comphance w1th Sectxon 56 (3) of the Compames Act by
‘the issuers by ensuring that an abridged prospectus.is issued alongwith the application
form so that investors are furnished with proper d1sciosure of mformatmn relanng to
prospects of their investment.’ S : S o

A major achlevement of SEBI 1s the mtroducnon of anew 1nstrument called Stock
Invest which grants to the investors investing in new issues to: get returns on their
investments till allotment.

AfterthepassageofSEBIAct 1992, SEBI1mt1atedreglstrahonofmarketmtermedxanes
such as stockbrokers, sub-brokers and spot dealers in securities. In order to ensure that only
registered stockbrokers and other intermediaries can function in the secondary market.
SEBI also called for registration of other intermediaries such as registrars and share transfer
agents, debenture trustees, bankers to. the issue,.under writers, portfolio managers and
investmerit advisors. SEBI received the following number of apphcatmns from d1fferent
intermediaries. SRS

Brokers ' : 5,300
~ Sub-brokers - s e 10,800
Non~member brokers s S 0 10,000 0
- Registrars and share transfer agents category (I) T e 2 SRR
Registrars and share transfer agents category (I . ¢ = 78
Debenture Trustees v e 4]
Bankers to the issue : 43
Underwriters e BT o410
Portfolio Managers L e 418 T
Investment Advisers _ Doy L b42

With the abolition of the office of the Controller of Capital Issues, prior approval of
capital issue proposals by companies has been dispensed with. Companies are now
required to be fair and honest to the investing public by disclosing all material facts along
with the risk factors associated with their projects to the public. Ther merchant bankers
authorised by SEBl henceforth have a greater degree of responsibility towards the investors
so far as pricing of issues, and disclosures in the prospectus or letter of offer are concerned.
In this connection, SEBI hasissued Disclosure and Investor Protection Guidelines specifying-
norms to be followed by the companies issuing capital in the primary market.
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SEBI has also issued rules and regulations regarding stockbrokers and sub-brokers.
It has also isstied rules and regulations relatmg to Merchant bankers, Mutuai funds,
' Portfolio Managers and Insider Dealing. : : :

SEBI has also taken up the question of re-organisation of governmgmg boards of
stock exchanges and prescriptionof capital adequacy normsfor members to stock exchanges.

SEBI has also been entrusted with authonsanon of forelgn 1nst1tutiona1 mves’cors So
far 12 FIIs have been gwen permlssxon to invest in the secondary market.. SEBI also
regulates mutual funds operations and in tune with Government policy has recently given
‘permission to six private sector mutual funds besxdes the publicsector mutual funds which
are aIready inexistence. - : b

=y INVESTMENT OPI’ORTUNITIES FOR OVERSEAS INVESTORS

Foreign investment in the Inidian stock markets is sub;ect to well defmed and
comprehensive provisions embodied in the Forelgn Exchange Regulanon Act (FERA) of
1973. Direct foreign investment is now allowed upto 51 per cent of the equity in identified
high priortiy areas generally known as Appendix I industries, Approvals for greenfield
projects in these areas will be gwen if the foreign equity stake is large enough to cover the
foreign exchange requirements for capital goods. There is now no dividend balancing
condition for foreign investment proposals in greenfzelci pro;ects unless they happen tobe
for the manufacture of consumer goods in which case they have to balance their dividend
payments with their exportearnings over a period of 7 years from the date of commencement
of commercial production.” The dividend balancing condition will not apply -to any
investments made by international development finance orgamsauons like the International
Finance Corporation, the Commonwealth Development Finance Corporatton, the Asian
Development Bank and the German Development Bank (DEG). - t

