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FROM THE EDITOR

Greetingsto all our readers. We do hope all of you are well and
taking care. We are all doing reasonably well. | am sorry | have
not kept up my word on bringing our Journal | ssueswithout delay.
| took over in July 2019 and the First Issue in 2019 came out in
September. Due to personal reasons, followed by the COVID
situation earlier this year and the lockdown, we had to wait till
August to bring out the Second I ssue. The Third Issueisexpected
to come out by the end of October and the Fourth by December
2020. Wedo hopethenext volume, i.e., 2020 will comeout within
thefirst six months of 2021 and the 2021 V olume will be brought
out within that year itself. Do bear with us on the delays. That's

my sincere request.

Itiswithasense of grief that we report that two former Honorary
Fellows of the ISPE passed away during the past few months.
Prof. A. Vaidyanathan, Eminent Agricultural Economist (Hon-
orary Fellow between 1995 and 2015) in June and Prof. L.K.
Deshpande eminent Development and Labour Economist in
September. Both of them took an active interest in the affairs of
the School and regularly took part in meetings, Seminars orga-

nized by the School in Pune. May they rest in peace.






REFORMING THE REGULATORY STATE

M. S. Sahoo

The rise of regulators to share governance with Government is now a hard reality and gov-
ernance through regulators probably constitutes the most important governance reformsin the last
century. Aregulator sitsinthe middle of a hierarchy of agencies: Government and economic agents.
It generally does not share the ‘social’ obligations of Government; nor isit subject to the pressures
of ‘interest’” groups. It providesthe same level playing field to all kinds of participants without fear
or favour. It builds the expertise matching the complexities of the task and evolves processes to
enforce authority rapidly and proactively. It operates at arm’s length from government, insulated
from daily political pressures and embedding their decisions in technical expertise. But there are
significant concerns due to the fusion of legislative, executive, and judicial powers in one entity;,
Gover nments continue to remain accountabl e for the gover nance carried out through the regulator,
thereby posing an example of the classical principal-agent problem. India has now more than two
decades of experience with governance through regulators, It has been increasingly felt that a
comprehensivereview of the experience so far with aviewto learn to improvethe spacing and design
of the regulator swithin the constitutional schema to makethem mor e effectiveisthe need of the hour.
This paper undertakes this review on the basis of which it attempts to propose a more effective
regulatory framework.

BACKGROUND

Therise of regulatorsto sharegovernancewith
Government isnow ahardreality and governance
through regulators probably constitutes amongst
themost important governancereformsin thelast
century. Regulatorsareaclassof body corporates
mostly created by statutes. They provide public
goodsin publicinterest just as Government does.
They haveresponsibilities- consumer protection,
development, and regulation - like those dis-
charged by Government. They have powers -
legidative, executive, and judicia - like those of
Government. They resemble Government in
many respects, yet they arenot the* Government’ .
They are, in a sense, Governments within a
Government, imperiumin imperio, and carry out
governance on behalf of Government in a pre-
defined framework. They are epistemicaly
known as ‘regulators as their responsibilities
include regulation, though they are formally
described as authority, commission, board,
council, etc.

A regulator sitsin the middle of ahierarchy of
agencies. Government and economic agents.
There are, in fact, significant advantages of
governancethrough aregulator. It generally does
not sharethe‘socia’ obligations of Government;
nor is it subject to the pressures of ‘interest’
groups. It providesthesamelevel playing field to
all kinds of participantswithout fear or favour. It
builds the expertise matching the compl exities of
the task and evolves processes to enforce
authority rapidly and proactively. It operates at
arm’s length from government, insulated from
daily political pressures and embedding their
decisions in technical expertise. However, there
are also significant concerns. The fusion of leg-
idative, executive, and judicial powers in one
entity carries the tension of potential misuse. It
suffersfrom democratic deficit asitisnot directly
accountable to people or their representatives.
Government continues to remain accountabl e for
the governance carried out through the regulator,

M.S. Sahoo is Chairperson, Insolvency and Bankruptcy Board of India, New Delhi. Views are purely personal. Concise
version of Ph.D. thesis approved by the University of Mumbai, 2016. For more details, see Sahoo [2016]. Some updating has
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which poses a classic example of the principal-
agent problem. In case of exigencies, Govern-
mentiscalled uponto explainand carry out rescue
operations. The challenge is to minimise the
concernswhile harnessing the advantages. Given
the complex agency and accountability issues
posed by regulators as new mechanisms of gov-
ernance, their design and location must be an
integral part of alarger vision and unifying goal
of public interest.

India has now more than two decades of
experience with governance through regulators,
which have become an important plank of her
institutional edifice. Every administrative min-
istry has its unique approach to establishing
regulatory institutions. A comprehensive review
of the experience so far and using that learning to
improve the spacing and design of the regulators
within the constitutional schema to make them
moreeffectiveistheneed of the hour. Regulators
basic design, functions and powers, indepen-
dence, and accountability mechanisms, etc., must
besimilar. A commontemplatemay bedevel oped
covering critical overarching principles as a
charter to guide the establishment as well as
operationof regulatorsirrespectiveof their sphere
of operation. This charter should be something
like the Constitution of India or the Companies
Act, 2013, which provides for all aspects of the
Government / a company, its operations,
management, and governance, irrespective of the
kind of business / activity it is engaged in. An
example of thisisgiven in UK [2018].

It is against this background that we attempt,
inthispaper, to providethe context for aregulator
which is the securities market following which
we move over to the design of a regulator. The
structureof thepresentationisasfollows: Section
2 provides agenera understanding of the role of
institutions in securities market and in an econ-
omy (Part 1) followed by areview of therationale,
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scopeandtoolsof regulationin securitiesmarkets
and highlights certain regulatory issues and
concerns and contemporary discourses on the
same (Part 2) whilein Part 3, an attempt has been
made to present a profile of Indian securities
markets in terms of its importance, market out-
comeand reforms since 1992. Section 3 provides
acomprehensive review of the experience so far
of governance through Securities Exchange
Board of India (SEBI) | and usesthe learning to
improve the spacing and design of SEBI within
the constitutional schemato make it more effec-
tive and address the felt concerns. Section 4 has
attempted an anaysis of the processes and
systems currently in place to make regulations
and the principles governing them with aview to
improve the quality and effectiveness of regu-
lations. Section 5 describes the experience so far
of enforcement actions undertaken by SEBI with
an attempt to critically examine this experience
with a view to use the learning to improve its
effectiveness in dealing with the contraventions.
Section 6 provides our concluding remarks.
Finally, in Section 7, we provide for a model
statute which attemptsto design the regul ator for
securities markets within the constitutional
scheme of things based on the experience so far
and contemporary thought processes.

SECTION 1

INTRODUCTION

Ideally speaking, the securities market
attemptsto decoupl e savingsfrom investment, to
allocate resourcesto rewarding enterpriseswhile
assigning enterprises to good managers thereby
promoting capital formation aswell asthereturns
on the capital. It determines the cost of capital,
cost of raising capital and cost of transferring
capital and thereby the cost and ease of doing
business. It, therefore, constitutes a crucial and
critical institution for a market economy.
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However, themarket hasoften revealed agreat
tendency for market failure, which, basicaly,
arises from the existence of information asym-
metry, externalities and market power. The
market failure gets accentuated by principal
agency problems and layers of contracts, which
characterise securities markets. In extreme cases,
this has the potential to trigger the Great
Depression [Galbraith, 1954]. If the securities
market is to be harnessed for economic growth
and devel opment, the potential for market failure
needs to be adequately addressed. One did not
have to take great care earlier when most of the
transactions required approval of authorities and
when there was no market in the true sense of the
term. However, the shift from a command and
control regime to amarket economy empowered
the economic agents to undertake transactionsin
their best interests and ushered in the invisible
hand into play at the market place which needsto
play in compliance with the rules of the game to
ensure orderly development of the market sans
market failureto serve the economy. The rules of
the game became, thus, necessary for the success
of amarket economy [Doyle, 1997, Pp. 35-42].

The securities market has developed, over
time, a set of institutions to prevent or reduce the
possibility of market failure. Theinstitutions lay
down and enforce incentive structure for eco-
nomic agents and define their behaviour and
performance. These have two components,
namely, theinstitutional environment (rulesof the
game) and theinstitutional arrangements(theway
therulesof the gameare devel oped, modified and
enforced). The ingtitutional environment defines
the contours of freedom of economic agents,
protects their rights, enforces their obligations,
and thereby brings predictability of their actions
and certainty of outcomes. The environment in
securities market includes the rule of the game
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encompassing the legal and regulatory frame-
work, disclosure norms, audit and accounting
standards, corporate governance practices,
compliance culture, sanctions for infractions,
financial literacy, investor protection mechanism,
professional ethics, protection of property rights,
enforcement of contractual obligations, press,
judiciary, etc. Many of these are exclusive for
securities markets, while others serve the entire
economy. Some of these are preconditions to
development of securities market, while some
others develop along with the market. Some of
these come from informal sources such as cus-
toms and practices or have developed sponta
neously while the rest are formally prescribed.

The ingtitutional arrangement develops,
modifies, administers and enforces the institu-
tional environment and thereby determines the
relationship among the participants. An
institutional innovation in this context has been
establishment of independent, statutorily
empowered, regulatory agencies [Nair, 2011].
Perhaps the establishment of independent regu-
lators constitutes a significant change to formal
institutions of governance [Westrup, 2007].
These are, in fact, the governors of the markets,
known as regulators in common parlance. India
has been developing and nourishing the institu-
tional arrangement for building institutional
environment for the securities markets over the
last two decades. It established the Securitiesand
ExchangeBoard of India(SEBI) in 1992 with the
objectivesto protect theinvestorsin securitiesand
to develop and regulate the securities market.
SEBI regulates activities and conduct of market
participants and builds in various safeguards in
the market place to ensure that investors enjoy
investing and the deserving issuers enjoy raising
resources from the securities market. The insti-
tutional arrangement - the spacing of SEBI in the
overall scheme of governance, its own
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governance (internal design and architecture),
and the way it develops, modifies, administers
and enforcestheregulatory framework - holdsthe
key to the success of SEBI. However, a country
can't devel op a strong securities regulator before
it has some publicly traded securities for the
regulator to gain experience with [Black, 2000,
Pp. 1565-1607]. The regulator develops along
with the devel opment of the market in avirtuous
circle and would keep on developing through its
existence. Probably, building a regulator will
always remain a work-in-progress just as any
other mechanism of governance.

The institutions are deeper determinants of
economic growth [Rodrik & Subramanian,
2003]. Thisisnot toignorethe fact that economic
growth has substantial bearing on the develop-
ment and quality of institutions. The securities
market [Bekaert & Harvey, 1998; Bernstein,
2004], the rules of the game in securities market
[North, 1990; Doyle, 1996; Black, 2000, World
Bank, 2014], and the securities regulator [Black,
2000; Subramanian, 2007] are among the critical
institutions having substantial bearing on eco-
nomic performance. The institutional arrange-
ment (like SEBI) determines the shape, size,
colour, smell, strength and health of the
institutional environment (rules of the game)
which, inturn, determines the shape, size, colour,
smell, strength and health of the securities market
which, in turn, impacts economic growth of the
country. SEBI holds the key to the contours of
institutional environment and, consequently of
the Indian securities market and its effectiveness
as an engine of growth.

In recognition of the fact that the key differ-
entiator between the countries is "institutions’
[Acemoglu & Robinson, 2012], the present paper
has attempted a fairly comprehensive review of
thekey ingtitutional arrangement, namely, SEBI,
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governing securities marketsin Indiawith aview
to improving it further, notwithstanding the fact
that it could probably be the most evolved regu-
lator. Before doing this, to begin with, an over-
view of institutional economicsis outlined.

1.1 Institutional Economics

Thefather of Economics, Adam Smith [Smith,
1776], who wasamajor exponent of laissez faire
economic policies, recognised the significance of
institutionsin economic growth: "Commerceand
manufactures can seldom flourish long in any
state which does not enjoy aregular administra-
tion of justice, in which the people do not feel
themselves secure in the possession of their
property, in which the faith of contracts is not
supported by law, and in which the authority of
thestateisnot supposed to be regularly employed
in enforcing the payment of debts from all those
who are able to pay. Commerce and manufac-
tures, in short, can seldom flourish in any statein
which thereis not a certain degree of confidence
in the justice of government" (p. 546). Research
reaffirms the significant role of ingtitutions in
promoting and sustaining long-run devel opment
[Davis & North, 1971; North & Robert, 1973;
North, 1990; North, 1994, Pp. 359-67; William-
son, 2000; Acemoglu et al., 2001, Pp. 1369-1401,
Rodrik & Subramanian, 2003, Pp. 31-34; Rodrik
etal., 2004, Pp. 131-165; Subramanian, 2007, Pp.
196-220].

Though the exact relationship between insti-
tutionsand economicgrowthisyet tobe precisely
determined, empirical studiesevidencingthevery
high positive correlation between the two have
put institutional economics at the centre stage.
Acemoglu, et a., [2001] claimed: "Many econ-
omists and social scientists believe that differ-
ences in ingtitutions and state policies are at the
root of large differences in income per capita
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across countries. There is little agreement, how-
ever, about what determines institutions and
government  attitudes towards economic
progress, making it difficult to isolate exogenous
sources of variation in institutions to estimate
their effect on performance” (p. 1395). Davis &
North [1971] argued that it is difficult to believe
that the expl oration of long-run economic change
can be achieved without development of a body
of theory that can incorporate the innovation,
mutation and demise of institutions. Matthews
[1986, Pp. 903-918] had this to say: "The econ-
omics of institutions has become one of the
liveliest areasin our discipline. It has, moreover,
brought us more closely in touch with a number
of other disciplineswithinsocial sciences. A body
of thinking has evolved based on two proposi-
tions: (i) ingtitutions do matter, (ii) the determi-
nantsof ingtitutionsare susceptibleto analysis by
the tools of economic theory" (p. 903).

1.2 Institutions do Matter

Every enquiry into the causes of wealth" has
reinforced theideathat the institutions do matter.
Every ingtitution matters, be it commercial, eco-
nomic, political, social or ethical, and whether it
isformal or informal. Institutions matter because
theselay down and enforcetheincentivestructure
of economic agents, and thereby determine their
economic performance. Some institutions matter
morein some context and may matter |essin some
other context. Depending on the kind of institu-
tions a country has, similar policies relating to
macroeconomic stabilisation, tradeliberalisation,
privatisation, market microstructure, etc., yield
different economic outcomes in different coun-
tries. In theabsence of conduciveinstitutions, the
policies and measures, such as, fiscal stimulus,
monetary expansion, welfare measures, that are
taken to uplift the economy or quality of life of
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people, have often not yielded the desired out-
comes. The malfunctioning of ingtitutions can
thwart an economy’s progress and render the
more visible policy instruments, such as good
fisca and monetary policies, less effective
[World Bank, 2014]. The ingtitutions differenti-
atethe countriesintermsof thelevel of economic
prosperity andit isnot acoincidencethat achange
in institutions changes the growth trajectory. In
otherwords, acountry canget richif sheimproves
the quality of her institutions and/ or changesthe
existinginstitutions. Davis& North [1971] assert
that if external economicfactorsmakeanincrease
in income possible but which is not attainable
within the existing institutional infrastructure,
new institutions must be devel oped to achieve the
potential in income.

While thejury is out to find the answer to the
question, "What arethefundamental causesof the
large differences in income per capita across
countries?', differences in institutions and prop-
erty rights have received considerable attention
inrecent years. Countrieswith better institutions,
moresecureproperty rights, and lessdistortionary
policiesinvest more in physical and human cap-
ital, and use these factors more efficiently to
achieve a greater level of income [North and
Raobert, 1973]. Acemoglu, et al., [2001] argue:
"At some level it is obvious that institutions
matter. Witness, for example, the divergent paths
of North and South Korea, or East and West
Germany, where one part of the country stagnated
under central planning and collective ownership,
while the other prospered with private property
and a market economy" (p. 1369). Though there
is lack of conclusive evidence that institutional
differences can have a large enough effect to
explain the phenomenal differencesin output per
capita across countries, it is concluded: "Inter-
estingly, we show that once the effect of institu-
tions on economic performanceis controlled for,
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neither distance from the equator nor the dummy
for Africaissignificant. Theseresultssuggest that
Africa is poorer than the rest of the world not
becauseof puregeographicor cultural factors, but
because of worse institutions" (p. 1372).

Rodrik, et al., [2004] argue that economic
growth has many proximate determinants such as
physical capital and human capital accumulation,
technological innovations, etc. But why do some
countries manage to accumulate and innovate
more rapidly than others do? The deeper or
fundamental factors that determine the level of
accumulation and innovation are geography,
integration and ingtitutions. These deeper factors
determine which societies will innovate and
accumulate, and, therefore, develop, and which
will not. The trust barometer [Edelman, 2015]
reinforces a strong correlation between trust in
institutions in a country and its willingness to
accept innovation: higher trust creates opportu-
nities for faster innovation. An empirical study
[Rodrik & Subramanian, 2003] shows that the
quality of institutions (as measured by a com-
posite indicator of a number of elements that
capture the protection afforded to property rights
as well as the strength of the rule of law) is the
only positive and significant determinant of
income levels. Once institutions are controlled
for, integration has no direct effect on incomes,
while geography has at best weak direct effects.
Further, the study indicates that an increase in
institutional quality can produce large increases
inincome per capita.

Acemoglu & Robinson [2012] argue that the
key differentiator between countries is "institu-
tions'. A country developsif shehaspolitical and
economic ingtitutions that unleash (these are not
restrictions of individual behavior but instru-
ments of liberation of individuals from uncer-
tainty), empower and protect the full potential of
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each citizen to innovate, invest and develop, i.e.,
when she has"inclusive" ingtitutions. Shefailsto
develop if she has "extractive" institutions that
concentrate power and opportunity in the hands
of afew or uses energy and creativity of asmall
part of the society. If ingtitutions are not condu-
cive, policies and schemes may not promote
growth. Institutions lubricate the transactions in
the economy. Inability or difficulty to enter into
transactions, or failure to fructify them holds up
the growth even if necessary, resources are
available. "Central to our theory is the link
between inclusive economic and political insti-
tutions and prosperity. Inclusive economic insti-
tutionsthat enforce property rights, create alevel
playing field, and encourage investmentsin new
technologies and skills are more conducive to
economic growth than extractive economic
institutionsthat arestructured to extract resources
from the many by the few and that fail to protect
property rights or provide incentives for eco-
nomic activity" [Acemoglu & Robinson, 2012, p.
470].

1.3 The meaning of "Institution"

Ingtitutions are the rules of the game in a
society or, more formaly, are the humanly
devised constraints that shape human interaction
[North, 1990]. These include values and norms,
laws and regulations, and firms and authorities.
These shape behavior of economic agents and
coordinate their interaction, and thereby deter-
mine their performance. In the words of North
[1991], "Ingtitutions are the humanly devised
constraints that structure political, economic and
social interaction. They consist of both informal
congtraints (sanctions, taboos, customs, tradi-
tions, and codes of conduct), and formal rules
(constitutions, laws, property rights). Throughout
history, institutions have been devised by human
beings to create order and reduce uncertainty in
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exchange'. (p. 97) He further refines the defini-
tion [North, 1994]: "Ingtitutions are the humanly
devised constraints that structure human
interaction. They are made up of formal con-
straints (rules, laws, and constitutions), informal
constraints (norms, behavior, and conventions)
and their enforcement characteristics. Together
they definetheincentive structure of societiesand
specificially economies'. (p. 360) It is the
admixture of formal rules, informal norms, and
enforcement characteristicsthat shapes economic
performance.

It is worth noting in this context the two
concepts distinguished by Davis and North
[1971]. The‘institutional environment’ isthe set
of fundamental political, social, and legal ground
rules that establishes the basis for production,
exchange, and distribution. Rules governing
elections, property rights, and theright of contract
areexamplesof thetypeof ground rulesthat make
up economic environment. An ‘institutional
arrangement’ is an arrangement between eco-
nomic units that governs the waysin which these
units can operate and or compete. The
institutional arrangement is probably the closest
counterpart of the most popular use of the term
‘ingtitution’. It can provideastructurewithwhich
its members can cooperate to obtain some added
incomethat is not available outside the structure.
Or, it can provide a mechanism that can effect a
changeinlawsor property rightsdesigned to alter
the permissible ways that agents can legally
compete.

Bernstein [2004] argued that the pace of eco-
nomic advance picked up noticeably beginning
around 1820 thanks to an explosion of
technological innovations. Four institutions that
supported innovations and thereby growth is: (a)
Property rights: Innovators and tradesmen must
rest secure that the fruits of their labourswill not
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be arbitrarily confiscated, by the State, by crim-
inals, or by monopolists. The assurance that a
person can keep most of hisjust rewardistheright
that guarantees all other rights; (b) Scientific
rationalism: Economic progress depends on the
development and commercialisation of ideas. The
inventive process requires a supportive intellec-
tual framework - an infrastructure of rational
thought, with areliance on empirical observation
and on the mathematical tools that support tech-
nologic advance; (c) Capital markets. The
large-scale production of new goodsand services
requires vast amounts of money from others
-"capital." Even if property and the ability to
innovate are secure, capital is still required to
develop schemes and ideas. Since almost no
entrepreneur has enough money to mass-produce
his inventions, economic growth is impossible
without substantial capital from outside sources;
(d) Fast and efficient communications and
transportation: The final step in the creation of
gadgetsistheir advertisement and distribution to
buyers hundreds or thousands of miles away.
Even if entrepreneurs possess secure property
rights, the proper intellectual tools, and adequate
capital, theirinnovationswill languishunlessthey
can quickly and cheaply put their products into
the hands of consumers.

Rodrik & Subramanian [2003] and Subrama-
nian [2007] classify ingtitutions into four cate-
gories,namely, (a) Market creating: Theseprotect
property rights, ensure enforcement of contracts
and provide law and order, and thereby provide
an environment for business and investment to
flourish. Theseincluderule of law, judiciary, and
police; (b) Market regulating: These deal with
market failures arising from externalities, econ-
omies of scale (market power), and imperfect
information. The examples include regulatory
agencies, (c) Market stabilising: These ensure
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low inflation, minimise macroeconomic volatil-
ity, and avert financial crises. The examples
includecentral banks, exchangerateregimes, and
budgetary and fiscal rules; and (d) Market legit-
imising: These provide social protection and
insurance, involve redistribution, and manage
conflict. The examplesinclude pension systems,
unemployment insurance schemes, and other
social fundsand democracy which isthe ultimate
institution for legitimising markets. Rodrik and
Subramanian [2005] in fact, considers political
democracy as a meta institution that helps soci-
eties make choices about the institutions they
want.

1.4 The Securities Markets - A Unique Mar ket

Thesecuritiesmarket isasub-set of the capital
market which enables pooling of long term and
intermediatetermresourcesfor capital formation.
It encompasses only those forms of pooling of
resources that are evidenced by transferable
instruments called securities. It links savings to
investments through securities and enables
exchangeof securitiesfor fundsamong saversand
investors. There is a set of economic units who
demand securitiesin lieu of fundsand another set
of units who supply securities for funds. The
supply of securities comes from those who wish
toinvest but do not have adequateresources. They
create and exchange securities for funds. The
demand for securities comes from those who
generally have surplus budgets, but do not have
immediate use for them. They exchange funds
for securities. The demand for securitiesis equal
tosupply of fundsand supply of securitiesisequal
to demand for funds. The demand for and supply
of securities and funds determine the prices of
securitiesand al so of funds; theefficiency of price
discovery depends on the competitive conditions
inreal and financial markets.
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The securities market is unique in many ways
and its products are interesting products. These
are called securitieswhich include shares, bonds,
units of Collective Investment Schemes (CIS),
Government securities, derivatives of securities,
rights or interests in securities, etc. These
instruments have nothing in common except the
insecurities associated with all of them! These do
not have any shape and size, but move the entire
worldelectronically infraction of asecond. These
change hands with a click of a mouse. These do
not have any value of own; theseacquireand lose
value in thin air. But the consequences of such
valuation aregrave; asharp fall intheir valuation
has the potential to trigger the Great Depression
[Galbraith, 1954]. The stock market crash of
2008, triggered by a collapse in house prices
caused the Great Recession [Farmer, 2011, Pp.
693-707]. This potential form a major basis for
regulations of securities markets.

This is the market where one loves prices to
go up and up and never to come down, unlike
other prices. A steepfall inpricesof securitieshas
the potential to bring down governments because
the prices here reflect the changes and the likely
changes in the whole environment, domestic or
overseasand natural or artificial, and the changes
at sea, in air and on the ground. The prices here
move even if there is no change in the securities
market or in the performance of issuers of secu-
rities. These movestake place because something
has happened or even has not happened
elsewhere. The prices of securities faithfully,
dispassionately and objectively, reflect these
happeningsand thereby emit different signalsfor
economic agents. Thisis because of demand and
supply where demand includes investment
demand, speculation demand, and arbitrage
demand, with each taking a view on present and
also future.
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It is a misnomer that the securities market
disintermediates by establishing a direct rela-
tionshi p between the suppliers of funds (investors
in securities or investors) and the suppliers of
securities (issuers of securities or investees)
[Sahoo, 1997, Pp. 1261-1269]. It does not work
inavacuum; it requiresservicesof alargevariety
of intermediarieslike merchant bankers, brokers,
etc., to match the preferences of theinvestorsand
issuers, to bring them together for a variety of
transactionsand to helpthemin settlement of such
transactions. The disintermediation in the secu-
rities market is, in fact, an intermediation with a
difference; it isarisk-lessintermediation, where
theultimaterisksareborneby issuersof securities
and investors in securities, and not the interme-
diaries, in contrast to banks who, as intermedi-
aries, who really intermediate and shoulder the
entire risk Banks take deposits on their balance
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sheet and then on lend, while merchant bankers
facilitate a deal outside their balance sheet, but
for afee.

Those who receive funds in exchange for
securities and those who receive securities in
exchange for funds often need the reassurance
that it is safe to do so. Thelaw and custom, often
enforced by the regulator, provide this reassur-
ance. Theregulator devel opsfair market practices
and regulates the conduct of the issuers of
securities and the intermediaries so as to protect
the interests of the investors in securities and
maintain market integrity. It should ensure ahigh
standard of service from the intermediaries and
supply of quality securities and non-manipulated
demand for them in the market. The relationship
among the participants in securities markets is
presented in Figure 1.

Figure 1. Participantsin Securities Markets

REGULATOR

ISSUERS OF
SECURITIES

INTERMEDIARIES
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SECURITIES
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Unique products, unique prices and unique
intermediaries make the securities markets very
special. It is continuoudly in a state of flux and
firmly on the path of the Darwinian Evolution.
The market today has no resemblance with what
it was yesterday and would have no resemblance
withwhat it would be tomorrow. It seems present
everywhere, literally everywhere; one has access
to the market the moment he switches on his
handheld device. It not only knows what would
bepricefiveyearshence; it eventellsusthe same
in advance. The havoc the market plays such as
during the Great Depression of 1930 or the
financial tsunami of 2008, bringsthe entireworld
economy to its knees.

1.5 Institutions of the Securities Market

The securities market has probably the ideal
recipe for market failure. While the market is
information driven, parties on both sides of a
transaction as well as the regulator do not have
access to the same level of information. Most of
the transactions, which are built on layers of
contracts, are carried out by agents who do not
have the same level of motivation as do their
principals. The valuations in this market have
huge influence on macroeconomic performance
and financial wellbeing of the people. Most
importantly, this market provides substantial
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resources for capital formation and thereby pro-
motes growth of the economy. Given its charac-
teristics, its importance in the economy and its
potential for market failure, reforms all over the
world have brought in sizable regulations along
with adedicated regulator. The reformsaimed at
liberalisation (reducing regulation) have only
increased the volume of regulations. In fact, freer
markets often call for more regulations as the
experience with liberalisation and regulatory
reforms in advanced countries indicates [V ogel,
1996]. There is a trend of decline of self-
regulation and growth of statutory regulators
[Davies, 2004, Pp. 12-20]. As dependence on
regulations increases for governance, the
responsibilities of the statutory regulator in
making regulations and enforcing them increase
sharply.

Black [2000] believed that a strong securities
market rests on acomplex network of supporting
institutions to deal with two critical and related
investor protection issues, namely, information
asymmetry and self-dealing. He has identified a
set of 17 core institutions to control information
asymmetry (seeBox 1) and aset of 19institutions
to protect against self-dealing (seeBox 2). He has
alsoidentified afew additional useful institutions,
such as credit rating, institutional investors, fund
managers, venture capital funds, liability of
securities lawyers, etc.
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Box No. 1. Corelnstitutionsthat Control I nformation Asymmetry

(1) Extensive financial disclosure, including independent audits of public companies’ financial statements;

(2) Accounting rules that addressinvestors' need for reliable information;

(3) A rule-writing ingtitution with the competence, independence, and incentives to write good accounting rules
and keep the rules up to date;

(4) A sophisticated accounting profession with the skill and experience to catch at least some instances of false
or misleading disclosure;

(5) Securities or other laws that impose on accountants enough risk of liability to investors if the accountants
endorse false or misleading financial statements so that the accountants will resist their clients' pressure for
more favorable disclosure;

(6) Procedural rulesthat provide reasonably broad civil discovery and permit class actions or another means to
combine the small claims of many investors,

(7) A sophisticated investment banking profession that investigates the issuers of securities that the investment
bank underwrites, becausetheinvestment banker’ sreputation depends on not selling fraudulent or overpriced
securities,

(8) Securitiesor other lawsthat impose on investment bankersenough risk of liability toinvestorsif theinvestment
bankers underwrite securities that are sold with false or misleading disclosure, so that the bankerswill resist
their clients’ entreaties for more favorable disclosure;

(9) Sophisticated securities lawyers who can ensure that a company’s offering documents comply with the
disclosure requirements;

(10) A stock exchangewith meaningful listing standards, and thewillingnessto enforce them by fining or delisting
companiesthat violate disclosure rules;

(12) Securities or other laws that impose severe sanctionson insidersfor fal se or misleading disclosure, including
criminal sanctions where appropriate;

(12) A securitiesregulator (and, for criminal cases, aprosecutor) that is (i) honest; and (ii) hasthe staff, skill, and
budget to pursue complex securities cases involving false or misleading disclosure;

(13) A judicia system that is (i) honest; (ii) sophisticated enough to handle complex securities cases; (iii) can
intervene quickly when needed to prevent asset stripping; and (iv) can produce decisions without intolerable
delay (and with appropriate adjustments for the time value of money);

(14) Rules ensuring market "transparency”: the time, quantity and price of trades in public securities must be
promptly disclosed to investors;

(15) Rules banning manipulation of trading prices (and effective enforcement of those rules);

(16) Anactivefinancial pressand an active securitiesanalysis profession that can uncover and publiciseinstances
of misleading disclosure, and criticise not only the company, but (when appropriate) the investment bankers,
accountants, and lawyers as well; and

(17) A culture of disclosure that develops over time, among accountants, investment bankers, lawyers, and
company managers, that concealing bad newsis a recipe for trouble.

Source: Black [2000]
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Box No. 2. Corelnstitutionsto Protect against Self-dealing

(1) Securities or other laws that require extensive disclosure of self-dealing transactions;

(2) Review of self-dealing transactions by acompany’ s accountants, to ensure that they are accurately disclosed;

(3) A sophisticated accounting profession with the skill and experience to catch at least some non-disclosed
self-dealing transactions, and insist on proper disclosure;

(4) Securities or other laws that impose on accountants enough risk of liability to investors if the accountants
endorse nondisclosure or misleading disclosure of self-dealing transactions, so that the accountants will
investigate suspect transactions and resist their clients' entreaties to let them hide self-dealing transactions;

(5) Company law or securities law that establishes procedural protections for self-dealing transactions, such as
approval after full disclosure by independent directors, non-interested shareholders, or both;

(6) Ownership disclosure rules that ensure that outside investors know who the insiders are, and that interested
shareholders don't vote to approve a self-dealing transaction that requires approval by non-interested
shareholders;

(7) Strong sanctions against insiders for violating the disclosure or procedural rules governing self-dealing
transactions, or for engaging in insider trading, including criminal sanctions where appropriate;

(8) Procedural rulesthat provide reasonably broad civil discovery and permit class actions or another means to
combine the small claims of many investors,

(9) A securities regulator (and, for criminal cases, a prosecutor) that: (i) is honest; and (ii) has the staff, skill, and
budget to untangle complex self-dealing transactions;

(10) A judicia systemthat is(i) honest; (ii) sophisticated enough to understand complex self-dealing transactions
involving multiple intermediaries; (iii) can intervene quickly when needed to prevent asset stripping; and
(iv) can produce decisions without intolerable delay (and with appropriate adjustmentsfor the time value of
money);

(11) Company or other law that (i) requires public companiesto haveaminimumnumber of independent directors;
and (ii) imposes onindependent directors enough risk of liability for approving self-dealing transactions that
aregrossly unfair to thecompany, so that they will resist pressure from insidersto approve thesetransactions;

(12) Sophisticated securities lawyers who can ensure that a company satisfies the disclosure requirements and
procedural protections governing self-dealing transactions;

(13) Anactivefinancial pressand an active securities analysis profession that can uncover and publiciseinstances
of self-dedling;

(14) A culture of compliance that develops overtime, among accountants, lawyers, and company managers, that
concealing self-dealing transactions, approving atransaction that is seriously unfair to thecompany, ignoring
the procedural safeguards that accompany these transactions, or trading on inside information is improper
and arecipe for trouble;

(15) Securities or other laws that prohibit insider trading, suitably defined, and active government enforcement
of thoserules;

(16) A good overall financial disclosure regime;

(17) A stock exchange with meaningful listing standards, the willingness to enforce them by fining or delisting
companies that violate the rules governing self-dealing transactions, and the financial resources and skill to
run a surveillance operation that can catch at least some insider trading;

(18) Rules ensuring transparency of trading prices; and

(19) Enforced rules banning manipulation of trading prices.

Source: Black [2000].
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1.6 The Securities Market in India

It is believed that there was a survey in early
2000 to find out the most televised structure in
India The finding of the survey reveaed that it
was not the temple of power like the Rashtrapati
Bhawan or Parliament House; nor the temple of
beauty like Tgj Mahal nor even the temple of
nirvana (emancipation) like Tirupati Devastha-
nam Temple or modern temples of learning like
[1Ts or IIMs. It was the temple of wealth, Sr
Pher oze Jegjeebhoy Tower sthat housesthe ol dest
stock exchangein Asia, BSE Ltd., [Bajpai, 2004,
Pp. 5-11]. The temple is symbolic; it is a proxy
for securities markets. Givenitsrolein thelife of
the people, the securities market is a key institu-
tion of the Indian economy.

1.6.1 Securities Regulations

Thesecuritiesmarket failsfor variousreasons.
Itissynonymouswith the market for information.
However, all the parties to a transaction may not
have the same level of information about the
securities under the transaction. The suppliers of
securities have full knowledge about the rights
and obligation associated with these over differ-
ent time horizons, which the purchasers may not
have. If asymmetry of information is acute, the
partiesmay refrain from undertaking transactions
leading to collapse of the market This meansthat
the market is very sensitive to information.
Securities market is alternatively called a market
for information. This only tells that market does
not develop without the comfort of regulation.
Thisisatheoretical underpinning of regulation of
securities market. Regulations address this issue
by requiring the partiesto make full and accurate
disclosures about themselves and the productsto
enable the other party take informed decisions.
Further, transactions in securities market are
generaly undertaken through an intermediary.
Theintermediaries, being theagentsof theissuers
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of securities or investors, may not always act in
the best interest of their principals, asthey strive
to maximise their own interests, reflecting the
concerns of principal-agency and conflict of
interests. For this, the regulations prescribe due
care and diligence for intermediaries, eigibility
normsand prudential requirementsfor them, and
penaltiesin casethey promotetheir interestsover
the interests of their clients. The valuation of
securitieshasgraveimplications onthe economic
performance. The poor equity valuationsin bear
markets can hurt economic growth particularly if
theerosion (for example, declineinNIFTY?from
6139t02959in 2008) inequity valuationin ayear
isashigh asthe size of the gross national product
(GNP). The 1930 great depression also provided
usan example of this. The valuation of securities
is reflected in the movement of stock index
NIFTY. Regulations ensure non-manipulated
demand for and supply of securities to avoid
unwarranted overvaluation or undervaluation of
securities.

Accordingly, a host of regulations have
developed over time to address the potential of
market failure, to protect theinterestsof investors
in securities and to maintain systemic stability.
These have become fundamenta to success of
market economy and constitute a critical institu-
tion of the securities market. There has been an
al-round improvement in the institutiona
framework of the securities market in India [Sa-
barinathan, 2010, Pp. 13-26]. India has created a
good and comprehensive regulatory system
tailored to its own market and societal needs
[Wright, 2014]. As per the assessment of 27 top
jurisdictions conducted by 10SCO [2010], atotal
of six countries,*including India, got thetop-most
rating on a scale of one-to-four. Some have,
however, differing views: the regulations are
excessive [Bhalla, 1999, Pp. 103-112] and are of
spotty quality [Shah, 2013], etc.
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1.6.2 Securities Regulator

Thepolicy stance hasbeen changing over time.
Along with this, new ingtitutions are emerging.
Initially, Government focused on direct provision
of goods - public or private - in pursuance to its
socialistic stance. On realising its limitations of
doing so, it gradually withdrew itself from pro-
vision of private goodsand allowed private sector
to undertake this since the 1980s. The reforms
further liberalised the economy with a view to
encouraging private initiative and competition
[Sriraman & Roy, 2009]. Though both the Gov-
ernment and the private sector are now engaged
in provision of goods, Government has a
predominant share in public goods while private
sector has a predominant share in private goods.
Government has allowed economic agents to be
guided by the pul se of the market since the 1990s.
However, to ensure that the market does not fail,
it came up with regulatory institutionsto exercise
oversight over the markets. To ensure that Gov-
ernment doesnot fail, regulatory institutionswere
subjectedto several checksand balances. Though
both the Government and the private sector are
now engaged in regulation of markets, the Gov-
ernment has a predominant role. The key, how-
ever, istodevelop amutually supportivestructure
of market and non-market institutions, which is
well-suited to promote economic devel opment
[Datta-Chaudhuri, 1990, Pp. 25-39] and a good
policy requires a balance between Governments
and markets that is crafted with intelligence
[Basu, 2006]. After decades of debate, there is
some convergence in economics about the roles
of the market and the state [World Bank, 2014].

Subramanian [2007] summarises this trend:
"And India too, albeit more slowly than most
countries, hasfollowed this path of less provision
and more regulation, creating institutions such as
the Securities and Exchange Board of India
(SEBI)..." (p. 198). In fact, the establishment of
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SEBI constitutes major governance reforms in
India since liberalisation in the 1990s [Sahoo,
2012b, Pp. 1250-1255] and marks the real
beginning of transfer of governance from Gov-
ernment to statutory regulators in India. Many
suchregulatorshave comeupin different spheres
of the economy since then and many more arein
the offing. All over the world, regulators have
come up because they are found to be more
effective in comparison to usual statecraft in an
incomplete legal regime as they are vested with
proactive law enforcement and residual law-
making powers [Pistor & Chenggang, 2003, Pp.
931-1013].

SEBI is considered one of the most evolved
regulatorsestablishedinIndia. The SEBI Bhawan
which houses SEBI, evokesrespect and fear from
all concerned depending on which side of thelaw
oneis. Bhattacharya & Patel [2005, Pp. 406-456]
believe that SEBI is a notable success partially
due to its supervision of a sector where the
Government recogni sed the correct structure and
devised, more or less, the right policies to foster
competition and efficiency. Subramanian [2007,
Pp. 196-220] writes: "Further, some of the insti-
tutions, such asthe TRAI, SEBI, and IRDA, have
performed very  respectably, especialy
considering the novelty of the terrain they have
had to navigate” (p. 199). Dhume [2010]
observes: "Unlike many developing countries,
India has arecord of sustaining credible institu-
tions, among them the Supreme Court, the Elec-
tion Commission and the Securities and
Exchange Board of India".

Bhalla [1999], however, believes that SEBI
hasturned out to be nothing morethan alicensing
authority, characterised by over-regulation.
While acknowledging great success of SEBI,
Shah [2013] observes: "The objectives of SEBI
werenot adequately defined, andit hasfrequently
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pursued quirky objectives or succumbed to lob-
bying. Theflow of regulationsisof spotty quality.
The temptation to do central planning - that is
rampant elsewhere in Indian finance - has not
been purged at SEBI. SEBI regulations are law -
but the process through which regulations are
drafted leaves a lot to be desired. Neither
regulation-making nor post-mortem analysis of
regulationsisshaped by evidence". SEBI protects
everyone but the common investor it was created
to protect [Dala, 2013]. SEBI has become a
dragon overreaching beyond what the company
law states [Srinivasan, 2014)].

We now turn to areview of Securities Regu-
lations in Section 2.

SECTION 2
A REVIEW OF SECURITIESREGULATIONS

2.1 Market Physiognomies

Thesecurities market is uniquein many ways.
It has products, prices, issuers, intermediaries,
institutions, and investors that make the market
very specia and present the ideal recipe for
market failure, which essentially, formsthebasis
of regulation.

Ingredients of Market Failure

Thesecuritiesmarket hasall thethreeclassical
ingredients of market failure, namely, informa-
tion asymmetry, externalities and excess market
power, which cause misallocation of resources
andshatter theneo-classical firmfaithinamarket.
First, the securities market is synonymous with
the market for information. However, al the
parties to a transaction may not have the same
level of information about the securitiesunder the
transaction. The suppliers of securities have full
knowledge about the rights and obligations
associated with these over different time hori-
zons, which the purchasers, even the regulators,
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may not have. The information asymmetry
increases as the financial engineers churn out
more and more complicated products and
sophisticated issuers of products beyond the
comprehension of theaverageusersof themarket.
If asymmetry of information is acute, the parties
may refrain from undertaking transactions lead-
ing to collapse of themarket. Or, thiswould cause
misallocation of resources with investors paying
too much or too little for securities depending on
theinformationthey haveand consequently firms
i ssuing securities producingtoo muchor toolittle.
Regulations address this by requiring the parties
to make full, accurate and timely disclosures
about themselves and the products to enable the
other partiestakeinformed decisions. These often
obligetheformer to take measuresto upgradethe
ability of the later to undertake effective KYP
(know your product and know your participants)
based on disclosures, while the regulator ensures
KYC (know your client/ customer) as well as
KYP.

The second relates to externalities where all
the costs and benefits of an action do not get
reflected in the market/prices and as aresult, the
concerned economic agents produce or consume
too much or too little. More importantly, the
externalities arise from systemic risk which has
potential to have an adverse effect on the econ-
omy. The US stock market crash of 1929 is
believed to be main culprit of the Great
Depression of 1930s. Galbraith [1954] explained
that the stock market had been overvalued. As
buyers and sellers became aware of this over-
valuation, the stock market prices fell which
caused a drop in persona weadth and
consequently spending of the people. This
reduced demand and consequently employment.
Thiscaused afurther fall inthe pricesof securities
which set off the downward spiral again, leading
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to the Great Depression in avicious circle. Reg-
ulations are, therefore, required to address sys-
temic concernsto ensurethat themarket isneither
overvaued nor underval ued by manipulation and
the market promotes capital formation. Kawai &
Pomerleano [2010] proposed that each country
should establish an effective, powerful systemic
stability regulator that is in charge of crisis pre-
vention, management and resol ution. Indiaset up
the Financial Stability and Devel opment Council
(FSDC)* in 2010 for maintaining systemic sta-
bility. Canada has been contemplating’ to enact a
dedicated legidation entitled ‘the Capital
Markets Stability Act’, therevised draft of which
came out in 2016 but is yet to be approved by
Parliament. It aimsto identify an organisation as
systemically important, if the activities or mate-
rial financial distress of the organisation or the
failure of or disruption to its functioning could
poseasystemicrisk related to capital marketsand
extends special treatment to them.

The third relates to excess market power. An
economic agent having excess power, such as a
monopolistor oligopolist, generally operateswith
excess capacity, that is, at less than the efficient
level with higher price and lower quantity. This
becomesworse if it is accompanied by informa-
tionasymmetry. For example, someinvestorsand
investees are more powerful than others in the
market either because of their resources and / or
their information base. The impact islarge when
a big investor trades even a small quantity, an
insider transfers a negligible quantity on over-
the-counter a promoter hypothecates a small
portion of itsholding. Thereareregulationssuch
asinsider trading, bulk deal sand block deals, etc.,
to moderate the impact of transactions by them.
The securities market used to have huge barriers
to entry. For example, the stock exchanges were
clubs where membership was limited. This has
been addressed by demutualising the exchanges
which delinked ownership rights and trading
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rights. Brokering is now easily available. With
liberalisation, an entity does not need approval to
make apublic issue. Nor doesit need alicenseto
provideanintermediation service. Onmeetingthe
eligibility requirements, onemakesapublicissue
or obtains a registration from regulator. The
exchanges are natural monopolies arising from
huge net worth regquirement, economies of scale
arisingfromtechnology, andthefact that liquidity
begetsliquidity, it isdifficult for a new entrant to
compete effectively. The regulations, therefore,
provide various measures to protect customers
from market power when competition is non-
existent or ineffective. One stock exchange hav-
ing other market segments did not charge any fee
for transactionsin currency derivatives segment.
This reportedly came on the way of other
exchanges, not having any other segment, from
charging any feein currency derivativessegment.
Waiver of transaction fee altogether in the newly
established currency derivative segment by the
former exchangewasconsidered® by Competition
Commission of India(CCI) as abuse of dominant
position by predatory pricing. When the idea of
depository wasfirst conceived in 1980sand early
1990s, it was thought of having a single central
depository” which would store the securities.
However, a conscious decision wastaken to have
multiple depositories for the sake of competition
and in course of time inter-operability between
the depositories was mandated. It has been a
conscious strategy to allow and encourage mul-
tiple service providers in the space of Market
Infrastructure Institutions (M11s).

Accelerators of Market Failure

The ingredients discussed above are not
unique to securities market. But the incidence of
market failure is relatively high in securities
market because of two reasons. First, the trans-
actions in securities market are generally under-
taken through an intermediary. The
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intermediaries, being the agents of the issuers of
and investorsin securities, may not awaysact in
thebest interests of their principals, asthey strive
to maximise their own interests, reflecting the
concerns of principal-agency and conflict of
interests. The regulations generally address this
by prescribing due care and diligence for inter-
mediaries, eligibility norms and prudentia
requirements for them, and penaltiesin case they
promote their interests over the interests of their
clients.

Second, transactions are built on layers of
contracts, often contingent/sequentialy interre-
lated ones. For example, a ‘share’ is a contract
between itsissuer and the holder. The shares are
traded in the secondary market between two
parties. The derivatives on the shares are traded
in the tertiary market. The relationships among
the parties to a transaction and consummation of
transactions are defined by layers of contracts.
There is a contract between the issuer of shares
and the subscribers to shares while the issue is
managed by a host of intermediaries (merchant
bankers, syndicate members, stock brokers, reg-
istrars to issue, depositories, and stock
exchanges) under contractual arrangements.
Similarly, the transactions in secondary markets
are executed and consummated under a series of
contractual arrangements among the listed com-
panies, depositories, exchanges, Clearing Cor-
porations (CCs), clearing banks, trading
members, clearing members and clients. In fact,
what are traded in tertiary markets are contracts.
Thefraud, deception or manipulation at any stage
of any of the contracts by any of the parties may
lead to collapse of pyramid of contracts, often
resulting in domino effect. The regulations gen-
erally address this by prohibiting certain con-
tracts, such as insider trading, fraudulent trades,
and ring fencing the contracts so that these can’t
be undone. For example, a trade once executed
on a stock exchange would be settled by the
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central counterparty (which is a financial insti-
tution that takes on counterparty credit risk
between parties to a transaction and provides
clearing and settlement services for trades in
foreign exchange, securities, options, and deriv-
ative contracts,) even if the partiesto thetrade do
not honour their obligations, fully or partly.

2.2 Cognitive Limitations

Two additional considerationsweighinfavour
of regulationsinthe securitiesmarket. Onerelates
to protection of disparateretail investorsvis-a-vis
well organised, often cartelised, issuers and
intermediaries. According to a burgeoning "law
and finance" literature pioneered by La Porta, et
al., [1998, Pp. 1113-1155], adequate investor
protection is necessary for capital markets to
flourish. Kitch [2001, Pp. 629-652] observed :
"The consensus understanding of securities reg-
ulation has been that the laws protect investors
and would-be investors against their own folly.
Investorsareinadequately informed, unwise, and
subject to manipulation by issuers and their hired
henchmen - the investment banking and broker-
age industries. The regulation corrects this
imbalance by imposing mandatory requirements
onthesaleand trading of securities, requirements
which at least proximate the terms on which an
adequately informed, wise and unmanipulated
investor should transact" (p. 631). At one level,
the regulator is considered an agent of the
investors and raison d'ére of its existence is
protection of theinterestsof investors. At another
level, SEBI likes to be called ‘Har Investor ki
Taagat’, whichtranslatesto ‘ the strength of every
investor’, whileit has statutory mandateto protect
theinterests of investors in securities.

Second, the economic agents often fail to
notice signals emitted by markets. Since the
performanceof amarket economy dependsonthe
perception of economic agents regarding the
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technological and market opportunities available
to them, unaided market mechanisms may be
unabletorealisepotential economicgainsinsome
cases, because economic agents fail to perceive
those options [Datta-Chaudhuri, 1990]. For
example, therewasatimewhenweneeded alarge
number of exchangesspread acrossthelengthand
breadth of the country. The circumstances have
changed making most of them redundant. There
are over a dozen exchanges which do not have
any businessfor over two decades. An economic
agent carrieson businessaslongasit earnsnormal
profits. It pullsdown shutterswhenit failsto earn
normal profits. However, these exchangesare not
voluntarily exiting from the market. It resembles
atypical soft state where economic agents do not
receive or fail to receive the signals emanating
from the economic environment and respond to
them appropriately and consequently, the market
has failed to arrive at desirable outcome in
resource use. This is striking because these are
the institutions who profess to ensure best allo-
cation of resources. If market is efficient and
yielding desirable outcome, the State is not
expected to interfere in the functioning of the
market in normal circumstances. The State is,
however, expected to interfere if the market
malfunctions. The State needs to guide the eco-
nomic agents who fail to receivetheright signals
for whatever reason. The continued existence of
somany defunct exchanges presentsaclassic case
of market failure and State failure.

2.3 Objectives of Regulations

Viewed in the above context, regulations are
meant to address market failures. The Interna-
tional Organisation for Securities Commissions
[IOSCO, 2010] has laid down 38 principles of
securities regulations. Regulators across the
world implement these principles to: (a) protect
investors' interest, (b) ensure fair, efficient and
transparent functioning of the securities markets,
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and (c) reduce systemic risk. Financial Sector
Legidative Reforms Commission (FSLRC)
[MOF, 20134 envisages four main objectives of
regulationsin financial markets:

(8) Consumer protection: Without the trust of the
consumers, the financial market cannot per-
form its primary function of allocating
resourcesfrom saversto spenders. At the same
time, financia firms may have perverse
incentivesto exploit the trust of consumersin
an unfair manner. Most consumers are in an
unequal bargaining position and sometimes
financial firmsstand to gain out of monopolies
and related rent-seeking behaviour. In this
context a ‘buyer beware’ approach is not
adequate. Regulators must place the burden
upon financial firms of doing more in the
pursuit of consumer protection. This per-
spective shapes interventions aimed at pre-
vention (inducing financial firmstowards fair
play) and cure (redress of grievances) of
consumer abuse.

(b) Micro-prudential regulation: When afinancial
firm makes promisesto consumers, regulators
are required to monitor the probability of the
financial firmfailingto honour itspromiseand
undertake interventions that reduce this
probability. The higher the intensity of
promise, the stricter should betheregulations.
If financial firms are allowed to go back on
their promises with impunity, consumers
faithinthefinancial system will be hampered.

(c) Systemic risk: Micro-prudential regulation
addresses the possibility of collapse of one
financial firm at atime. A very different point
of view is required when addressing the pos-
sibility of the collapse of the entire financia
system. This cals for measurement of
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systemicrisk, and undertakinginterventionsat
thescaleof theentirefinancial system (and not
just one sector) that diminish systemic risk.

(d) Resolution: Micro-prudential regulations
reduce the probability of firm failure. How-
ever, eliminating al failure is neither feasible
nor necessary. At the same time, failure of a
large financial firm or a large number of
financial firms can be highly disruptive for
households that are customers of the failing
firm(s). Thisrequiresaspecialised ‘resolution
mechanism’ to ensure orderly resolution of
troubled firms before they reach the stage of
insolvency.

2.4 Rational e of Regulations

The purpose of regulation is not to displace
competitive pressures, but to correct for market
imperfections which produce sub-optimal out-
comes and distort consumer choice. Once effec-
tive competitionisin place, lessrather than more
regulation is required [Doyle, 1997]. The
competitionmay substitutetheregulator in course
of time. In that respect regulation reinforces the
efficiency of competition rather than impedes it.
The rationale behind regulation, therefore, isto
increasethe efficiency of marketsandisbased on
three principal strands of analysis. [Liewellyn,
1995, Pp. 12-17]

(8) The correction of identified market imper-
fections and failures that reduce consumer
welfare and distort competitive and market
mechanisms. There are many potential market
imperfections in securities market such as
inadequate information, asymmetric infor-
mation, difficulty in ascertaining thequality of
contracts at the point of purchase, imprecise
definitions of products and contracts, under-
investment in information, agency costs and
principal-agent problems. In aregulation free
environment, these imperfections impose
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costs on consumers. An informed judgement
about the purchase of products and services
cannot be made unless consumers know the
true costsof the product; the precise natureand
full terms of the product or contract; the basis
upon which aproduct is offered or what isthe
benefit to an agent. These arereal investment
costs to the consumer. A high degree of
information disclosure is required to make
consumers effective in the market place. If
regulationrequirestheissuer or intermediaries
to provide necessary information, this adds
cost to them but reduces cost on consumers.

(b) Therearepotentially substantial economiesof
scale to be derived from collective regulation
and supervision of issuers and intermediaries.
Asinvestment contractsarelongterminnature
and often involve a fiduciary role in a
principal -agent rel ationship, thereisaneed for
continuous monitoring. In the absence of
regulation and supervision by a specialist
agency, which ensures certain minimum
standards, consumers are required to spend
time, effort and resources in investigating and
monitoring suppliers. Thisentail stwo typesof
costs: (i) substantial replication and hence
excessive socia costs as all consumers are
replicating the same process, (ii) the loss of
economies of scale that are derived through a
specialist  regulator/supervisor  acquiring
expertise and establishing effective authori-
sation and monitoring system. In the absence
of such an agency, an occasiona consumer
would find investigation and monitoring
excessive and free-rider problem are likely to
arise. With such an agency, the consumersin
effect delegate to the regulator and supervisor
at least some of the monitoring responsibilities
and in the process reap the benefits of econo-
mies of scale.
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(c) Signalling minimum standards of quality
enhances confidence in markets. With a
known asymmetric information problem, risk
averse consumers may exit the market alto-
gether. In its extreme form the market breaks
down completely as potential investors know
there are high- and low-quality products but
they cannot di stinguishthem ex ante, whilethe
suppliers can make the distinction but are
unable to communicate the distinction with
credibility. When consumers know that there
are low quality products in the market, good
suppliers and their products may become tar-
nished by the generalised reputation of poor
products and suppliers. In such a case, the
regulator sets minimum standards and thereby
removes the bad products from market.

Therearetwo caveatshere. One, the objective
isto protect consumers against lack of informa-
tion, asymmetric information, deliberate mal-
practice and mismanagement, that isfrom market
failure but not against risks, which would mean
regulating away the very essence of finance. No
regulatory system can or should relieve the con-
sumer of responsibility for exercising judgement
and care in deciding how to use hismoney. If he
makes a foolish decision on the basis of adequate
disclosure, he cannot look to any regulator to
make good the loss arising from his own mis-
judgement. Second, it is grossly insufficient to
assert that the existence of market failureimplies
that there is a case for regulation. Regulation
should be brought in only if there is a specified
set of criteriaor proceduresfor deciding what fits
withinthescope of theenunciated policy, andal so
an administrative apparatusfor implementing the
policy [Krueger, 1990, Pp. 9-23]. It should
address the targeted market failure and do no
more.
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2.5 Regulation is Costly

Implementation of regulation imposes direct
and indirect costs on participantsin the securities
market. Economists emphasise four reasons why
regulation is costly [Gowland, 1990]. First, there
are costs that arise from mora hazard, which
refers to changes in private sector behaviour
which, occurring inresponseto someinstitutional
or other change, usually produce counter-
productive effects. When a regulatory or super-
visory authority iscreated, an implicit contract is
perceived as being created between consumers
andtheregulator. The danger isthat the consumer
assumes, because there is an authorisation pro-
cedure, that specific aspects of regulation are
established, and that the supplier of productsisin
some sense authorised and supervised, so that the
institution is, therefore, safe. This creates an
impression that the consumers need not take care
with respect to the suppliers with which he deals.
This becomes a moral hazard of regulation that
less care need be taken.

Secondly, there are direct and indirect costs of
compliancewith regulationsboth by theregul ator
and the regulated. These include administrative
mechanism for implementation of regulations,
the cost of dedicated capita to comply with
regulations and contribution to funds needed to
compensatetheclientsof failed firms, and cost of
auditing, monitoring and enforcing compliance,
both by the participants regulated and the regu-
lators. These are direct resource costs of the
regulatory system - people, equipment and
building - which could have been used for other
purposes. These are often called ‘regulatory tax’
asthisis unavoidable for any market participant.
Aninteresting facet isthat thereisatendency for
the regulations to multiply over time with corre-
sponding increase in ‘regulatory tax’. Regu-
lations governing securities market exceeds
10,000 pages today. Datar [2014] argues that
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Indiahas aunique combination of threecrippling
liahilities, namely, excessive rules and regu-
lations, egregious level of corruption, and an
embarrassingly hostile and irrational tax system.

Third is the loss of economic welfare caused
by participants carrying out fewer transactions
than they would otherwise. It might even divert
business from the over-regulated sector / econ-
omy to less-regulated sector / economy. These
costs are borne by the economy in reall ocation of
resources in response to regulations. Regulation
can be distortionary and mis-allocating at times.
Inappropriate design and administration of reg-
ulation could raise the costs of regulation so that
the costs exceed the benefits from regulation.
There could be a high opportunity loss for the
market participantsand for the economy resulting
from inappropriate regulatory provisions, delays
and constraints on innovation, efficiency and
dynamism.

Fourthly, regulation actsas abarrier to change
and so preserves an inefficient structure of
products and their provisions. The continued
existence of about 20 exchanges without any
trading for two decades is a direct outcome of a
regulatory requirement (since dispensed) on a
company to list on regional exchange first. Fur-
ther, regulation creates barrier to entry and exit.
This might lessen competition, raise costs and
leadto staticinefficiency. Stigler [1971, Pp. 3-21]
argued that regulationis acquired by the industry
and designed and operated primarily for its
benefitincontrast tobenefitsof thepublicat large.
Regulation is a means whereby powerful coor-
dinated interest groups often, perhaps the main
established companies in the industry usualy,
transfer wealth from theless coordinated, usually
the customers, to them. Thereisa so apossibility
of regulation stifling financial innovation and
thereby causing dynamic inefficiency. Novelty is
adisturbing experiencefor the establishedplayers
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including the authorities and regulators, as it
upsets tidiness of life [Goodhart, 1988, Pp.
17-31].

2.6 Optimum Level of Regulations

By al accounts, regulation is not a cost-less
exercise. This realisation is important to avoid
excessiveor unwarranted regul ation. The costs of
regulation increase sharply after a stage with the
volumeof regulation. However, the benefitsfrom
additional regulation decrease [Sahoo, 1997]. As
the benefits and costs of regulation behave in
diametrically opposite ways, one hasto carefully
balance the marginal benefitswith marginal costs
to determine the extent of regulation.

The volume of regulations is humungous and
increasing. It isnot clear if the market under the
extant regulatory framework is delivering the
least cost transfer of larger amount of resources
for the most productive uses. It is also not clear
how the regul ations have impacted the behaviour
of market participants and if such impact,
intended and unintended, of regulations is
socially desirable. In the absence of such clarity,
the market may be burdened with costly, inef-
fective, excessive, unwarranted, inappropriate
and growth hindering regulations. A heavily
regulated economy may grow on average by
about 2% to 3% less per annum than less heavily
regulated ones[Gorgens, et a ., 2003]. Theworld
has moved to some kind of analysis of efficacy,
efficiency and effectiveness of proposed regu-
lations to ensure that the market does not end up
with unwarranted or excessive regulation or
regulations with unintended conseguences.

2.7 A Brief on Regulatory Discourses
Some of the contemporary discoursesrelevant

in the context of regulation of securities markets
arediscussed below. Income Vs. Wealth Effect
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Modern economic thought believes that con-
sumption and consequently aggregate demand
depends on wealth as much on current income.
The higher valuation of equities necessarily
means higher wealth effect, aggregate demand
and economic growth. Thevaluation of securities
is reflected in SENSEX.® The market capitalisa-
tion, for example, whichwasRs. 36 trillion at the
end of December 2006, more than doubled to Rs.
72 trillion by the end of December 2007. The
increase in market capitalisation in 2007 was
almost equal to the size of the GNP in 2006-07.
Add to this rise in valuation of real estate and
bullion: welcome to the world of ‘unearned’
incomewith both its real and illusory effectsthat
could trigger an age of much higher aggregate
demand far in excess of the aggregate supply or
income. This happens when portfolio owners
perceive themselves to be richer due to an asset
price boom of the kind that India experienced in
2007.° Consequently, they feel more comfortable
and secure and tend to spend more. Since the
increaseinwealthis'unearned’, they may splurge
alittle. Or, at least the urge to add more to their
portfolio reduces and they save less. A sharp
declinein savingsis, therefore, not uncommonin
the economies where wealth is driven by higher
equity valuations. The very low rate savings in
G7 countriesin 1990s exemplifiesthis. The asset
priceboom reduces cost of capital, which coupled
with higher consumption demand, pushes up
investment demand. The portfolio owners are
comfortable to bet more on investment. The
combined increase in consumption and invest-
ment shifts aggregate demand function upwards
because of the positive ‘wealth effect’.

The higher the proportion of people who
depend on passive income for livelihood, the
higher the average size of portfolios, the higher
the proportion of market linked assets (securities,
real estate, bullion, etc.,) in the portfolios, the
higher the elasticity of demand to changes in
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wealth, the higher is the magnitude of wealth
effect. A sharp and lasting change in asset
valuation could cause sharp and lasting wealth
effect on the level of demand. Assume an econ-
omy which consumes 65% and saves 35% of its
GNP and whereinvestment is equal to savings. If
it has an ‘unearned’ income (increase in wealth
from equity valuation) equal to GNP, it may
consumeabout 5% of thisleading to consumption
rateof 70%. Probably thisexplainsapart of recent
‘consumerism’ in India. It may also invest about
5% of theincreaseinwealthleading to investment
rate of 40%. This sets the beginning of disequi-
librium where aggregate demand (investment)
exceeds GNP (savings) and inevitably drives up
the economy through the ‘multipliers’ and ‘ac-
celerators’. While these happen, the prices of
other assets (non-equities) also go up, creating
ripplewealth effect from those assetsalso. Asthe
movement approaches equilibrium, the resultant
economic growth propels further higher valua-
tions of equities putting a virtuous circle in
motion.

The wealth effect is a double-edged sword.
The poor equity valuations in bear markets can
hurt economic growth particularly if the erosion
in equity valuation in ayear is as high as 50% of
GNP: the market capitalisation reduced to less
than half in 2008 from Rs. 72 trillion to Rs. 31
trillion. The SENSEX declined to less than half
in ayear from 20287 to 9647 in 2008. This may
even lead to withdrawal of public issues and
conseguently lower investment. In such cases, the
aggregate demand would be much less than the
supply to onset the disequilibrium. This would
inevitably drive down the economy through
‘multipliers’ and ‘accelerators’ [Sahoo & Nair,
2008]. The stock market crash of 1929 and 2008
caused sharp decline in wealth, reduced con-
sumption sharply and contributed to depth of the
Great Depression and Great Recession. Whilethe
macroeconomic managers have to worry about
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the demand and the economy if the stock prices
fall sharply fromthe exalted levels, theregulation
should ensure non-manipulated demand for and
supply of securities to avoid unwarranted over-
valuation or undervaluation of securities.

Withglobalisation, theeconomic agentsof one
economy hold assets in other economies. The
variations in asset valuations in other economies
have significant wealth effect in the host econ-
omy. Further, since the markets are linked
globally, thevaluationsin one market haveripple
effect on others. It is even possible to manipulate
market on one jurisdiction by manipulating
market in another jurisdiction. Times are not far
off when the sharp gyrations in valuations of
equity or other assets in any part of the world
would contribute to divergence between aggre-
gate demand and supply and can move the
economies up or down depending on the degree
of integration with the global economy and the
direction and size of valuations. As more people
invest in market linked assets and depend on
markets for their income and wealth, asset price
volatility anywhere in the world could have
severe macroeconomic consequences and impli-
cationsfor monetary policy. A substantial risein
asset priceswill increase‘ unearned’ incomesand
consequently aggregate demand and vice versa.
This will amplify macroeconomic swings.
Besides, sharpfluctuationsin asset pricescanfuel
expectationsin arather irrational way which can
cause systemic risks. This increases demand for
effective regulation, backed by sound macro
policies. This forms the basis for regulations
relating to systemic risk, such ascircuit breaker,
unfair trade practice, risk management, etc.

Merit Vs. Disclosure Based Regulation
Thesecurities marketsin Indiafollowed merit

-based regulations till 1992, when the Capital
Issues(Control) Act, 1957 wasrepealed and SEBI
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was established. Till 1992, Government used to
take decisions on behalf of investors and issuers
based on its perception of the merits of a trans-
action. It was believed that it is better equipped
than investors/ issuers and can better decide the
merits of a transaction on their behalf. However,
onrealisingthe severelimitationsof thisapproach
inthe securities market which suffersfrom moral
hazard and adverse selection associated with
infformation  asymmetry, SEBI  adopted
Disclosure-based Regulation (DBR) regime. This
regime believes that the market rather than the
regulator isbest equipped to determine the merits
of atransaction. Under this approach, the regu-
lator ensures disclosure of full and accurate
information, based on which investors / issuers
take informed decisions and also assume
responsibility for their own decisions. It believes
that the regulator cannot take decisions for
investors / issuers, but it can protect them by
arming them with the information they need to
take decisions. Animportant element of investor
protection is the disclosure of information by
issuers and intermediaries [Glaeser et al., 2001,
Pp. 853-899]. Disclosure of information enables
an investor to decide if, at all, to undertake
transactions in securities market, and if so, in
which securities and at what prices and through
whichintermediary. It similarly enablesanissuer
to decide if, at all, to raise resources through
securities market and if so, through what instru-
ments and which intermediary. This fits in well
in the today’s anti-establishment climate, when
there is increasing deference to private decision
making. The investors/ issuers like it because it
gives them the freedom to take their own deci-
sions. The regulators like it because they are
reluctant to be accountable for the decisionsthey
take for or on behalf of issuers/ investors. The
issuers/ intermediarieslike it becauseit isnot as
ideologically threatening or as costly to comply
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with, particularly with the availability of tech-
nology, as substantive mandates [ Sahoo, 2005b,

Pp. 3-24].

The DBR removes information asymmetry
andthereby (a) improvesallocative efficiency, as
the investors and issuers get perfect information
about the market and can make more informed
and socialy optima decisions;, (b) enhances
equity as al theinvestors and issuers have equal
access to the information necessary for making
decision and no one benefits exclusively or at the
cost of othersfrom theinformation; (c) promotes
democratic governance and prevents fraud and
corruption, and (d) improves performance of the
disclosing parties as they know that their per-
formance is being watched and evaluated. It
changes the behavior of the disclosers (issuers /
intermediaries), andtheusers(issuers/investors),
or both. First, the disclosers provide, either on
their own volition or in compliance to some
regulatory mandate, certain information about
them, their activitiesand their products. Theusers
gather the information, and if warranted, change
their conduct / behavior in respect of thediscloser
or his product. As a result of the change in the
behavior of the users, thebehavior of thediscloser
also changes. The discloser also reveals his
changed behaviour which, inturn, inducesfurther
changesin the behaviour of the user. The process
continues ad infinitum and the market benefits
from the combined changesin the behavior of the
users and the disclosers in the desired policy
direction.

Thesuccess of DBR hinges on the presence of
avery congenial market environment. Firstisthe
faithinthe DBR. Thedisclosersmust believethat
the disclosureisin theinterest of the market and
hencein their own interest. Otherwise they make
a number of warning statements and a lengthy,
but largely meaningless section on risk factors
with a view to hide more than to reveal. The
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second is the financial literacy. A disclosure-
based regul atory regime presumes that users will
make sensible choicesor at |east that they should
have no one to blame for their foolishness but
themselves. For example, the securities laws in
theory permit issuers with no reasonable pros-
pects of profitability to sell securities to the
public, as long as their poor quality is fully
disclosed. Further, the marketplace often offers
products with diverse features to meet specific
preferences of investors. In such cases, if inves-
torsare not discerning, the DBR will not achieve
much. Third, the disclosures should be such that
everyone across the globe derives the same
meaning. This means that discloser must use
standard conventions of accounting and practices
to producetheinformation for disclosure. Fourth,
the cost of disclosure on the part of the discloser
andthe cost of usinginformation disclosed should
be minimum and should be less than the benefits
that accrue to the system. Fifth is a strong
enforcement mechanism. DBR is only as effec-
tiveastheliability that the disclosershaveto bear
for breaching the requirements. Moreover, the
liahility has to outweigh the potential gain from
non-disclosure. This requires the regulator to
have the ability to detect and establish non-
disclosure and powers to impose deterrent sanc-
tions.

The disclosers have reasons to voluntarily
disclose information about them and their prod-
ucts that the users want. They do not, however,
have an incentiveto disclose everything, because
disclosure is costly. Hence, the voluntary dis-
closuremay fall short of thelevel required by the
users. There can be a gap between what the
disclosers are willing to disclose on their own
volition and what the users need to take informed
decisions. Similarly, there can be a gap in the
quality (form, time, frequency, medium, stan-
dard, etc.,) of the disclosure. This happens
because of uneven power of the interest groups -
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disclosers and users. The disclosers are small in
number and are better organised. The users are
largein number and are generally not organised.
This inevitably reduces the quality and quantity
of disclosure. Thiscallsfor intervention from the
regulator to bridge the gap. This forms the basis
for regulations relating to initial, continuous and
event specific disclosures.

2.8 Regulation Vs. Development

Development and regulation are two sides of
the same coin - one does not exist independent of
the other. Unless market develops, it cannot be
regulated. Intheabsenceof regulation, themarket
cannot develop. Regulation is necessary to
developthemarket and oncethe market devel ops,
it needsto be regulated. For example, the Secu-
rities Contracts (Regulation) Act, 1956 (SCRA)
was amended in 1995 to lift the ban on optionsin
securities. But trading in derivatives did not take
off, as there was no regulatory framework to
govern these trades. Once the regulatory frame-
work was put in place in 2000, trading in deriv-
atives took off. This is so because the market
develops in a regulated environment, as it gets
protective shield of regulation. The same logic
does not hold good when derivatives emerged for
thefirst timein the world. The market for deriv-
atives emerged as a few enterprising innovative
participants felt a need and designed a new
product to meet the need. As people found the
product useful, the market developed. With
development of market, the participants and
regulators understood the nuances of the new
market and devel oped regul ationsto deal withthe
nuisances and provide an environment, which
promoted the market. As market developed fur-
ther, a variety of derivatives emerged to meet
demand of each niche segment and instances of
market abuse were also noticed. This made the
regulator fine-tune the regulatory framework to
deal with the possible abuses. This facilitated
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proliferation of the market. Thus, development
and regulation fed on each other in a virtuous
circle for an orderly growth of the market. As
other jurisdictions noticed the new product, they
imported the regulatory framework and indige-
nised it to suit to their local environment so that
market could develop in their jurisdiction also.
Thus, if there is market for a product elsewhere,
the regulation comes first at a different place. If
there is no market at all anywhere, the develop-
ment comes first and regulation follows.

A major objective of regulation has been
development of the market. Regulations signal
minimum standards of quality and hence enhance
confidence in markets. They minimise, at least
disclose, theinsecuritiesassociated with products
and transactions, and penalise the manipulators.
In the absence of regulations, the risk averse
investors may exit the market altogether. In its
extremeformthemarket breaksdown completely
as potential investors know there are high- and
low-quality products but they cannot distinguish
them ex-ante, while the issuers can make the
distinction but are unable or unwilling to com-
municate the distinction with credibility. In such
a case, by signaing minimum standard,
regulations remove the bad products from the
market and develop market for good products.
They are deeper determinants of development of
securities markets and of economic growth [Ro-
drik and Subramanian, 2003]. However, they act
as abarrier to development when it preserves an
inefficient structure of products and their provi-
sions. They occasiondly stifle financial innova-
tion and thereby cause dynamic inefficiency.

Given the inter-linkages between develop-
ment and regul ation, SEBI hasbeen assigned both
theresponsibilitiesin respect of securitiesmarket.
The preamble to the SEBI Act, 1992 that estab-
lished SEBI states that SEBI would protect the
interestsof investorsin securitiesand promotethe
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development of and regulate the securities mar-
ket. SEBI noted in its first annual report imme-
diately after it became statutory body in January
1992 that regul atory and devel opmental functions
are strongly interlinked and have the same
objectives in the long run, and very often, rapid
and healthy development is an outcome of well-
regulated structures. Whilst the preamble puts
both regulatory and developmental roles on the
same pedestal, the regulatory roleis sub-servient
to the developmenta role and should be just
enough to enforce the required degree of disci-
pline and foster high standards of fairness and
integrity of the markets.

There is some disagreement about import of
the word ‘development’ in the context of regu-
lation. Some believe that a regulator should
develop the market by inviting people to
participateinthemarket, whileothersbelievethat
regulator should improve the structures and pro-
cesses so that people feel comfortable to partici-
pate in the market. Some regulators seek and
occasionally succeed in securing incentives or
benefits for the products in their domain. This
occasionally distorts choice of people and hence
contributes to market failure. There is dso a
debate as to whether both the roles should be
assigned to the same agency. A recent report
[MOF, 2013a] has recommended that regulator
should not have entire responsibility of devel-
opment of the market. It divides developmental
initiatives into two categories, namely, (i)
initiatives that impose cost on the society as a
whole and yield gains to a particular group of
citizens such as financial inclusion (priority sec-
tor lending), and (ii) initiatives that foster the
development of market infrastructure or market
process (modernisation of market infrastructure,
strengthening consumer protection, adopting
international best practices, etc.). Government
and regulator should have responsibility for the
firstand second category, respectively. Assigning
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both the developmental responsibilities to areg-
ulator creates conflicts and inefficiency. If the
developmental mandate is passed on to the
regulated, which is often the case, it adds to the
cost of service provided by them.

2.9 Market Failure Vs. Sate' Failure

Economic development in India initialy
depended on Government and Government
enterprises as the private sector then lacked trust
as well as the capacity. On failure of the Gov-
ernment to meet all the economic needs effi-
ciently, private sector was allowed to undertake
business under severe constraints. Gradually
constraints were liberalised, but market was
promoted to discipline the private enterprises.
However, market occasionally failed to yield the
best allocation of resources. An example of
market failure was the payment crisis of
approximately Rs. 5,600 crore at the National
Spot Exchange Limited (NSEL ) involving about
13,000 investors [MCA, 2014]. The genesis of
thiswasaGovernment notification that exempted
all forward contracts of one day duration for the
sale and purchase of commodities traded on the
NSEL from operation of the provisions of the
Forward Contract (Regulation) Act, 1952
(FCRA) subject to certain conditions. NSEL was
neither recognised nor registered under the FCRA
nor were the contracts traded on NSEL approved
by any authority. The market failed as there was
no regulatory oversight over NSEL and the con-
tractstraded onNSEL . Thecontemporary thought
and approachto regul ation and design of financial
markets emphasise that market failureisthe only
legitimate rationale for regulation [Planning
Commission, 2008a; MOF, 2007, 2010, 2013a,
2013b, and 2014].

Liberalisation does not mean scrapping of all
codes and statutes, as some market participants
may wish. It rather means replacement of one set
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by another set of moreliberal code/ statute, which
allows full freedom to economic agents, but
influence or prescribe the way they should exer-
cisetheir freedom, so that the liberalised markets
operate in an efficient and fair manner and the
risks are minimised. The reforms aimed at liber-
alisation (reducing regulation) have only
increased the volume of regulations. In fact, freer
markets often call for more regulations as expe-
rience with liberalisation and regulatory reforms
inadvanced countriesindicate[V ogel, 1996]. But
there is no guarantee that regulations would not
fall. It has, in fact, failed occasionally. It failsfor
the very same reason as the market fails. For
example, regulator does not have the same level
of information about the market as the regul ated
have. Often regul ators come from theindustry or
end up there, which introduces biasin regulatory
decision. Sector-specific regulation is a perilous
task which, at worst, can be captured by the
regulated industry; regulation may end up bene-
fitting producers rather than consumers [Stigler,
1971].

A growing body of empirical studies have
supportedthisby documenting variousregul atory
dysfunctions [Dal B6, 2006, Pp. 203-225]. Wolf
[1978] has raised doubts about effectiveness of
government interventions and even felt that
government failure may be of the same order of
importance as market failure. He lists out four
sources and types of non-market failure, namely,
internalities, redundant and rising costs, derived
externalities, and distributiona inequity. Gov-
ernment failure arises when Government creates
inefficiencies because (a) it intervenes where it
shouldnot, that is, thereisno evidence of amarket
failure to correct, (b) it does not use an inter-
vention which could have corrected the market
fallure at a significantly lower cost, (c) the
intervention isnot implementable and hence does
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not yield the expected outcome, or (d) the inter-
vention, not properly calibrated, results in unin-
tended consequences.

The strategy changed to market discipline
tampered with Government intervention. Unfor-
tunately, both the Government and the market
have failed simultaneously on many occasions.
The continued existence of a dozen exchangesin
India without any business over decades is a
classicexampleof government failureand market
failure. The 2008 financial crisis presentsabright
example of failure of both the market and the
Government. There were four primary failures
contributing to the 2008 crisis: excessive risk-
taking in the financial sector due to mispriced
government guarantees; regulatory focus on
individual institution risk rather than systemic
risk; opacity of positionsin financial derivatives
that produced externalities from individual firm
failures; and runs on the unregulated banking
sector [Acharya et. al., 2011]. People generally
havealoveand hate relationship with regulation:
demand for regul ation riseswhen something goes
wrong, while people complain of regulation in
normal times. Davies [2004, Pp. 12-20] beauti-
fully summed up: " Politicians complain about the
cost of regulations, and apologise for it to their
business supporters, but of course as soon as the
company fails, the politician's language shifts
180 degreesand questions areimmediately asked
about where the light-touch regulator was when
this dastardly plot was being hatched. Why did
the regulator not prevent the failure?' (p. 14)

Sidgwik, [1901] argued that it does not follow
that whenever laissez faire fals short, govern-
ment interference is expedient, since the inevi-
table drawbacks of the latter, may in any
particular case, be worse than the shortcomings
of the private enterprise. When administrative
capacity of the Government is severely limited,
that is, the law and order environment isweak, it
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is better to accept the market failure and not
intervene [Glaeser & Shleifer, 2003, Pp.
401-425]. In either case, harmful conduct is not
punished, but withlaissez faire, at least corruption
and other forms of subversion are avoided. Wolf
[1978] reiterates that market failure is only a
necessary, but not a sufficient condition, for state
intervention. Regulation is not a virtue by itself
and may not always succeed in correcting/arres-
ting market failure. OECD [1995] asked ten
guestions at the time of making regulatory
decisions: (a) Is the problem correctly defined?;
(b) Is Government action justified?; (c) Is regu-
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lation the best form of Government action?; (d)
Isthere alegal basisfor regulation?; (€) What is
the appropriate level (or levels) of Government
for this action?; (f) Do the benefits of regulation
justify the costs?; (g) Isthe distribution of effects
across society transparent?; (h) Is the regulation
clear, consistent, comprehensible, and accessible
to users?; (i) Have all interested parties had the
opportunity to present their views?; and (j) How
will compliance be achieved?. Box 3 presentsthe
12 recommendations of OECD on regulatory
policy and governance.

benefits are maximised.

regulatory quality.

Box No. 3. OECD Recommendations on Regulatory Policy and Gover nance

1. Commit at the highest political level to an explicit whole-of-government policy for
regulatory quality. The policy should have clear objectives and frameworks for
implementation to ensure that, if regulation is used, the economic, social and envi-
ronmental benefitsjustify the costs, the distributional effects are considered and the net

2. Adhere to principles of open government, including transparency and participation in
theregulatory processto ensurethat regulation servesthepublicinterest and isinformed
by the legitimate needs of those interested in and affected by regulation. Thisincludes
providing meaningful opportunities (including online) for the public to contribute to
the process of preparing draft regulatory proposals and to the quality of the supporting
analysis. Governments should ensurethat regul ations are comprehensible and clear and
that parties can easily understand their rights and obligations.