Foreign individuals are not allowed direct portfolio investment in the Indian stock
markets. However, they can invest through the intermediation of offshore muttual funds
and foreign institutions such as pension funds, mutual funds, investment trusts, asset
management companies, nominee companies and incorporated/ institutional portfolio
managers or their powers of attorney holders after these foreign insitutionsregister with the
SEBIand the Reserve Bank of India (RBI) and also comply with certain guidelines. Portfolio
investment in primary or secondary markets will be subject to a ceiling of 24 per cent of
issued share capital for the total holdings of all registered forezgn institutions in any one
company. The ceiling would apply to all holdmgs taking into account the conversions out
of the fully and partly convertible debentures issued by the company. The ceiling of 24 per
cent is inclusive of the holdings of non- -resident Indians. The holdmg of a single foreign
institution in any company would also be subject to a ceiling of 5 per cent of total issued
capital. For this purpose, the holdings of a foreign institutional group will be counted as
holdings of a single foreign institution. These institutions will be taxed at a flat rate of 20 per
centon dividend and interestincomeand at1 0 per centon 1ong~term capltal gams (one year
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~ormore). The tax on short-term capital gains which was 65 per cent, has been slashed down
to 30 per cent in the 1993-94 Budget. So far22 foreign institutional investors have been
registered to operate in the Indian stock markets. =~ =~ '

OFFSHOREMUTUALFUNDS . -

In the earlier years when direct foreign investment was not permitted except for the
investmentby non-resident Indian or through collaboration arrangements for others, a via
media was found through floatation of country funds and offshore Mutual Funds. Several
countries across the globe have tapped this source very successfully and India joined their
rank through the latunching of India Fund in London in 1986 by the Unit Trust of India - the
major mutual fund operator of the country. This fund of the size of $110 million was
succeeded by another fund, “India Growth Fund”, launched by UTI once again in New
York in 1987 which had mobilized U.S. $60 million. In 1989, the State Bank of India launched
a privately placed mutual fund “India Magnum Fund” in Antillies, Netherlands. Following
an overwhelming response, the funid was closed at $156 million. In 1990, Canbank floated
the Himmalayan Fund for $ 100 million. Several others are being structured by various
Institutions to cater to different types of investors. Agencies such as the Asian Development
Bank and Commonwealth Development Corporation have also shown keen interest in the
Indian stock market and a part of the proceeds that these institutions are mobilizing for
investment in their constituent countries will be inves ted in the Indian :stock market
securities. All these offshore funds have so far raised over US $550 million.- :

The tax on dividends of offshore mutual fux_idé hasbeen redﬁce:d by the Finance Act,
1991 from 25 per cent to 10 per cent. Likewise, the tax on long-term capital gains has also
been reduced from 45.5 per cent to 10 per cent. - e e

EURO ISSUES BY INDIAN COMPANIES

The Government of India has now permitted Indian companies with a good track
record to tap international markets for the capital requirements. RelianceIndustries was the
first Indian company to make an international capital issue aggregating to $175 million
followed by Grasim Industries towards the end of 1992. Several other Indian companies
viz:, Tata Iron and Steel Co., Essar Gujarat Ltd., Videocon International Ltd., Larsen &
ToubroLtd., IndianRayon Ltd., Ballarpur Industries Ltd., Southern Petrochemical Industries,
CESC, Indian Petrochemicals Ltd., ITC Ltd., Ltd., Hindalco Ltd., Industrial Credit and
Investment Corporation of India Ltd. and Shipping Credit and Investment Corportion of
India Ltd. have also declared their intentio to tap the international market for their capital
requirements with some of them even having taken Government clearance for the same.

Dividends and long-term capital gains in respect of these investments are taxed at 10 per
cent. ‘ ' . S T Pt L

NON-RESIDENT INDIAN INVESTMENT

- Non-residentIndiansare encouraged toinvestin Indiansecurities both on repatriable
and non-repatriable basis. Facilities provided to non-resident Indians are also available to
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a company predominantly owned (atleast 60 per cent) by the non-resident Indians. The
facilitiesavailablefor investr_nent fo_r non-resident _Indian investments‘indq_de thefollowing:

®

(i)

(iii)

(iv)