3. Establish mechanisms and institutions to actively provide oversight of regulatory policy
procedures and goals, support and implement regulatory policy, and thereby foster

4. Integrate Regul atory Impact Assessment (RIA) into the early stages of the policy process
for the formulation of new regulatory proposals. Clearly identify policy goals, and
evaluate if regulation is necessary and how it can be most effective and efficient in
achieving those goals. Consider means other than regulation and identify the trade-offs
of the different approaches analysed to identify the best approach.
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deliver the intended policy objectives.

in practice.

sub-national levels of government.

5. Conduct systematic programme reviews of the stock of significant regulation against
clearly defined policy goas, including consideration of costs and benefits, to ensure
that regulations remain up to date, cost justified, cost effective and consistent, and

6. Regularly publish reports on the performance of regulatory policy and reform pro-
grammes and the public authorities applying the regulations. Such reports should also
include information on how regulatory tools such as Regulatory Impact Assessment
(RIA), public consultation practices and reviews of existing regulationsarefunctioning

7. Develop a consistent policy covering the role and functions of regulatory agenciesin
order to provide greater confidence that regulatory decisions are made on an objective,
impartial and consistent basis, without conflict of interest, bias or improper influence.

8. Ensurethe effectiveness of systemsfor thereview of thelegality and procedural fairness
of regulationsand of decisionsmadeby bodiesempoweredtoissueregul atory sanctions.
Ensurethat citizensand businesses have accessto these systems of review at reasonable
cost and receive decisions in atimely manner.

9. As appropriate apply risk assessment, risk management, and risk communication
strategies to the design and implementation of regulations to ensure that regulation is
targeted and effective. Regulators should assess how regulations will be given effect
and should design responsive implementation and enforcement strategies.

10. Where appropriate promote regulatory coherence through co-ordination mechanisms
between the supranational, the national and sub-national levelsof government. Identify
cross-cutting regulatory issues at al levels of government, to promote coherence
between regulatory approaches and avoid duplication or conflict of regulations.

11. Foster the development of regulatory management capacity and performance at

12. In developing regulatory measures, give consideration to all relevant international
standards and frameworks for co-operation in the same field and, where appropriate,
their likely effects on parties outside the jurisdiction.

Source: OECD [2012].

Hence, each piece of existing and proposed
regulation and supervision should be tested by
trying to answer a few questions, namely, (a) Is
there evidence or strong likelihood of any market
failure?, (b) Can the regulation really correct for
the likely market failures?; (c) Is the regulation
justified by the optimising principle that seeksto
equate the benefits and costs at the margin, that
is, istheintervention the most cost effective?; (d)
Is the regulation designed to ensure that it

addresses the market failure and does no more,
that is, it does not have any unintended conse-
guences?, and (e) Can the regulation be
implemented and not subverted? At any point of
time, these tests should be applied to find out
which regulatory provision needs to be intro-
duced, modified or removed. However, the tests
would often result in controversial findings as
these depend substantially on subjective assess-
ment of people carrying out the tests. As far as
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possible, efforts should be made to makethetests
objective and be supported by credible
researches. Further, a good policy entails right
mix of State and markets that has to be crafted
with intelligence [Basu, 2006]. Where market
signalsaloneare not effective guidesto desirable
action, appropriate non-market institutions are
required to be created [Datta-Chaudhuri, 1990].

2.10 Self-Regulation Vs. Satutory Regulation

There are broadly three ingtitutional forms of
regulation, namely, self-regulation (regulations
made by the users themselves voluntarily), stat-
utory regulation (regulations made under the
statute or by a statutory regulator), and
co-regulation or two-tier regulation (mix of
self-regulation and statutory regulation). Every
industry generally starts with self-regulation; it
comes up with its own regulations and standards
to govern the transactions in the industry and
conduct of its participants. Such regulation is
generaly forward looking and embedded on the
ground and carries the legitimacy and commit-
ment of implementation. It workswell wherethe
competition is vigorous, structure of firms is
relatively simple, goods/services are well-
defined and information is largely available in
publicdomain[Doyle, 1997]. However, it failsas
industry becomes impersonal, large and compli-
catedandthereby fail sto addressinherent conflict
of interest. On failure of self-regulationin certain
circumstances, statutory regulation comesin. For
exampl e, the accounting profession in the United
States shifted from self-regulation to statutory
regulation by the Public Company Accounting
Oversight Board™ (PCAOB) set up under the
Sarbanes-Oxley Act, 2002. The statutory regu-
lation is carried on by a statutorily empowered
regulator with detailed arrangements of
accountability. The regulator usually does not
have any conflict of interest as it pursues only
public interest except when it is captured by the
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regulated. However, the functionaries with reg-
ulators are quite sensitive to criticism in media
and fearful of actions by vigilance agencies.
Hence, they haveatendency toavoidfirm, prompt
decisive actions. Therefore, given its advantages
of self-regulation and disadvantages of statutory
regulation, self-regulation continues to co-exist
with statutory regulation. A two-tier model is
usually superior to asystem wholly reliant either
on self-regulation or statutory regulation.

Thereis atrend of decline of self-regulation
andgrowth of statutory regul ators[Davies, 2004].
Three developments have contributed to declin-
ing role of SROs in securities market. First, the
stock exchanges used to be association of
individuals and not-for-profit organisations.
Individuals were governors of the exchange and
usersof itsservices. Therewasoccasional conflict
of interest asthegovernors and users championed
public interest and private interest simulta-
neously. When there was tension between public
interest and private interest, the latter got
precedenceover theformer, self-regulation broke
down and the market witnessed misconduct
which shook the confidence of investors. It also
suffered from several other limitations, such as
under regulation, lenient enforcement, freeriders,
collusion, etc., as any other club. By aregulatory
fiat,”” the exchanges were demutualised and
dominance of usersin governance was reduced.
In the process, the exchanges became corporate,
for profit entities. This has given rise to another
kind of conflict of interests between commercia
aspirations and regulatory tasks of an exchange
which undermines its regulatory role.

Second is the emergence of empowered stat-
utory regulators who are continuously in search
of new turf. They have a tendency to take over
well-established institutions and practices from
SROs. For example, SEBI has taken over sub-
stantial part of regulation of markets as well as
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regulation of listed companies and brokers, not
for without avalid reason. It has recently decided
to have listing regulations to deal with matters
such as corporate governance and disclosures by
listed companies, which was governed so far
through a listing agreement between a listed
company and the stock exchange concerned. The
third isthe limited reach of SROs. The members
of the SRO started undertaking several activities
not regulated by the SRO. For example, a stock
broker took up services relating to commodity
broking or deposit participant, which is not reg-
ulated by a stock exchange. Further, as industry
became globalised and practices and regulations
differed over geography, an SRO failed in terms
of authority and competence to rule outside the
country of its origin. In contrast, the statutory
regulators are empowered to have some kind of
extra-territorial jurisdiction. For example, the
Securities Laws (Amendment) Act, 2014
explicitly empowers SEBI to call for information
from or furnish information to an agency outside
India, which has functions similar to those of
SEBI. The State has the authority to apply and
enforce the laws of this country against the
persons and things beyond its territory when its
‘legitimate interests’ are affected.”

The 10SCO Principles recognise that self-
regulation may be an appropriate tool of regu-
lation, but they do not recommend that SROs be
necessarily a part of the regulatory structure in
every jurisdiction. Nevertheless, securities mar-
ket generally usesatwo-tier model. For example,
the UK uses statutory authorities [Prudential
Regulation Authority (PRA) and Financial Con-
duct Authority (FCA)] in combination with a
number of SROs [Investment Management
Regulatory Organisation (IMRO), Securitiesand
Futures Agency (SFA), Persona Investment
Authority (PIA), Life Assurance and Unit Trust
Regulatory Organisation (LAUTRO), Financia
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Intermediaries, Managers and Brokers Regu-
latory Association (FIMBRA), Association of
Futures Brokers and Dealers Limited (AFBD)
and The Securities Association Limited (TSA)].
The USA combines statutory authorities [Secu-
rities and Exchange Commission (SEC) and
Commodity Futures Trading Commission
(CFTC)] with a number of SROs [Financia
Industry Regulatory Authority, Inc. (FINRA),
National Futures Association (NFA), clearing
corporations, depository companies, securities
exchanges, etc.] India uses statutory regulator
SEBI in conjunction with SROs like stock
exchanges. The SEBI Act, 1992 obliges SEBI to
promote SROs. It has come up with regulations
to register and regulate SROs, though as on date
no SRO, except stock exchanges, is registered.
The SROs require registration or recognition of
the regulator, approval of rules by the regulator,
regular filings, etc. The statutory regulator has
strong oversight over SROsand hasbeen refining
ownership and governance structures to address
conflict of interestinherent in SROsthat servethe
commercial interests of itsmembers or usersand
regulate them. The trend is rather regulated self-
regulation.

2.11 Rule Vs. Principle Based Regulation

Under the rule-based approach, the regulator
prescribes in great detail exactly what the regu-
lated must do and what they must not. Most
regulatory systems contain amixture of rulesand
principles. Rules may become more principle-
like through the addition of qualifications and
exceptions, whereasprinciplesmay becomemore
rule-like by the addition of best-practices and
requirements [Ford, 2008, Pp. 1-60]. No market
issolely governed by principle-based regulations
or by rule-based regulations and the dichotomy
betweenthetwoisover blown. Nelson[2003, Pp.
91-104] believed "One reason why relatively
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younger standard setting regimes like IAS (In-
ternational Accounting Standards) appear more
principles-basedisthat they have not had asmuch
time to accrete rules' (p. 92). Quite often the
context and culture determine the kind of regu-
latory approach. For example, UK is more prin-
ciple based because it has more institutional
investors while USA is more rule based because
it has more retail investors. Walsh [2008, Pp.
381-412] has come up with an approach called
"institution-based" regulation, which contains
both principles and rules, but adopts a funda-
mentally different regulatory strategy. Under this
approach, regulator requires regul ated entitiesto
create certain internal ingtitutions.* It commu-
nicates its expectations through interpretations,
guidance, and persona statements. Once
regulated entities have established the mandatory
institutions, they have considerable discretion in
determining how those institutions will actually
function within the context of each particular
firm.

FSLRC[MOF, 20134] hasargued in favour of
legidations with very high level, timeless prin-
ciples, on the lines of Indian Contract Act, 1872
and the Indian Evidence Act, 1872 which have
stood the test of time. These principles should,
however, be linked to the continuously evolving
world of technology, institutional arrangements
andfinancial sector processesthrough continuous
revision of subordinated legislation, and inter-
pretation by the judiciary. The subordinated
legidation could either bein the form of detailed
prescriptive rules or be principles-based,
depending on the situation and the judgment of
the regulator. This would substantially improve
compliance culture. However, Dr. P. J. Nayak, a
member of the FSLRC dissented on the ground
that this is not pragmatic in the Indian context,
particularly as most financial sector law has
hitherto been rules-based. He observed [MOF,
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2013a]: "Where rules-based law has achieved
adequate comprehensiveness, it provides greater
certainty to financial sector participants in
understanding whether contracts and behaviour
arelawful. Principles based law does not provide
such certainty, but by focusing on more gener-
alised principles, covers the gaps by providing
meaning to situations not presently contemplated
but which could arise in future" (p. 151). He
further believed that in the Indian context, with
an accumulating backlog of cases with courts, it
is more problematic.

Indiahas been following rule-based approach.
Of late, it is adopting principles in certain cases
while retaining the rules. The recent years wit-
nessed a variety of innovative fund-raising
schemes which did not fit into any of the
description of products / schemes regulated by
any regulator. The schemeswere so designed that
no regulator could claim jurisdiction over such
scheme. As a conseguence, investors in such
schemes did not get regulatory protection. To
address this, the Securities Laws (Amendment)
Act, 2014 lays down that any pooling of
resources, if it is not regulated otherwise, would
be deemed to be a CIS and regulated by SEBI
accordingly. Now any innovative design of
scheme cannot keep it out of regulatory ambit.
Similarly, SEBI board decided to convert listing
agreement into listing regulations. These regu-
lations, in addition to specifying specific
obligations, would incorporate the overarching
principlesfor making disclosuresand obligations.
The extant rule-based regulations are getting
tampered with principle-based regulations.

With this understanding of the securities reg-
ulations, we now turn to a profile of the Indian
securities market in Section 3.
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SECTION 3
AN OVERVIEW OF INDIAN SECURITIES
MARKETS- A PROFILE

The law defines ‘ securities’ to include shares,
scrips, stocks, bonds, debentures, debenture
stock, or other marketabl e securities of likenature
in or of any incorporated company or body
corporate, government securities, derivatives of
securities, units issued by any collective invest-
ment scheme, units of mutual funds (MFs),
security recelpts, securitisation instruments, such
other instruments so declared by the Central
Government and rights and interest in securities.
An instrument which is not ‘securities today
under the law can be treated as ‘ securities’ if the
Government so deems in the changed market
environment. These instruments do not have any
thingincommon except abundleof ‘insecurities'.
This Section™ presentsan overview of the market
design and market outcome in the organised
market for ‘securities’ in India. It does not cover
such details in respect of government securities
as these do not come under the jurisdiction of
SEBI,' which isthe focus of this study.

Thesecuritiesmarket in Indiadatesback tothe
18th century when the securities of the East India
Company were traded in Mumbai and Kolkata.
The brokers used to gather under a Banyan tree
in Mumbai and under aNeem treein Kolkatafor
the purpose. However, the real beginning came
in 1850s with the emergence of joint stock com-
panieswith limited liability. The 1860switnessed
feverish dealings in securities and reckless
speculation which culminated in the ‘ black day’
on July 1, 1865. This brought brokersin Mumbai
together on 9th July, 1875 to form the first
formally organi sed stock exchangeinthecountry,
"The Native Share and Stockbrokers Associ-
ation" [SEBI, 2013] which has morphed to BSE
Ltd. Thiswas given permanent recognition under
the Securities Contract Regulation Act (SCRA)
in 1957.
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The securities market attracted heightened
attention from policy-makers in the aftermath of
the scam of 1992 [Shah, 1999, Pp. 183-194] and
as a part of pro-market reforms of the 1990s
[Subramanian, 2007]. This led to several state
initiatives, including establishment of SEBI, in
the securities markets in the following years.
Along with reforms comprising liberalisation,
development and regul ation, thesecuritiesmarket
has been growing exponentially as measured in
terms of amount raised from the market, number
of market participants, the number of listed
stocks, number of takeover transactions, market
capitalisation, turnover on stock exchanges, etc.
Thedatain Table 1 bear testimony to thisgrowth.

The Government and the corporate sector
together raisedasum of Rs. 23,82,191 crorefrom
the market during 2019-20. The MFs mobilised
net resources of about Rs. 87,301 croreduring the
same period. TGhe assets at the disposal of MFs
stood at Rs. 22,26,203 crore, the net cumulative
investment by foreign ingtitutional investors
(Flls) at US$ 245 billion, and the valuation of
equity of companies listed on exchanges reached
Rs. 1,13,48,757 crore at the end of March 2020.
The exchanges reported an aggregate turnover of
Rs. 96,59,735 crore in the equity cash segments
and Rs. 34,47,95,160 crore in equity derivative
segmentsin 2019-20, whilethesubsidiary general
ledger reported a total turnover (outright trans-
actions) of Rs. 94,33,829 crore in government
securitiesin 2018-19. The open interest in equity
derivativesat theend of March, 2020 reached Rs.
1,63,160 crore. The depositories were having a
total of 4.1 crore investor accounts at the end of
March, 2020. The MFs together had 8.97 crore
foliosonthesamedate. Attheend of March, 2020,
there were 5.42 crore investors registered with
BSE for undertaking transactions. An estimated
3.4 crore households participate in Indian secu-
rities market in 2015.
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Table1l. A Profileof Indian Securities Markets
Parameter Unit 1991-92  1995-96 2000-01  2007-08  2013-14 2019-20
() @) (©) (@) ®) (6) @) (©)
Amount Raised by Government Rs. crore 12,284 46,783 1,28,483 2,22,883 8,97,119 15,62,191
Amount Raised Domestically by Corpo-  Rs. crore 16,366 37,490 74,199 2,96,432 4,68,606 8,20,000
rate Sector
Amount Raised through Euro Issues Rs. crore NA 1,297 4,197 26,556 116 0
Amount (Net) Raised by Mutual Funds Rs. crore 11,253 -5,833 11,135 1,53,802 53,782 87,301
Assets Under Management of MFsat the Rs. crore 37,973 74,315 90,587 5,05,152 8,25,240 22,26,203
end of year
No. of Folioswith MFs Crore NA NA NA 4.76 3.96 8.97
Sensex at end of the year Index 4285 3367 3604 15644 22386 29,468
Market Capitalisation at theend of year ~ Rs. crore 354,106 5,72,257 7,68,863 51,54,368 74,15296 1,13,48,757
Turnover in Equity Cash Segment Rs. crore NA 2,27,368 28,80,990 51,30,816 33,41,338 96,59,735
Open Offers under Takeover Code Rs. crore NA NA NA 28,706 45,411 20,530
Turnover (Out-right) in Government Rs. crore NA NA 512,084 16,53,851 89,56,689 94,33,829*
Securities
Turnover in Equity Derivatives Segment Rs. crore NA NA 4,018 1,33,32,787 4,75,75,571  34,47,95,160
Open Interest in Equity Derivatives at Rs. crore NA NA 46.42 48974 1,25,078 1,63,160
the end of year
Turnover in currency derivatives Rs. crore NA NA NA NA 69,80,795 1,63,37,668
No. of Investors registered with BSE for Crore NA NA NA NA 2.69 5.42
trading
Net Cumulative Investment by FIISFPIs  US$bn NA 52 135 68.9 180.4 2451
at the end of Year
Amount of Demat Settlement Rs. crore NA NA 268,736 16,12,307 16,61,653 40,54,692
No. of Investor Accountswith Deposito-  Crore NA NA 0.38 1.0 218 41
ries at the end of year
Estimated no. of Investors participating Crore NA NA NA NA 32 NA

in securities market

* For 2018-19
Source: RBI (Several years) and SEBI ((Severa years)

3.1 Market Segments

Thesecuritiesmarket hasthreeinterdependent
and inseparable segments, the new issues (pri-
mary) market, the stock (secondary) market and
the derivatives (tertiary) market. The primary
market provides the channel for sale of new
securities while the secondary market deals in
securities previoudly issued. The price signals,
which subsume all information about the issuer
and his business including associated risk, gen-
erated in the secondary market, help the primary
market in allocation of resources. The issuers of

securitiesissue (create and sell) new securitiesin
the primary market to raise funds for investment
and/or to discharge some obligation. They do so
either through public issuesor private placement.
Itisapublicissueif anybody and everybody can
subscribe for the securities. If the issue is made
to select people, it iscalled private placement. In
terms of the Companies Act, 2013, an issue
becomes public if the offer or invitation to sub-
scribe to securities is made to such number of
persons exceeding 50 or such higher number as
may be prescribed. This means that an issue
offered to less than 50 persons is a private
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placement.”’ If the securities are issued exclu-
sively to the existing shareholders, it is called
‘rights’ issue. It is a public issue if the offer is
made to public at large. The securities areissued
at facevalue, at adiscount or at apremium. There
are two major types of issuers who issue securi-
ties. The corporate entitiesissue mainly debt and
equity instruments (shares, debentures, etc.),
while the Governments (Central and State Gov-
ernments) issue debt securities (dated securities
and treasury bills). A variant of primary market
allowsthe existing shareholders of acompany to
offer securitiesto public for subscription through
an offer document. Thisis called offer for sale.
This route is generally used by Government for
disinvestment of its shares in public sector
undertakings (PSUs).

The secondary market enables participants
who hold securities to adjust their holdings in
response to changes in their assessment of risk
and return. They also sell securities for cash to
meet their liquidity needs. The secondary market
has further two components, namely the Over-
the-Counter (OTC) market and the exchange-
traded market. OTC is different from the market
place provided by the Over The Counter
Exchange of India (OTCEI), which is a recog-
nised stock exchange. OTC markets are essen-
tialy informal markets where trades are
negotiated. The spot trades where securities are
traded for immediate delivery and payment take
place in the OTC market. The exchanges do not
provide facility for spot trades in a strict sense.
Closest to spot market™® is the cash market where
settlement takes place after some time. Trades
taking place over atrading cycle, i.e., aday under
rolling settlement, are settled together after a
certain time. All the stock exchanges in the
country provide facilities for trading of equities,
though many of them are defunct. Trades
executed on the national exchanges™ are cleared
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and settled by Clearing Corporations which pro-
vide novation and settlement guarantee. Except
rare exceptions, al trades settled by delivery are
settled in demat® form.

The secondary market has a few variants
whichallow apersontobuy securitiesfromalarge
number of holders in pursuance to specified
objectives. For example, a company buys back
the shares from the existing holders of securities
on a proportionate basis through tender offer or
from the open market through book building
process or stock exchanges. Another variant
allows promoters to buy the outstanding shares
with public with a view to delist the company.
Still another variant allows a person to acquire
shares/ voting rightsin excessof acertain percent
through a public announcement / offer to do so.
Thisiscalled market for corporate control which
assigns the enterprises to the best managers.

The tertiary market allows trading of deriv-
atives of securities (futures and options), where
securities are traded for future delivery and
payment. This enablesthe holdersof securitiesto
guardthemsel vesagai nst uncertaintiesarising out
of fluctuationsin pricesof securities. They hedge
their positions by locking in prices through
derivative transactions. In futures market, stan-
dardised contracts are traded for future delivery
of securities and settlement. These futures can be
on a basket of securities like an index or an
individual security. In case of options, contracts
are traded for conditional future delivery of
securities. There are two types of options - a put
option permits the buyer to sell a security to the
writer of options at a predetermined price while
a call option permits the buyer to purchase a
security from the writer of the option at a prede-
termined price. These options can also be on
individual stocks or a basket of stocks like index
and can follow European or American style of
settlement. Stock optionsfollow American style



of settlement where the options can be exercised
at any time up to the expiration date, while the
index options follow European style where
options can be exercised only on the expiration
date. Three exchanges, namely, NSE, BSE and
MCX-SX provide trading of derivatives of
securities.

3.2 Dependence on Markets

Threemain setsof entitiesdepend on securities
markets. While the corporate sector and Gov-
ernments raise funds from the securities market
to meet their needs of investment and / or to
dischargetheir abligations, the householdsinvest
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their savings in securities. The Central Govern-
ment and the State Governments now-a-days
finance about 80% of their respective fiscal
deficits through borrowings from the securities
market. The corporate sector finances about one
third of its external finance requirementsthrough
the securities market (Table 2). The household
sector accounted for 56% of gross domestic
savings during 2017-18; 40% of their savings
were in financial assets. The share of financial
savings of the household sector in securities
(shares, debentures, public sector bonds, units of
UTI and other MFsand government securities) is
estimated at at 11.1% in 2018-19.

Table 2. Dependence on Securities Markets

Year Share (%) of Securities Marketsin
External Finance of Fiscal Deficit of Central  Fiscal Deficit of State Financial Savings of
Corporates Government Governments Households

@ @ (©) ©) ®
1991-92 32.80 20.7 175 229
1995-96 4154 56.4 18.7 7.7
2000-01 38.27 61.8 14.0 5.8
2007-08 53.07 734 715 10.1
2013-14 33.62 90.6 88.2 59
2019-20 NA 67.2 90.6* 11.1*

* Relate to 2018-19

Source: Compiled from CMIE (Several years) and RBI (Severa years)

3.2.1 Investor Population

The Society for Capital Market Research and
Development (SCMRD) used to carry out peri-
odic surveys of household investors to estimate
the number of investors since 1975 [Sahoo &
Venkateswaran, 2005, Pp. 1143-1147]. The sur-
vey carried out in 1990 placed the total number
of shareowners at 90-100 lakh. The next survey
estimated the number of shareowners at around
140-150 lakh as of mid-1993. A later survey
estimated the number of shareownersat around 2

crores at end 1997, after which it remained
stagnant up to the end of the 1990s. The bulk of
theincreasein the number of investorstook place
during 1991-94 and the momentum tapered off
thereafter.

SEBI and National Council of Applied Eco-
nomic Research (NCAER) have been carrying
outinvestor surveysat intervals. Accordingtothe
first SEBI-NCAER Survey of Indian investors
[SEBI, 2011], an estimated 12.8 million, or 7.6%
of al Indian households representing 19 million
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individuals had directly invested in equity shares
and/ or debentures at the end of thefinancial year
1998-99. According to the second Survey [SEBI,
2011], 13.1 million, or 7.4% of al Indian
households, representing 19.5 million individu-
als, had directly invested in equity sharesand/ or
debentures in 2000-01. The third survey [SEBI,
2011] estimated that 24.5 million households had
invested in equities, debts and mutual funds in

REFORMING THE REGULATORY STATE

345

2010-11. Inthefourth survey (SEBI, 2015), itwas
estimated that 33.7 million households invested
in equities, debts and mutual funds in 2014-15.
(see Table 3) It may be noted that these surveys
have estimated the number of investorsin listed
equities, listed debentures and units of MFs. An
indirect, but very authentic, sourceof information
about distribution of investors is the database of
beneficial accounts with the depositories.

Table 3. Investor Population

Investmentsin 1990 1998-99 (SEBI- 2000-01 (SEBI- 2010-11 (SEBI- SEBI Investor Survey
(SEBI/ NCAER) NCAER) NCAER) 2015
SCMRD)
Urban Rural Total Urban Rural Total Urban Rural Tota Urban Rural Tota
@ @ @ »® 6 6 O © O W w W W @
Number of Householdswith investmentsin Equity / Debentures/ M Fs (million)
Equity (E) 38 830 380 1210 462 192 654 542 321 863 19.0
Debentures (D) 29 296 074 370 528 427 955 359 174 534 7.7
EnD 2.7 240 059 299 210 091 301
EuD 4.0 883 398 1281 780 528 13.08
Units of MFs (MF) 1505 7.04 474 1178 621 429 1050 220
(Eu D)~ MF 251 133 385
Derivatives (Equity 3.0
and Currency)
Commodity Deriv- 21
atives
(EuD)uMF 1233 868 2101 1523 925 2448 237 100 337
Number of Investorswith Investmentsin Equity / Debentures/ MFs (million)
Equity (E) 9.00 1222 573 1795 693 280 973
Debentures (D) 436 112 549 792 623 1415
EnD 353 089 443 315 133 448
EuD 10.00 1305 5.9 1901 117 7.7 195
Units of MFs (MF) 230 1135 765 190
(Eu D)~ MF 405 214 6.19
(EuD)uMF 19.01 1320 3221

Source: SEBI-NCAER Surveys (2000, 2002 2011), SEBI (2015a)
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The folios with MFs and unique client codes
with exchanges al so give an indication of number
of investors in the country. These data taken
together give an impression that the participation
of retail investor is not increasing over the years,
despite increase in population and per capita
income. This is corroborated by the share of
securitiesin financial savings of households. The
impression also prevails that repeated market
misconducts, often outside jurisdictions of regu-
lators, are discouraging investors from partici-
pating in the securities markets.

3.2.2 Intermediaries

Itis not that the investors and investees meet
each other on afine morning and exchange funds
for securities. It is difficult to accomplish such
double coincidence of wants. The amount of
funds supplied by the investors may not be the
amount needed by the investees. Similarly, the
risk, liquidity and maturity characteristics of the
securities may not match the preference of the
investors. The intermediaries match the prefer-
ences and bring these suppliers together. They
may act as agents to match the needs of the
suppliers of funds / securities, help them in
creation and sale of securities, or buy the secu-
ritiesissued by suppliersof securitiesand inturn,
sell their own securities to suppliers of funds. It
is, thus, a misnomer that securities market dis-
intermediatesby establishing adirect relationship
between the suppliers of funds and the suppliers
of securities. It requiresservicesof alargevariety
of intermediaries to bring the suppliers of funds
and the suppliers of securities together for a
variety of transactions. The disintermediation in
the securities market is in fact an intermediation
with adifference; it is arisk-lessintermediation,
wherethe ultimaterisksareborne by thesuppliers
of funds/securities, and not the intermediaries
[Sahoo, 1997]. Table 4 presents the details of
participants and institutions operating in securi-
ties market.
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The quality of intermediation services deter-
mines the shape and health of the securities
market, as the suppliers of funds/securities, and
occasionaly regulator, rely on knowledge and
expertise of the intermediaries and look up to
them for guidance and support. The provision of
quality intermediation is necessary not only to
sustain the reforms in the market, but also to
maintain and enhancethe confidence of investors
/issuersin the market. They can have comfort if
theintermediariesaswell asitsemployees (i) are
fit and proper persons, (ii) follow a certain code
of conduct and behave properly, and (ii) are
capable of providing professional services. All
theintermediariesinthesecuritiesmarket arenow
registered and regulated by SEBI. Before autho-
rising a person to act as an intermediary, the
regulator determinesif itisafit and proper person
to participate in the market. In order to do so, it
takes account of financial integrity, convictions
or civil liabilities, competence, reputation and
character, efficiency and honesty, etc., of the
person. A code of conduct has been prescribed for
each intermediary as well asfor their employees
in the regulations; capital adequacy and other
norms have been specified; a system of moni-
toring and inspecting their operations has been
instituted to enforce compliance; and disciplinary
actions are taken against them for violating any
regulation. The intermediaries in the market are
mandated to have a compliance officer who
reports independently to SEBI about any non-
compliance observed by him. Thus, areasonably
satisfactory arrangement is in place to ensure
good conduct of the intermediaries. As regards
the capability, the intermediaries need to have
capable people who understand the market, reg-
ulations and products and can guide theinvestors
and issuers to take appropriate decisions. Thisis
generally ensured through aset of complementary
initiatives, namely, training and certification
programmes. SEBI has mandated certifications
for certain categories of professionalsin securi-
ties market.
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Table 4. Participants/ Ingtitutionsin Indian SecuritiesMarkets ason 31st March
Market Participants/ Institutions 2004-05 2007-08 2013-14 2019-20
@ @ ® Q) ®
Securities Appellate Tribunal 1 1 1 1
Regulators (DEA, MCA, RBI and SEBI) 4 4 4 4
Depositories 2 2 2 2
Depository Participants 477 654 859 899
Clearing Corporations NA NA NA 7
Stock Exchanges with trading of
Equities 23 19 20 4
Debt 2 2 2 2
Equity Derivatives 2 2 3 3
Currency Derivatives 0 0 4 3
Commodity Derivatives NA NA NA 5
Brokers
Equities 9128 9487 9411 4,249
Debt NA NA NA 378
Equity Derivatives 1003 1575 3051 3,460
Currency Derivatives - - 2395 2,708
Commodity Derivatives NA NA NA 2,257
Sub-brokers* 13,684 44074 51885 NA
Investment Advisers NA NA NA 1291
Research Analysts NA NA NA 680
Flls/ FPIs# 685 1319 1739 9,825
Sub-accounts - - 6394 NA
Portfolio Managers 84 205 212 351
Custodians 11 15 19 19
Registrars to an issue & Share Transfer Agents 83 76 71 80
Merchant Bankers 128 155 197 215
Bankersto an Issue 59 50 59 66
Debenture Trustees 35 28 31 31
Underwriters 59 35 3 2
Venture Capital Funds 50 106 207 189
Foreign Venture Capital Investors 14 97 192 251
Alternative Investment Funds - - 101 649
Mutual Funds 39 40 50 a7
Infrastructure Investment Trusts NA NA NA 10
Collective Investment Schemes 0 0 1 1
Credit Rating Agencies 4 5 6 7
Approved Intermediaries (Stock Lending) 3 2 2 2
Investment Advisers - - 129 1,291
KY C Registration Agency - 5 5

* The number of sub-brokers declined as SEBI allowed access to market through authorized persons. Subsequently, registration of
sub-brokerswas discontinued with effect from 1st April, 2019 and existing sub-brokerswere advised to migrate to act as an authorized

person of trading member.

# With the commencement of FPI Regime from June 1, 2014, the erstwhile FlIs, Sub Accounts and QFIs are merged into a new
investor class termed as "Foreign Portfolio Investors' (FPIs).

Source: SEBI (Several years)
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3.2.3 Indtitutions

The intermediaries, investees and investors
use services provided by ahost of MlIs, namely,
stock exchanges, depositories, and clearing cor-
porations. The regulator ensures fair conduct of
these institutions, intermediaries and investees,
and lays down and enforcestherulesof thegame.
A tribunal ensuresthat theactions of theregulator
are fair and equitable. Brief details of these
ingtitutions™ are provided here.

3.2.3.1 Sock Exchanges:

Thestock exchangesoccupy aprimeand elitist
position amongst the varied institutions of capi-
talism. These provide organised marketplace
where trading members, commonly known as
‘brokers’ gather around atrading pit or accessan
electronic trading platform to trade in stocks and
other securities either as agents for clients, or as
principals on their own accounts. The core acti-
vities of an exchange, therefore, are: maintaining
an orderly trading platform, permitting the
securities that can be traded on the platform,
admitting the brokers who can trade on the plat-
form, clearing and settling trades executed on the
platform, and maintaining discipline on the
issuers of securities and on the brokers and
thereby on the whole market. The law does not
require trading of securities to take place only on
exchanges. However, for obvious reasons, most
of the trades in listed securities take place on
exchanges.

For the past few years, the exchanges have
beenlosing asubstantial part of their turf [Nair &
Sahoo, 2008a]. Market innovations, such as
electronic communication networks (that facili-
tate trading of securities among its subscribers),
crossing networks (that match orders for
execution without first routing to an exchange),
negotiated dealing system (which match ordersin
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government securities in India), etc., challenge
the core functions of the exchange. Specialised
service providers such as securities settlement
systems have come up the world over to handle
post-trading activities. The exchanges are losing
part of their self-regulatory status because of the
perceived conflict of interest between commer-
cial aspirationsand regulatory tasksaswell asthe
search for new turfs by the empowered statutory
regulators who have taken over substantial part
of regulation of markets as well as of listed
companies and brokers. Brokers Associations
and other interest groups are trying to adorn the
angel’ srole of SROs, often with the blessings of
theregulators. Thustrading, clearing, settlement,
market regulation, and administration of listing
andbroking areno moretheexclusiveprerogative
of exchanges. Thisraisesaquestion mark ontheir
continued existence.

Whiletheturnover hasbeenincreasinginleaps
and bounds, the growth of turnover has not been
uniform across the exchanges. The increase in
turnover took place mostly at big exchanges and
it was partly at the cost of small exchanges that
failedto keep pacewiththechanges. Thebusiness
moved away from small exchanges to exchanges
which adopted technologically superior trading
and settlement systems. The huge liquidity and
order depth of big exchanges further sucked
liquidity of other exchanges. Over a dozen
exchanges are reporting nil turnover for nearly
two decades. The continued existence of these
defunct exchanges presents a classic case of
market failure and State failure [ Sahoo and Rath,
2004, Pp. 1667-1676]. Itismarket failure because
the exchanges have failed to receive the signal
emanating from the changes in the environment.
The State has also failed because it has not yet
withdrawn recognition of these exchanges.



VOL. 31 NO. 3

3.2.3.2 Clearing Corporations

The Securities Contracts (Regulation) Act,
enacted in 1956, dealt with trading of securities
and governance of exchanges. It considered
Clearing and Settlement (C& S) asan integral part
of trading. The members of the exchanges, called
brokers, acted astrading-cum-clearing members.
They knew each other and traded and settled
trades among themselves. The SCRA did not
explicitly provide for C& S, which was left to be
dealt with in the byelaws of the exchanges. The
byelaws generally provided for clearing houses
and the exchanges traditionally set up depart-
mental clearing houses to facilitate settlement.
However, with the advent of the Anonymous
Screen Based Trading System (SBTS), which
does not allow participants to assess the counter
party risks of others, and in the interest of better
risk management through novation and central
counter party guarantee, the modern markets
started using the services of a CC for C&S.
Besides, unbundling of activities made economic
sense with the exchanges and CC specialising in
trading and C&S respectively. The exchanges
modified the structural design of the clearing
house to address the emerging concerns and
subsequently all exchangesused servicesof aCC
for C&S of trades. The CC today provides
novation and central counter party guarantee for
every trade executed on a stock exchange and
guarantee settlement of trades.

3.2.3.3 Depositories

There is awell-developed depository system
backed by amodern legislation. The depositories
maintain ownership records of demat securities
andrecordtransfer of ownershipelectronically by
book entry without making the securities move
from person to person. In order to promote
dematerialisation, theregul ator mandated trading
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and settlement in demat form in an ever-
increasing number of securities in a phased
manner. The stamp duty on transfer of demat
securities was waived. Two depositories, viz.,
National Securities Depository Limited and
Central Depository Services (India) Limited,
have comeup to provideinstantaneous electronic
transfer of securities. Thishas eliminated the bad
deliveries and other ills associated with paper-
based securities system. To prevent physica
certificates from sneaking into circulation, it has
beenmandatory for all initial public offers (IPOs)
to be compulsorily traded in demat form. The
admissionto adepository for dematerialisation of
securities has been made a prerequisite for mak-
ing a public or rightsissue or an offer for sale. It
has a so been made compulsory for public listed
companies making 1POs of any security for Rs.
10 crore or more to do the same only in demat
form. The investors, however, have the option of
subscribing to securities in either physical form
or demat form.

3.3 Governance of Market Infrastructure
Institutions (M115)

The Mlls not only provide various infra-
structure services in the market, but also share
regulation of the securities market with the
regulator and others. Particularly, the exchanges
congtitute the sixth step of delegation [Braun &
Gilardi, 2006, Pp. 1-22] in the hierarchy of
principals and agents. They pursue broadly two
sets of interests: public interests, such as market
integrity encompassing the interests of investors,
the market and the society, and private interests,
such as turnover encompassing the interests of
trading members, shareholders and employees
[Sahoo, 2012a]. A measure - commercial or
regulatory - undertaken by an exchange may not
always further both the interests simultaneously.
Or, an exchange may adopt measures that give
precedencetooneinterest over theother. Keeping
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inview their regulatory responsibilities and their
occasional failuretodischargethe same, the stock
exchangeswere demutualised in 2005. Other two
institutions came up as demutual organisations.
The influence of the members, who use the
servicesof MIls, hasbeenlimited by limitingtheir
role in general body and governing body of the
respective Mlls. The influence of shareholders,
individually or in aggregate, who may pursue
commercial interests more, has also been limited
by limiting their shares in shareholding and vot-
ing. Only a fit and proper person can have
significant shareholding in aMI|. Public interest
directors congtitute half of the governing bodies
of these ingtitutions.

3.3.1 Associations of Intermediaries

The exchanges were earlier association of
persons formed by brokers. Hence, they acted as
Self Regulatory Organisations (SROs) for bro-
kers. Even after their demutualisation and cor-
poratisation, the exchanges continue to regulate
theconduct of brokersand sub-brokers. However,
the SEBI Act, 1992 mandates SEBI to promote
(SROs). It has been taking steps to promote the
development of SROs in the Indian securities
market. In pursuance to this, it has framed regu-
lationsfor SROs. Thereisno SRO assuchinthe
market. MFs, merchant bankers, share transfer
agents, debenture trustees, depository partici-
pantshaveassociationswhicharecurrently acting
astradebodiesand promoting theinterestsof their
respective members. SEBI has been encouraging
tradebodies/intermediaries’ associationsof stock
brokers (Association of National Exchanges
Membersof India- ANMI), MFs (Association of
Mutual FundsinIndia- AMFI), merchant bankers
(Association of Merchant Bankers in India -
AMBI), and depository participants (Depository
Participants Association of India- DPALI), etc., to
develop SROs.
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3.3.2 Securities and Exchange Bonds of India
(SEBI)

India embraced economic liberalisation in a
meaningful sense from the early 1990s. It
essentially meant freedom for the market to
‘discover’ the quantity and price. However, in
order to avoid market failure, astrong possibility
in the face of information asymmetry and exter-
nalities, it was considered necessary to create a
statutory agency, which would ensurefair play in
the market, develop fair market practices, pre-
scribe and monitor conduct of issuers and inter-
mediaries so that the securities market enables
efficient allocation of resources necessary for
economic development and where the investor
and issuers enjoy undertaking transactions. The
SEBI Act, 1992 established SEBI and assigned it
with the responsibility for (a) protecting the
interests of investorsin securities, (b) promoting
the devel opment of the securities market, and (c)
regulatingthe securitiesmarket. The Act hasbeen
amended a number of times subsequently to
empower SEBI adequately and expand its juris-
dictionto meet the emerging needs. Itsregulatory
jurisdiction extends over corporates in the
issuance of capital and transfer of securities, in
addition to all intermediaries and persons asso-
ciated with the securities market and certain
matters outside India. 1t also extends® over any
pooling of funds exceeding Rs. 100 crore under
any scheme or arrangement if such pooling isnot
regulated by any other regulator. All market
intermediaries are registered with and regulated
by SEBI. They are also required to appoint a
compliance officer who is responsible for moni-
toring compliancewiththe securitieslawsand for
redressal of investor grievances. The courts have
upheld the powers of SEBI to levy fees from
market intermediaries and to impose various
penalties.
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3.3.3 Securities Appellate Tribunal (SAT)

Any person aggrieved by an order of SEBI and
stock exchanges can prefer an appea to the
Securities Appellate Tribunal (SAT).? The
scrutiny of orders by SAT ensures that SEBI is
fair and equitable to the parties before it in
quasi-judicial matters. In fact, this scrutiny is
mainly responsible for improving the quality of
orders of SEBI. A person aggrieved by an order
of SAT may prefer an appeal to the Hon'ble
Supreme Court on any question of law.

3.4 Market Design and Outcome

Wediscuss here only two segments,® namely,
primary market and secondary market, to have a
flavour of the securities market.

34.1Primary Market

Market Design: The major part of the liberalisa-
tion process was the repeal of the Capital 1ssues
(Control) Act, 1947 in May 1992. With this,
Government’s control over issue of capital,
pricing of the issues, fixing of premia and rates
of interest on debentures etc. ceased and the
market was allowed to allocate resources to
competing uses. The SEBI (Issue of Capital and
Disclosure Requirements) Regulations, 20097
(ICDR) governissueof capital to publicby Indian
companies. These prescribe norms relating to
eligibility for companies to issue securities,
pricing of issues, listing and disclosure require-
ments, lock-in period for promoters contribu-
tion, contents of offer documents, pre and post
issueobligations, etc. These contain asubstantial
body of requirements for issuers/intermediaries,
the broad intention being to ensure that all con-
cerned observe highstandardsof integrity andfair
dealing, comply with all the requirements with
due skill, diligence and care, and disclose the
truth, wholetruthand nothing but truth. Theseaim
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to secure full disclosure of relevant information
about the issuer and the nature of the securitiesto
be issued so that investors can take informed
decisions. For example, issuers are required to
disclose any material ‘risk factors and give
justificationfor pricingintheir prospectus. These
regulations have the following key elements:

a. Disclosures: SEBI has mandated disclo-
sure’”® of full and accurate information
about the products, namely, the securities
and the services of the intermediaries, and
their suppliers, namely, the issuers of
securities and the intermediaries. The
investors/ issuerstakeinformed decisions
based on the disclosures, and also assume
responsibility for their own decisions. It
believes that the regulator cannot take
decisionsfor investors/ issuers, but it can
protect them by arming them with the
information they need to take decisions.

b. Eligibility: A company meeting certain
requirements in terms of profitability, net
worth and assets can access public market
to raise resources up to five times of its
pre-issue net worth. Otherwise, it needsto
make the issue through book building®
where a certain percentage of the issue is
alotted to qualified institutional buyers
(QIBs).® The objective is that the QIBs
being sophisticated can evaluate and price
the issue better and if they find it reason-
able, the issue should go through.

c. Promoters' contribution: There is a
requirement that the promoters must con-
tribute a minimum percentage of the pro-
posed issue or the post issue capital and
holdthe sharesallotted in pursuancetothis
for a minimum period. This ensures that
the promoters have substantial stakeinthe
fortune of the company and are not fly-
by-night*® operators.
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d. Obligations: The lead merchant banker
discharges most of the pre-issue and
post-issue obligations. It satisfies itself
about all aspects of the offering and ade-
quacy of the disclosures in the offer doc-
ument. It issues a due diligence certificate
stating that it has examined the prospectus,
it findsit in order and that it brings out all
the facts and does not contain anything
wrong or misleading. It also takes care of
allotment, refund and despatch of certifi-
cates.

e. Listing: A company cannot make a public
issue of securities unless it has made an
application for listing of those securities
with the stock exchange(s). The SCRA
requires a company seeking listing on a
stock exchangeto offer at least 25% of each
classor kind of securitiesto the public for
subscription. This requirement seeks to
ensure the availability of a minimum per-
centage/ number of shares (floating stock)
of the listed securities with the public so
that there is a reasonable depth in the
market and the prices of the securities are
not susceptible to manipulation. The list-
ing agreement™ requires the listed com-
panies to make ongoing disclosures and
comply with corporate governance norms.
SEBI has been enhancing the norms of
corporate governance over time.

f. Dematerialisation: The admission to a
depository for dematerialisation of secu-
ritiesis a prerequisite for making a public
or rightsissue or an offer for sale. All new
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IPOs are compulsorily traded in demater-
ialised form. This allows quick and effi-
cient allotment of securities and liquidity
immediately on listing.

0. Process: SEBI has mandated time line for
every activity in the issue chain and has
been prompting use of technology and
process simplification to ensure a quick
turnaroundtime. For example, itiscoaxing
investors to use ASBA® that obviates the
need for refund in case an applicant does
not get alotment in a public issue.

Market Outcome: The average annual capital
mobilisation by non-government public com-
paniesfrom the primary market, which usedto be
about Rs. 70 crore in the 1960s and about Rs. 90
crorein the 1970s, increased manifold during the
1980s. It received a further boost following lib-
eralisation during the 1990s. The market dried up
for about a decade since 1995-96 as many
investors who were lured into the market during
1992-94 adopted a very cautious approach
because of their frustration with some of the
issuers and intermediaries associated with those
issuers. They withdrew from the market for a
while, and looked for quality issues the avail-
ability of which declined dueto stricter eligibility
criteriafor publicissuesimposed by SEBI andthe
genera slowdown in the economic activity.
Simultaneously, issuers shifted attention to
alternate avenues for raising resources like pri-
vate placement where compliance is much less
and to overseas market which is cost effective.
Theamountsrai sed by Government and corporate
sector through public issues and private place-
ment is presented in Table 5. The amount raised
through public issues, which is defacto
jurisdiction of SEBI, is presented in Table 6.
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Table 5. Resour ce Mobilisation from the Primary Market
(Rs. crore)
| ssues 1991-92 1995-96 2000-01 2007-08 2013-14 2019-20
@ @ (©) ©) ® C) U]

Corporate Securities 16,366 37,490 78,396 3,22,988 4,68,606 820000
Domestic  |ssues 16,366 36,193 74,199 2,96,432 4,68,490 820000
Public / Rights I ssues 11,903 22,832 6,362 83,707 55,650 90000
Private Sector 6,193 16,075 4,890 63,638 11,680 80000
Public Sector 5,710 6,757 1,472 20,069 43,970 10000
Private Placement 4,463 13,361 67,837 2,12,725 3,99,180 680000
Private Sector 4070 23,106 1,29,677 1,21,327 330000
Public Sector 9,291 44,731 83,048 2,77,854 350000
Quialified Institutional 13660 50000
Placement
Euro Issues 0 1,297 4,197 26,556 116 00
Government Securities 12,283 46,783 1,28,483 2,22,883 897,119 15,62,191
Central Government 8,919 40,509 1,15,183 1,87,769 7,00,456 9,27,670
State Governments 3,364 6,274 13,300 35,114 1,96,663 6,34,521
Total 28,649 84,273 2,06,879 5,45,871 13,65,725 23,82,191
Mutual Funds 11,253 -5,833 11,135 1,53,802 53,782 87,301

Source: RBI, (Severa years)

The authorities have been taking measuresto
encourage retail investors to participate in secu-
rities market through MFs. These include
enhancing the reach of MF fund products and
financial inclusion, preferential tax treatment, etc.
A MF isakind of collective investment vehicle
which poolstheresourcesof small investors, who
generaly lack expertise to invest on their own,
invests in securities and distributes the returns
their form among them on cooperative principles.
Itisset upintheform of atrust which hassponsor,
trustees, asset management company, and cus-
todian. The1990switnessed emergenceof alarge
variety of funds. There are fundswhich invest in
growth stocks, funds which specialise in the

stocks of a particular sector, funds which assure
returns to investors, funds which invest in debt
instruments, fundswhich invest aggressively and
funds which do not do any of these. Thus, there
areincome funds, growth funds, balanced funds,
liquid funds, gilt funds, index funds, sectora
funds, and there are open ended, close ended and
assured return (now extinct) funds- thereisafund
for everybody and also fund of funds.

At the end of March 2020, there were 47 MFs -
with 1916 schemes. These had a total assets of
Rs. 22,26,203 crore under their belt on the same
date. (Table 6 here)
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Table 6. Capital Mobilised by Corporates from the Capital Market
(Rs. crore)
Y ear Equity Bonds Total (Equity
+ Bonds)
IPOs FPOs Rights OFS QIPs Preferentia Total Public ~ Private Total
Issue  (SE) Allotments Issue  Placement
@ @ (©) ©) ® C) U] ® © (10) 11 (12
2010-11 33,391 13,044 6,058 0 24294 31,710 1,08497 2495 218,785 221,280 3,29,777
2011-12 4,870 4,578 7,029 4,762 520 24,626 46,386 26,984 2,61,283 2,88267 3,34,654
2012-13 6,430 0 5556 27,657 10,488 45,632 95,762 17,242 3,61,462 3,78,704 4,74,466
2013-14 1548 7457 3,063 6,956 13391 55792 88,207 28,735 276,054 3,04,789 3,92,995
2014-15 1,647 0 7,787 26,887 27,670 22,160 86,151 9,413 4,04,137 413550 4,99,702
2015-16 15677 O 10,755 19,816 14,438 50533 1,11,218 34,112 4,558,073 4,92,185 6,03,403
2016-17 29,200 10 3274 7,843 8464 44,240 93,030 29,093 6,40,716 6,69,809 7,62,839
2017-18 78493 4 21,268 17,082 71,033 59,542 247422 5173 599,147 6,04320 851,742
2018-19 21,720 O 2,001 21,901 8678 210,163 2,64,464 36,679 6,10,318 646,997 9,11,462
2019-20 10,938 37 55642 17,009 54,389 1,74,875 3,12,8900 14,984 6,74,702 6,89,686 10,02,576

Source: BSE, NSE, MSEI (Several years)
3.4.2 Secondary Market

Market Design: There are 20 stock exchanges at
the end of March 2014 of which eight have per-
manent recognition. Except NSE, BSE, MCX-SX
and USE, the other 16 exchanges practically
defunct. They provide online, anonymous, order
driven screen-based trading system (Figure 2)
where an order becomes a trade in fraction of a
second and gets settled on T+2 day. A single
market with equal access to everybody, big and
small, irrespective of hislocation and statusin the
society presents one of the best examples of
national integration. The main elements of the
secondary market are:

a. Trading Mechanism: The exchanges provide
an on-line fully-automated SBTS where a
member can punchinto thecomputer quantities
of securities and the prices at which helikesto
transact and the transaction is executed as soon
as it finds a matching order from a counter
party. SBTS electronically matches orders on

astrict price/timepriority and hence cutsdown
on time, cost and risk of error, as well as on
fraudthereby resulting inimproved operational
efficiency. It allows faster incorporation of
price sensitive information into prevailing
prices, thus increasing the informational effi-
ciency of markets. It enables market partici-
pants to see the full market on real-time basis,
making themarket transparent. It allowsalarge
number of participants, irrespective of their
geographical locations, to trade with one
another simultaneously, improving the depth
and liquidity of the market. It provides full
anonymity by accepting orders, big or small,
from memberswithout revealing their identity,
thus providing equal access to everybody.
Trading platform is also accessible to an
investor through the Internet and mobile
devices. It provides aperfect audit trail, which
helpsto resolvedisputesby logginginthetrade
execution processin entirety.
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Figure 2: Screen Based Trading System

vanene

b. Trading Member ship: The trading platform of
anexchangeisaccessibleonly tobrokers. They
executetradeson exchangeseither ontheir own
account or on behalf of their clients. With
demutualisation,? trading membership is
available on tap which ensures free entry and
free exit. The standards for admission of
members stress on factors, such as corporate
structure, capital adequacy, track record, edu-
cation, experience, etc., and reflect aconscious
endeavour to ensure quality broking services.
No stock broker or sub-broker is allowed to
buy, sell or deal in securities, unless he or she
holds a certificate of registration granted by
SEBI. The broker and its sub-brokers comply
with the code of conduct prescribed by SEBI.

Till 1985, only individuals were allowed to
become brokers. The rules, then in vogue, pro-
hibited a company from becoming a broker of a
stock exchange. This framework envisaged
broking as a profession dependent on individual
skills and emphasised on individua attributes.

An Epitome of National
Integration

2 g

The thinking changed and the need for better
broking service was felt. In June 1986, Govern-
ment removed the prohibition on companies to
becomebrokers. It initially permitted section 322
[of the Companies Act, 1956] companies® to
become brokers of the stock exchanges. The
prohibition on becoming a broker of more than
oneexchangewas withdrawnin November 1988.
However, the corporate broker ship did not take
off. Thelegal changeswere effectedin November
1992 to open up the broker ship of stock
exchangesto corporates with limited liability. In
order to encourage existing brokersto corporatise
themselves, which was considered desirable for
the development of the securities market, the tax
laws were amended in 1997 to exempt capital
gains tax on corporatisation of a broking entity.
The regulations were amended in January 1998
to provide for fee continuity benefit** on con-
version. In response, many brokerage firms
reorganised themselves into corporate entities.
Over time, anumber of brokers - proprietor firms
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and partnership firms - have converted them-
selvesinto the corporate form. A conscious effort
has been made to convert broking from a
professionto abusinessand brokerageentity from
aproprietorship form to a corporate form. Given
the trend, probably the day is not far off when
individuals would be virtually prohibited from
becoming brokers!

The corporatisation enabled brokers to invest
heavily intechnology. This, inturn, allowedthem
to undertake additional business at negligible or
zero marginal cost. On the other hand, the cost of
setting up systems and ensuring compliance with
theever-increasing rules and regulations of SEBI
andthe exchangesbecametoo heavy for thesmall
brokers to break even. This is because of the
nature of business of broking and the technology,
which provide substantial economies of scale
only after athreshold level of investments. Asa
conseguence, big brokers continue to invest in
technology and human resources and grow big-
ger, while small brokers fail to do so and conse-
quently fail to provide quality service to clients
and to meet the emerging and increasing
compliancerequirementsandgradually withdraw
fromthe market. In course of time, afew brokers,
with financial muscle and available technology,
can probably cater to the needs of the whole
market [ Sahoo, 2004, Pp. 8-12]. Often aninvestor
interacts with broker through a sub-broker. The
number of sub-brokers was increasing rapidly.
Many wished to access trading platform of
national exchanges, but did not havetheresources
to do so. They became sub-brokersto brokers of
these exchanges. Two major exchanges, namely
NSEIL and BSE, account for 98% of the sub-
brokers.

This happened because SEBI allowed autho-
rised persons (similar to derivatives segment
which does not have sub-brokers) to provide the
same service as sub-brokers but with much less
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resources and obligations. On realising futility of
regulations of sub-brokers, SEBI has recom-
mended® amendment of the law to do away with
the registration of sub-brokers.

C. Settlement: The trades accumulate over a
trading cycle of one day and at the end of the
day, these are clubbed together, and positions
are netted and payment of cash and delivery of
securities settle the balance after 2 working
days. All trades executed onday ‘' T’ are settled
on T+2 day. Trades are executed on screen and
matched trade details are linked to settlement
system electronically, and hence matching and
confirmation of tradesfor direct participantsare
instantaneous. All communications relating to
securities settlement is fully electronic and
automated. For instance, the clearing agency
downloads the aobligations and pay-in advices
of funds/ securities to members electronically
through secured networks. It also sends elec-
tronic adviceto clearing banks and depositories
to debit the members' accounts to the extent of
their obligations. The banks and the deposito-
ries debit accounts of members and credit the
account of the clearing agency electronically.
Thereverse happenswhen thefunds/ securities
are paid out to members. The exchange is
connected electronically to the C& S agency,
which, in turn, is connected electronically to
clearing banks, depositories, custodians and
members. The depositories have electronic
communication with depository participants,
clearing agency, custodians, clients and
exchanges. Most of these electronic commu-
nications are interactive. The typical C&S
process is presented in Figure 3, followed by
explanations of arrows. Except at the stage of
entering orders into trading system, no data is
entered manually or electronically in the entire
value chain. Data flows seamlessly among the
entities, viz., fromexchangesto clearing agency
and from clearing agency to clearing banks,
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depositories, member-brokers and custodians.
Once a trade is executed, it has to be settled.

There is no way that it can be undone. The
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clearing corporations / houses have been
allowedto borrow and settlethetrades on behal f
of the brokers who fail to deliver securities.

Figure 3. Clearing and Settlement Process

EXCHANGE
I
1
“ 5 »
DEPOSITORIES | + & -+ - < CLEARING
“« 5 » EANES
| s 4 b
ms 2 3
n . 4 11
| |
» | CUSTODIAN/CM |4

Explanationsfor the Figure:

1. Tradedetails from Exchange to Clearing and Settle-
ment Agency (CSA) (real-time and end of day trade
file).

2. CSA notifies the consummated trade details to
CM¢s/custodians who affirm back. Based on the
affirmation, CSA applies multilateral netting and
determines obligations.

3. Download of obligation and pay-in advice of
funds/securities.

4.  Instructionsto clearing banksto makefundsavailable
by pay-in-time.

5. Instructions to depositories to make securities avail-
able by pay-in-time.

6.  Pay-inof securities (CSA advisesdepository to debit
pool account of custodians/CM sand credititsaccount
and depository doesit).

7. Pay-inof funds(CSA advises Clearing Banksto debit
account of custodians/CMsand credit itsaccount and

clearing bank doesit.) CSA transfers funds between
clearing banks to meet the pay-out requirements at
each bank.

8. Pay-out of securities (CSA advises depository to
credit pool account of custodians/CMs and debit its
account and depository doesit).

9. Pay-out of funds (CSA advises Clearing Banks to
credit account of custodiangCMs and debit its
account and clearing bank doesit).

10. Depository informs custodians/Clearing Members
(CMs) through DPs.

11. Clearing Banksinform custodians/CMs.

d. Risk Management: To pre-empt market failures
and protect investors, the regulator and the
exchanges have put in place a comprehensive
risk management system, whichiscontinuously
monitored and upgraded. It encompasses capi-
tal adequacy of members, adequate margin
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requirements, limits on exposure and turnover,
indemnity insurance, on-line position moni-
toring and automatic disablement, etc. They
also administer an efficient market surveillance
systemto curb excessivevolatility and to detect
and prevent price manipulations. The
exchanges issue observation or caution letters
where they observe prima facie unusua or
abnormal activities, with a view to alert the
brokersand clientsat an early stage. They have
set up trade/settlement guarantee funds for
meeting shortages arising out of non-
fulfilment/partial fulfilment of funds obliga-
tions by the members in a settlement. A CC
assumes the counterparty risk of each member
and guarantees financial settlement in respect
of trades executed on exchanges.

Market Outcome: Select indicators in the sec-
ondary market are presented in Table 7. The
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market capitalisation grew ten-fold between
1990-91 and 1999-2000. It declined thereafter
following a major market misconduct. It, how-
ever, picked upin 2003-04to Rs. 13 trillion at the
end of March 2004. It reached ahigh of about Rs.
75 trillion on 7th January 2008 and declined
thereafter following the global crisis. It achieved
an al-time peak of Rs. 100 trillion on 18th
November, 2014. The market capitalisation ratio,
which indicates the size of the market, increased
sharply to 109% by March 2008. The turnover
ratio has been increasing by leaps and bounds
after the advent of the SBTS in the 1990s. One-
sided turnover on all stock exchanges exceeded
Rs. 10 trillion during 1998-99, Rs. 20 trillion
during 1999-2000 and approached Rs. 30 trillion
during 2000-01. It increased to Rs. 51 trillion in
2007-08. It declined to Rs. 33 trillion in 2013-14
but had nearly tripledtothe 96 trillionin 2019-20.

Table 7. Secondary Market - Select Indicators

(Amount in Rs. crore)

At the End of Cash Segments of Stock Exchanges Equity
Financia Derivatives
Y ear No. of No. of S&P CNX Market Market Turnover Turnover Turnover
Brokers Listed Nifty Capitdisation  Cap Ratio Ratio (%)
Companies (%)

N @) ©) @ 5 6 M ® ©)
1991-92 NA 6,480 1261.65 3,54,106 57.4 NA - 0
1995-96 8,476 9,100 985.3 5,72,257 a7 2,27,368 39.7 0
2000-01 9,782 9,954 1148.2 7,68,863 54.5 28,80,990 374.7 4,018
2007-08 9,487 4,887* 47345 51,38,014* 109.09 51,30,816 99.86 1,33,32,787
2013-14 9,411 5,624* 6704.2 74,15,296* 64.1 33,41,416 45.1 4,75,75,571
2019-20 4,249 5,377* 8,598 1,13,48,757* 55.3 96,59,735 85.12 34,47,95,160

* Relateto BSE.

Source: NSE, & BSE (Several years)

In terms of turnover on exchanges, the equity
derivatives lead with a dominate share followed
by currency derivatives, cash segment and cor-

porate bonds with. The turnover on the active
exchanges during 2019-20 is presented in Table
8.
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Table 8. Distribution of Turnover on Stock Exchangesfor 2019-20
(Rs. crore)
Exchange  Equity Cash Equity Deriv-  Corporate Currency Commodity Interest Rate Total
atives Debt Derivatives  Derivatives  Derivatives
@ @ (©) ©) ® C) U] ®
NSE 89,98,811 34,4532,892 353,659 96,54,394 6362 3,60,811  36,39,06,929
BSE 6,60,896 2,62,269 7,54,510 66,83,274 46,439 1,00,045 85,07,433
MSEI 28 NA NA 45,325 NA 0 45,353
USE NA NA NA NA NA NA 0
NCDEX NA NA NA NA 1 NA 1
MCX NA NA NA NA 86,89,518 NA 86,89,518
ICEX NA NA NA NA 40,511 NA 40,511
Total 96,59,735  34,47,95160 11,08,169* 1,63,82,992  87,82,831 4,60,857  38,00,81,575

* Relateto 2018-19
Source: SEBI (Severd years)

3.5 Reformsin Securities Markets

Inorder toimprovemarket efficiency, enhance
transparency, prevent unfair trade practices and
bring the Indian market up to international stan-
dards, a package of reforms consisting of mea-
sures to liberalise, regulate and develop the
securities market is being implemented since
early 1990s. The practice of allocation of
resources among different competing entities as
well as its terms by a central authority was dis-
continued. The issuers complying with the eli-
gibility criteriawereallowed freedom toissuethe
securitiesat market determined rates. The market
shiftedformally and completely from merit-based
regulation to DBR. Domestic issuers/ investors
were allowed choice to raise resources / invest
within / across the borders. Overseas issuers and
investors were granted access to Indian market.
Stock exchanges were corporatised and demu-
tualised to reduce conflict of interests. A variety
of corporatised and capitalised intermediaries
emerged. Service providers were alowed free
entry and free exit. Institutional investment was
encouraged. The secondary market overcame the
geographical barriers by moving to screen based
trading. The trading system is accessed through

trading terminals spread across the Indian sub-
continent and also through the internet and hand
held mobile devices all over theworld. All kinds
of securities - debt and equity, government and
corporate - are traded on exchanges side by side.
Trades enjoy counter-party guarantee. The trad-
ing cycle shortened to a day and trades are settled
within 2working days, whileall deferral products
were banned. A variety of derivatives were per-
mitted. The securities were demateralised. The
settlement system  complies  with  the
CPSS-10SCO* recommendations and G30 rec-
ommendationsin letter and spirit. The settlement
guarantee funds have balances adequate to meet
the settlement obligations, after multilateral net-
ting, of about six settlements at astretch if all the
membersfail to honour their obligations. Modern
risk management practices were mandated. Cor-
porate governance, both in law and practice,
improved significantly. An empowered regulator
was established to govern the securities markets.
In fact, these reforms (SEBI, DBR, SBTS,
dematerialisation of securities, demutualisation
of stock exchanges, central counterparty and
novation, multilateral netting, T+2 rolling
settlement, etc.), congtitute fundamental insti-
tutions of the securities market. This has made
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the securities market, the rules of thegamein withthebest. Themarket design of 2015vis-a-vis
securities market, andthe institution responsible thatin 1992 ispresented in Table 9 [ Ramakrishna
for governance of securities market comparable & Sahoo, 2010, Pp. 43-120].

Table 9. Market Design in Indian Securities Market, 1992 and 2015

Features 1992 2015
@ @ (©)
Regulator No Specific Regulator, Central Govern- A specialized regulator for securities mar-
ment oversight ket (SEBI) vested with powers to protect

investors' interest and to develop and
regulate securities market. SROs strength-
ened

Securities Limited number of traditional instruments Expanded to cover government securities,

Form of Securities
Regulatory Approach
Intermediaries

Access to Market

Disclosure

Pricing of Securities

Access to International Market

Corporate Compliance

Mutual Funds

Exchange Structure
Trading Mechanism

Physical
Merit based regulation

Some intermediaries (stock brokers,
authorized clerks and remisiers) regulated
by the SROs

Granted by Central Government
Voluntary, vague, scanty and non-

standardised
Determined by Central Government

No access

Very little emphasis

Restricted to public sector

Mutual, not-for-profit Exchanges

Open outcry, Available at the trading
rings of the exchanges, Opague, Auction-
/negotiated deals

units of CISsand MFs, derivatives of
securities, security receipts, securitisation
instruments, etc.

Dematerialised
Disclosure based regulation
A variety of specialized intermediaries are
registered with and regulated by SEBI
(also by SROs).

Eligible issuers access the market after
complying with the issue requirements
Standardised, systematic and at par with
international standards.

Determined by market, either by the
issuer through fixed price or by the inves-
tors through book building, reverse book
building (RBB)

Indian firms allowed access to interna-
tional markets through issue of ADRY
GDRs and ECBs. FlIs alowed portfolio
investments. Indian firms, investors and
mutual funds allowed to invest overseas.
Emphasis on disclosures, accounting stan-
dards and corporate governance
Open to private sector and emergence of a
variety of funds and schemes
Corporate, demutual, for-profit Exchanges
Screen based trading system, Orders are
matched on price-time priority, Transpar-
ent, Trading platform accessible from all
over country

(Contd.)
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Table 9. (Concld.)

Features 1992 2015
@ @ (©)
Aggregation of order flow Fragmented market through geographical  Order flow observed. The exchanges have
distance. Order flow unobserved. open electronic consolidated limit order
book (OECLOB)
Anonymity in Trading Absent Complete
Settlement Cycle 14-day account period settlement, not Rolling settlement on T+2 basis
adhered to always

Counterparty Risk Present Absent

Form of Settlement Physical Electronic

Basis of Settlement Bilateral Netting Multilateral Netting

Transfer of Securities Cumbersome. Transfer by endorsement Securities are freely transferable. Trans-

on security and registration by issuer fers are recorded electronically in book
entry form by depositories.

Risk Management No focus on risk management Comprehensive risk management system
encompassing capital adequacy, limitson
exposure and turnover, VaR based mar-
gining, client level gross margining, on-
line position monitoring, etc.

Derivatives Trading Absent A wide array of exchange traded deriv-
atives such as futures and options on
indices and select securities available

Research Very little Many market participants have full-
fledged research departments.

HR Capability No dedicated programmes to build HR A variety of programmes to build HR

capacity for securities markets.

capacity in niche areas of securities mar-
kets. A specialised ingtitute, NISM isin
place

3.6 Regulatory Framework

Legisations: The four main legislations gov-
erning the securities markets are:
a SEBI Act, 1992: The SEBI Act, 1992
established SEBI with statutory powersfor
(a) protecting the interests of investorsin
securities, (b) promoting the devel opment
of the securities market, and (c) regulating
the securities market. Its regulatory juris-
diction extends over corporates in the
issuance of capital and transfer of b.
securities, in addition to all intermediaries
and persons associated with the securities

market. It can conduct enquiries, audits,
inspection and investigation of all con-
cerned and adjudicate offences under the
Act. It has powers to register and regulate
all market intermediaries and also to
penalise them in case of violations of the
provisions of the Act, Rules and Regu-
lations made there under. It has full
autonomy, including financial autonomy,
and authority to develop and regulate an
orderly securities market.

Securities Contracts (Regulation) Act,
1956: It provides for direct and indirect
control of virtually all aspectsof securities
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trading and the running of stock exchanges
and aims to prevent undesirable transac-
tions in securities. It gives Central Gov-
ernment® / SEBI regulatory jurisdiction
over (a) stock exchangesthrough aprocess
of recognition and continued supervision,
(b) contractsin securities, and (c) listing of
securities on stock exchanges. As a con-
dition of recognition, a stock exchange
complieswith the conditions prescribed by
Centra Government. Organised trading
activity in securities takes place on
recognised stock exchanges. The stock
exchanges determine their own listing
standards which have to conform to the
minimum listing criteria set out in the
Rules.

c. Depositories Act, 1996: The Depositories
Act, 1996 provides for the establishment
of depositories in securities with the
objectiveof ensuring freetransferability of
securities with speed, accuracy and secu-
rity by (@) making securities of public
limited companies freely transferable
subject to certain exceptions; (b) demat-
erialising the securities in the depository
mode; and (c) providing for maintenance
of ownership recordsin abook entry form.
In order to streamline the settlement pro-
cess, the Act provides transfer of owner-
ship of securities electronically by book
entry without necessitating the securities
move from person to person. The Act has
made the securities of al public limited
companies freely transferable, restricting
the company’s right to use discretion in
effecting the transfer of securities, and the
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transfer deed and other procedural
requirements under the company law have
been dispensed with.

d. CompaniesAct, 2013: It dealswith issue,
allotment and transfer of securities and
various aspects relating to company man-
agement. It prescribes for standard of dis-
closure in public issues of capital,
particularly in the fields of company
management and projects, information
about other listed companies under the
same management, and management per-
ception of risk factors. It also regulates
underwriting, the use of premium and
discounts on issues, rights and bonus
issues, payment of interest and dividends,
supply of annual report and other infor-
mation, etc.

Rules and Regulations: In order to meet
exigenciesof themarket andto provideflexibility
to regulators, they have been delegated substan-
tial powers of subordinate legislation. Govern-
ment hasframed rulesunder the SCRA, the SEBI
Act and the Depositories Act. SEBI has framed
regulations under the SEBI Act, the SCRA and
the Depositories Act for registration and regu-
lation of al market intermediaries, and for pre-
vention of unfair trade practices, insider trading,
etc. Theregulated and the market participants are
consulted, as a matter of best practice, before
framing any regulation. Under these Acts, Gov-
ernment and SEBI issuenotifications, guidelines,
and circulars which need to be complied with by
the market participants. The SROs like stock
exchanges have also laid down their rules and
regulations. Thelist of the Regulationsissued by
SEBI is presented in Table 10.-
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Table 10. Regulations under the Securities Laws

No. Title of Regulations
@ @
1 SEBI (Stock Brokers and Sub-Brokers) Regulations, 1992
2 SEBI (Merchant Bankers) Regulations, 1992
3 SEBI (Registrars to an Issue and Share Transfer Agents) Regulations, 1993
4 SEBI (Underwriters) Regulations, 1993
5 SEBI (Debenture Trustees) Regulations, 1993
6 SEBI (Bankersto an Issue) Regulations, 1994
7 SEBI (Custodian of Securities) Regulations, 1996
8 SEBI (Venture Capital Funds) Regulations, 1996
9 SEBI (Mutual Funds) Regulations, 1996
10 SEBI (Credit Rating Agencies) Regulations, 1999
11 SEBI (Collective Investment Schemes) Regulations, 1999
12 SEBI (Foreign Venture Capital Investors) Regulations, 2000
13 SEBI (Procedure for Board Meeting) Regulations, 2001
14 SEBI (Employees’ Service) Regulations, 2001
15 SEBI (Issue of Swesat Equity) Regulations, 2002
16 SEBI (Prohibition of Fraudulent and Unfair Trade Practices relating to Securities Market) Regulations, 2003
17 SEBI (Ombudsman) Regulations, 2003
18 SEBI (Central Database of Market Participants) Regulations, 2003
19 SEBI (Self-Regulatory Organizations) Regulations, 2004
20 SEBI (Regulatory Fee on Stock Exchanges) Regulations, 2006
21 SEBI (Certification of Associated Persons in the Securities Market) Regulations, 2007
22 SEBI (Public Offer and Listing of Securitized Debt Instruments) Regulations, 2008
23 SEBI (Intermediaries) Regulations, 2008
24 SEBI (Issue and Listing of Debt Securities) Regulations, 2008
25 SEBI (Investor Protection and Education Fund) Regulations, 2009
26 SEBI (Delisting of Equity Shares) Regulations, 2009
27 SEBI (Substantial Acquisition of Shares and Takeovers) Regulations, 2011
28 SEBI (Know Your Client Registration Agency) Regulations, 2011
29 SEBI (Alternative Investment Funds) Regulations, 2012
30 SEBI (Investment Advisors) Regulations, 2013
31 SEBI (Issue and Listing of Non-Convertible Redeemable Preference Shares) Regulations, 2013
32 SEBI (Listing of Specified Securities on Institutional Trading Platform) Regulations, 2013
33 SEBI (Procedure for Search and Seizure) Regulations, 2014
34 SEBI (Research Analysts) Regulations, 2014
35 SEBI (Infrastructure Investment Trusts) Regulations 2014
36 SEBI (Real Estate Investment Trusts) Regulations, 2014
37 SEBI (Share Based Employee Benefits) Regulations, 2014
38 SEBI (Prohibition of Insider Trading) Regulations, 2015
39 SEBI (Listing Obligations and Disclosure Requirements) Regulations 2015
40 SEBI (Issue and Listing of Municipal Debt Securities) Regulations, 2015
11 SEBI (Procedure for Search and Seizure) Regulations, 2015
42 Securities Contracts (Regulation) (Stock Exchanges and Clearing Corporations) Regulations, 2018
413 SEBI (Settlement Proceedings) Regulations, 2018
44 SEBI (Issue of Capital and Disclosure Requirements) Regulations, 2018
44 SEBI (Depositories and Participants) Regulations, 2018
46 SEBI (Buy-back of Securities) Regulations, 2018
a7 SEBI (Appointment of Administrator and Procedure for Refunding to the Investors) Regulations, 2018
48 SEBI (Foreign Portfolio Investors) Regulations, 2019
49 SEBI (Portfolio Managers) Regulations, 2020

Source: SEBI (Severa years) Regulations under the Securities Laws, Securities and Exchange Board of India, Mumbai.
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Regulators: The responsibility for regulating the
securities market is shared by Department of
Economic Affairs (DEA), Ministry of Company
Affairs (MCA), SEBI and the Reserve Bank of
India (RBI). FSDC coordinates the activities of
these agencies and also other regulators such as
RBI, FMC, (Insurance Regulatory and Devel-
opment Authority of India (IRDAI), and Pension
Fund Regulatory and Development Authority
(PFRDA). Theordersof SEBI under thesecurities
laws are appellable before the SAT. The orders
of the SAT are appellable before the Hon'ble
Supreme Court on points of law.

Most of the powers under the SCRA are exer-
cisable by DEA while others by SEBI. The
powers of the DEA under the SCRA are also
con-currently exercised by SEBI. The specified
powersunder the SCRA inrespect of thecontracts
for sale and purchase of government securities,
gold related securities, money market securities
and securities derived from these securities and
ready forward contracts in debt securities are
exercised concurrently by RBI. The SEBI Act and
the Depositories Act are mostly administered by
SEBI. Government frames the rules under the
securities laws while the regulations are framed
by SEBI. These are administered by SEBI. The
powersunder the CompaniesAct relating toissue
and transfer of securities and non-payment of
dividend are administered by SEBI in case of
listed public companies and public companies
proposing to get their securitieslisted. The SROs
frameand ensure compliancewith their ownrules
aswell aswith the rules and regulations rel evant
to them under the securities laws.

Now that we have afair understanding of the
securities regulations and securities markets, we
turn to the governance of the governor in our
context, namely SEBI, which is commonly
referredto astheregulator of the Indian securities
markets, in Section 4.
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SECTION 4
GOVERNING GOVERNOR

4.1 Government within Government

SEBI and SEBI-likeinstitutions are a class of
body corporates mostly created by the statutes.
They provide public goodsin public interest just
as Government does. They have responsibilities
- consumer protection, development and regu-
lation - similar to those discharged by Govern-
ment. They have powers - legislative, executive
and judicial - similar to those of Government.
They resemble Government in many respects, yet
they are not the ‘Government’. They are, in a
sense, Governments within Government, imper-
ium in imperio, and carry out governance on
behal f of Governmentinapre-defined framework
[Nair & Sahoo, 2007]. They are epistemically
known as ‘regulators as their responsibilities
include regulation, though they formally
described as authority, commission, board,
council, etc.

It is a misnomer that SEBI is a standalone
regulator; it has responsihilities that go beyond
regulation. For example, it has the mandate to
protect the interests of investorsin securitiesand
to promote the development of the securities
market, in addition to regulating the same.
However, it is mostly termed as the regulator of
the securities market becauseit is predominantly
responsible, though not exclusively, for its reg-
ulation. Many others, such as stock exchanges,
depositories, SROs, and even market
intermediaries, who are not called regulators as
such, a so undertake some amount and somekind
of regulation of the securities market. Further,
while SEBI undertakes extra-regulatory activi-
ties, such as investor protection and market
development, these are not its exclusive domain.
Government, NGOs, market participants, and
evengeneral publicalso oftenundertakeactivities
inthese areas.
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The traditional statecraft has limitations in
governance of securities markets which evolves
continuously. To addresseffectively theissues of
the dynamic nature in such a market, the Gov-
ernment has set up SEBI,* and equipped it with
the necessary powers, expertise and processes,
and resources commensurate with the require-
ments of the task. Being encouraged by the
success of this approach, the Government has
been creating and nurturing such institutions and
sharing governance in various areas with them.
The rise of regulators to share governance with
Government is now a hard reality and the gov-
ernance through regulators constitutes the most
important governance reforms in the last few
decades. Perhaps the establishment of indepen-
dent regul ators constitutesasignificant changeto
formal ingtitutions of governance [Westrup,
2007].

Theriseof theregul atory state® may havebeen
an efficient response to changing conditions
[Glaeser & Shleifer, 2003]. The emergence of
regulators and the regulatory state is explained
primarily by interest groups desire to establish
an agency that would protect or enhance their
interests [Posner, 1974]. The emergence of reg-
ulators is a response to the deterrence failure
problem due to incomplete law [Chenggang &
Pistor, 2001]. There are, in fact, significant
advantages of governance through aregulator. It
generally does not share the ‘social’ obligations
of Government; nor isit subject to the pressures
of ‘interest’ groups. It provides the same level
playing field to all kinds of participants without
fear or favour. Jaitley [2014] argues: "The State
can’'t beaplayer and adecision maker. You can't
be a player and a referee at the same time. And
that is when Government started realising the
merits of having a regulator, whether it was
insurance, or it was telecom, or it was any other
field". The regulator builds the expertise match-
ing the complexities of the task and evolves
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processes to enforce authority rapidly and
proactively. However, there are also significant
concerns. Thefusion of legislative, executiveand
judicial powers in one entity carries the tension
of potential misuse. It suffers from democratic
deficit asit is not directly accountable to people
or their representatives. Government continuesto
remain accountable for the governance carried
out through the regulator, which poses a classic
example of the principal-agent problem. In case
of exigencies, Government is called upon to
explain and carry out the rescue operations. The
challengeisto minimisethetrade-off betweenthe
advantages of governance through regulator and
the apparent threat to democratic accountability
[Westrup, 2007].
4.2 Institutional Delegation

The securities market isjointly regulated by a
hierarchy of agencies, namely, Government,
regulators and self-regulatory organisations.
Within the Government while Ministry of
Finance (M OF) isprimarily responsibleunder the
Constitution and the Allocation of Business
Rules, 1961, Ministry of Corporate Affairs
(MCA) deals with participation of companiesin
securities market. Among the regulators, while
SEBI is primarily responsible under the statute,
RBI has certain responsibilitiesin respect of debt
securities and Forward Markets Commission
(FMC) isresponsible for commodity derivatives.
Thestock exchangesareprimarily responsiblefor
market regulations, while depositories, CCs and
a host of other self-regulatory organisations and
trade associations share the responsibility of
regulation of different facets of the market.