Investment in new issues of companies on full repatriation basis is allowed upto 40
per cent of the new issues of equity and preference capital of the new or existing
company raising a public issie through prospectus. This facility is also made
available to investment in convertible securities, Tnvestment in capital raised by

either privateor publiclimited companiesother than through the issue of prospectus

is also permitted upto 40 per cent of the issued capital subject to a ceiling of Rs.4

million. In the case of priority sector industries and companies undertaking to export
60 per cent of the output which is raised to 75 per cent in case of industries reserved
for the small scale sector, the extent of investment was permitted to the extent of 74
per cent. . : ‘ i
Non-resident Indians are permitted to subscribe freely on a non-repatriable basis to
the new issues of any public or private limited company engaged in any businéss
activities except agricultural/plantation activities and /or real estate business

(excluding real estate development of property and construction of houses). Such

Investments are allowed upto 100 per cent of the issued capital of the investee

company. o . o s

Portfolio investment in shares and convertible debentures are alss Iiberalised with
full benefits of repatriation provided theyare purchased through the stock exchange
and the purchase by a non-resident Indian does not exceed one per cent of the paid-
up capital of the company and the investments are either through fresh remittances
from abroad or through NRE/FCNR accounts with a bank in India. An overall

ceiling of 24 per cent of the paid-up capital of a company is imposed on total non-

resident Indian investments under the portfolio scheme. There are, however, no
limits on investment in non-convertible debentures and Master Shares of the Unit
Trust of India. 5

Non-resident Indians are allowed to invest on a repatriable basis upto 100 per cent
of the equity capital in some key industries detailed in Annexure IT1 to the Statement
of Industrial Policy, 1991. NRIs can also invest upto 100 per cent of the equity capital
of sick companies on repatriable basis.

TAX CONCESSIONS FOR NRIs

There are special tax concessions available to investment by non-resident Indians.

These include the following:

@

(ii)
(iii)

Investment income from specified “Foreign Exchange Assets” i.e., shares in Indian
companies, debentures of a public limited company, deposits with a public limited
company, etc., are subject to income-tax ata flat rate of 20 per cent. Long-term capital
gains accuring from transfer of these specified “Foreign Exchange Assets” are also
subject to income-tax at a flat rate of 20 per cent. '

Investment in “Foreign Exchange Assets” are exempt from wealth tax.

When the total income of non-resident Indians consists solely of investment income
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and/or long-term capital gains on which tax at the flat rate of 20 per cent has been
deducted at source, then the non-resident Indian is not_required to file a return.

Although the flow of funds into the Indian stock marketé has hitherto beernot

significant, itis only a question of time for this flow to gather momentum. This is basically
because of the ever expanding opportunities for the growth of the Indian industry: The
annualised returns on the Bombay Stock Exchange, during the period of fifteen years from
September 1977 to September 1992, in dollar terms, were 20.0 per cent as compared t015.9
per cent of France, 14.7 per cent of UK., 12.3 per cent of US.A and Germany, 9.8 per cent
of Japan and 7.8 per cent of Switzérland. T B T e e

'CONCLUSION"

The Indian stock markets, which attained a remarkable degree of growth in the last
one decade, have still a long way to go. However, with the growing popularity of
investment in corporate securities and mutual funds, it is expected that about 25 per cent
of the household sector savings have been irivested in such assets which ig‘comparable to
the flow of savings in such assets in the developed markets. The process of modernisation
and computerisation which has already started will soon be accelérated in order to render
the markets not only broad and liquid but also fair and efficient and thereby allure a larger
flow of funds into the market. All concerned with the market, the investors, the issters and
the market players and more importantly the regulators - the stock exchange authorities,
GEBI and above all the Government of India- have, however, an ardous task ahead of them.
With sustained efforts on the part of all these, Indian stock markets can easily prove tobe
not only fountains of eternal source of funds butalso vehicles for distribution of wealth to
an ever expanding population of investors in the country. ' S