Inthishierarchy, SEBI actsasboth aprincipal
and an agent. Government isthefarthest from the
market and has the least information. However,
as the principal, it communicates its objectives
suchasmarket devel opment, market integrity and
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consumer protection through policies, statutes,
rules, and directions. Because of proximity, SEBI
has better understanding of the markets than the
Government has and has better understanding of
objectivesof the Government than the exchanges
have. As an agent it transl ates the objectives set
by the Government into reality within a prede-
termined framework. At the same time, as a
principal it delegates part of its responsibility to
the exchanges and others who are the closest to
the market. Because of their proximity, the
exchanges have better understanding of the
market than SEBI has. As agents of SEBI and
indirectly of the Government, they regulate
conduct of their constituents. It is possible that
there is transmission loss in terms of objectives
or focus from one level to the other in the
hierarchy. Appropriate contracts minimise the
loss by holding the agents accountable while
incentivising them to promote the interests of the
respective principals. However, both because of
the perceived conflict of interests between com-
mercial aspirations and regulatory tasks of
exchanges and the search for new turfs by
statutory regulators, theimportance of SEBI (fifth
layer) hasbeenincreasing at thecost of exchanges
(sixth layer) [Nair & Sahoo, 20084].

Citizens are ultimate principals in parliamen-
tary democracies. They delegate their authority
to their representatives who form the Parliament;
the Parliament further delegates some of its
authorities to the Government which further
delegates the same to ministers. The Govern-
ment/minister delegates the implementation to
the bureaucracy. Thus, in the normal chain of
delegation there are four delegates, the Parlia-
ment, the Government, the ministers and the
bureaucracy. Delegation to  independent
regulatory agencies, suchas SEBI isthefifthlayer
[Braun & Gilardi, 2006, Pp. 1-22] and further
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delegation to exchanges and depositories con-
gtitutes the sixth layer. One wonders why politi-
cians voluntarily weaken their position by
delegating governance to agencies outside
Government. They do not completely abdicate;
they only delegate and retai n the ultimate control.
Therearethreeimportant reasons: (a) It insulates
the regulatory decisions from being overturned
with changein public opinion or Government and
thereby ensures predictability and certainty; (b)
It insulates politicians from the fallout of
unpopular decisions by shifting the blame to the
regulator; and (c) It builds high level of expertise
for regulatory decisions which is not otherwise
possible within the normal public service guide-
lines [Westrup, 2007]. However, such a long
chain of delegation and multiple principals and
agents obfuscate their accountability as it is
well-neigh impossible to draw up perfect con-
tracts among them for various reasons. This gets
complicated further when the regulator is
considered an agent of the investors, as SEBI
claimsto be: ‘Har Investor ki Taagat’.

An agency away from the hierarchal institu-
tions of Government, but with specific gover-
nanceresponsibilities, isessentially an American
phenomenon that dates back to the end of the
nineteenth century. This experiment began in
India with SEBI in 1992. Governance through
regulatorsis still evolving. Every administrative
ministry is experimenting with issues such as
composition of regulator, relation between the
Government and the regulator, the finances of
regulator, scrutiny of quasi-legislative and
quasi-judicial actions of regulator, etc. Thereisa
need for a comprehensive review of the experi-
ence so far of this mode of governance and use
thelearning to improve the spacing and design of
theregulators within the constitutional schemato
make them more effective and address the felt
concerns. It isuseful to do this review based on
working of SEBI which is the oldest, the most
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prominent and themost evolved, and probably the
most successful regulator in the country [Subra-
manian, 2007; Dhume, 2010; The Economic
Times, 2013]. It is because the ingtitutions like
SEBI make a difference to a country. Acemoglu
and Robinson [2012] in their highly acclaimed
book "Why Nations fail?' argue that the key
differentiator between countriesis"institutions’.
Nations thrive when they develop "inclusive"
political and economic institutions, and they fail
when those institutions become "extractive" and
concentrate power and opportunity in the hands
of only afew.

Based on the review, critical overarching
principles may be written into acharter® to guide
the establishment as well as operations of the
regulator irrespective of the sphere of gover-
nance. This charter should be something similar
to the Constitution or the Companies Act, 1956,
which providesfor all aspects of the Government
/ company, its operations, management and
governance, irrespective of thekind of business/
activity it is engaged in. The governance of
regulatorsisasmuchimportant asthegovernance
of Government or of companies. Good gover-
nance of regulator is necessary for effective
regulation. A draft charter has been attempted by
Planning Commission [2013] in the context of
regulators for utilities. The charter may build on
four mutually reinforcing pillars of good regu-
latory governance, namely, independence,
accountability, transparency, and integrity [Prat
& Berg, 2014]. The regulator should be inde-
pendent of social pressures, political influences
and regulatory capture in regulatory space. It
should be accountable for its actions and per-
formance. Its actions, decision and operations
should be transparent. It should have internal
processes to ensure discipline and consistency in
its operations.
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The charter may take into account the |lOSCO
[2010] principlesrelatingtotheregulator: (a) The
responsibilities of the regulator should be clear
and objectively stated; (b) The regulator should
be operationally independent and accountable in
the exercise of its functions and powers; (c) The
regulator should have adequate powers, proper
resourcesand thecapacity to performitsfunctions
and exerciseits powers; (d) The regulator should
adopt clear and consistent regulatory processes,
(e) The staff of the regulator should observe the
highest professional standards, including appro-
priate standards of confidentiality; (f) The regu-
lator should have or contribute to a process to
monitor, mitigate and manage systemic risk,
appropriate to its mandate; (g) The regulator
should have or contribute to a process to review
the perimeter of regulation regularly; and (h) The
regulator should seek to ensure that conflicts of
interests and misalignment of incentives are
avoided, eiminated, disclosed or otherwise
managed. Doyle[1996, Pp. 35-40] hasidentified
twelve criteria which make regulatory structure
credible. Theseareindependence, accountability,
penalties, transparency, clarity, speed, apped
mechanism, simplicity, periodic review, consis-
tency, commitment and fairness.

The charter should contain the thumb rules. It
should ordinarily provide for: (a) a conducive
legal framework to enabletheregulator to enforce
authority promptly and proactively, (b) appro-
priatelevel of independencein termsof resources
and powers to enable the regulator to build the
capability and processes commensurate with the
task, (¢) ingtitutional mechanism to ensure
accountability of the regulator to avoid its pos-
sible failure, (d) internal architecture of the reg-
ulator to avoid intra-institutional bargains, (€)
effective partnership among Government and the
regulators to work in unison for a common pur-
pose, and (f) spacing of a regulator vis-‘-vis
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Government and other regulators to avoid gaps
and overlaps in coverage and shifting of respon-
sibilitiesin times of crises.
4.3 IncompletelLaw

There are broadly two forms of law, namely,
‘almost complete’ and ‘amost incomplete’. The
former endeavours to enact the law with perfec-
tion, which can deal with al the possible cir-
cumstancesfor along time. A law iscompleteif
it unambiguously dtipulates for all future
contingencies; otherwise it is incomplete. An
example of such form is the Indian Penal Code
enacted way back in 1860. Take the definition of
‘theft’ giventherein, which hasnot been amended
yet. Any activity satisfying the ingredients spe-
cified in the said definition is construed as theft.
Once the legislature lays down the definition of
‘theft’ and prescribes the penalty for it, it is for
the executiveto administer thelaw. In case of any
violation, the executive or the affected party
bringsit before the judiciary which penalises the
delinquent, if it is satisfied that it was a case of
theft and thereis sufficient evidence to the effect
that the delinquent has committed it beyond all
reasonable doubts. If any deficiency is noticed
while administering or enforcing the law, the
legislatureamendsit, thoughnormally withatime
lag. Inthisform of law, thereis almost complete
separation of powers among the governmental
agencies - the legidature frames the laws; the
executive administers and the judiciary enforces
them. Till about a century back when the envi-
ronment was somewhat dynamic, the Govern-
ments used mostly this form of law for
governance.

Of late, the environment has become very
dynamic. The change that used to take centuries
earlier is coming about in months, or at best in
years. Former Chairman of SEBI, Mr. C. B.
Bhave reportedly likened governance challenge
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inthisenvironment to aflight that has devel oped
snag at 30,000 feet and it is too late to land and
too dangerous to continue flying. The options
being limited, we must fly and we must repair
too. The governance response to this has been
establishment of regulators empowered by ‘al-
mostincomplete’ form of law. Thisform believes
that it is not possible to visualise all the possible
circumstances and provide for the same in the
legidation. Here, the legidations tend to be
skeletal, but have the potential to deal with all the
possible circumstances, including unforeseen
emergencies. The incomplete law, therefore, is
not areflection of bad drafting; most oftenitisa
deliberate design. In fact, it tends to be more
principlebased and hencerequireshigher drafting
skills.

The Securities and Exchange Board of India
Act, 1992 belongs to this genre. It empowers
SEBI to register and regulate not only the inter-
mediaries listed in the Act, but also such other
intermediaries who may be associated with the
securities market in any manner. This alows
SEBI to regulate the intermediaries who are not
listed in the Act, should the need arise in future
and also the new intermediaries that may emerge
in future, without an amendment to the law. At
the time of enactment, the legislature could not
possibly visualise al intermediaries who all
would need to be regulated in future. Similarly,
the Act mandates SEBI to take such measures as
it considersfit to protect theinterests of investors
with an illustrative list, as at the time of enact-
ment, it could not visualise all possible measures
that might prospectively become necessary. This
enables SEBI to undertake innovative measures
to respond appropriately to the circumstances at
hand. For example, SEBI recently secured dis-
gorgement of illegal gainsfromthe fraudstersand
disbursedthesameamongthevictims. It debarred
certain individuals from becoming directors of
listed companies. These measures are not
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explicitly mentioned in the illustrative list.
Another exampleisthe definition of ‘ securities'.
The SCRA defines ‘ securities' to include shares,
debentures, derivatives of securities, rights or
interests in securities, etc. and such other instru-
ments as may be declared by Government. This
enablesthe authoritiesto regulate any instrument
whichisnot included in the definition, should the
need arise in future and al so the new instruments
that may emergein future, without an amendment
to the law.

Another dimension of incomplete law is sub-
ordinate legidlation. The Act confers on SEBI
substantial powers of delegated legidlation
(quasi-legidative) to make subordinate legis-
lation (regulations) to fill the gapsin laws and to
deal with the matters of detail, which rapidly
change with time. While the Act is about ten
pages, SEBI has framed regulations running into
thousands of pages. This enablesit to strike the
moving targets at the right time and at the same
time, keep the laws relevant. The Act further
confers on SEBI the enforcement, including
quasi-judicial, powers to enforce the laws made
by the legislature and also by itself. In particular,
it can by regulations cast obligations on partici-
pants and dispense civil penalties for failure to
dischargethe said obligations. Asaconsequence,
if SEBI considers a particular conduct undesir-
able, it can within no time outlaw the same
through regul ations and enforce such regul ations.
It does not have to wait for the legislature to
outlaw any conduct or create an offence through
legidations. Nor does it need to seek judicia
concurrencefor levyingavariety of civil penalties
on the accused. Here the separation of powersis
blurred - the same entity is vested with the
guasi-legidlative, executive and quasi-judicial
functions so that it can enforce the laws proac-
tively and preferably before any harm has been
done. This form of law is eminently suitable for
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markets which evolve very fast and the authority
needs to respond faster with preventive and
remedial measures.

Asstated earlier, theraisond’ étre of regulators
isto hit the moving targets. Thisis possible only
if the law evolves continuoudly in tandem with
the environment to meet the emerging deficien-
cies, accommodate new products and market
designs, deal with innovative transactions by the
market participants and improve the safety and
efficiency of operations in the market by over-
coming the legidlative lags. The law should
enable the regulator to expeditiously issue a
variety of innovative - administrative and quasi-
judicial - preventive, remedia and pena - mea-
sures matching the conduct of the participants.
Thisrequires an aimost incomplete legal regime
where the regulator, which has a better under-
standing of theenvironment, hasadequate powers
of subordinate legislation within the basic frame
of the statute and also the powers to enforce the
laws proactively and promptly. In fact, thisisthe
modern trend. For example, the Companies Act,
2013 uses the words "as may be prescribed" 416
times. Thismeansthat Government isempowered
to make subordinate legislation on at least 416
matters, in addition to any other matter for car-
rying out provisions of the Act.

While SEBI mostly operates under an
incomplete legal regime and that explains its
success to a large extent, many statutes esta-
blishing other regulators are not so much
incomplete. Further, some of them need prior
approval of the Government to makeregulations,
asSEBI wasrequired to dotill 1995. Somedo not
have the power to take enforcement actions
against the miscreants or penalise them. Often,
theregulator and the Government have powersto
make subordinate legislation to carry out the
purposes of the statute that has created the regu-
lator. And Government has powers to exempt
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certainmattersfromtheregulatory purview of the
regulator. Occasionally, the regulator does not
have complete authority over the areait governs.
For example, SEBI and MOF have authority to
make subordinate legislation to carry out the
purposes of the SEBI Act and the SCRA. SEBI
does not have full authority to make subordinate
legidation on certain important aspects of the
securities market such as recognition of stock
exchanges, requirements of listing, grounds for
delisting of securities, etc. This partly explains
different standards, for example, for listing of
securities of a government company and of a
private sector company and distorts the level
playing field and hinders the effectiveness of
SEBI.
4.4 Independence of Regulator

Thereis an expanding empirical literature on
the relationship between regulatory indepen-
dence and economic outcomes [Parker and
Kirkpatrick, 2012]. The economic outcomes
improvewherethereisan independent regul atory
agency. The protagonists of governance by reg-
ulators believe that the independence of regu-
lators is the key to their effectiveness [Szapiro,
2005]. Infact, akey objective of the independent
regulatory agenciesis to shield market interven-
tions from interference from ‘captured’ or ‘par-
tisan’ politicians and bureaucrats [OECD, 2002].
It is now increasingly recognised that political
meddling has consistently caused or worsened
financia instability [Quintyn & Taylor, 2004].
Independence from the Government of the day is
important, especially when the Government is a
shareholder in one or more of the regulated
enterprises. Independence from the regulated
enterprises is clearly essential to containing
opportunistic behaviour. It must, however, be
noted that though independence means discre-
tion, it isnot unfettered discretion.
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4.4.1 Co-ordinates of Independence

‘Independence’, as applied in the context of
regulators, is often misunderstood. It certainly
does not mean independence from the laws of the
land. Nor does it mean independence from the
standard checks and balances evolved over time
for the exercise of powers. As much as one may
wish, a public agency has to discharge its
responsibilities within the framework of the law
and be accountable for its performance. In fact,
in a democratic mode of governance, no public
agency is independent. Strictly speaking, a sys-
tem delivers its best only if al its parts have
harmonious co-existence and no part seeks
independence from the others. In a sense,
dependenceon oneanotherisasourceof strength;
vigilance by others keeps one always on toes and
preventsfailure. Full independence carriesalong
with it the obvious danger of a public agency
drifting away from the peopleand, possibly, even
from the very objectives for which it is estab-
lished.

In a system, only those who can shoulder
accountability deserve to be independent. Hence
accountability and independence go hand in hand
and the mechanism to ensure these needs to be
provided together. If an entity is to be held
accountable for its performance, it must be
independent in terms of resources and capacity
and the manner of using resources towards its
objectives. A related issue is credibility. Inde-
pendenceisnot alwaysgranted; it isoften earned.
Great organisations aspireto earn credibility and,
in the process, become ingtitutions. In institu-
tional parlance this is called "legitimacy" [Wil-
liamson, 1996] that i nstitutionsacquireasorganic
brand equity. Unless an institution establishesits
credibility, it cannot claim ‘real’ independence
even if the statute provides for it! It takes years,
sometimes decades to build credibility. Central
banking the world over, for example, undertook
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painstaking efforts for decades to earn the level
of itsindependencethat it enjoystoday. Thisdoes
not mean that a regulator should not have any
independence to start with. Independence and
credibility needtofeed oneach other in avirtuous
circle.

Without functional independence in regu-
latory space, regulators would be encumbered by
socio-political or legacy constraints and may not
be in a position to take ‘objective’ decisions.
Functional independence entails powers, finan-
cial resources and capacity commensurate with
the regulatory responsibilities. Regulators
discharge extra-regulatory functions as well
where, perhaps, the nature and degree of inde-
pendence sought isdifferent, asthesearenot their
exclusive prerogatives and these do not involve
determination of rights or obligations of eco-
nomic agents. Here, regulators arejust one of the
players (Government may have multiple arms
performing these tasks) while in the regulatory
spacethey are the umpires. The umpires must be
independent - but armed with the knowledge,
including the knowledge that their independence
isrestricted to the game onthefield, and that they
are accountable for the exercise of their inde-
pendence.

Government shares governance with regu-
lators. This does not make the latter the agents of
the former. In fact, all over the world, the
regulators are central actorsin their own right in
governance of markets, holding and applying
major powers, engaging with other market par-
ticipants[ Coen and Thatcher, 2005, Pp. 329-346].
Regulator is, however, a part of the State and
carries on governance in a statutory framework.
The legislature and judiciary scrutinise its acti-
vities as much as they do those of the executive.
In fact, the executive and the regulator carry out
governance in a particular area subject to over-
sight/ scrutiny of thelegislatureand thejudiciary
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and the statute does not make explicit provision
for oversight of the regulator by the executive.
For example, the Government of India (Alloca-
tion of Business) Rules, 1961 assign policy
relating to regulation and development of
securitiesmarket andinvestor protectionto DEA,
whilethe SEBI Act, 1992 entrusts SEBI with the
responsibilities to protect the interests of inves-
torsin securities and to promote the devel opment
of, and to regul ate the securities market. Even the
SCRA and the SEBI Act, 1992 empower both
Department of Economic Affairs (DEA) and
SEBI to make subordinate legislations to carry
out the purposes of these Acts such aslisting and
delisting and, in fact, both of them have made
rules and regulations on these matters. Thiskind
of arrangement puts the executive and the regu-
lator on the same side as partners in governance,
and, therefore, the latter is generally considered
an extension of the executive. The relationship
between these two has, however, important
bearing on the independence of the regulator.

Let uslook at the regulatory domain of SEBI.
The statute empowers SEBI to discharge most of
its responsibilities without recourse to the
executive or the Government. It makes subordi-
natelegislation, issuesvariouskindsof directions
in the interests of the market and the customers;
carries out executive responsibilities such as
registration, inspection, investigation, etc.;
determines and initiates enforcement actions
appropriate to the alleged violations; raises
resources to discharge its regulatory responsibi-
lities; and builds human resources matching its
tasks. Its staff enjoys immunity from suit,
prosecution or other legal proceedingsin respect
of actions taken by them in good faith. These
statutory provisions promote theindependence of
SEBI and leave little scope for ‘interference’ in
theregulatory arena. Viewed inthiscontext, most
regulatorsin Indiaare fairly independent, though
in different degrees.
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Under the democratic form of government, the
legislature exercises oversight over the executive
and scrutinises its quasi-legidlative activities. It
alsoexercisessimilar oversight over theactivities
of the regulators. It is, however, expected to
scrutinise only the quasi-legidative and the
executive activities of the regulators and the
quasi-judicia activities of the regulators should
be beyond its scrutiny. However, it isdifficult at
timesto clearly classify every activity of aregu-
lator into watertight compartments and to restrict
thelegidlativescrutiny tothequasi-legislativeand
the executive activities of theregulators. Further,
a particular matter may have been dealt with
administratively up to a point and determined
thereafter quasi-judicialy. In such cases, it is
difficult to demarcate the aspects of the matter
which can be scrutinised by the legidlature. If
proper care is not exercised, the legislature may
inadvertently scrutinise quasi-judicial activities
which would undermine the independence of
regulators.

4.4.2 Independence of Whom?

Regulators  undertake  quasi-legidative,
executive and quasi-judicial measures - areason
why their powers, as well as image, sometimes
get magnified. But given the exalted position of
the legislature and the judiciary in the Indian
Constitution, independence is not sought in
respect of quasi-legislative and quasi-judicia
activitiesof regulators. It is considered normal if
the regulations and orders of regulators are
modified or set aside by the legislature or the
judiciary, as the case may be. In any case, regu-
lation making resembles enactment of law by
legislature and adjudication resembles ajudicial
decision by a court of law [Supreme Court,
2013p]. In fact, the statute itself provides the
manner and extent of legidative and judicia
intervention in the quasi-legisative and the
quasi-judicial activities of regulators. However,
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a gentle nudging from the executive has the
potential of being perceived asimpinging on the
independence of the regulator and, hence, the
independence of the regulators essentially boils
down to independence from the executive.

TheConstitution assigns* stock exchangesand
future markets' in the union list to the union
legisature. The business alocation rules assign
‘policy measures for the regulation and devel-
opment of the securities market and investor
protection’ to MOF. However, thelegislature, by
a statute, assigns regulation, development and
investor protection matters related to securities,
to SEBI, and clothes it with quasi-legidative,
executiveand quasi-judicial powerssubjecttothe
oversight of the legislature and the judiciary,
without actually curtailing the responsibilities of
the Ministry. The said statute, however,
empowers the Ministry to constitute SEBI and
supersede it if the latter fails to discharge func-
tions to its satisfaction. It also empowers the
Ministry to give directions on policy matters to
SEBI and make rulesto further the objectives of
the statute. The Ministry responds to the legis-
latureon all mattersrelating to the subject for and
on behalf of SEBI. It places the activity reports -
the annual report, the annual accounts, the regu-
lations - of SEBI before the legislature for scru-
tiny. It is accountable to the people through the
legidature on all matters relating to securities
markets, even if it is governed by SEBI. In
exercise of these responsihilities, it engages in
constant interaction with SEBI. The interaction,
if not properly calibrated, could be construed as
‘interference’ . It impinges more when the secre-
taries of the administrative ministries interact
with the chairpersons of the regulatory bodies,
particularly because the secretaries are junior to
chairpersons™ in Indian civil service.
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The Ministry is usually perceived to have the
ability to influence the decision and policy of a
regulator. One reason is that the Ministry can
influence a regulator through its power to issue
directionsin mattersof policy whichtheregulator
is bound to comply with and to reconstitute or
supersede the regulator. This power, though
necessary to ensure that the regulator does not
drift from its mandate, must be sparingly used.
The statute should provide an aobjective, struc-
tured process for issuing directions to regulator,
or superseding it in specified circumstances.
Second reason is its presence on the governing
board of the regulator. The views of the repre-
sentative(s), being the nomineg(s) of theMinister
who is accountable to the legislature, usually
carries relatively more weight in the decision-
making process. Besides, Government isamarket
participant and is subject to pulls and pressures.
It may not aways be possible for the repre-
sentative to take an abjective position in all
mattersinvolving Government. It isbetter that the
board of the regulator does not have any nominee
fromtheMinistry, particularly whenthelatter has
recourse to give directions to the regulator and
throw away any member from the board. Ideally,
SEBI may not have any nomineeat all. At present
it has nominees of MOF, MCA, and RBI. The
nominees generally have a conflict of interest as
they look at every proposal that comes before the
board from the perspective of their organisations.
They usualy take extra-ordinary interest in the
proposal that has some bearing on the working of
their organisations and invariably espouse the
interests of the organisations which have nomi-
nated them.

The board of a regulator needs to have a mix
of part-time and whole- time members (WTMs).
Part-time members are necessary to obtain the
industry knowledgeand feedback fromthepeople
who are otherwise engaged on full time basisin
industry or profession and arenot willingto come
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on full time basis on the board of the regulator.
They are necessary, along with public consulta-
tion for making regulation and appearance before
parliamentary committee, to bridge the
democratic deficit the regulators suffer from.
While the boards of sectoral regulators should
have predominance of sectoral experts, these
must also have representation of experts outside
the sector. This is necessary to ward off the
capture by the regulated. The part time members
could be nominated by FSDC* from among the
eminent citizens who may not be top-notch
experts in securities markets, but must have a
sound understanding of the economy and the
finance. The boards also need to have a mix of
WTMs from different disciplines relevant to the
subject governed by regulator. For example, the
board of SEBI needs to have memberswho have
excelled in the disciplines such as securities
markets, economics, finance, law or public policy
and have demonstrated capacity in dealing with
problems relating to securities market. The
WTMs may be selected by a professional selec-
tion committee. A Regulatory Selection Board
(RSB) may be set up on lines similar to Union
Public Service Commission (UPSC), Public
Enterprises Selection Board (PESB) or National
Judicial Appointments Commission (NJAC)® to
select WTMsfor all regulatory bodies. Thiskind
of composition of the board would promote
independence of regulators, bridge the demo-
cratic deficit and avoid undue influence on the
decision making from outside. However, carehas
tobetakentoavoidany kind of conflict of interest.
Anindividual should not be appointed asmember
if he has association of any kind with any regu-
lated entity, Government of India, any State
Government or any regulatory authority unlesshe
seversthat associ ation beforeassuming theoffice.
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4.4.3 Termsof Appointment

The independence critically depends on the
terms (term and compensation) of appointment of
functionaries (whole time members and chair-
man) on the board of SEBI. The terms determine
the strength of the functionary to withstand the
influence of articulate interest groups and the
pressures of fear and favour from ‘captured’
politicians or bureaucrats. A reasonable secured
term with reasonable compensation attracts the
right persons on the board who have motivation
to build capability rapidly to match the tasks and
to discharge their responsibilities with utmost
professionalism and objectivity. The terms in
vogue today is debilitating to say the least.

The rules initially provided for a term up to
three years subject to the condition that no one
would hold position as member or chairman after
he has attained the of 62 or 65 years, as the case
may be. The rules were amended in 2007 to
increase the maximum age for members to 65 at
par with chairman. These are amended again in
2009 to increase the term up to five years for
members. The current provision is that a person
can haveaterm uptofive years at one go and the
said term can be extended or a person can be
re-appointed for a fresh term up to five years
subject to the condition that hewould not hold the
position after he has attained the age of 65. The
ministry generally haspowerstorelax theserules,
for example, to grant a term longer than that is
providedintherules. Therulesinitially provided
that chairman and members would get salary as
admissible to secretary and additional secretary
to Government of India. However, if aperson has
retired from government service, his salary is
reduced by the amount of pension he receives.
Based on the recommendation of 6th Pay com-
mission, the members and chairman have now
been allowed an option to receive what is called
‘regulatory pay’, a lump sum amount without
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house and car. This lump sum amount isrevised
at discretion of Government unlike grant of
dearness allowance every six months for gov-
ernment empl oyees. Earlier aserving government
employee could go on deputation to SEBI as
chairman or member. However, it is now a
requirement that a serving employee of Govern-
ment, if selected as member or chairman, hasto
resign from government service before joining
SEBI. The ostensible purpose is that a person
should not continue to have loyalty to Govern-
ment which could be a party before SEBI some
time.

The outcome of this framework is obvious.
There are occasions when a person has been
appointed for aterm of five years when therules
provided for aterm upto threeyearsand aperson
hasbeen appointed for aterm of threeyearswhile
the rules provided for a term up to five years.
Further, while some persons have been granted
extension of the term, some others have been
denied for no apparent reason. At least on one
occasion, three members and a chairman were
offered extension of serviceby two yearsbut were
not actualy granted. Except for exceptions,
peoplejoinasmember or chairmanwhenthey are
about to retire from government service or have
already retired, which allowslittle time for them
towork for SEBI. Duringinitial years, no member
could get to work even for two years* as then
retirement age for amember was 62. All persons
who haveworked sofar aschairman or amember
of SEBI are from Government or public sector
background.® Not a single person from private
sector has yet joined. Thus, the outcome is that
mostly retired persons, that too, with Government
background join as member or chairman and are
paid salary, not commensurate with the market.
The term of an appointment, the termination of
the appointment beforethe expiry of theterm, the
extension of the term, or even granting a second
term depends solely on the subj ective satisfaction
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of the Ministry, which is often a party before the
regulator (PSUs are subject to listing discipline
of SEBI), and have the potential to prevent a
person from taking a position extremely unpal-
atable to the Ministry.

In this context, two pronouncements of the
Hon'ble Supreme Court [2010b: Para 56] are
instructive. In the context of aNational Company
Law Tribunal (NCLT), it directed as under:

"(x) The term of office of three years shall be
changed to aterm of seven or five years subject
to eligibility for appointment for one more term.
This is because considerable time is required to
achieve expertise in the field concerned. A term
of three years is very short and by the time the
members achieve the required knowledge,
expertise and efficiency, one term will be over.
Further the said term of three years with the
retirement age of 65 yearsis perceived as having
been tailor-made for persons who haveretired or
shortly to retire and encourages these Tribunals
to be treated as post-retirement havens. If these
Tribunals are to function effectively and effi-
ciently, they should be able to attract younger
members who will have a reasonable period of
service.

(xi) The second proviso to Section 10FE
enabling the President and memberstoretain lien
with their parent cadre/ministry/department
whileholding office asPresident or Memberswill
not be conducive for the independence of mem-
bers. Any person appointed as members should
be prepared to totally disassociate himself from
the Executive. The lien cannot therefore exceed
aperiod of one year.

(xii) To maintain independence and security
in service, sub-section (3) of section 10FJ and
Section 10FV should provide that suspension of
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the President/Chairman or member of a Tribunal
can be only with the concurrence of the Chief
Justice of India".

In another matter, the Hon' ble Supreme Court
[2014b] held that section 5 of the National Tax
Tribunal Act, 2005 isnot sustainablein law, asit
does not ensure that the alternative adjudicatory
authority is totally insulated from all forms of
interference, pressure or influence from co-
ordinate branches of Government. It also held
section 8 of the Act invaid as a
chairperson/member is appointed to the tribunal
in the first instance, for aduration of 5 years and
such chairperson/member is eligible for reap-
pointment, for a further period of 5 years. A
provisionfor reappointment would itself havethe
effect of undermining the independence of the
chairperson/members of the national tax tribunal
(NTT).

As regards compensation, it is instructive to
note the observation of Subramanian [2007]:
"The second major factor contributing to the
decline of public institutions is its increasing
inability to attract talent. This too has deeper
causes, including thegrowing politicisation of the
bureaucracy, cynicism about its role, and the
fading sense of public service. But clearly one of
them is the very rise of the private sector which
hassimply madethe public sector alessattractive
place to work in. The alocation of talent has
become skewed. With the staggering scale of
remuneration that the new economy is showering
on skilled peopl e, the public sector does not stand
achance of competing with the private sector in
attracting high quality people. And, if institutions
ultimately depend on the individuals manning
them and the incentives they face, the prognosis
issomewhat grimfor publicingtitutions" (p. 218).
The compensation linked to that of the govern-
ment employees reduces the catchment area of
people who are willing to work for regulators.
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FSLRC [MOF, 20134] has recommended that
the executive members of a regulatory board
should have afixed term of fiveyears, subject to
aretirement age which must be equivalent to the
age of retirement for the equivalent senior-most
Government positions. This may ensure that
government servants do not come to regulatory
boards after their retirement. But that is not the
problem; that is a symptom of the problem. The
issue is to ensure young talent coming on board
to pursue aregulatory career with independence.

In the government apparatus, the elected
functionaries hold office for aterm of five years
while the appointed functionaries hold officetill
their age of superannuation. An elected func-
tionary can hold office for life if he enjoys
patronage of the electorate. A member of
bureaucracy or judiciary usualy holds officetill
theageof superannuation. Itisextremely difficult
to remove amember of bureaucracy or judiciary
from office. And there are restrictions on post-
superannuation employment to avoid conflict of
interest when in service. These provide security
of the term, avoid conflict of interest and shield
the bureaucrats or judges from fear or favour or
undue influence of the Government of the day.
Such provisions are much sharper and more
entrenched for judiciary given their responsibi-
lities. A protected long career in bureaucracy or
judiciary  till superannuation ensures
development of expertise and, that too, at a
younger age, and shields them from undue
influence of the interest groups. In contrast, a
personisappointedfor aterm of threeor fiveyears
in board of aregulator, when the retirement age
in regulatory boardsis usually higher by threeto
five yearsthan that in Government.

The regulator as a new institution of gover-
nance has been created to discharge certain
responsibilities which could not be done
efficiently within the usual statecraft in normal
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course. A regulator will not deliver substantially
differentif itismanned by peoplewho have spent
afull career in Government and are accustomed
to act in a particular manner. Considerable time
isrequired to achieve expertise in the field con-
cerned. A person would not develop regulatory
capability if heisallowed towork only for at best
aterm of three years. A threeto five-year tenure,
that too, when one is sixty, is very short and by
the time he acquires the required knowledge,
expertise and efficiency, the term is over and he
isout. Sixty isnot avery appropriate ageto learn
new things. The leadership position with a regu-
lator is full of stress and tension™ and is not very
conducive for a person at sixty. A successful
Advocatedoesnotwind up hisprofessionandjoin
as judge for five years. A relatively young
promising professional or a civil servant with
proven track record in the area relevant for SEBI
iseligibleto bethe chairman or member of SEBI,
but he is reluctant to give up his flourishing
profession/service and serve SEBI for a term of
five years. If at all he joins, being eligible for
reappointment, hewould not ableto discharge his
duties without fear or favour, in as much as, he
would aways have a lurking uncertainty in his
mind about his future, after the expiry of the
prescribed term of five years, in the event of not
being granted an extension. In fact, it would
promote independence, if extension or second
termis prohibited. In that case, the person would
have no reason to bend as he has nothing to lose.

The solution isto attract people at young age
by offering them market linked compensationand
a career. Irrespective of the age at joining, they
should serve upto aparticular ageasthe members
of judiciary or civil servicesdo. Theideal agefor
entry could be between 45 and 55, as that would
ensure reasonable maturity at joining and rea-
sonable long time left to learn and serve. There
would be no need for reappointment or extension
and member / chairman once appointed must
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severe his relationship with past employment or
profession, asthe case may be. Thecivil servants
having flair in regulation would leave Govern-
ment well intimeto join regulatory bodies. Once
appointed, the terms of appointment should not
be varied to his disadvantage. The statute should
provide an objective, structured process for
appointment and termination of services of per-
sons on the boards of regulators. Idedly, these
matters should be dealt with by aMinistry, which
does not deal with the subject governed by the
regulator. Itisdesirablethat anew Ministry is set
up to look after the establishment matters of all
regulators; as such matters relating to PSUs are
looked after by the Department of Public Enter-
prises (DPE). This may be named Department of
Regulatory Affairs (DRA). A person should be
appointed as full-time member on a regulatory
board on the recommendation of RSB, similar to
the recommendation of PESB, and his services
may be terminated on the recommendation of
RSB made after aninquiry. Theregulator and the
administrative ministry concerned must neither
seek nor provideany physical facility (for comfort
of the oragnisation or their employees) to each
other.

4.4.4 Resour ces of Regulator

Independence critically depends on the pro-
vision of resources matching the responsibilities.
A regulator cannot exercise its authority
independently if it is dependent on somebody for
its sustenance. While some regulators have ade-
guate and independent sources of income, some
othersarenot that fortunate. Someraiseresources
and use the same for meeting their objectives,
whileothersturnthesameover tothe Government
and depend on budgetary allocation for their
expenditure. Irrespectiveof their potential toraise
resources, regulators need financial autonomy,
though there are various ways to secure it. The
entities like Comptroller and Auditor General of
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India (C&AG) are effective because they have
financial autonomy, eventhoughthey donot have
adequate and independent sourcesof finance. The
regulator should have resources from those
sourceswhich donot conflict withitsprofessional
delivery. For example, the fines levied by a
regulator should not come to its coffers. Other-
wise, theregulator may prefer to impose ahigher
monetary penalty than warranted or prefer
monetary penalty to other kinds of more effective
or appropriate penalties.

There are three basic approaches to fund the
regulation. First is internalisation of regulatory
costs, that is, the cost is recovered through fees
from the regulated. This is transparent, easy to
administer, and consistent with regulatory inde-
pendence. The second is parliamentary appro-
priation from tax revenue. This approach has
potential to  transmit  non-professiona
considerationsin to regulatory decisionsand also
the danger of levying fees from the regulated or
on the regulated transactions to support general
obligations of the Government. An example is
securities transaction tax levied on all securities
transactions. The third is recovery of costs
through specific fees for specific service. Thisis
very cumbersome and has the highest transaction
cost. The securities market in India uses the first
approach, though the second is used in other
segments of the economy such as telecommuni-
cations. The SEBI Act, 1992 empowers SEBI to
levy fees or other charges for carrying out the
purposes of the Act. FSLRC [MOF, 20134] has
recommended that the regul ator should befunded
primarily through fees, as is practice now for
SEBI. It ensures that only the beneficiaries of
regulated market, and not the general public, bear
the cost of regulation. However, this fee should
be minimum to ensure that it does act as entry
barrier for firms while it is enough for the regu-
lator to meet theregulatory needsand havealittle
surplus for exigencies. This should also be
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commensurate to the regulatory burden on the
regulator. This means that the fee payable by an
intermediary would depend on thekind of service
it renders and its volume of service. Such fees
must be levied only through regulations.

Theindependence depends on the availability
of human resource at the disposal of theregulator.
If the available human resources do not have the
professional capability to determine the issues
objectively, the quality of regulations would be
poor as it would not be able to withstand the
perceived or actual influence from various quar-
ters, not necessarily from the Ministry. For
example, if it does not have an adequate
understanding of an issue, it would get carried
away by noisy, often articul ate, suggestionsmade
by the vested interest groups. Unfortunately,
many regulators compensate their employees at
par with the government employees and often
recruit employees on deputation from govern-
ment sector. This often fails to attract the right
talent adequate for the task and develop a cadre
of professionals in the regulator who needs to
upgrade themselves continuously to meet the
challenges of dynamic environment. The inci-
denceof this, whichwasvery highininitial years,
is much less now in SEBI. This happens partly
dueto theresource constraints. Theregulator may
not have budgetary freedom to engage staff asit
considersnecessary and to respond proactively to
emerging needs. In theinitial years, SEBI had to
take aloan from Government to pay salary to its
employees. It repaid the loan in instalments; the
last instalment was paid in 2009. Additionally,
the revolving door, while useful to bring in
expertise, has the potential to weaken the pro-
fessionalism of regulators. This needs to be
handled by suitablerestriction on post-regulatory
employment.
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4.4.5 Location of Fund

Many financial regulators like SEBI and
IRDAI have, as statutorily required, constituted
fundsat their disposal to which all sumsreceived
by them such as fees, grants, charges, etc., are
credited and all their expenses are defrayed from
the said fund. However, there has been a pro-
tracted debate as to where this fund should be
kept. A school believes that the regulators
perform a governmental function and they do so,
on behalf of the Government and, therefore, a
regulator is an ater ego of the Government.
Government is doing through the regul ator what
it could havedonedirectly. Thisisclear fromthe
fact that the powers of appointment, removal or
supersession of the regulator are vested with the
Government and the policy direction of the
Government is binding on the regulator. There-
fore, the moneys collected by a regulator are
receipts for and on behaf of Government and
should be deposited in the Public Accounts of
India first and then withdrawn after due appro-
priation. Thisis consistent with the principle that
parliamentary sanction of expenditure is hall
mark of democratic form of Government. A
section of this school believes that the Constitu-
tion does not require appropriation from public
accounts and hence withdrawal of money should
not require appropriation. Following this
approach, it is argued that retention of funds by
SEBI outside government public accounts is
inconsistent with constitutional provisions. It has
been observed by C&AG that five regulatory
bodies, including SEBI, retained their surplus
funds aggregating Rs. 2142 crore” at the end of
March 2010 outside Government Accounts and,
therefore, the Finance Accounts of the Union
Government did not present a correct and com-
plete picture of government financesto the extent
of funds lying outside government accounts.
SEBI has been established by an Act of Parlia-
ment and is to be treated as ‘ State’ * within the
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meaning of the expression used in Article 12 of
the Constitution. The moneys collected by SEBI
should, therefore, be credited to government
account under Article 266" of the Constitution.
Hence, the issue is not keeping™ of the funds as
it prima facie appears.

The protagonists of regulatory independence
believe that SEBI is a body corporate having
perpetua succession and is empowered to hold
property in its own name. The Hon' ble Supreme
Court [2001] confirms this, "The Board (SEBI)
is an autonomous body created by an Act of
Parliament to control the activities of securities
market inwhich thousandsof membersof gullible
public will be investing huge sums of money.
Therefore, there is every need for a vigilant
supervision of activities of themarket and for that
purpose if the statute intends that the necessary
funds should be met by collection of fees from
the securities market itself then the said levy
cannot be questioned on the ground that the
monies required for capital expenditure of the
Board should be met by Government of India" (p.
519). It upheld the provisions of the Act that
permit SEBI to raise funds by collection of fees.

SEBI paystaxesto Government. It is allowed
to receive, though never received, grants from
Government. When it was acutely short of funds,
it took a loan, albeit interest free, from Govern-
ment and repaid the same. SEBI leviesfeesinits
own right for carrying out the purposes of the
SEBI Act. It does not receive fees as an agent or
on behalf of Government. Article 266(1) deals
with funds/revenuessmoneys of Government.
Article 266(2) deals with other moneys received
by or on behalf of Government. These do not deal
with moneys received by other authorities such
as SEBI who are part of the ‘State’, and not of
‘Government’. Such money is outside the pur-
view of Article 266. The money which does not
belong to SEBI, such as money realised by way
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of penalties, is credited to Consolidated Fund of
India, as required by the statute. If the intention
wasto credit feesto any government account, the
statute would have provided so specifically.
Therefore, feeslevied by SEBI isnot required to
be kept in government account. If all the moneys
of ‘ State’ isto be kept in government account, the
moneysof municipal authorities, PSUs, and other
agenciessuch as stock exchanges, who have been
held to be ‘State’ by judicia pronouncements,
would also need to be kept in government
account. Thiswould be absurd and impractical.

4.4.6 Perception of Independence

The regulators in India are generaly inde-
pendent in varying degrees, athough there is
scope for greater independence (not absolute
independence) for all of them. What surely needs
improvement isthe public perception about their
independence. If aregulator bringsin a measure
which is not liked by some market participants,
they generally use their influence to seek inter-
vention of the Government to persuade or influ-
ence the regulator to withdraw or modify the
measure. During theinitial and formative days of
SEBI, whenever a measure was initiated, it was
common for the affected market participants to
seek government intervention. On one such
occasion, the then SEBI Chairman Mr. G. V.
Ramakrishnais stated to have once remarked that
the way to Mittal Court (then SEBI office) from
Dalal Street is not via North Block (the head-
quarters of Ministry of Finance). This happens
because of the perception that the affected parties
can protect their interest if they can adequately
influence the Government, whichispolicy maker
and principal of the regulator. To the extent the
vested interest groups succeed in their endea
vours, this perception gets reinforced.
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Further, the courts in India pass thousands of
ordersevery day or set aside the orders passed by
lower judiciary. These hardly get reported in
media and rarely criticised for appropriateness.
These rather serve as learning tools for profes-
sionals. Thelosing party respects the orders even
while appealing against the same before the
higher judiciary. Unfortunately, the same is not
true of a quasi-judicial order passed by a regu-
lator. The affected partiesat timesresort to media
campaigns against such orders of the regulators
as well as the functionary who has passed the
orders. This happens because of the perception
that the orders of the judiciary cannot be
influenced, while that of a regulator, which is
considered an extension of the executive, can be.
The judiciary has earned this kind of credibility
over centuries of impartial and objective work,
whilethe regulator isanew kid in the block. The
regulators need to demonstrate objectivity and
impartiality intheir ordersfor yearsand thepublic
needs to notice such objectivity and impartiality.

45 Accountability of Regulator

Non-accountability ismost desirablewhen (a)
the electorate is poorly informed about the opti-
mal action, (b) acquiring decision relevant
informationis costly, and (c) feedback about the
quality of decisionsis slow. Therefore, technical
decisions, in particular, may be best allocated to
judges or appointed bureaucrats [Maskin and
Tirole, 2004, Pp. 1034-1054]. Nevertheless, the
Government is ultimately accountable to the
people for governance through the regulator.
Since the regulator is not directly accountable, it
may not always be as sensitive to the conse-
guences of its omissions and commissions. This
callsfor awell-crafted accountability mechanism
to avoid possible failure of the regulator. How-
ever, this does not call for awell-crafted control
mechanism over the operations and the
management of the regulator. It is important to
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note that accountability is not synonymous with
control and less of autonomy. In fact, the higher
the level of autonomy, the greater is the
accountability and vice versa. In other words, the
accountability should be commensurate to the
level of autonomy.

Current accountability arrangements in India
focusmainly on their role asregulators, probably
because they are so perceived. Through the
administrativeministries, theregulatorslay onthe
table of the Parliament subordinate legislation,
annual report detailing their activities and per-
formance, and statement of accounts audited by
the C&AG. The departmental standing
committees scrutinise their activities while
approving their demand for grants or the demand
for grantsof their administrative ministries, asthe
case may be. They are obliged to carry out the
policy directions of the Government. Inthe face
of substantial failure, the Government has the
power to reconstitute the regulators under speci-
fied circumstances by following a specia pro-
cedure. Their orders are subject to appedl,
generaly before a tribunal, with provision of
judicial review to the Hon' ble Supreme Court.

There are comparable bodies in other coun-
tries. A case in point is the Securities and
Exchange Commissioninthe USA. Itisrequired
to consult the stakeholders and the public, and
reveal the associated costs and benefits, while
making subordinate legidation. Itsbudget aswell
as the subordinate legislation with important
bearings needs to be pre-approved by the Con-
gress. It appearsbefore the Congresstwice ayear
and gives testimony before the congressiona
oversight committees as often as required. The
Government Accountability Office (GAO) gen-
erally assesses its performance in terms of its
objectives and efficiency and reports to the
Congress. It seeks administrative sanctions from
an administrative law judge. It refers matters to
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the Justice Department for launching prosecution
before the District criminal court. Another regu-
lator, namely, the Commodity Futures Trading
Commission, has to even justify its continuation
every five years before the Congress. The
accountability arrangements are well laid out in
the UK, where a ‘private limited company’ acts
as the Financial Services Authority (FSA).*" It
reportstothe Parliament throughthe Treasury and
the Director General of Fair Trading keeps a
watch from the sidelines on the conformity of the
FSA’sregulatory actions. It publishes an annual
performance account of the fairness and effec-
tiveness of its own enforcement process, half-
yearly performance account for service standards
and customer satisfaction, quarterly performance
account on business plan milestones, etc.

There are certain standard arrangements that
advanced jurisdictions have adopted for ensuring
the accountability of the regulators. These
include: (a) ex-ante accountability such as con-
sultation with the public and the stakeholders
beforetaking an action, (b) ex-post accountability
such as reporting actions aready taken, (c)
explanatory accountability such as disclosure of
the rationale of the actions, (d) procedural
accountability such as adhering to standards of
procedural fairness and transparency, and (€)
performance accountability such as achievement
in terms of objectives. The accountability
arrangements rest on five main planks: (a) artic-
ulation of the responsibilities, objectives and
targets against which the regulators may be held
accountable, (b) provision of powers, resources
and capacity of the regulators matching their
assigned responsibilities, (c) assignment of the
affairsof the regulatorsto competent people who
are comfortable with the accountability arrange-
ments, (d) identification of stakeholderstowhom
the regulators may be accountable, and (e)
education of the stake holders about the manner
of ensuring the accountability [IMF, 2006].
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FSLRC [MOF, 20133a] has enumerated four
components of accountability, namely, clarity of
purpose, a well-structured regulation-making
process, the rule of law, and reporting mecha-
nisms.

Withthegrowingrelianceontheregulatorsfor
governance, it is important to follow a holistic
approach to building a uniform system of
accountability. As stated earlier, regulators are
not averse to being accountable to the legislature
and the judiciary. They, being extensions of the
executive, have hesitation to beaccountableto the
executive, even though the Minister is account-
abletothelegidaturefor theactionsand inactions
of the regulator. The trend in advanced
jurisdictionsisto giveregulatorsalmost compl ete
autonomy from the executive and make them
accountable to the legislature and the judiciary
directly as much as possible. Thisisall the more
necessary because Government is often a party
before SEBI. In a different context, the Hon' ble
Supreme Court [2014b)] struck down the National
Tax Tribunal Act, 2005, inter alia on the ground
that Government is a party before the NTT and
has administrative powers over NTT and, there-
fore, NTT is not totally insulated from all forms
of interference, pressure or influence from
co-ordinate branches of Government. The law
should clearly articulate precise objectives of the
regulator. It should aso spell out specific
responsibilities of the regulatory board and reg-
ulatory organisation within the regulator. Cur-
rently, the SEBI Act 1992 does not make any
distinction between the board of SEBI and the
SEBI, which is a board. This is necessary to fix
responsibility. The executive should man the
regulators with capable people who value inde-
pendence and are comfortable with the account-
ability arrangements, and make provision for
resources matching their responsibilities. It must
not attempt to review any action of the regulator,
not even its executive actions. The judiciary may
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exercise oversight over the quasi-judicial activi-
ties of the regulators through dedicated special-
ised tribunals with provision for further appeals
to the Hon' ble Supreme Court. This would help
rapid review of regulatory actions, develop case
laws and enforce discipline in the quasi-judicial
process followed by regulators. This would
enable an aggrieved party to access a quick,
efficaciousand inexpensive mechanismto secure
justice.

Planning Commission [2008b] recommends
that the regulator should be directly responsible
tothelegislaturefor thewaysin which it chooses
to administer the policy subject to the caveat that
thelegidlativeoversight of theminister concerned
should exclude those areas where the regulator is
directly accountable. The legislature may exer-
cise general oversight over the quasi-legidative
and the executive activities of regulators. Given
the number of regulators across the economy and
thevolume of their activities, and the pressure on
legislatureto deliberate the various Bills brought
beforeit, thelegislature needsto set up legidative
committees, each of which would exercise
oversight over afew regulatorsonits behalf. The
committee should engage professional agencies
or agroup of independent expertsto monitor and
review on an ongoing basis the working of the
regulatorsvis-a-visthat of othersinitspeer group
within the country and overseas, and submit
reports for its consideration. It may examine the
subordinatelegislations, the reports submitted by
the regulators on their working and the reports
submitted by professional agencies on the
working of the regulators and make its recom-
mendations. Theregulatorsmay haveopportunity
to explain their conduct and performance to the
saidcommittee. Thecommitteeand theregulators
should meet at regular interval's, instead of having
event specific meetings which could be clouded
with impressions from the event.
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Government may create a new department,
called Department of Regulatory Affairs (DRA),
for developing standards / best practices for
establishment of regulators, including account-
ability arrangements, developing standards for
rule making and enforcement of rules by them,
and for promoting the best practices across the
regulators. The Regulatory Selection Board
(RSB) may be housedinside DRA.. Thiswill keep
away the bias of the administrative ministry
whichisdeeply involved in the subject. The crux
of theissue isto spell out ex-ante the mechanism
of accountability to thelegislature, the executive,
the judiciary and the other stakeholders at large
and to institutionalise the same along with
matching resources and capability so that it does
not suffer from subjectivity. The legislature and
the judiciary must ensure that the executive and
the regulators adhere to those standards and best
practices. Theregulatorsmay discloseall relevant
information to their stake holders and take their
inputsfor making lawsand their decision-making
process may be transparent to the public. They
may disclosetheir performancein different areas
on various parameters at periodic intervals, as
they often requiretheregulated entitiesto do. The
Government and theregulator should educatethe
stakehol ders about the accountability mechanism
pertaining to the regulators.

4.5.1 Measuring Performance

The accountability arrangement must include
an objectivemeasureto measurethe effectiveness
of the regulator. It is because the quality of
regulation affects performance of the country. A
heavily regul ated economy may grow on average
by about 2% to 3% less per annum than less
heavily regulated ones [Parker & Kirkpatrick,
2012]. One way could be to measure the per-
formance of the regulator in terms of market
outcomes, such as performance in attracting
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listings, cost of equity and/or equity risk pre-
mium, market size, transaction costs, market
cleanliness, and breadth of participation and
ownership [City of London, 2009]. These are
market-based and represent outcomes for inves-
tors and firms seeking capital, and for market
participants.

SEBI has adopted a four-pronged strategy to
pursueitsobjectives. It endeavoursto ensure that
(i) the investor learns investing, obtains and uses
information required for investing, and takes
certain precautions; (ii) the market participants
reveal relevant details about themselves, the
products, the market and the regulations so that
theinvestor hasfull knowledge about the market;
(iii) the market has systems and practices which
make transactions safe, only the fit and proper
persons are alowed to operate in the market,
every participant hasincentiveto comply withthe
prescribed standards, and there is assurance that
the miscreant will be awarded exemplary pun-
ishment; and (iv) theinvestor isfully indemnified,
if he happenstolose money dueto failure of any
system or participant, malafide or otherwise
[MOF, 2005]. The outcome of this strategy is
reflected by the number of investors participating
inthe securitiesmarketsor thenumber of investor
complaints. The regulator passes alarge number
of quasi-judicial orders. These are scrutinised by
an appellate authority. The percentage of orders
of regulator upheld by the appellate authority
reflects the quality of orders and hence the per-
formance of the regulator.

Another way could beto measurethe health of
securities market. In view of our obsession with
prices, the immediate temptation is to use the
stock index for the purpose. A stock price index
hidesmorethan it reveals. It reveal s the heal th of
the listed companies and the economy, but
eclipses the health of the stock market [Nair &
Sahoo, 2007a]. The sporadic attempts such as
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financial sector assessment programme (FSAP)
take snap shots on the health of the stock market.
The assessment of the health of the stock market
requires a more holistic approach, involving
evaluation of the structure, processes and designs
of the market contributing to the fairness, integ-
rity and credibility of the market. This cals for
the development of anindex to track the health of
the stock market comprehensively. This would
involve identification/development of perform-
ance indicators (parameters) that can capture the
health of different components of the market,
determination of their weights in the index,
maintenance of database to capture these
parameters scientifically on an ongoing basisand
churning out the index at regular intervals.

The index should capture the entire market -
primary market, secondary market, tertiary (de-
rivatives) market, CISs and globalisation of the
market. Their weights would vary depending on
their relative importance. For example, since
primary market has a predominant rolein capital
formation and resource allocation, which are the
main objectives of the stock market, it may have
arelatively larger weight in the index. The ele-
mentswithin each segment need to be determined
based on the expectations of the country /
economy, regulators, intermediaries, issuers and
investors who are the stakeholders of the stock
market. All of them expect that the market should
be efficient, defined in the neo-classical sense of
low transaction cost. Similarly, they expect the
market to be safe. The elements that may be
considered in each segment may, therefore,
include: cost of transactions, safety of transac-
tions, reliability of transactioninfrastructure, ease
of transaction, product range, quality and speed
of enforcement actions, quality of intermediation
services, level of investor protection, transaction
volumes, etc.
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Under each of these elements, there can be a
few parameters. For exampl e, saf ety element may
have parameters like property rights, risk man-
agement mechanism, certainty of transactions,
etc. The level of investor protection may be
derived from the number of complaints received
against issuers and intermediaries, average time
taken to redress a grievance, expenditure on
investor awareness and education, the size of
investor protection funds, funds used from
investor protection funds, incidence of class
actions, etc. The level of participation may be
measured by amount rai sed from primary market,
turnover in secondary market, number of bene-
ficial accounts with depositories, etc. However,
these need to be suitably adjusted for seasonal or
extraneous factors. For example, the volume of
transactions may be very high because of
macroeconomic fundamentals without any
improvement in market design. This needsto be
addressed by use of relative figures such as
volume of transactions in stock market vis-a-vis
that inbanking channel or asapercentageof GDP.
Thus, assuming ‘m’ segments in the market, ‘n’
elementsin each segment, and ‘p’ parametersin
each element, there would ‘mnp’ parameters in
theindex.

Many of the parametersidentified may not be
amenable to objective quantification. In such
cases, proxies need to be used. For example, the
ease of transaction isvery subjective. One way to
look at can be the availability of transaction front
endsclosetothelocation of participants. Another
way could bethe liquidity in the market so that a
participant does not have to incur substantial
searchcosts. A combination of suchproxiesneeds
to be used in case of subjective parameters.
Further, some parameters may become obsolete
and hence these need to be substituted by
appropriate emerging parameters to remain
abreast with the environment. The parameters as
well as their weights also need to be fine-tuned
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by an iterative process keeping in view the
practical constraints and need for timely avail-
ability of the index. Of course, developing such
anindex involves major exercisesonthelearning
curve. This comprehensive index would reveal
the health of the stock market. The contributory
factors to the movement of this index will alert
theauthoritieson hot spotsand helpintimely and
informed policy making.
4.6 Internal Design of Regulator

The regulators are extremely powerful cre-
ations by their design and stature. They have
guasi-legidlative, executive and quasi-judicial
powers rolled into one, while in statecraft these
functions have been separated into legislative,
executive and judicial functions and assigned to
separate agenciesto facilitate mutual checks and
balances. The regulators, therefore, derive
extra-ordinary powers arising from the fusion of
guasi-legidlative, executive and quasi-judicial
powers. The Hon'ble Supreme Court made
(2004) an interesting observation in the context
of SEBI’ spowers: "The SEBI Act confersawide
jurisdiction upon the Board. Its duties and
functions thereunder, run counter to the doctrine
of separation of powers. Integration of power by
vesting legislative, executive andjudicial powers
in the same body, in future, may raise a severa
public law concerns as the principle of control of
one body over the other was the central theme
underlying the doctrine of separation of powers"
(Pp. 19-20). Though the Constitution of India
does not envisage strict separation of powers, it
does indeed make horizontal division of powers
among the legidature, the executive and the
judiciary. In keeping with the spirit of the con-
dtitutional provisions, every regulator must
ensure that its three wings exercise
guasi-legidlative, executive and quasi-judicial
powers with independence and without intra-
institutional bargaining and, thereby, avoid
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potential public law concerns prognosticated by
the Hon'ble Supreme Court. This requires the
three wings to have disinfect able distance from
one another, a system of mutua checks and
balances to prevent any excess, and robust and
transparent systems and processes required for
judicious and professional interventions.

One critical function of regulators is making
regulations. Most of the statutes creating regu-
lators are silent about its process. For example,
the SEBI Act, 1992 merely states that the
regulations shall be made in the interest of
investorsand marketsand after the notification of
theregulations, thesameshall belaid onthetables
of the Parliament. Eventhoughitisnot astatutory
requirement, many regulators have evolved a
transparent and consultative process to make
regulations. Another critical function is the ini-
tiation and the disposal of the enforcement
actions. The Act and regul ations madethereunder
generaly do not provide the process. Neverthe-
less, the regulator should ensure that the process
isjustandfair. Thismeansthat the accused should
have adeguate notice, provisions of documents /
evidence relied upon by the regulator, and rea-
sonable opportunity to defend. This could be
formalised by the regulators setting up dedicated
quasi-judicia units and posting officers to that
department on atenure basis. Thiswould be akin
to the process before the Administrative Law
Judge where the representatives of the SEC and
the accused present their case. These two func-
tions are dealt in greater detail in Sections 4 and
5, respectively.

There must be time-lines for completion of
every activity of the regulator. It must dispose of
any application from market participants, such as
for registration, within a specified time. It must
grant approval if the application meets the
requirements. If it regjects an application, it must
do so by a speaking order after providing an
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opportunity of hearing. It must complete the
various processes such as inspection, investiga-
tion, enquiry, audit, etc., in atime bound manner.
It must initiate appropriate enforcement actions
immediately on conclusion of the fact-finding
process. It must concludetheenforcement actions
expeditiously because delay defeats justice and
causes hardships to the accused as well as the
victims. The Government and the regulator
should be held accountableif disposal of amatter
is delayed beyond the specified timeline. The
affected person may seek legal remedy if thereis
undue delay and the cost of such remedy should
be borne by the Government or the regulator, as
the case may be. The standards, norms and pro-
cesses™ applicable for every regulatory action
(quasi-legidative, executive and quasi-judicial)
must be availablein public domain. Theregulator
must devel op and publish operations manualsfor
each of its magjor activities.

Wehaveto bear in mind that the regul atorsare
popularly known asregulatorsin their respective
areas. This can create perverse incentives in the
sensethat these agenciesfocusonly on regulation
and not so much on the other objectivesformally
assignedtothemandthepublictoo evaluatestheir
performance only in the area of regulation. Asa
result, either they do not perform that well in
extra-regulatory areas or their performance in
those areas are not noticed. Further, quite often,
they have apparently conflicting objectives. Most
regulators have the mandate to protect the con-
sumers and to develop the market. It is possible
that a measure which promotes market
development may not necessarily promote con-
sumer protection. Asaresult, aregulator may not
take any developmental initiative which has the
potential to adversely affect the interests of the
consumers. This defeats the very purpose of
creation of theregulators. They need to pursueall
their objectives simultaneously and manage the
conflicts skillfully.
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There have been sceptics of regulators from
early on. Particularly relevant was the powerful
argument advanced by George Stigler intheearly
1970s about regulatory capture. In its simplest
form, it was argued that the regulatory agencies
would come to espouse the cause of the industry
which they are supposed to regulate rather than
the cause of the consumers whom they are sup-
posed to protect. Dalal claims [2013] that SEBI
protectseveryone but the common investor it was
created to protect. Generally, sector-specific
regulators are more susceptible to regulatory
capture than economy-wide agencies® for a
variety of reasons. Regulatory capture and regu-
latory bargaining in a multi-regulatory environ-
ment provided a strong concoction for their
lethargy and consequently regulatory collapsein
the run up to the recent financia crisis. The
regulators not only supported the conflict-of-
interest-ridden organisational structures and
product over-innovations of the high street but
also adopted ‘feather-touch’ regulation and
oversight of theseentitiesand their activities. The
important lesson from the financial crisisis that
the regulators need to build their capability to
withstand the influence of the regulated. Like a
chess master who sees many moves in advance,
regulators must visualise the implications of
organisational structures, products and practices
of market participants and ‘front-run’ the finan-
cia Frankensteins rather than becoming their
worshippersdazzled by their innovations[Nair &
Sahoo, 2008b].

They aso need to build capacity that would
inspire the confidence of the consumers and the
regulated. Their expertise must be such that their
findings enjoy deference from judiciary, some-
thing similar to the doctrine of deference in the
USA. The judiciary should not disturb the
professional findings of a regulator unless it is
malafide.  They should have professiona
decision-making process based on adequate
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research and consultation with the stakeholders.
To supplement their in-house talent, they must
use expertise available outside through advisory
groups and public consultations. They should
undertakeat periodicinterval s self-assessment of
their own performance and disseminate the out-
come of such assessment. They should disclose
their performance against pre-set benchmarks
quarterly, semi-annually and annually. They
should continuously rebuild the oragnisation to
meet the dynamism of the market they oversee.
Thiswill build credibility of the organisation.

4.7 Co-operation and Partnership

A regulator needs to recognise that it alone
does not have the exclusive jurisdiction over
extra-regulatory activitiesand that itisonly apart
of the governance ecosystem. It must, therefore,
actively seek the support of the Government and
other regulators involved as well as the market
participants while pursuing extra-regulatory
activities. For example, no single agency can do
by itself enough in the area of financial literacy.
Thisreguires pooling of resourcesand promoting
public-private partnership. Similarly, aregulator
should seek co-operation from the Government
and the other regulators while pursuing its regu-
latory objectives. It must, in turn, extend its
support and co-operation to the Government and
the other regulators whenever called upon to do
s0. It must establish harmoniousrel ationship with
the Government and the other regulators as it
would not be ableto deliver effective governance
on its own.

4.7.1 Partnership with Government

As stated earlier, both DEA and SEBI have
jurisdiction over the securities market. Even the
SEBI Act, 1992 empowersboth to makerulesand
regulations respectively to further the objectives
of the Act. Thisoverlap leavesscopefor duplicity
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and inconsistency in the measures and shifting of
responsibilities at the time of crisis. More
importantly, this gives an impression that the
market participants can pursue their objectives
with either of them. Inthe early daysof SEBI, the
affected regulated entities used to take the first
available flight to North Block with every sig-
nificant restriction that it imposed on them. This
happened because many genuinely believed that
SEBI was subordinate to the Ministry, it had no
option but to act theway the Ministry wished, and
the Ministry had a legitimate role in the matter.
In order to reinforce the independence of the
regulators and to promote harmonious relation-
ship between the Ministry and the regulator, it is
useful to discourage such attempts by the
regulated entities.

Thisis difficult to achieve in practice as the
Ministry iscalled upon to explainthe conduct and
performance of the regulator before the legis-
lature and the Government has the responsibility
to deliver the governance in the area assigned to
the regulator. For example, the MOF is called
upon to explain to the Parliament the develop-
ments in the securities market, including the
performance of SEBI, even though the
Government has assigned the governance of
securities market to SEBI. Further, the Ministry
quiteoften receivescomplaintsof citizensagainst
economic agents regul ated by regulatorsand also
regulatorsthemselves. In such cases, the Ministry
faces a dilemma. If it does not intervene in the
matter, it runs the risk of being perceived as
ineffective or insensitiveto citizens. If it callsfor
a report or seeks certain actions from the regu-
lator, it is construed as interference. Given the
precarious position of the Ministry vis-a-vis the
regulator, the latter must never put the former in
aspot.
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Oneoptionistoallow theregulatorstoexplain
their quasi-legidative and the executive activities
directly to a department related standing parlia-
mentary committee, which may, after consider-
ation of all issues, give appropriate advices, not
directions, within the confines of the Act. The
committeemay evolveastructured mechanismto
receive inputs on matters of policy from the
stakeholders and intervene, in a transparent
manner, in such matters after hearing the regu-
lator. Another option is to ensure that the regu-
lators have staff who have competence and
integrity and who inspire confidence among the
citizens. The Ministry can then forward the
complaints to the regulator and allow it to take
action asit may consider appropriate. In addition,
the Ministry must abdicate/ refrainfromusingits
powers of making rules, except on the establish-
ment mattersof theregulator. Thisrequiresawell
calibrated  co-ordination between  the
Government and the regulator and understanding
and mutual respect for each other.

One objective of the governance through the
regulators is to improve efficiency which is not
otherwise possible within the usual statecraft. It
isimperative to let the regul ators have their own
processes and procedures, that enhance effi-
ciency, todeal withamatter, rather than adopt the
processes and procedures followed by the
Government. Sometimes, however, the Gov-
ernment expects and the regulators follow, either
on account of inertia or fear of going wrong, the
processes and procedures established in the
Government. For example, the circumstances
may warrant an immediate advertisement in the
press in the interest of the consumers. The gov-
ernment process requires it to be issued through
Directorate of Advertising & Visual Publicity. If
this process is followed, the advertisement may
not appear in papers immediately and thereby
defeat the very purpose of the advertisement.
Therefore, theregul atorsneedto evolvetheir own
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process, with adequate checks and balances to
avoid any possible misuse, of issuing advertise-
ments. Similarly, the regulators need to develop
specialised skills matching the tasks by breaking
away from the HR policies of the Government.
Their effectiveness would remain a challenge if
they wereto compensatetheir staff at par with the
government employees. They should have their
own recruitment processes and pay structures to
attract and retain the talent appropriate for their
task. Theagencieslike C& AG, Central Vigilance
Commission, Central Bureau of Investigation
(CBI) should insist on adherenceto the standards
and the practices evolved by regulators and / or
by the DRA.

The regulators have defined boundaries in
terms of products, participants, and geographies
and have limited powers and responsibilities.
Certain situations may demand exercise of pow-
ers beyond these boundaries or exercise of more
powers than those available with them. This
realisation comes only with practical experience.
For example, SEBI needed telephonecall records
of some personsto establish their involvement in
afraud. Government, whichissovereign, ensured
this recently through the Securities Laws
(Amendment) Act, 2014. Similarly, a regulator
may need certain information from another
agency, domestic or oversess, to unravel the
design of the fraudsters. It may need to follow up
ontheactivitiesof acertainentity overseas. It may
need powers to issue interim directions pending
enquiry or investigation. In such cases, the
Government needs to empower the regulator to
do thesethings. It also needsto facilitate them by
bringing together the various agencies for a
common purpose in the public interest. For
example, the development of the corporate debt
market needs support of the Central Government,
the State Governments, and many regulators. In
such cases, the Government needs to not only
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extend its support, but also garner the support of
the State Governments and the concerned regu-
lators.

Let us now turn to the conflict of interest
arising from the Government’s dual role of a
policy maker and a market participant. Quite
often, the government-owned enterprises partic-
ipate in the market and compete with the private
enterprises. It may not always be possible for the
Government to treat the PSUs and the private
enterprisesat par and thereisapossibility that the
market would view the government policies and
regulations with suspicion that they promote the
interests of the PSUs. This is one of the main
reasons why the Government established regu-
latorsto oversee the activities and markets where
PSUs also participate. This builds the perception
that both the PSUs and the private enterprises
havethesamelevel-playingfield. The PSUs, who
are creations of the same Government which has
created the regulator and who are historically
accustomed to specia treatments, at times seek
and secure exemption from compliance with
some of the regulations of the regulators. Let us
take an extreme example of how this can poten-
tially happen. Let ussay aPSU hasissued aclass
of securities on certain terms in compliance with
the securities laws. As the market conditions
change, it may find such terms unfavourable. But
it cannot change the terms of issue under the
securities laws. However, the legislature can
enact a new law to change the terms of issue
applicableto the PSUs. While the legislature can
enact overriding laws in public interest, such an
approach undermines the governance through
regulators. Another example is the implementa-
tion of corporate governance standards. SEBI is
not enforcing these standardson listed companies
becausemany PSUs do not comply withthesame.
There are different norms of public holding for
PSUs and other companies. On the other hand,
the PSUs, because of their parentage, often
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demonstrateahigher level of compliancewiththe
regulationsprescribed by theregulators. Oncethe
PSUs lead the way, the others fall in line. This
facilitates easy acceptance of reforms and new
regulations.

4.7.2 Co-operation among the Regulators

Government has been creating regulators for
every possible niche area. Let us look at the
financial markets. Traditionally, businesseswere
clearly differentiated - banks offered banking
services, insurance companies offered risk shar-
ing, securities companies offered resource allo-
cationand employersprovided pension - an entity
carried on only one kind of business. This
established entity-based regul ation and separated
the supervisory structures along the business
lines. Thus, we have RBI asthe primary regulator
for banking, IRDAI for insurance, SEBI for
securitiesmarkets and PFRDA for pensions. Add
commodity derivatives, and we have one more
market regulator, namely, FMC. The number
increases further if we add the administrative
mini striesassoci ated with each of theseregulators
andtheauthoritiesresponsiblefor thegovernance
of each kind of market participants. Tocomplicate
the matrix, a few authorities jointly and concur-
rently regulate certain segments. For example,
MOF, MCA, RBI and SEBI regulate different
aspects of securities markets simultaneously.
There are also sub-regulators, such as National
Bank for Agriculture and Rural Development
(NABARD) and National Housing Bank (NHB),
and general regulators, like CCl aswell as regu-
lators at the central and the state level. A large
number of SROs and industry bodies, who litter
the regulatory canvas, share the responsibility of
regulation with the primary regulators.

In the recent decades, the economies of scale
and scope together with deregulation and glob-
alisation have blurred the legal and geographic
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boundaries between markets in banking,
securities, insurance and pension. Consequently,
wenow havefinancial supermarkets- entitiesthat
simultaneously engage in activities that come
under the purview of multiple regulators. This
prompted a shift to activity-based regulation: an
entity carrying on three different businesses is
simultaneously regulated by three different sec-
toral regulators as well as many administrative
ministries, general regulators, sub-regulatorsand
SROs. Thus, the regulatory architecture of the
financial sector in Indiais ascomplex asit could
be.

The matrix of markets, products and partici-
pants in different segments-banking, insurance,
securities and pensions- at different layers-
sub-national, national and supra-national - exhibit
considerable overlaps, gaps and twilight zones.
This overlap leaves scope for duplicity and
inconsistency in regulations and shifting of
responsibilities at the time of a crisis. Such
overlap has often ended up in the courts, such as
the dispute between the Central Electricity Reg-
ulatory Commission (CERC) and the FMC over
the devel opment and the regul ation of the market
for ‘power’. It occasionally leads to prescription
of competing standards such as in the area of
corporate governance by SEBI andthe MCA. On
the other hand, there are instances where no
regulator takes any initiative because it is the
responsibility of many regulators. For example,
wedo not yet haveaframework for grooming and
regulating investment advisers,> who operate in
the jurisdictions of many regulators. There have
been problemswith regulatory gaps also. In fact,
the unregulated market has been the bane of the
extant regulatory structure [Sahoo, 2013a]. For
exampl e, taking advantage of the gaps, plantation
schemes merrily collected thousands of crores of
rupees from innocent investors in the mid-1990s
and the debate on who would regulate such
schemeswent on till ascam of sort broke out. We



390

havetwilight zoneswhen amarket or product has
many elements and these elements are under the
jurisdiction of different regulators. This some-
times|eadsto quarrels between theregulators: in
one such instance involving determination of the
regulatory jurisdiction over a financial product
(ULIP), the then Finance Minister, Mr. Pranab
Mukherjee lamented in Parliament that the reg-
ulatorswerequarrellinglike petulant childrenand
the Government had to step in through an
ordinance, which has since been replaced by the
Securities and Insurance Laws (Amendment and
Validation) Act, 2010.

Further, thereisapotential for tension between
the general regulators and the specialised regu-
lators. While one deals with a particular market,
another may deal with oneaspect of every market.
For example, the CCl deals with competition
issues in all markets while SEBI deals with all
aspects of the securities market. Both these reg-
ulators may wish to have independence to
determine the pace and manner in which to usher
in competition into the securities market. Such
determination by one may amount to ‘interfer-
ence’ in the domain of the other. The regulators
need to develop inter-institutional arrangements,
which are made publicly available so that the
market participants are aware of the respective
jurisdictions.

There are certain infrastructures, which if
developed, will be useful for all the segments of
the financial markets. From the perspective of
each regulator, private benefits fall short of pri-
vate costs resulting in under investment in such
infrastructure and consequentially
underdevelopment of the market. Cooperation
among the regulators has the potentia to over-
come such problems, as it would help look at
public benefits and public costs of such
infrastructure more objectively and holistically.
For example, every regulator in financial markets

JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY

JULY-SEPT 2019

tends to under-invest in financial literacy; the
problem can be addressed if they work together.
Further, some activities require efforts of many
regulators. Wewould not be having aflourishing
exchange-traded currency derivatives market
today but for the very fruitful co-ordination
between RBI and SEBI. Similarly, we would not
be able to take the proceedings relating to a
financial sector scam, the tentacles of which
spreads over the entirefinancial market and even
beyond, to a successful logical end, if every
regulator takes a limited view of the irregularity
initsjurisdiction only.

Every regulator follows a unique approach or
process. This distorts the level-playing field and
creates arbitrage opportunities. For example, one
regulator may develop market for a product by
laying down a conducive market design, while
another may develop the market for an essentially
similar product by soliciting business for the
same. Similarly, one regulator may cancel the
registration of amarket participant, while another
may imposeamonetary penalty for asimilar kind
of irregularity. One may follow judicial process
to dispense penalty, while another may follow
administrative process. Different regulators have
laid down different standards and processes for
the participants and their activities. Though the
standardsneed to differ based onthe nature of the
activities, thereare certainfundamental standards
common to al of them. For example, a market
participant has to be a fit and proper person.
Unfortunately, we do not have this requirement
inall ssgmentsof thefinancial markets. At times,
similar products get different treatments in dif-
ferent jurisdictionsbecausethese are so permitted
or so promoted by two different regulators.
Similarly, we have different degrees of outsour-
cing, self-regulation, transparency, consumer
protection, etc., which distort the landscape. A
multi-layer regulatory approach to various
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intermediaries of the financial sector, with dif-
ferent regulatory prescriptions, may lead to a
regulatory arbitrage [MOF, 2009].

One extreme solution isto have one regulator
for the entire financial sector, another for all
utilities, etc., to avoid the issues arising from
multiple regulators. Keeping some of these con-
cerns and the synergy in view, FSLRC [MOF,
2013a] has recommended creation of Unified
Financial Agency (UFA)”® to take over the
responsibilities of RBI (trading related matters),
SEBI, IRDAI, FMC, and PFRDA. However, if
this argument is extended further, we could end
up having only one regulator for all kinds of
activities/ markets. Thiswould, however, deprive
us of the advantages of domain expertise of the
regulators. The aim should be not to have too
many regulators, nor too few. Thereisaneed for
regulators for reasonably compact areas and the
responsibilities among them need to be demar-
cated as clearly as possible. Gaps and overlaps
need to be avoided to the extent possible. Despite
extreme care, it would still not be possible to
contain the market into water-tight compart-
ments. The regulators as well as the Government
would need to complement one another. This
would require an institutionalised approach to
coordination at multiple levels among the regu-
lators and between the Government and the reg-
ulators. There is an attempt to achievethisin the
financial sector through the establishment of
FSDC.

4.7.3 Engagement with Institutions

There are many institutions which are not
specific to securities market, but have profound
bearing on securities markets. Black [2000] has
listed a large number of such ingtitutions. Even
with all-round development of securities market
institutions, the securities markets may not
achieve much if other institutions are weak. For
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exampl e, the market needs accountants to certify
financial statements which form the basis of
investment decisions. Thisonerousresponsibility
requires that the accountants have the capability
to understand the designs of the clients, ethical
standards not to succumb to pressures of clients,
and fear of risk of liability for making false or
misleading financial statements. If themarket has
accountants of the genre who certified accounts
of Satyam Computer Services (Satyam), the
investor would not trust the certificates of
accountants and would never invest in securities.
This requires a passionate agency to develop
accountancy competence and discipline the
accounting profession. Similarly, the market
needs a judiciary that is honest, prompt and
understands sophisticated web of transactions. It
can’'t wait indefinitely for resolution of a matter
just as acricket match can’'t wait for ayear to get
a decision from the third umpire. The market
would come to standstill or manipulation would
continue if a decision is not given. The major
issuers of securities are companies. The com-
pani es heed to have certain minimum governance
norms which are enforced under the company
law. The market needs an efficient company law
along with an efficient machinery to enforce the
same. An active financial press, an active secu-
rities analysis profession, an active proxy advi-
sory firms, etc. are required to uncover and
publicise instances of misdemeanours. The
regulator must make special efforts to engage
with concerned agencies to develop these insti-
tutions.

4.8 End Note

Governance through the regulators is still
evolving. There is yet no comprehensive review
of thismodel of governancein India. Thereviews
elsawhere seem to indicate that while such
agencies have been successful in securing better
protection of the customers, in afew cases their
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work has become disconnected with the objec-
tivesof theelected Governments. Theimpression
prevailsthat some of the regulatorsin India have
earned credibility at par with constitutional
bodies. In an article Dhume [2010] observed:
"Unlike many developing countries, India has a
record of sustaining credible institutions, among
them the Supreme Court, the Election Commis-
sion and the Securities and Exchange Board of
India'. At the other extreme, one [Srinivasan,
2014] considers SEBI as adragon. Nevertheless,
thereisaneed for acomprehensive review of the
experience so far of governance through the
regulators and use the learning to improve the
locationand design of theregul atorsto makethem
more effective.

Government has not laid down the standards
for the establishment and the operations of the
regulators. Every administrative ministry invents
amodel based on its expectations from the reg-
ulator. A careful analysis of the existing legal,
policy and ingtitutional framework in India
reveals a somewhat haphazard and uneven
approachto regulation acrossand within different
sectors of the economy resulting in inadequate
and expensive reform [Planning Commission,
2008b]. As a result, the structure of regulators
differswidely. For example, for someregulators,
there are dedicated tribunals to scrutinise their
orders and act as appellate authorities, while for
theothers, thereare no such mechanisms. In some
cases, the Government itself is the appellate
authority against the orders of the regulators.
Similarly, some regulators have their own inde-
pendent budgets, while the others depend on
grants from the Government. Some regulators
have representatives of the Government in their
governing boards, while some othersdo not have
such representation. Some regulators have only
whole-timemembers (WTMs); someothers have
mostly part-time members. While some degree of
flexibility is necessary, there is a need for some
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overarching principles that would guide the
establishment as well as the operations of the
regulators. In this respect, the executive agency
framework of the UK may provide some useful
guidance. This format may also cover the best
practices to be followed by a regulator. Depart-
ment of Regulators can adopt the best provisions
and practices based on the experience and
incorporate those into the charter to serve as a
guide for the ministries.

Regulators are the result of extended delega-
tion: from the people to the legidature to the
executive to the regulators. Given the complex
issues relating to regulators as new mechanisms
of governance, their design and location have to
beanintegral part of alarger vision and unifying
goa of public interest. As rightly observed by
Anant & Singh [2006, Pp. 121-127], "the central
dilemma inherent in the problem of designing
effective regulatory institutions... how should
such decisions be taken and, notably, where
should they be located in the wider structures of
governance?' (p. 121). Even with a charter in
place, the administrative ministry needs to be
more than a visionary in designing and spacing
each new regulator or in restructuring an existing
regulator. However, aregulator should be created
only after it is considered the most appropriate
delivery mechanism based on a business review.
It should cease to exist on completion of every
fifth year unlessit is extended by a Reauthorisa-
tion Act after a legidative evaluation of its
working in the preceding five years and of the
need for its continued existence in the changed
environment.

The Constitution of India does not explicitly
recognise the regulators as a mechanism for
governance. When governance through the local
self-governments was considered necessary, the
Constitutionwasamendedto explicitly recognise
themand specify their responsibilities, including
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their autonomy and accountability arrangements.
Perhaps, the time now has come when a clear
Constitutional provision may be considered to
explicitly recognisetheregulatorsand providefor
an appropriate and uniform autonomy-
accountability framework for them. While
deciding their ‘space’ in the constitutional
schema, it would be ideal to define the ‘auto-
nomy’ arrangements of the regulators vis-a-vis
the three organs of the State - the legidlature, the
executive and the judiciary. Similarly, it would
be useful to specify the ‘accountability’
arrangements for the regulators vis-a-vis the
various stakeholders. Thisis necessary to clear
the cobweb of the ‘practical’ aspects of inde-
pendence, avoid the institutional tensions, and
minimise the transaction costsin an increasingly
information asymmetric world.