(Published in the CFA Journal) -
: : :z-*sm-u—x-{ Lk
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Annexurel
INTERNATIONAL COMPARISON
(i million of US Dollar)
Sr : o Market Value | Turnover
No. Exchange ~ “Month-end | during.
- S December, 1992 | 1992
Dev.gi'lopgd Markets
1. NewYork | 38779000 | 17570955
2. _ffokyo | 2254844.1 593780.1
3. Osaka 1955073.5 143234.8
4. London 954882.6 | 1773753.3
Em e.:.rg. ing Markets
5. Germany | 328692.1 | 1472081.7
6. Mexico 138744.6 | 58797.1
7. Korea lo7e611| 1167955
8. "".r'aiwan 100158.3_ 236683._9:
9, _india 85880.0 36260.0
10.* Thailand 57278.3-_ Lo 721168
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CAPITAL RAISED ON ALL-INDIA BASIS

Annexure I1

(Amount in Rs. million)

. Equity

Year Preference |. Debenture | ‘Total *
1960 704 78 94 876 -
1965 681 106 216 | 1003
1970. 637 111 119 867
1971 348 68 43 459
1972 699 102 180 981
1973 918 68 149 | 1135
1974 1001 71 238 71310
1975 634 49 302 985
1976 553 77 406 1036
1977 764 18 291 1073
1978 588 44 171 803
1979 1010 75 333 1418
1980 909 21 1029 1959
1981 1693 14 1361 3068
1981-82 2431 27 3156 5614
1982-83 2587 23 4450 7060
1983-84 3816 17 4542 8375
1984-85 3629 01 6933 10563
1985-86 8351 10 7982 16343
1986-87 10295 - 17407 27702
1987-88 8100 - 6642 14742
1988-89 11500 - 24000 35500
1989-90 12188 79 52464 64731
1990-91 12857 131 29314 42302
1991-92 17278 15 40199 57492
1992-93* - - o 180000
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CAPITAL RAISED ON ALL-INDIA BASIS

Annexure III

(Amount in US Dollar million)

" Year: | - Equity | Preference | Debenture Total
1960 147.9 164 198 184.1

- 1965 - 1425 S22 45.2 209.9
1970 84,0 14.6 157 1143
1971 47.8 9.3 5.9 63.0
1972 86.5 126 22.3 1214
1973 111.9 8.3 182 1384
1974 122.8 8.7 29.2 160.7
1975 76.0 5.9 36.2 118.1
1976 62.3 87 457 116.7
1977 93.1 22 35.4 130.7
1978 71.8 54 20.9 98.1
1979 127.7 9.5 42.1 179.3
1980 114.6 2.6 129.8 247.0
1981 186.1 15 149.6 337.2
1981-82 267.2 3.0 346.9 617.1
1982-83 268.5 24 462.1 733.0
1983-84 363.7 1.6 432.9 798.2
1984-85 291.5 0.1 556.8 848.4
1985-86 686.2 0.8 655.9 1342.9
1986-87 784.6 - 1326.8 21114
1987-88 628.9 - 515.7 1144.6
1988-89 769.2 - 1605.4 2374.6
1989-90 715.3 4.6 3078.9 3798.8
1990-91 7115 7.2 1622.2 2340.9
1991-92 669.4 0.6 1557.5 2227.5
1992-93* - - - 5762.7

* Provisional
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Annexure IV

VOLUME OF TURNOVER - BOMBAY STOCK EXCHANGE

‘Amount: Ll

- Amount-,
in Rs. billion in US $ billion
Year Daily Annual Daily Annual
1980-81 0.13 24.76 0.02 312
1981-82 0.38 68.51 0.04 7.53
1982-83 0.23 43.57 - 0.02 4.52
1983-84 0.13 24.88 0.01 2.37
1984-85 0.23 47.96 -0.02 3.85
1985-86 0.35 74.29 . 0.03 6:10
1986-87 0.67 136.91 "0.05 10.44
1987-88 0.36 79.13 0.03 6,14
1988-89 0.97 205.63 1 0.06 13.75
1989-90 1.35 293.86 0.08 17.25
1990-91 1.93 360.12 0.1 19.93
1991-92 3.31 717.77 013 27.81
1992-93* 2.38 456.96 0.08 14.63
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BSE SENSITIVE INDEX {1978-79 = 100)