A major component of governance is how
regulations are made for the securities market.
The Section 5 deals with making of regulations.

SECTION 5
REGULATING REGULATIONS®

5.1 Subordinate Legislation

Legidation is either supreme or subordinate.
The former emanates from the legislature while
the latter from the executive and these together
congtitute the law. The latter is a statutory
instrument made by theexecutive, whichisabody
subordinate to the legislature, and in exercise of
power, within specific limits, conferred by the
legidature. The Hon’ble Supreme Court [1974]
explained its need: "Most of the modern socioe-
conomic legislations passed by legislature lay
down the guiding principles and the legidative
policy. The legislatures because of limitations
imposed upon the time factor hardly go into
matters of details. Provision is, therefore, made
for delegated legidation to obtain flexibility,
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elasticity, expedition and opportunity for exper-
imentation. The practice of empowering the
executive to make subordinate legislation within
a prescribed sphere has evolved out of practical
necessity and pragmatic needs of a modern wel-
fare State" (p. 1667). It [2003] reiterated: "The
main justification for delegated legislation isthat
thelegislature being overburdened and the needs
of the modern-day society being complex it
cannot possibly foresee every administrative
difficulty that may arise after the Statute has
begunto operate. Delegated | egidlationfillsthose
needs. The Regulations made under power con-
ferred by the Statute are supporting legislation
and have the force and affect, if validly made, as
the Act passed by the competent legislature” (p.
5).

Kaul & Shakdher [2009] elaborated: "In a
modern welfare State, governmental activity has
pervaded almost every field of human endeavour,
thus, necessitating enactment of multifarious
lawsto regulate this ever-widening activity. The
L egidlature does not have enough time to delib-
erate upon, discussand approveall theregulatory
measures. Moreover, law-making has now
become a complicated and technical matter, and
law has to be flawless in technical details" (pp.
667-668). Thus, delegated | egislationsservesfour
purposes. (a) legislature has limited time in
comparison to the number of matersto be dealt;
(b) thelegislature may not have detailed technical
expertise relating to al matters to be dedlt; (c)
legidations can’t be amended frequently to deal
withrapidly changing or uncertain situations; and
(d) legislations may not allow for swift action in
the case of an emergency in all circumstances.

The ambit of subordinate legislation, which
includes amendment, variation or rescission of
thereof, is very limited. The Hon’ble Supreme
Court [1972] observed: "The legal position as
regards the limitation of this power is, however,
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no longer in doubt. The delegation of legidative
power is permissible only when the legidative
policy and principleare adequately laid down and
the delegate is only empowered to carry out the
subsidiary policy withinthe guidelineslaid down
by the Legidature. The Legidature, it must be
borne in mind, cannot abdicate its authority and
cannot pass on to some other body the obligation
and the responsibility imposed on it by the Con-
dtitution. It can only utilise other bodies or
authorities for the purpose of working out the
details within the essential principles laid down
by it. In each case, therefore, it has to be seen if
there is delegation of the essential legidlative
function or if it is merely a case in which some
authority or body other than the Legislature is
empowered to work out the subsidiary and
ancillary details within the essential guidelines,
policy and principles, laid down by thelegidative
wing of the Government" (p. 1922).

Therefore, the legislation cannot abdicate the
essential legidlative function in favour of execu-
tive and subordinate legislation hasto bein strict
conformity withthelegislative policy. It hastobe
intra vires the Act, which authorises the subor-
dinate legidlation, aswell the Constitution. It has
to be done in the specified manner with regard to
prior consultation or publication, if any, and the
final publication. It issubject to judicial scrutiny
at the behest of any third party. It needsto belaid
before each house of Parliament for specified
period and both the houses may agree to modify
or annul the same. It should be made as soon as
possibleand inno caselater than six monthsfrom
thedate onwhich thelegislation comesintoforce.
The Committee on Subordinate L egislationlooks
into every subordinate legislation to satisfy itself
that there hasbeen no executive excessor trespass
in the exercise of its delegated power.
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Takethe example of the Companies Act, 2013
[GOI, 2013]. It uses the word ‘prescribed’ 416
times where ‘prescribed’ means prescribed by
rules made by the Central Government under the
Act. Thismeansthat the Government would make
rules over 400 matters which, the Bill claimed,
areof procedureand detail and itisnot practicable
to provide for them in the law. It defines ‘Key
Managerial Personnel (KMP)' to mean chief
executiveofficer, company secretary, whole-time
director, chief financial officer and such other
officersas may be prescribed. It further provides
that the companies as may be prescribed would
haveK M Pand KM Pwould havefunctionsasmay
beprescribed. Thiswould allow the authoritiesto
deal with the KMPswho arenot listed in the Act,
should the need arise in future and aso the new
KMPs that may emerge in future, without an
amendmenttothelaw [Sahoo, 2013b]. Atthetime
of enactment, the legislature could not possibly
visualise all KMPs who al would need to be
regulated in future. Theimport of this provisions
isthat KMPs are important and the law needs to
deal with them in a particular manner and an
officer irrespective of designation can beaKMP
depending on the environment and such desig-
nation or environment can't be specified today
whichwould hold good for all timesto come. The
Government needs to be empowered to deal with
a KMP that emerges any time by resorting to
‘prescribed”  without legislative intervention,
particularly when this particular legisation has
taken almost a decade for enactment.

5.2 Securities Regulations

The SEBI Act, 1992 is a modern socio-
economic legidation. It confers on SEBI sub-
stantial powers of delegated legidation
(quasi-legidative) to make  subordinate
legidation (regulations) to fill the gaps in laws
and to deal with the matters of detail, which
rapidly change with time. While the Act is about
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ten pages, SEBI has framed regulations running
into thousands of pages. Raval [2011] rightly
observed: "The securities market is regulated
more through regul ations than through the SEBI
Act, 1992" (p. 9). This enables it to strike the
moving targets at the right time and at the same
time, keep the laws relevant. The Act further
confers on SEBI the enforcement, including
quasi-judicial, powers to enforce the laws made
by the legislature and also by itself. In particular,
it can by regulations cast obligations on partici-
pants and dispense civil penalties for failure to
dischargethe said obligations. Asaconsequence,
if SEBI considers a particular conduct undesir-
able, it can within no time outlaw the same
through regul ationsand enforce such regulations.

SEBI is empowered to make regulations sub-
jecttotheconditionsthat theregulations: (a) carry
out thepurposes of the Act; (b) areconsistent with
the Act and the rules made thereunder; (c) are
made by a notification published in the official
gazette; and (d) are laid, as soon as possible,
before each House of Parliament for 30 days.
Therewas an apprehension that the Act provided
for excessive subordinate legislation. The
Hon' bleDelhi High Court [2002] setit at rest with
anobservationthat the provision of parliamentary
scrutiny act as a check on power of SEBI and it
cannot be called to be a case of excessive dele-
gation. Once it islaid on the table of Parliament
and not rejected (affirmationisnot required), itis
considered asif it has been made by the Parlia-
ment. Since 1995, regulations do not require
prior approva of Government indicating
enhanced autonomy of SEBI.

5.3 Making of Regulations

Thesecuritieslawsaresilent about the process
of making regulations. Even though it is not a
statutory requirement, SEBI has evolved a
transparent and consultative process to make
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regulations. It has anumber of standing advisory
committees to deliberate on the evolving issues
and their possible resolution. It also appoints
ad-hoc committees on specificissues. It generally
issuesaconcept / discussion paper before or after
consultation with the standing advisory / ad-hoc
committee concerned. It sometimes organizes
workshops of stakeholders to elicit their feed-
back. It examines the feedback on concept /
discussion papers internally or through the
advisory committees. In exceptional cases, a
revised concept / discussion paper is put out
seeking another round of comments / feedback.
Theconsultation processfactorsinground reality
and makesthe decisions sound and acceptabl e by
the regulated. Based on the examination of
feedback, it formul ates an agenda note proposing
the necessary regulations. The board of SEBI
considers the agenda and approves the proposed
regulations with appropriate modifications.
While the board agenda and minutes are made
available in public domain after a while, the
decisionsare conveyed through apressrelease on
conclusionof theboard meeting and the necessary
regulationsareissued thereafter through agazette
notification. To cement the processfurther, SEBI
hassuggested™ Central Government to amend the
law to make it mandatory for SEBI to consult the
public before making regul ationsexcept in urgent
circumstances and in the consultation process, it
shall present the economic implications of the
proposed regulations.

Patnaik and Shah [2014] believed that in the
current system, unelected officials with inde-
pendent regulatorschooseto draft regul ationsthat
are the easiest to implement. The regulators are
oftenreluctant to grant permissionsfor businesses
to operate, perhaps because it makes their
supervisory tasks more difficult. They impose
several prescriptions which restrict creating new
kinds of products or processes because it caters
to their convenience. These hinder competition
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and innovation. There are also numerous regu-
lations that stray from the economic purpose of
financial regulation—identifying and addressing
market failures in finance. Two elements of
processmakearegulation robust. They arepublic
consultation and economic analysis.

5.3.1 Economic Analysis - A Brief

It may taketheform of an analysisof costsand
benefits, regulatory impact assessment (RIA) or
any other structured methodology to avoid sub-
optimal outcomes and subjectivity of decisions.
The objective is to ensure that the cost of
regulation is less than the cost of market failure
which the regulation intends to address. FSLRC
[MOF, 20138 recommends publication of an
analysis of costs and benefits of the proposed
regulation because every regulatory intervention
imposes certain costs on the regulated and the
system, and regulations should minimise these
costs. It is acknowledged that often pure numer-
ical value-based cost-benefit analysis is not pos-
sible. In such cases, the best possible analysisand
thereasoning for choice of intervention should be
published.

OECD [2008] observed that regul atory impact
assessment (RIA) helps to ensure that the regu-
lationsareaseffectiveand asefficient aspossible.
Effective regulation achieves the policy
objective(s) for which it is made. Efficient regu-
lation achievesthese objectivesat thelowest total
cost to all members of society. Inappropriate
regulation can stifle growth by putting obstacles
on the way of doing business and by creating
perceptions of a negative environment. It is,
therefore, necessary to identify as many different
practical waysof addressing aparticular problem
or achieving a particular objective and assessing
their impacts to identify the best of them. It may
reveal that there is no case for aregulation. This
is possible when the size of the problem is too
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small to justify regulation or no feasible regu-
lationislikely to address the problem effectively
and at a cost that is reasonable in relation to the
expected benefits of the regulation. Regulation
should be introduced only if it is expected to
improve society’s economic and social welfare.
It keeps the ‘whole of society’ view in mind,
rather than paying undue attention to the impact
on individual groups who may be lobbying for
regulation. OECD [2012] recommendsRIA inthe
early stages of new regulatory proposals. It
advises evaluation of alternatives such as ‘regu-
lation’ and ‘no regulation’ and if regulation,
which kind of regulation.

Niemyar [2001] proceeded to undertake eco-
nomic analysis with three classical motives of
securities regulation. These are: systemic risks,
efficiency and investor protection. The assump-
tions underlying the concept of systemic risk are
that thereexiststhe possibility of amarket failure,
oftenin terms of an externality, and if the market
fals, it would damage the securities market to
such an extent that economic activity inthe wider
economy would suffer. Take the example of
C&S. If aseller of asecurity isnot abletodeliver,
it may have domino effect on many other traders.
One way to address this is prudential regulation
on the participants. Another could be treating
C& S organizations as public utilities. Each of
these solutions impacts the behavior of the par-
ticipants in view of associated moral hazard or
cost considerations. Similarly, the efficiency is
affected, among others, by asymmetric informa-
tion. Thisis addressed by DBR. This regulation
changes the behavior of the participants who are
under obligation to disclose as well as the users
of disclosures. Investor protection arises, anong
others, from principal -agent conflict. The neglect
of principal’s interest can invite stern enforce-
ment actions. The provision of prompt and fair
enforcement mechanism would change the
behavior of the participants. The intensity of
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impact would depend on the ability and motive
of the agency laying down regulations and the
purported costs and benefits to market partici-
pants.

Lawrence [1996] revisited the economic
rational e by which the effectiveness of securities
regulation canbemeasured. It doesso by referring
to both the costs and benefits -direct and indirect,
explicit and implicit, tangible and intangible- to
investors, intermediaries, state, economy and
society- of securities regulations in the light of
recent empirical research and developments in
legal and economic theory. In order to evaluateif
the society has adopted optimal regulatory
regime, it weighs the purported benefits of reg-
ulation against the associated costs. The costs
would include transactions costs, opportunity
costs, compliance costsand public resource costs.
The benefits would include market integrity,
investor protection, enhanced competition,
minimisation of systemic risk, prevention of
fraud, etc. The costs of regulation are generally
moredirect, upfront and visiblewhilethe benefits
arenot. For example, itisnot possibleto quantify
benefits of avoiding a fraud. That is why we
generally have resistance to any new regulation.
Thisrequires careful identification and scientific
guantification of the costs and the benefits of
every proposed regulation to avoid intuitive
decisions.

5.3.2 Public Consultation

Rodrik and Subramanian [2003, Pp. 31-34]
argued that while economic analysis can help by
identifying the incentive effects of alternative
arrangements and the relevant tradeoffs, there is
a very large role for public deliberation and
collective choice within societies. In fact, politi-
cal democracy is a meta institution that helps
soci eties make choi ces about theinstitutionsthey
want. The participation in the regulatory process

REFORMING THE REGULATORY STATE

397

ensures that regulation serves the public interest
and is informed by the legitimate needs of those
interested in and affected by regulation [OECD,
2012]. It avoids, at | east reduces, the unnecessary
or over-costly regulations and improves the
quality of theremaining body of regulations. This
isall the more necessary, as argued by Glaeser &
Shleifer [2003], doing nothing is the most
appropriate response to market failure in many
times and circumstances. It bridges democratic
deficit and ensuresthat the regulations are within
the *pith and substance’ of the law. The consul-
tation is effective if (a) it provides meaningful
opportunities (including online) for the public to
contribute to the process of making regulation;
(b) draft regulations are comprehensibleand clear
and that the public can easily understand their
rights and obligations, (c) draft regulations are
accompanied by sound economic analysis, (d) it
bringsto the notice of the public the best practices
prevalent globally on the subject of regulation;
and (e) it brings to the notice of the public the
norms set by international standard setting
agencies on the subject of regulation.

The Administrative Procedure Act, 1946 (of
US) prescribed fair administrative procedure for
all executive branch agencies, including inde-
pendent regulatory agencies. The most common
procedure is notice-and-comment, that is, the
agency must provide the public with adequate
noticeof aproposed rulefollowed by areasonable
and meaningful opportunity to comment on the
rule’s content. The Act requires that the agency
shall publish ageneral notice of proposed rulesin
theFederal Register. Thisnoticeshall include: (a)
astatement of thetime, place, and natureof public
rule making proceedings; (2) reference to the
authority under which the rule is proposed; and
(3) either the terms or substance of the proposed
rule or a description of the subjects and issues
involved. After issue of the notice, the agency
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shall afford interested persons an opportunity to
participatein the rule making through submission
of written data, views, or arguments with or
without opportunity to present the same orally in
any manner; and, after consideration of all rele-
vant matter presented, the agency shall incorpo-
rate in any rules adopted a concise genera
statement of their basis and purpose. The general
statement should enable the public to obtain a
general idea of the purpose of, and a statement of
thebasicjustificationfor, therules. Thefinal rule,
along with the genera statement, must be pub-
lishedinthe Federal Register notlessthan 30 days
before the rule's effective date. There are other
variants of consultation. One variant allows the
party to present his case through oral hearing or
documentary evidence.

Thereareafew statutesin Indiawhich require
consultation with public before making regu-
lations. For example, the Company Secretaries
Act, 1980 provides that all regulations made
under this Act shall be subject to the condition of
previous publication. The Airport Economic
Regulatory Authority of IndiaAct, 2008 requires
the authority to ensure transparency while exer-
cisingits powers and discharging its functions by
(8) holding consultationwith all the stakehol ders,
(b) allowing all stakeholders to make their sub-
missions and (c) making all decisions of the
authority fully documented and explained. The
authority makes available in the public domain
the comments of the regulator on each feedback
received during consultation process™ [AERAI,
2011] of every proposed regulation. While a
regulator may provide opportunities for public
consultation though required under the law, as
SEBI does, it cannot be claimed as a matter of
right in the absence of specific provision in the
Act. Subordinatel egisl ation cannot bequestioned
even on the ground of violation of principles of
natural justice [ Supreme Court, 1987].
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There is an increasing demand to strengthen
the consultation process in India. Each govern-
ment organi zation which hasthe responsihility of
writing regulations should undertake two rounds
of consultation with stakeholders [MCA, 2013].
FSLRC [MOF, 20134] has suggested a detailed
step by step approach for making regulations. It
suggests that since the board of the regulator is
accountable to Parliament, regulation making
process must originate from the board as this
would ensure that the issues requiring regulation
are deliberated at appropriate level. The draft
regulationsmust be approved by the board before
it is released to public for comments. The regu-
lator must release for public comments: (a) draft
regulations; (b) the specific provision of law that
empowers the regulator to make the proposed
regulationsand the manner in whichthe proposed
regulation is consistent with the principles of the
law; (c) a statement of the problem or market
failure that the proposed regulation seeks to
address;, and (d) an analysis of the costs and
benefits of the proposed regulations. The regu-
lator must provide reasonable time for public
comments and an appropriate mode for
widespread public participation. The board must
consider the comments received from public
before approving the regulations and such public
comments along with its response thereon must
bepublished. Thisprocessmay berelaxedif there
is an emergency, but regulation so made would
have a limited life unless it is ratified by regu-
lations made following the regular process.
FSLRC advocates that the regulations made by a
regulator should be struck down by the Financial
Sector Appellate Tribunal (FSAT) if it strays
away from objectives, powers or procedures.
OECD [2012] recommendsthat the public should
have access to a cost effective and prompt
mechanism which should review the legality and
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procedural fairness of regulations. This is in
addition to the jurisdictions of courts to review
any subordinate legislation.

The consultation alerts the regulated to the
likely shape of regulatory obligations and com-
pliances. However, the regulation may not be
implemented, not because of unwillingnessonthe
part of any stakeholder, but because either the
regulator, or the regulated, or both are not pre-
pared. For example, the listing regulations have
introduced certain principles of disclosure and
governance by listed companies. However, reg-
ulator, regul ated and the courts have not prepared
themselves for administration of principle-based
regulation. FSLRC proposes to have regulatory
impact assessment or cost benefit analysis of
every proposed regulation. But most of the
regulatorsdo not yet have the capacity to conduct
cost benefit analysis. Theregul ator hasprescribed
corporate governance normswhich requirelisted
companies to have a specified number of inde-
pendent directors. However, the system has not
bred enough number of people to beindependent
directors. It isagood practice to produce ideas
years before actual implementation. The regu-
lator should research and publish studies and
analyses which would have pointers for
discourses and debates. Take the example of the
concept paper on depositories prepared by The
Stock Exchange, Mumbai in 1967. This ulti-
mately saw the light in the form of the Depos-
itories Ordinance, 1995. Successful
implementation of regulation requires the
regulator to (a) make regulations in consultation
with the stakeholders, (b) facilitate implementa-
tion by providing toolsand building capacity, and
(c) making cost of non-compliance much higher
than the cost of compliance through an effective
enforcement mechanism.
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5.3.3 Democratic Legitimacy

Though democratically accountable princi-
pals (read Government) can transfer policy
making powers to hon-magjoritarian institutions
(read regulators), they cannot transfer their own
legitimacy [Majone, 1999, Pp. 1-24]. The dele-
gation to independent regulatory authorities
implies a net loss of legitimacy for political
system [Majone, 2005]. The higher the indepen-
dence of the regulators, the greater is the demo-
cratic deficit. The regulators, therefore, have
apparent threat to democratic accountability
[Westrup, 2007]. The endeavor is to harness the
benefits of governance through regulators, but
with democratic legitimacy.

There are broadly three approaches to impart
democratic legitimacy. The first is ex-ante
input-oriented legitimacy. This generaly uses
two sets of measures, namely, (a) representation
of citizens/ stakehol dersin decision making body
of the regulators - the governing board of regu-
lator has enlightened citizens as part-time mem-
bers, and (b) association or involvement of
citizens / stakeholders in decision-making
process - theinputs of stakeholdersaretaken into
account while making a decision. Second is
ex-post output-oriented legitimacy [Maggetti,
2010, Pp. 1-9], where regulatory outputs are
evaluated by citizens. There are severa difficul-
ties in administering output-oriented legitimacy
particularly because theregulatory output may be
vague and hence not measurable and regulatory
effort may not have any linkage with regulatory
output. The third is the standard accountability
arrangementsto ensurethat theregul ator operates
withinthe confines of itsmandate and followsthe
procedural checks and balances. For example, it
shouldexplainitsactionsthrough reasoned orders
within a time bound manner. These three
approaches are not alternatives to one another.
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Though not a part of structural design, these are
followedlargely incase of SEBI. These, however,
need to be instiutionalised.
5.4 Institutional Reforms

Tothisresearcher, the making of regulationis
more of an art than a science. The regulator
develops this expertise over time and with
experience. A good regulation is one which
effectively deals with the menace and does no
more. Thisis like a good medicine which treats
the disease without any side effects. A case in
pointis‘dealing’ by aninsider vis-a-vis ‘trading’
by aninsider. Thelatter isasub-set of theformer,
is harmful to investors and needs to be curbed.
However, al dealings by an insider are not
harmful. For example, demateriaisation of
securitiesis socially desirable and has no nexus
withthe Unpublished Price Sensitivelnformation
(UPSI), i.e., information asymmetry. Similarly,
theregul ations should focus on the substance, not
the form. As every killing is not murder, every
trade by an insider is not insider trading. It
dependson factsand circumstances of each trade
and is a mixed question of law and facts. The
essence of insider trading is unfair advantage
from asymmetric information [SEBI, 2015]. The
regulations have recently excluded trades, which
do not provide such unfair advantage, from the
mischief of insider trading. Therefore, the law
avoidstick box approach and requiresapplication
of mind to ascertain if a particular trade amounts
to insider trading. Nevertheless, certain institu-
tional reforms are useful.

One Authority: Both SEBI and MOF have
authority to make subordinate legislations to
carry out the purposes of the securitieslaws. And,
both of them in fact have made subordinate
legislations on the same subject. For example,
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Ministry and SEBI have made rules and regu-
lations, respectively to govern listing and delis-
ting. For about ten years, there were rules made
by Ministry and regulations made by SEBI on
certain matters relating to intermediaries. These
were rescinded in 2006, as those were found
redundant. Besidess, MCA and SEBI have
authority to make subordinate legislation
impacting securities market. They have made
rules and regulations respectively to deal with
issue and trading of Indian Depository Receipts
(IDRs). Both RBI and SEBI have been delegated
authority to make regulations on certain matters.
This is besides the fact that there is a separate
regulator, namely FMC, which regulates trading
of financial assets called commodity derivatives.

SEBI does not have full authority to make
subordinate legislation on certain important
aspects of the securities market such as recogni-
tion of stock exchanges, requirements of listing,
delisting of securities, etc. This partly explains
different standards for different participants or
activitiesin the market. For example, acompany
in private sector was required by an amendment
in the rules in 2010 to have at least 25% public
holding for listing on a stock exchange. This
requirement was applied to companies in public
sector in 2014 by the Securities Contracts (Reg-
ulation) (Second Amendment) Rules, 2014. This
does not provide level playing field to all listed
companies and has potential to hinder the effec-
tiveness of SEBI. Similarly, there are so many
agencies competing to occupy the space of
corporate governance. A public sector listed
insurance company has to meet corporate gov-
ernance norms prescribed by Department of
Public Enterprises (DPE), MCA, Insurance
Regulatory and Development Authority of India
(IRDALI), and SEBI. Further, one agency comes
with corporate governance norms and other
agenciestry to catch up inthe guise of alignment.
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Following corporate governance norms in the
Companies Act, 2013, SEBI is aligning its cor-
porate governance norms with those under the
Companies Act. This creates confusion,
duplication, inconsistency of regulations and
regulatory arbitrage. It also requires co-
ordination among so many agencies to deal with
aparticular matter. Only one agency should have
exclusive responsibility on a matter.

One Instrument: Like every other agency in
Government, SEBI usesavariety of instruments,
in addition to regulations, to communicate and
administer the norms of the market. It uses
guidelines, schemes, orders, directions, circulars,
agreement, and letters depending on the impera-
tives. The examples are: the SEBI (STP Cen-
traissd Hub and STP Service Providers)
Guidelines, 2004; the SEBI (Informal Guidance)
Scheme, 2003; the SEBI (Framework for Rejec-
tion of Draft Offer Documents) Order, 2012;
Orders  approving  corporatisation  and
demutualisation schemes of stock exchanges,
listing agreement, circular dated October 13,
2014 relating to single registration for Stock
Brokers& Clearing Members, etc. Besides, there
are rules, regulations, and bye-laws made by
self-regulatory organisations such as stock
exchanges, CCs and depositories to govern cer-
tain matters relating to market.

Take the example of SEBI (Disclosure and
Investor Protection) Guidelines, 1992 which was
replaced by another set of Guidelines issued in
2000. These contained the fundamental law of
access to securities market as a substitute for
Capital Issues (Control) Act, 1947 which was
repealed in 1992. The Guidelines of 2000 con-
tained 384 pages of law at the time of its repeal
in 2009. For all practical purposesthe Guidelines
were regulations and had statutory force. These
Guidelines together served the market for about
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18 years before these were repealed in 2009 by
the SEBI (Issue of Capita and Disclosure
Requirements) Regulations, 2009 (ICDR). Sim-
ilar isthe case of listing and delisting. Listing is
being governed by a listing agreement between
the listed company and stock exchange since
1956. It hasrecently been decided® to replace the
listing agreement by listing regulations. The
delisting circularsissued in 1979 were converted
toguidelinesand thento regulationsonly in 2009.
Thus, several instruments are being used as sub-
stitutes for regulations. These do not go through
the same rigour as the regulations do. It is not
surprisingthat weareat the bottom of thepyramid
in ease of doing business. Nevertheless, the
non-compliance of the norms prescribed through
these instruments invite penal consequences.
FSLRC [MOF, 2013g] has suggested that the
regulator should be empowered to issue only two
types of instruments, namely, regulations and
guidelines.

It is necessary to ensure that simplicity and
clarity should inform the content of regulation,
leaving no part of it open to different interpreta-
tions by different persons [MCA, 2013]. SEBI
must endeavor to write regulations in plain
English. Despite this, different people would
derive different meanings from the same provi-
sions. The economic agentswould betaking huge
risks if they take decisions based on their
understanding of law, even if, most often, their
understanding turns out to be correct. They can
have some comfort if they can get some kind of
guidance or advance ruling from the regulator
where there is not enough legal certainty about
theapplicability of theparticul ar provisionsor the
obligations thereunder. Every organization
tasked with writing regulations should have a
provision for an advance authority for rulings
[MCA, 2013]. Though not aperfect one, the SEBI
(Informal Guidance) Scheme, 2003 provides
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some comfort to market participants in this
regard. FSLRC [M OF, 2013a] hasrecommended
that the regulator should issue guidelines. The
guidelines are particularly useful to reduce
uncertainty when the regulations are more prin-
ciple based. However, the guidelines are the
interpretation of the regulator of the laws and
regulations and not enforceable on standalone
basis.

Review and Scavenging: The SEBI Act, 1992
states that the regulations shall be made in the
interest of investors and markets and after the
notification of the regulations, the same shall be
laid on the tables of the Parliament which has
power to modify or annul the regulations. Both
the Houses of Parliament have constituted
Committees on Subordinate Legidlations to
scrutinize and report to the House whether the
powers delegated by the Parliament have been
properly exercised. However, the examination of
subordinate legislation by the Committee has
been rare and hardly any regulation®* made by
SEBI has been modified or annulled. The regu-
lations made by SEBI have been occasionally
challenged before the courts of law. Wherever
challenged, the courts have generally been sup-
portive of regulations as long as SEBI is able to
demonstrate that the regul ations have been made
in the interests of investors.

Ideally, every organization which writes reg-
ulations or other forms of supporting legisations
should have a Regulation Review Authority to
continuously examine the stock of existing reg-
ulations and to weed out those that do not have
any continuinguse[MCA, 2013]. FSLRC [MOF,
2013a] requires an ex-post anaysis of every
regulation, with the same rigour as applicable to
making regulations at the first instance. This
would, keeping in view the objectives of a regu-
lation, examine the outcome to determine the
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extent to which the stated objectives have been
achieved and review enforcement experience and
litigation that has been undertaken in relation to
the regulation.

In India, legislative scavenging is a periodic
exercise to cleanse the statute book. It has never
happened in a systematic manner in case of
subordinate legislations for securities market. In
a recommendation, the Parliamentary Standing
Committee [2014] observed: "Government
should lay more emphasis on identifying such
laws and take early steps for identification and
repeal of suchlawsto providereal relief to people
from obsolete and archaic laws. As regards
amending Acts, Government should examine
feasibility of providing in such amending Acts a
sunset clause for their automatic repeal so that
these do not remain on statute book after their
purpose is achieved. Such a provision will do
away with the need of bringing a repealing Act
every now and then to repeal amending Acts' (p.
15). It felt that simple periodic scavenging of
statute book would not suffice the need of the
globalised economy. The need of the hour is to
have easy and understandable codification of the
law. The Government should endeavor in that
directionto makethelawssimplewhilereviewing
the existing enactments on the statute book. A
Committee[PM O, 2014] identified atotal of 1741
Central Acts for repeal out of total 2781 Central
Acts existing as on 15th October, 2014 on the
Statutes Book.

Review or scavenging requiresappreci ation of
theabjectivesof subordinatelegislation. Coupled
with increasing dependence on subordinate leg-
idation, it is necessary that every regulation is
accompanied by objects and purpose clause,
something similar to ‘ Statement of Object and
Reasons appended to Bills placed before Par-
liament, to ease understanding and interpretation
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of the same. The Supreme Court [2010g]
observed: "Inthis case, it was quite apparent that
the 1997 Takeover Code and the later amend-
mentsintroduced init wereintendedto giveeffect
to the recommendations of the two Committees
headed by Justice Bhagwati. We were, thus, in a
positiontorefer to therelevant portionsof thetwo
reportsthat provided uswith theraison d érefor
the amendment(s) or the introduction of a new
provision and thus hel ped usin understanding the
correct import of certain provisions. But this is
not the case with many other regulations framed
under different Acts. Regulations are brought in
and later subjected to amendmentswithout being
preceded by any reportsof any expert committees.
Now that we havemoreand moreof theregul atory
regime where highly important and complex and
specialised spheres of human activity are gov-
erned by regulatory mechanisms framed under
delegated legidation it is high timeto change the
oldpracticeandto add at the beginning the " obj ect
and purpose” clause to the delegated legislations
asin the case of the primary legislations’ (p. 47).
SEBI has made a beginning with insider trading
regulations based on the recommendations of
Justice Sodhi Committee.** The Committee has
recommended that the regulations must contain
specific notes on each provision setting out the
legidative intent for which that provision has
been formulated. These notes should be an inte-
gral and operative part of the regulationsand aim
at telling society what role the regulatory system
expectsthe provision of theregulation to perform
and help in their interpretation.

5.5 Implementation of Regulations
Regulations need to be implemented in most
objectiveand equitablemanner. Theregulator has
many tools to implement the regulations. The
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section gives a flavour of the implementation
through two prominent activities, namely, regis-
tration and investigation.

A market participant needs a permission to
provide services in the market. It required a
license earlier and now it requires a registration.
This approach ensures that an eligible person
wishing to be a service provider can’t be denied
registration. And if it wishes, it can surrender the
registration. Hence there is a free entry and free
exit to the market. In order to ensure that thereis
hassle free and seamless entry and exit, the
regulations provide norms of entry and exit and
the regulator needs to administer it in letter and
spirit. Thismeansthat aperson eligibleunder the
law and desirous of registering itself as a service
provider should apply to the regulator seeking
registration. The regulator may require the
applicant to furnish such further information or
clarification as may be necessary for considering
the application. If it is satisfied that the applicant
iseligible, it must grant registration. If it formsa
prima facie opinion that registration ought not be
granted or granted with specific conditions to an
applicant, it must hear the applicant and take the
decision by areasoned order and that order should
be appellable to a tribunal. The entire process
should be completed in a time bound manner.

The registration usualy carries a number of
obligations and compliances. The regulator must
have a mechanism to ensure that the service
provider is providing services with due care and
diligenceandincompliancewith applicablelaws.
It uses many tools such as inspection, audit,
inquiry, surveillance, investigation, etc., to verify
the extent of due diligence and compliance.
Investigation carries some amount of coercion
and disruption of businesshenceit should be used
as the first option. Whenever the regulator has



reasons to believe that the transactions in secu-
rities market are being dealt with in a manner
detrimental to the investors or the securities
market; or any service provider or any person
associ ated with the securitiesmarket hasviolated
any provision of the law, it may appoint an
investigating authority to investigate the affairs
of such service provider or persons associated
with the securities market and to report thereon
totheregulator. Theorder of investigation should
contain (@) the need for investigation; (b) the
scope of investigation in terms of records, acti-
vities, places, persons, etc.; (c) the date of com-
mencement of investigation; (d) the time within
which the investigation shall be completed; (e)
the mechanism of reporting about the progressin
investigation and on compl etion of investigation;
(f) the particulars of investigating authority. The
regulator as well as the investigation authority
must make every effort to keep investigation
confidential and to cause the least burden on or
disruption of the business of the persons being
investigated. In extreme cases, it may with the
approval of Magistratesearch and seizebooksand
records relevant for the investigation. The regu-
lator should consider theinvestigation report and
take aview, depending on the findings, toissuea
Show Cause Notice (SCN) to delinquents. The
SCN should be disposed of following quasi-
judicial process. The Section 6 deals with this
further.

SECTION 6
DISCIPLINING DISCIPLINE

6.1 Enforcement

Theruleof law requiresthat the regulator must
compel observance of or compliance with alaw,
rule, regulation or obligation, if it is not volun-
tarily done, to induce the desired conduct of
participants in the market place. This usually
includes four elements, namely, facilitation,
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supervision (inspection, investigation, surveil-
lance, inquiry, and audit), adjudication and
prosecution. While the first two activities are
administrative actions to encourage compliance
of regulations and detect possible violations of
law, the adjudication isa quasi-judicial action of
the regulator to penalise the delinquent for vio-
lation of law, and the prosecution is a judicia
action initiated by the regulator against the
delinquent before a court of law. This chapter
deals with adjudication of violations of law and
levy of civil penalties by SEBI without recourse
to judiciary, i.e., the discipline of disciplinary
mechanism which respects rights of persons
under the constitution. It may be noted that
adjudication used in this chapter includes * adju-
dication proceeding’ before the adjudicating
officer (AO), enquiry and other quasi-judicial
proceedings envisaged under the securities laws.

The Hon'ble Supreme Court [2013a] sum-
marisedtheobjectivesof adjudication: " SEBI, the
market regulator, has to deal sternly with
companies and their Directors indulging in
manipulative and deceptive devices, insider
trading, etc., or else they will be failing in their
duty to promote orderly and healthy growth of the
Securities market. Economic offence, people of
this country should know, is a serious crime
which, if not properly dealt with, asit should be,
will affect not only country’s economic growth,
but also dow theinflow of foreign investment by
genuine investors and also castsaslur on India's
securities market. Message should go that our
country will not tolerate "market abuse" and that
we are governed by the "Rule of Law". Fraud,
deceit, artificiality, SEBI should ensure, have no
placein the securities market of this country and
‘market security’ is our motto. "People with
power and money and in management of the
companies, unfortunately often command more
respect in our society than the subscribers and
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investors in their companies. Companies are
thrivingwithinvestors' contributionsbut they are
adividedlot. SEBI has, therefore, aduty to protect
investors, individual and collective, against
opportunistic behavior of Directors and Insiders
of the listed companies so as to safeguard mar-
ket’sintegrity" (Para43).

It isimportant to note that SEBI is duty bound
to protect investors in securities irrespective of
the end use of investment. This defines the scope
of jurisdiction for enforcement action. It was
contended that the sale and purchase of agricul-
tural land and/or development of agricultural land
cannot be regulated as CIS under the SEBI Act,
1992, as agricultura land is a matter covered
under the state list of the Constitution. The
Hon'’ ble Punjab and Haryana High Court [2004]
declined to accept this contention relying on the
pith and substancerule. It held: "while examining
the issue of legidative jurisdiction, it is the pith
and substance of the legislation, and not the pith
and substance of the activities of a party, which
arerelevant. ..., whether the pith and substance of
the legidlation under challenge is "investor pro-
tection”, and sale and purchase of agricultural
land is an activity ancillary thereto; or whether,
the pith and substance of the legislation under
challenge, issaleand purchase of agricultural land
and ‘investor protection’ is ancillary thereto. In
answering the aforesaid quarry, the conclusion
undoubtedly is in favour of the former, i.e., the
pith and substance of the legislation in question
is "investor protection”, whereas sale and pur-
chase of agricultural land and/or devel opment of
agricultural land isincidental thereto" (Para. 90).
The Hon'ble Supreme Court also concurred®
with this subsequently.
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6.1.1 Enforcement Strategy

A law is as good as its enforcement. The best-
designed law is useless without compliance,
whether voluntary or coercive. The participants
would comply with the law only if the cost of
non-compliance exceeds the cost of complian-
ce.* The endeavor should be to decrease the cost
of compliance and or increase the cost of
non-compliance. The authorities should ideally
facilitate compliance by making available cost
effective and reliable tools of compliance. The
cost of non-compliance comprisestwo elements:
(a) the risk to the business of the offender itself,
and (b) the punishment that may be metedto him,
arising from non-compliance. The authorities
have control over the second and hence can
enhanceit. However, it dependsonthe possibility
of apprehension and conviction. If thispossibility
is real, it discourages potential offenders from
committing the offence. It is real if (a) the
authority has adequate capacity, powers and
motivation to detect the violations and gather
impeccable evidence establishing the violation,
and (b) there is a credible mechanism to award
appropriate deterrent sanctionsagainst the guilty,
which cannot be subverted. The probability of
detection and the severity of punishment are two
important variables that the authorities can play
with for enhancing the cost of non-compliance
and thereby effectiveness of enforcement. The
higher probability of detection of violation of
regulations can assure compliance even at lower
levels of sanction and vice versa. If the law
enforcement iscostly, the optimal penalty system
should exhibit low probabilities of detection and
conviction with very high penalties [Becker,
1968, Pp. 169-217]. The optima enforcement
strategy depends on, among other things, the cost
of catching and convicting offenders, the nature
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of punishments (fines or imprisonment), includ-
ing execution of punishment, and the responses
of offendersto changes in enforcement.

There are four alternative strategies, namely,
private litigation (read judiciary), government
regulation (read regulator), a combination of
both, and neither of the two, to establish the rule
of law. Glaeser, et al., [2001] observe a tight
relationship between the ‘law and order’ the
society is in and the optimality of alternate law
enforcement schemes. Where the law and order
areweak, the optimal government policy isto do
nothing, as it would not address market failure
while resources would be wasted on implement-
ing intervention and on subversion of justice. In
societieswithintermediatelevel of law and order,
regulation aone, or more likely in combination
with litigation, is efficient. They illustrate this
with the examples of financial marketsin Poland
and the Czech Republic in the 1990s, when their
per capita incomes were roughly comparable.
Czech adopted a laissez-faire approach to secu-
ritiesregulation, expecting thejudiciary tofill the
necessary gaps. This hands-off regulation was
associated with a moribund stock market. In
contrast, Poland created an independent regu-
latory commission to enforce the regulations.
This was associated with a rapidly developing
stock market. The societieswith highest levels of
law and order should rely on private litigation.
They further argue that there are three reasons
why regulation may supplement or replace pri-
vate litigation. The regulator (a) has stronger
incentives than do judges to pursue costly
investigation necessary to establish that a viola-
tion of arule hasoccurred; (b) can either simplify
private litigation or solve the free-rider problem
among the private plaintiffs by representing their
mutual interest; and (c) deals with ex-ante pre-
cautionswhile courts deal with damages after the
harmisdone. If theoffenceattractslower penalty,
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itisunlikely to be subverted. In aweak law and
order environment which has potential for sub-
version, it is better to have lower penalty. How-
ever, compliance in such cases would require
higher probability of detection of violation of
regulations which is possible only with a moti-
vated regulator. In a weak law and order envi-
ronment, aregulator with high ability of detection
and a mechanism of low penalty works better.
Glaeser, et a., [2001] also argued that enforce-
ment by regulators may be more effective than
enforcement by courts when the enforcement
requiresinvestmentin costly evidencecollection,
because it is easier to design incentives for reg-
ulators than for courts to optimize their law
enforcement activities. Regulators may be more
robust than courts in the face of activities aimed
at subverting justice [Glaeser & Shleifer, 2003].