" Year High Low Closing
1979-80 131.59 113.28 128.57 .
1980-81 173.44 121.50 173.44
1981-82 252.89 172.81 217.71
1982-83 236.62 204.66 211.51
1983-84 255.84 207.17 245.33
1984-85 353.86 233.11 . 353.86
1985-86 664.57 346.53 - 57411
1986-87 658.92 48241 510.36
1987-88 535.61 390.00 398.37
1988-89 719.07 397.16 713.60
1989-90 798.01 659.30 781.05
1990-91 1559.43 748.79 1167.97
1991-92 4285.00 1191.61 4285.00
1992-93 4467.32 2225.08 2280.52

Annexure V
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BSE SENSITIVE INDEX (1978-79 = 100)

{In US $ Terms)

Annexure VI

Year - High Low Closing'

- 1979-80 132.27 113.84 129.98
1980-81 - 173.37 - 121.45 - 173.37
1981-82 252.84 171.96 217.67
1982-83 207.31 - 179.31 - 185.31
1983-84 208.86 - 169.13 200.28
1984-85 270.63 178.28 270.63

- 1985-86 443.50 231.26 - 383.13
1986-87 435.41 . 318.78 337.25

- 1987-88 338.58 ©246.53 . 251.83
~1988-89 376.43 207.91 373.57
~1989-90 380.04 313.98 371.96
-+ 1990-91 653.78 - 31392 489.66
. 1991-92 1355.20 - 376.87 1355.20
1138.25 566.94 581.06
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Annexure VI

~ BSESENSITIVE INDEX
PRICE EARNINGS RATIO - MONTHLY AVERAGES

Month - 1989 1990 | .. 1991 | 1992 | = 1993
January 18.59 15.81 1679 %56 | & 3072
February 18.95 1439 | 1844 31.33 32.93
March 19.09 15.08 19.68 4432 |- 2934
April- 21.09 ' 16.84 21.09 5260 | 27.63
May 19.91 17.76 21.73 428 | -
June 19.44 S 1673 | 2152 39.60 -
July 18.09 18.67 23.24 33.97 -
August 1506 | 2131 26.24 3357 | 0 -
September 15.08 23.52 24.75 38.76 -
‘October 15.06 23.10 23.79 37.35 -
November 14.69 22.30 24.10 32.15 -
December 15.56 19.69 23.98 31.35 Co--
Average’ 17.62 19.81 22.31 36.18 30,16

171




Annexuré vii

 VOLATILITY IN STOCK MARKETS
PERCENTAGE RANGE OF FLUCTUATIONS OF INDEX NUMBERS

Sr.| Name of the Exchange ~|Average | 1990 | 1991 1992 | Average
No. , 188900 | | | | 199092
1.{ London | 2as | 23| 264 201 | 226
2.|NewYok 252 1287 24.8 84 | 189
3.| Canada, | 244 | 285 | 13 13.7 184
4.} Australia ‘ 34.6 29.7 339 | 215 | 283
5.| Japan _ 206 6238 234 498 | 453
6.| Hongkong 482 | 261 | 3.1 39.9 34.0
7. Belgum | 286 | 289 | 233 166 | 229
8.| France ' 335 | 317 242 229 | 22
9.| Germany ' | zs2 389 | 267 242 | 299
10.| Holland | 332 219 223 127 | 189
1. | taly | 448 | 416 | 248 | 4347 368
12.| Singapore 40.9 393 | 307 | 0 164 | 288
13.| South Afica 318 195 | 427 175 265
14, | Sweden - 89 | 479 | 389 | 454 | 427
15. | Switzerland 240 318 | 263 202 26.1
Average 318 3249 27.8 248 284
Bombay (BSE Sensitive index) 33.1 81.1 67.2 785 756
RB! Index {All-India) 7
industrial Securities {Ordinary Shases) 25.0 56.2 55.9 674 59.8
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