As stated earlier, the countries generally use
incomplete legal regime to deal with an ever-
evolving securities market. Chenggang & Pistor
[2001] believed that under incomplete law, law
enforcement by courts may suffer from deter-
rence failure. Thisis because courts enforce law
reactively, that is, only when othershaveinitiated
law enforcement procedures. By design, they do
not initiate investigations themselves asit would
undermine their neutrality and impartiality and
their strength liesin interpretation of law.* This
often results in acquittal (under enforcement),
even though the identified actions are widely
regarded as wrongful. On the other hand, regu-
lators enforce law mostly proactively. They
monitor behavior, launch investigations, and
enjoin or punish actions on their own initiative.
They initiate enforcement proceedingswhen they
findthat thelevel of expected harmissufficiently
high and change rules in response to socioeco-
nomic or technological change they observe and
thereby enhance their ability to enforcethelaw at
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optimal levels. Regulators exercise their law-
making rights more flexibly than the legislatures
do, abeit within the confines of the statute, which
isdemocratically legitimised. Thecountrieshave,
therefore, generally all ocated law makingand law
enforcement from courts to regulators under
incomplete legal regime [Pistor & Chenggang,
2003]. For example, SEBI has been allowed to
mandate obligations through regulations, and
adjudicatenon-compliance of regulations. It may,
however, be noted that establishing a regulator
involvescosts of establishment and maintenance,
possibleerrorsin law enforcement, and problems
of corruption and regulatory capture. Courts may
sometimes be superior to regulatorsevenwhenis
highly incomplete, where the expected harm is
contained, and the cost of regulationissubstantial
[Chenggang & Pistor, 2001].

There are generally five principles of
enforcement. These are: (a) fair and non-
discriminatory, (b) efficient and effective, (c)
transparent, (d) proportionate, and (€) consi stent
across the organisation. |OSCO [2010] have laid
down three principles for the enforcement of
securities regulation, namely, (a) The regulator
should have comprehensive inspection, investi-
gation and surveillance powers; (b) Theregulator
should havecomprehensiveenforcement powers;
and (c) The regulatory system should ensure an
effective and credible use of inspection, investi-
gation, surveillance and enforcement powersand
implementation of an effective compliance
programme. Ayres and Braithwaite [1992] rec-
ommended responsive regulation on the belief
that human beings are borne with a sense of
responsibility and they respond to signal s emitted
by the authorities. This suggests a Regulatory
Enforcement Pyramid of Sanctions (REPS) in
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order of (&) Education and persuasion, (b)
Warning letter, (c) Civil penalty, (d) Criminal
penalty, (e) License suspension, and (f) License
revocation. Regulatory stance should be neither
solely deterrent nor entirely persuasive. A com-
pletely deterrent approach spoilsthe relationship
between the regulator and the regulated, while a
solely persuasive approach results in excessive
contraventions.

6.1.2 Monetary Penalty

If regulators enforce law better than the courts
do in an incomplete legal regime, it necessarily
followsthat administrative penaltiesthroughcivil
proceedings are better than punishment through
criminal prosecution. The prosecution is not
always efficient for violations of securities laws
as(a) it takesunduly long timefor conclusion; (b)
it requires proof beyond all reasonable doubts
which reduces the incidence of conviction; (c)
conviction, even though late and rare, resultsin a
nominal amount of monetary penalty; (d) con-
viction in rare cases results in imprisonment, the
implementation of which is costly asit involves
costs of establishment and maintenance of jails;
(e) thecourtsmay not havethe capacity (technical
knowledge aswell asnumber of judges or courts)
to deal with alarge number of technical or minor
violations; and (f) suchlargenumber of technical
or minor violationsdo not warrant arigoroustrial
by judiciary. The data in Table 11 presents
effectivenessof prosecutions of securities market
violations in India. During 2013-14, 269 new
cases were initiated while only 10 were disposed
of. In 2019-20 86 were disposed of. Probably,
disposal rate will improve if dedicated courts are
set up as envisaged by the Securities Laws
(Amendment) Act, 2014.
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Table 11. Initiation and Disposal of Prosecutions

(No. of Prosecutions)

Year Opening Initiated Disposed of Pending
1) (3] (3 4 (5)
<03-04 891 891
04-05 891 86 6 971
05-06 971 30 6 995
06-07 995 23 43 975
07-08 975 40 65 950
08-09 950 29 19 960
09-10 960 30 24 966
10-11 966 17 25 958
11-12 958 29 43 944
12-13 944 75 22 997
13-14 997 269 10 1256
14-15 1256 67 30 1293
15-16 1293 46 50 1289
16-17 1289 33 87 1235
17-18 1235 56 96 1195
18-19 1195 65 85 1175
19-20 1175 38 86 1127
Total NA 1824 697 1127

Source: SEBI (Several years) Prosecutions Situation

One variant of administrative penalty is sus-
pension or cancellation of registration. However,
this is not always efficient as (a) it results in
cessation of business and affects innocent third
parties, often adversely, who were dealing with
the intermediary; (b) cancellation of registration
is not possible in certain cases such as depos-
itories and exchanges which are in a sense sys-
temically important financial ingtitutions (SIFIs);
(c) cancellation is not warranted for many
technical and minor violations, and (d) there are
many persons other than intermediaries asso-
ciated with the securities market on whom the
penalty of suspension/cancellation hasno bearing
[Sahoo, 2005b]. Monetary penalty, on the other
hand, has several advantages over other punish-
ments: it conserves resources, compensates
society aswell aspunishesthe offenders[Becker,

1968]. It addressesall the concernsof prosecution
and cancellation of registration. It is, however,
necessary in certain casesto have prosecution as
well as cancellation of registration, in addition to
or inlieu of monetary penalty.

The violations of securities laws all over the
world attract three main kinds of punishment,
namely, criminal prosecution, suspension or
cancellation of registration, and monetary pen-
alty, in addition to directions carrying remedial
or preventivemeasures. Of late, monetary penalty
has become the most preferred penalty both from
the perspective of the guilty and the authority as
it allows life to go on. The statistics relating to
proceedings initiated and disposed by SEBI till
31st March 2020 presented in Table 12 which
indicates preference for monetary penalties,
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particularly inrecent years, where disposal rateis
much higher. SEBI is likely to rely further more
on adjudication because the law has now enabled
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recovery of penaltiesby coercionandit caneasily
increase adjudication capacity by putting more
officers on the job.

Table 12. Initiation and Disposal of Enforcement Proceedings, 2010-19

Year Section 11B Enquiry Adjudication Prosecution
Initiated Disposed Initiated Disposed Initiated Disposed Initiated Disposed

@ @ (©) ©) ® C) U] ® C)
2009-10 376 260 23 11 644 593 30 24
2010-11 346 182 24 20 571 571 17 25
2011-12 348 103 8 0 609 383 29 43
2012-13 184 53 27 3 1548 361 75 22
2013-14 612 65 12 0 1095 226 269 10
2014-15 Na Na 23 1 Na Na 67 111
2015-16 223 257 17 11 249 425 46 30
2016-17 82 140 19 7 278 83 33 87
2017-18 171 183 16 23 594 888 56 96
2018-19 78 121 309 103 822 811 65 85
2019-20 218 151 19 196 257 684 38 86
Pending 376 101 637 1127

Note: ‘Initiated’ meansinitiated during the year and ‘ Disposed’ means disposed till 31st March 2020 out of thoseinitiated in

ayear.
Source: SEBI (Several years) Enforcement Proceedings

The history of monetary penalty in Indian
securities market is interesting. The SCRA orig-
inally provided for prosecution which could lead
toimprisonment up to oneyear and in somecases,
a penalty of Rs. 1000. The SEBI Act, 1992, as
enacted in 1992, provided for penalty of sus-
pension and cancellation of a certificate of reg-
istration of an intermediary, in addition to
prosecution. On realising severe limitations of
cancellation and prosecution, the SecuritiesLaws
(Amendment) Act, 1995 amended the SEBI Act,
1992 to provide for monetary penalties as an
alternative mechanism to deal with violations.
SEBI was empowered to adjudicate awide range
of violations and impose monetary penalties on
any intermediary or other participants in the
securities market. The amendment Act listed out

awide range of violations along with the maxi-
mumpenaltiesleviable. It providedfor threetypes
of monetary penalties, namely, (a) a lump sum
penalty for a specific violation of the law, (b) a
penalty for every day during which the violation
continued, and (c) a multiple of the amount
involved in the violation. The amount of penalty
wasdetermined, subject to the ceiling, by the AO
whowould beguided by thefactors, including (a)
the amount of disproportionate gain or unfair
advantage, wherever quantifiable, made as a
result of the default; (b) theamount of loss caused
toaninvestor or any group of investorsasaresult
of default, and (c) the repetitive nature of the
default. To ensure fair enquiry and penalty, the
amendment Act established SAT to consider
appeals against the orders of AOs.
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TheSEBI (Amendment) Act, 2002, whichwas
a response to the major market misconduct in
2001, prescribed afew more offences along with
associated penalties and enhanced penalties for
the offences substantialy. It prescribed that a
violator shall be liable to a penalty of the pre-
scribed amount for most of the contraventions.
For exampl e, theamended section 15G prescribed
that the person shall be liable to a penalty of Rs.
25 crore or three times the amount of profit made
out of the insider trading, whichever is higher.
Thiskind of fixed penalties was replicated in the
SCRA and the Depositories Act, 1996 by the
Securities Laws (Amendment) Act, 2004. It,
therefore, appeared that the AO has no discretion
but to levy the prescribed penalty irrespective of
the gravity of the contravention and intention
behind it. However, since AO was still required
to consider certain factors for determining the
amount of penalty, he could impose a lower
penalty taking into account the factors. From a
practical perspective, the AOslevied penaltiesas
they considered appropriate and the SAT upheld
the same while reducing in some cases. Never-
theless, there was no confusion about the amount
of penalty that should be imposed by an AO.
Further, SEBI used to pass different kinds of
orders requiring payment of monetary penalty,
disgorgement of unlawful gains, etc. Attimes, the
indicted person did not pay the amount. To
address these concerns, SEBI requested® Gov-
ernmenttoexpressly enableit toimposemonetary
penalty up to the maximum permissible under the
relevant provisions, while the maximum mone-
tary penalty then prescribed in the Act could be
doubled, and recover the amounts dueto SEBI as
arrears of land revenue. The Securities Laws
(Amendment) Act, 2014 has now rationalized the
penalty structure (floor and cap on penalty for
each violation) and enabled SEBI to appoint
recovery officers to recover the amounts by
attachment or sale of person’s movable and
immovable property, attachment of bank
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accounts, arrest of the person, etc. It empowers
the board of SEBI to enhance the penalty if it
considers that the order passed by an AO is
erroneousto theextent that itisnotin theinterests
of the securities market.

6.1.3 Consent Settlement

In the past, Indian laws and courts used to be
quite cagey about consent settlement. A new
chapter was, however, incorporated in the Code
of Criminal Procedure, 1973 in 2006 to facilitate
somesort of consent settlement offences, which
attract imprisonment of up to seven years. The
advantages of thiskind of settlement are many in
thelndian context. It frees up the scarceresources
of the authorities and the judicial system which
are already saddled with a very large number of
enforcement actions awaiting disposal for years.
It allows the authorities to have innovative
deterrents on the accused while achieving equi-
table remediesfor the victims. Most importantly,
it achieves something in days or months, which
decades of trial may fail to, and avoidsthe risk of
the accused being scot free after prolonged,
expensive and valiant legal battle for some
technical reason(s). Inshort, it achievesthepublic
good, that is, an end of litigation, Expedit reipu-
blicae ut sit finis litium.

SEBI commenced settlement of proceedings,
under a circular issued in 2007, through the
consent procedure to achieve appropriate sanc-
tionwithout lengthy and costly legal proceedings.
It used to settle then all kinds of defaults aslong
as the terms of settlement were appropriate. In
view of criticism on certain aspects of settlement,
the circular was modified in 2012 to disallow
settlementin grievousviolationsandto determine
the amount of settlement through an objective
formula. However, there was a question mark on
the legal validity of the consent mechanism asit
was not explicitly provided in the Act. SEBI
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recommended®”” Government to amend law to
explicitly enable it to settle administrative and
civil proceedings on payment of such sum by the
defaulter as may be determined by SEBI in
accordance with the procedure prescribed in the
regulations. This may be allowed, at the request
of the defaulter, in respect of administrative and
civil proceedingsinitiated or about to be initiated
under the securitieslaws. The amendment in this
regard may be clarificatory and no appeal may be

THE REGULATORY STATE 411

allowed from these proceedings as these are
administrative in nature. The Securities Laws
(Amendment) Act 2014 has addressed these
concerns. In pursuance to the amendment, SEBI
has framed the SEBI (Settlement of Administra-
tive and Civil Proceedings) Regulations, 2014.
The details of settlements undertaken so far are,
which was (replaced in 2018) presented in Table
13.

Table 13. Receipt and Disposal of Applicationsfor Settlement

Y ear No. of No. of Amount (Rs. lakh)
applications applications
received settled Settlement Legal / Admn Disgorgement Total
charges charges
@ @ (©) ©) ® U] ®
2007-08 698 101 269.08 40.01 0.00 309.09
2008-09 692 440 3729.31 54.90 827.85 4612.06
2009-10 702 363 4917.40 45.70 1898.33 6861.42
2010-11 359 177 7044.97 4.76 17121 7220.94
2011-12 272 105 1649.05 0.97 0.00 1650.02
2012-13 193 65 1244.71 3.00 225.73 1473.44
2013-14 121 46 421,53 0.60 0.00 422.13
2014-15 108 41 357.95 NA NA 357.95
2015-16 177 24 NA NA NA 442.26
2016-17 171 103 NA NA NA 1350.83
2017-18 241 200 NA NA NA 3086.71
2018-19 419 137 4510.05 9.07 92.19 4611.31
2019-20 249 100 5181.04 0 0 5181.04

Source: SEBI (Severa years) Settlement

The new framework of consent settlement has
ushered in some good practices, bringing to an
end many ills of the past, but has made it
unworkable. The earlier framework allowed
settlement of all kinds of defaults as long as the
terms of settlement were appropriate. The new
framework debars settlement of insider trading;
Fraudulent and Unfair Trade Practices (FUTP)
which are serious and have amarket wideimpact
or have caused substantial losses to investors;

failure to make open offer; defaults or manipu-
lative practices by MFs, alternative investment
funds, CISs and their sponsors or asset
management companies, collective investment
management company, managers, trustees that
result in substantial lossesto investors; failureto
redress investor grievances, failure to make
material disclosures in offer documents; etc.
However, these can be settled if the applicant has
compensated or willing to compensate the | oss of
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investors or makes adequate grounds for settle-
ment. The words ‘serious’, ‘material’ *substan-
tia’, ‘adequate’, etc., being subjective,
legitimatise discretion of the SEBI. The new
framework practically allows settlement of all
kinds of defaults, but requires invocation of dis-
cretion. The delinquents have no clue whether a
particular default is consentable. And, whether a
particular default is consentable would be con-
testable.

The new framework prescribes a formula to
arrive at the terms of settlement. This robs the
consent mechanism of its soul. A formula, how-
soever, robust and comprehensive it be, can’t
capture all possible factors having a bearing on
the terms of settlement. For example, it can’t
capturethestrength of evidenceand consequently
the probability of conviction. Take the case of a
default, which warrants a consent settlement of
Rs. 1 croreaccordingto theformula. If, however,
theevidence avail ableis such that the probability
of conviction is negligible, the delinquent would
never settle the default for the amount derived by
the formula. Thus, the option to settle a default
under theconsent routeislimited. It may not mind
settling it for Rs. 10 lakh if the strength of evi-
dence is factored in. This explains why a few
defaults® were not settled earlier under consent
even though the delinquents offered handsome
amounts, but it was completely exonerated sub-
sequently on adjudication on merits. Its unin-
tended consequenceisthat only the defaultswith
substantial evidence would be settled under
consent while the defaults with inadequate evi-
dence would be adjudicated on merits. Further, a
formula-driven approach delivers if the
settlement isin monetary terms only. However,
the framework rightly alows, wherever neces-
sary, suitable directives under the consent order.
These directives, such as cancellation of
registration, debarment from market, compensa-
tion to investors and disgorgement of unlawful
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gainscould often be more effective and equitabl e.
But, since it would be difficult to establish
equivalence between monetary terms and such
directives, the new framework would encourage
settlement of defaults mostly in monetary terms,
which may not always achieve the objectives of
enforcement actions. A formula has laudable
objectives to ensure that the consent terms are
commensurate with the default and uniform for
similar defaults. However, sinceit can’t factor in
all possible factors, it would occasionally over-
estimate the terms of settlement and deny settle-
ment in an otherwise deserving case and vice
versa. If no formulais usedin adjudication where
there is application of mind by one person only,
it is not necessary to use a formula in consent
settlement, which passes through three commit-
tees and application of mind by at least nine
persons, including a justice and two whole-time
members.

Ideally, any default, irrespective of its nature
and gravity, should be settled through consent,
subject, however, to the condition that the
settlement terms are appropriate to the alleged
default, that is, at least the same or equivalent
outcomes, as would have been obtained if the
proceedings were adjudicated on merits, are
achieved. For example, if a default warrants a
penalty of Rs. 11akh on adjudication, it should be
settled under consent only if the delinquent either
admits the guilt and pays Rs. 1 lakh, or does not
admit or deny the guilt and paysRs. 2 lakh. If the
termsare not appropriate, the consent application
should be rejected. While the authorities should
have no discretion as to which defaults can be
settled under consent, they should have full dis-
cretion to determine the terms of settlement
keeping in view all the relevant factors.

Itisbelieved in some circlesthat aperson can
violate any provision of the securities laws and
settle the violation, if at all caught, through the
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consent procedure. The statistics, however, donot
support this. Consent settlement is not a matter
of right. The three layers in SEBI have to be
satisfied that the settlement terms are appropriate
to the alleged violation. During 2013-14, 46
consent applications were disposed by passing
orders whereas 58 applications were rejected.
Even assuming for the sake of argument that a
proceeding could be settled through the consent
procedure, it isnot acause for concern aslong as
the objectives of enforcement actions are fully
realized [Sahoo & Kumar, 2011]. At least the
same outcomes, as would have been obtained if
the proceedingswere adjudicated on merits, must
be achieved through the consent settlement. At
times, the consent settlement achieves more than
the adjudication on merits simply because the
terms of settlement could be more innovative.
They are more effective because these orders are
passed only after compliance with the terms of
settlement. Thedisposal of proceedingson merits
directsthe party to pay the penalty which may not
be realized aways.*® Since Consent Guidelines
were issued in 2007, SEBI has recovered about
Rs. 225 crorethrough consent settlement. Itisalso
believed that SEBI settles the enforcement
actions only in monetary terms signaling that a
person can do all illegal activities and get away
by paying some amount of money. It is thus
perceived as an escape mechanism for anyone
who is caught violating securities laws. This is
not borne out by facts. As stated earlier, all
applications are not approved for settlement
under the consent procedure. Besides, the
enforcement actions are settled not only in
monetary terms. In appropriate cases, the terms
of settlement are in kind in the sense that these
include debarment from trading or accessing
securities market, disgorgement, suspension of
certificate of registration, etc. A potential violator
of law cannot take a chance that his violation
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would be settled by SEBI through the consent
procedure and, that too, at best, by payment of
money.

6.1.4 Disgorgement

It is worth noting three major facts. First, the
powers of SEBI under section 11B are extremely
open-ended. It allows SEBI to pass any kind of
directions in the interest of investors. SEBI has
used this power to issue a variety of innovative
directions, including disgorgement, which was
not explicitly provided in the law. SAT and the
Hon'’ ble Supreme Court have upheld anumber of
orders of SEBI inthe matter of PO irregularity™
seeking disgorgement of illegal gains from
fraudsters. SAT [2010b] observed: "Since dis-
gorgement is not a punishment but only a mon-
etary equitable remedy meant to prevent a
wrongdoer from unjustly enriching himself as a
result of hisillegal conduct, we are of the view
that there need be no specific provisioninthe Act
in this regard and this power to order disgorge
inheresin theBoard" (p. 9). SEBI hasdistributed
the disgorgement proceeds among the victims of
the misdemeanour. What was implicit so far has
been made explicit by the Securities Laws
(Amendment) Act, 2014. All three pieces of
securitieslaws now clarify that the power toissue
directionincludesthe power to direct any person,
who has made profit or averted loss by indulging
in any transaction or activity in contravention of
the law, to disgorge an amount equivalent to the
wrongful gain made or loss averted by such
contravention. However, it further provides that
thedisgorged amount shall be creditedto | nvestor
Protection Fund (IPF) of SEBI and such amount
shall be utilised in accordance with the regu-
lations.

SEBI has an excellent track record of quasi-
judicial orders, thanksto scrutiny of itsorders by
the SAT. The quality of its orders has earned



414

widespread appreciation. To a large extent, its
orders enjoy judicial deference.” About 10% of
the orders of SEBI are appealed before the SAT.
Of the appeals, about 20% are alowed. These
ratios are quite commendable. and these are
declining. Datain Table 14 bel ow bear testimony
to this. Raval [2011] carried out a similar study
of the outcomes of appeals before the SAT and
divided those into two categories, ‘For’ and
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‘Againgt’. She concluded that if the cases had
fallen unilaterally either in the category of ‘ For’
or ‘Against’, it ought to be treated as a cause for
concern: an appeal s process against the regulator
ought to be capabl e of taking anindependent view
of the order. This only proves that SEBI has a
reasonable system of penalizing the mischief
makers, if they are caught. Do the victims of
mischief get any relief?

Table 14. Disposal of Appealsby SAT

Year No. of Appeals disposed of by SAT Appedls
dlowed (%)
Dismissed Modified Withdrawn Allowed Total

@ @ (©) ) ® (6) U]
1998-99 1 0 0 1 2 50
1999-00 2 0 0 2 4 50
2000-01 7 1 0 6 14 429
2001-02 20 7 3 8 38 211
2002-03 15 NA 2 23 40 57.5
2003-04 16 10 1 13 40 325
2004-05 29 58 8 19 114 16.7
2005-06 46 101 NA 72 219 329
2006-07 139 16 NA 71 226 31.4
2007-08 40 27 NA 32 99 323
2008-09 81 1 17 39 138 28.3
2009-10 86 19 19 30 154 19.5
2010-11 134 45 29 77 285 270
2011-12 90 51 16 44 201 219
2012-13 62 49 28 58 193 30.1
2013-14 117 25 12 23 188 12.1
2014-15# 103 16 32 18 169 10.7
2015-16# 261 5 142 33 441 75
2016-17# 185 50 92 7 334 21
2017-18# 306 37 112 17 472 36
2018-19# 138 21 29 25 213 117
2019-20# 217 96 18 121 452 26.8

# exclude the number Appeals remanded by SAT
Source: SEBI (Severd years) Disposal of Appeals
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Third, SEBI used to issue directionsimposing
monetary penalties, seeking disgorgement or
directing refund of money to investors. It was not
in a position to recover these amounts. Only
optionit had wasto launch prosecutionwhichwas
not very fruitful. As consequence, most of the
amounts were not realized. The Securities Laws
(Amendment) Act, 2014 now enables SEBI to
recover these amounts by coercion. The early
indications are that SEBI has been reasonable
successful in exercise of this power.

It is now clear that SEBI can direct disgorge-
ment, such disgorgement can be recovered by
coercion, if required, and most of the directions
of SEBI are being upheld. However, the victims
of themischief do not get any relief. Thelaw may
oblige SEBI to make al out efforts to seek
disgorgement of unlawful gains from the mis-
creants, in addition to other possible pena
actions, and endeavour to identify victimsin all
cases of misdemeanor and disbursethe disgorged
amount among them. If any penalty is also
imposed in cases where disgorgement is sought,
the penalty amount may be added” to disgorge-
ment fund for benefit of victims of the misde-
meanor. Only if the victims can’t be identified,
thedisgorged amount may becreditedtol PF. This
money in IPF may be used” for building insti-
tutions in securities market such as promotion of
professional education in the area of securities
market and investor awareness. An investor may
losemoney on account of : (a) hisfault, (b) adverse
market movements, or (c) fraud / failure in the
system. If she loses money for the third reason,
she needs to be indemnified, to the extent possi-
ble, from disgorgement. SEBI may explore also
other means of indemnifying the investors if
disgorgement amount is not adequate. In the
absenceof suchan arrangement, itisunlikely that
investors who suffer on account of fraud will
continue to participate in the securities market.
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6.1.5 Associated Persons

The Securities Laws (Amendment) Act, 1995
(a) enlarged jurisdiction of SEBI to register and
regulateafew moreintermediaries, (b) conferred
on SEBI regulatory jurisdiction over corporates
intheissuanceof capital, transfer of securitiesand
other related matters, and (c) empowered SEBI to
issue directions to all intermediaries and other
persons associated with the securities market in
the interests of investors or orderly development
of the securities market. The ‘other persons
associated with the securities market’ has been
the bone of contention. It was contended that an
investor is not a person associated with the
securitiesmarket. This has now been settled with
a catena of judgements. The Hon'ble Gujarat
High Court [1996] has held that ‘ persons asso-
ciated with' denotes a person having connection
or having intercourse with the other and that
‘other’ isthe securitiesmarket. The SAT [2003b]
has also held that the phrase would cover a
company, its directors, its shareholders / inves-
tors, etc., for without them there is no securities
market.

It hasbeenargued that aprofessional rendering
services in securities market is not covered and
hence outside the jurisdiction of SEBI. It was
contended on behalf of the delinquentsthat SEBI
had no jurisdiction to take the action proposed in
the SCNs as it would amount to regulating the
profession of Chartered Accountants, which was
theexclusivedomain of thelnstitute of Chartered
Accountants of India (ICAI).” It isinstructive to
guote the Hon’ble Bombay High Court [2010]:
"...itistruethat the petitioners may not have any
direct association with the securitiesmarket since
they were performing their duties as Auditors of
the Company and were associated with the
preparation of the balance-sheets of the Com-
pany. It is however required to be noted that
normally an investor would like to invest his
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money in the shares of a Company on the basis
of reflection of Company’s financial health as
disclosed in the balance-sheet of the Company
and hemay consider that it issafetoinvest money
in a particular company, if the balance-sheets
have been certified by reputed Chartered
Accountants and it reflects that the financial
position of the Company is sound. Aninvestor is
likely to be guided by the audited balance-sheet
of the Company and would presumethat the facts
incorporated in the balance-sheet are true and
correct. Considering the said aspect, even though
the petitioners may not have direct association in
the share market activities, yet the statutory duty
regarding auditing the accounts of the Company
and preparation of balance-sheets may have a
direct bearing in connection with the interest of
the investors and the stability of the securities
market. In our view, the petitioners in their
capacity as auditors of the Company Satyam,
which was at one point of time considered to be
a blue chip company, who had a defining influ-
ence on the securities market, can be said to be
persons associated with the securities market
within the meaning of the provisions of the said
Act" (Para27).

It may be worthwhile to note the treatment
meted out by the US authorities for the same
misdemeanour by auditorsin respect of Satyam.
Public Company Accounting Oversight Board
(PCAOB) of the US settled the disciplinary pro-
ceedings against five PricewaterhouseCoopers
International firmsbasedin India, whichincluded
a$1.5 million penalty against two of those firms
for violations of PCAOB rules and standards in
connection with the audit of Satyam. The SEC
al so settled the proceedings against them for a $6
million penalty. They imposed, in addition to the
penalty, significant limitations and undertakings
related to the firms' audit activities, required the
appointment of an independent monitor, and
censured the firms. While settling the matter, the
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SEC observed that the auditors violated its most
fundamental duty asapublic watchdog by failing
to comply with some of the most elementary
auditing standards and procedures in conducting
the Satyam auditsand theresult of thisfailurewas
very harmful to Satyam sharehol ders, employees
and vendors. This also demonstrates the co-
operation between the regulator of the audit
profession and the regulator of the securities
markets to secure the interests of investors.

A largevariety of professionalsrender services
in the securities market. For example, company
secretaries are compliance officers under the
listing regulations. Company secretaries, char-
tered accountants and cost accountants carry out
regulatory  internal  audit of  market
intermediaries. These professionals constitute
critical institutions of the securitiesmarket. If the
professionals render regulatory services, i.e,
when a specified professional is required under
the securities regulations to render professional
services, such professional must be subject to
regulatory discipline. Black [ 2000] suggested that
the professionals must have enough risk of
liahility to investors if they endorse false and
misleading statements so that they would resist
their clients' pressure for favourable treatment.
Sincethe securitieslaws assign the responsibility
to a professional, it must ensure that the said
professional renders service with full diligence
and care. It is al the more the necessary as
professionals are being increasingly called upon
to take up second order state functions™ on behal f
of the authorities. This should not cover the
professional who renders services in securities
market, not because of aregulatory requirement,
but because his profession allows him to render
theserviceanywhere. Thisserviceis, inany case,
regulated by the regulator in charge of the pro-
fession. For example, SEBI should not discipline
Advocates who are representing clients before
SEBI. This service of Advocatesis regulated by
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the Bar Council of India. This explains why a
restraint order issued by SEBI against an Advo-
cate was withdrawn.™

6.2 Enforcement Actions by SEBI

On noticing any prima facie contravention of
any provision of the securities laws, pending or
on completion of the fact finding process, if the
WTM of SEBI considers it necessary, he issues
immediately, an ad-interim, often ex-parte, order
directing certain preventive measure(s) to contain
further damage. Oncompl etion of thefact-finding
process such as investigation, he decides the
enforcement action(s) appropriate for the alleged
contravention, if any. If the contravention has
been committed by an intermediary, he may
initiatean enquiry proceeding, appoint anenquiry
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officer (EO) to conduct an enquiry and submit a
report to him. Based on the recommendation of
the EO, he may suspend/ cancel the registration
of theintermediary concerned. He may initiatean
adjudication proceeding and appoint an AO to
impose monetary penalty on the delinquent. He
may also initiate section 11B proceeding and
issue an order directing a wide variety of pre-
ventive/ remedial measures. In addition, he may
initiate prosecution before the competent court.
In fact, where ever he considers appropriate, he
initiates a combination of these proceedings.
While most of the proceedings are closed on
meritswithappropriatedirections, quiteafew are
settled by a panel of WTMs under the consent
procedure. Table 15 presents an outline of these
proceedings [ Sahoo, 2012b].

Table 15. Outline of the Proceedings

Proceeding Authority Delinquent Outcome
@ @ (©) ©)

Section 11(4)-Interim WTM Any person Preventive measures

Enquiry EO followed by WTM Intermediaries Suspension or cancellation of
registration

Adjudication AO Any person Monetary penalty

Section 11(4) & 11B WTM Any person Preventive and remedial
measures

Prosecution Court* Any person Imprisonment and / or
monetary penalty

Consent Settlement ED Any person As per the terms of settlement

* |n earlier years, it was a panel of WTMs on recommendations of HPAC.
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TheSEBI Act, 1992 allows SEBI toissuesuch
directions as are necessary in the interests of
investorsor orderly development of the securities
market. The nature of direction is left to imagi-
nation of theWTM issuing directions, andthelaw
doesnot put any fetters on hisimagination except
thatitisintheinterest of investorsor the securities
market. Theimagination of theWTM hasresulted
in many innovative directions matching the cir-
cumstance. For example, SEBI routinely directs
the delinquents to disgorge the unlawful gains
made by them from contravention of law. This
has been upheld by the Hon’ble Supreme Court
and recently madeexplicit by the SecuritiesLaws
(Amendment) Act, 2014. SEBI restrains them
from holding the position of director of any listed
company. It directs them to pay interest to
investorswho received the payment latein public
offers. It also directs them to make a public offer
to acquire shares from public shareholders at a
priceto be determined by the stock exchange and
acquire the shares offered in response thereto. It
has illustrious examples of directing refunds
worth billions of dollars to investors in a few
cases.”’ It even declares them as persons not fit
and proper for any trade or profession in the
securities market. All these directions though
operate as punishment occasionally have been
upheld by the higher authorities. The case laws
make it clear that only remedial / preventive
measures/ directions can be issued under section
11B. It can’t be used to impose penalties, though
some of the preventive/ remedial directions may
operate as penalty on the delinquent. The SAT
[2008b] observed that the directions may result
inpenal consequencestotheentity towhomthose
areissued but that would be only incidental. The
object of directions issued under section 11B is
not to punish the delinquent but to protect and
safeguard the market and the interest of the
investors.
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Section 24 of the SEBI Act, 1992 providesthat
without prejudice to any award of penalty by the
AQ, if any person contravenes the provisions of
the Act or of any rules or regulations made
thereunder, he shall be punishable with impris-
onment for aterm up to ten years, or with fine up
toRs. 25 crore or withboth. Thisprovisionallows
both adjudication and prosecution for the very
same offence, though it is open if this provision
isviolative of Article 20(2) of the Constitution.
There have been cases where SAT has upheld
multiple actions by SEBI provided these are
initiated under different regul ations. For example,
the SAT [2003c] held that adjudication under
section 15-1 for insider trading does not preclude
SEBI from holding inquiry under section 11B of
the Act for fraudulent trades. Thisis because the
sameact may amount to insider trading aswell as
fraudulent trade and it is possible that contra-
vention of the latter is established where the
former isnot. If SEBI isnot conscientious, every
contravention could attract multiplicity of pro-
ceedings and imposition of multiple penalties
against the same person for the same offence,
though it is not uncommon for these multiple
proceedings resulting in conflicting outcomes.

The law alows enquiry and adjudication
proceeding for the sameviolation. Two issuesare
relevant here. First, mind is made up about the
type of punishment (not quantity of punishment)
to beimposed on the delinquent when the alleged
contravention is referred to an AO for adjudica-
tion or to an EO for enquiry, that is, at a stage
when the nature and gravity of the contravention
has not been fully ascertained. If acontravention
isassigned to an EO, monetary penalty cannot be
imposed even if the enquiry findings justify
imposition of monetary penalty. Similarly, if a
contravention is assigned to an AO, the registra-
tion cannot be cancelled even if he comes to the
conclusion that the contravention warrants
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cancellation of registration. Even the SAT can't
rectify this situation by converting one kind of
penalty to another ashasbeen held by theHon' ble
SupremeCourt [2009]. Second, asarguedby SAT
[20084], even though the two sets of proceedings
areindependent of each other, there has not been
an instance where the AO has taken a view
contrary to the one taken by the WTM. Further,
the possibility of conflicting views on the same
set of facts cannot be ruled out which would not
be in public interest. SAT, therefore, recom-
mended that if only one inquiry is held in such
cases and on the basis of that inquiry the same
body isgiventhe power toimpose penalties under
both sets of proceedings, it would not only
expedite matters but also avoid conflicting
opinions.

Thisisin addition to penaltieslevied by SROs
such as stock exchanges against the brokers. For
example, the SAT [20034a] held that the fact that
NSE had deactivated the trading terminal of the
appellant andthat asum of Rs. 291akhwasdebited
towards"finesand penalties* doesnot in any way
preclude SEBI exercising its powers under the
regulationsunder the Act. It observedthat itisnot
material asto whether thefactsrelied on by SEBI
and NSE are one and the same. Itiseven possible
for SEBI as well as the exchange concerned to
initiate enforcement action for the contravention
of the same law, such as contravention of the
listing agreement. And, such multiplicity of
actions does not constitute double jeopardy and
it is perfectly in order to initiate more than one
proceeding against the same delinquent for the
same irregularity or contravention of the same
law. Further, since the securities laws are in
additiontoand not in derogation of any other law,
a delinquent may be subjected to enforcement
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actions simultaneously under the securities laws
as well as other laws such as the Indian Penal
Code.

Ideally, on completion of the fact-finding
process, the executive unit of SEBI should file a
charge sheet and present its case, through a
Presenting Officer or an Advocate, before the
quasi-judicia unit, which would follow the
principles of natural justice and pass reasoned
orders with appropriate sanctions. These orders
may provide for private warning or public
warning; direction requiring the person to correct
the violation; preventive/ remedia measures;
monetary penalties; direction to disgorge
unlawful gain made or lawful loss avoided;
variation, suspension, or cancellation of an
authorization, permission or registration; and or
launch of prosecution before appropriate court of
law. The order shall state the manner of imple-
mentation of the order as well as provide for
management of the consequences of such
implementation. SEBI has, infact, recommended
Government to amend the securities laws to
empower SEBI to appoint any of its officers not
below the rank of Chief General Manager as
Enquiry and Adjudication Officer (E&AO) to
conduct an enquiry and impose punishment in
accordance with regulations. If any person is
aggrieved by an Order of E&AO, it may file a
review petition to the Board, which will be
disposed by chairman or a member. The appeals
from the order of Board will be made to SAT.
Besides, if considered necessary, SEBI may
approach appropriate courts for criminal sanc-
tions. This could be in addition to any action that
SROsmay takeaswell asactionsby any authority
under any other law.
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6.3 Public Law Concerns

Generally, there is a broad separation of
powers among the agencies associated with law
- thelegislature makes the law; the executive and
thejudiciary respectively administer and enforce
it. Thisprovides a system of checks and balances
for one another to prevent misuse of power. The
securitieslaws, in contrast, do not follow thestrict
separation of powers to a large extent. These
confer on SEBI and self-regul atory organisations
(SROs) substantial quasi-legidative and quasi-
judicial powers, in addition to full executive
powers to enable them to make and enforce the
laws proactively, and preferably, beforethe harm
is done. These agencies, therefore, simulta-
neously make, administer, and enforce laws. For
example, section 15HB of the SEBI Act, 1992
prescribesapenalty range of Rs. 1lakhtoRs. 100
lakh through adjudication for failure to comply
with any provision of the regulations. Similarly,
section 24(1) prescribes a penalty of imprison-
ment up to ten years, or afine up to Rs. 25 crore,
or both through prosecution for contravention of
any provision of theregulations. Theregulations
are, however, made by SEBI. If SEBI prescribes
certain norms through the regulations, non-
compliance of the same would attract penalty
under section 15HB as well as section 24(1).
Thus, for al practical purposes, SEBI prescribes
thenormsto befollowed through regul ations, and
the penalty for failure to comply with the same.
Besides, SEBI creates obligations under the
regulations and prescribes the penalties for non-
compliance with the same. For example, it has,
through the SEBI (Stock Brokers and
Sub-Brokers) Regulations, 1992, listed a variety
of penaltiesthat canbeleviedfor different failures
under the said regulations. Similarly, the stock
exchanges, through their regulations, prescribe
norms as well as the corresponding penalties for
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failure to comply with the same. As a conse-
guence, if SEBI / an exchange considers a par-
ticular conduct undesirable, it can within notime
outlaw the same through regulations and enforce
such regulations. While enabling the authorities
todeal swiftly with any emerging misdemeanour
in the market, this arrangement empowers them
to create new offences under the law and adju-
dicate the same.

Asstated earlier, the securities laws belong to
a genre which has the potential to deal with all
possible circumstances. For example, the SEBI
Act, 1992 allows SEBI to regulate the interme-
diaries, that are not listed in the Act, in future
should the need arise and aso the new
intermediariesthat may emergein future, without
any amendment to the Act. The Depositories Act,
1996 allows SEBI to prescribe alarge variety of
instruments to be ‘security’, whether these are
‘securities’ or not under the SCRA. Such provi-
sionsenable SEBI to bring within itsjurisdiction
such intermediaries and such securities as it
considers appropriate and thereby expand and
define its jurisdiction, and adjudicate violations
in respect of such intermediaries and market for
such instruments. Further, a large number of
plantation schemes came up in 1990s and raised
huge amounts from public. SEBI, which had
authority to register and regulate CIS, stretched
the scope of CIS to include plantation schemes
within its ambit and started regulating them. The
scope of listing agreement (under conversion to
regulations) is being continuously expanded by
SEBI and exchangesto cast additional obligations
onthelisted companies. Thus, the securitieslaws
enabletheauthoritiesto expandtheir jurisdictions
to alarge extent, and enforce their authority over
the expanded jurisdiction.

The Hon' ble Supreme Court made [2004] an
interesting observation in the context of SEBI’s
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powers: "Integration of power by vesting legis-
lative, executive and judicial powersin the same
body (SEBI), infuture, may raise aseveral public
law concerns as the principle of control of one
body over the other was the central theme
underlying the doctrine of separation of powers"
(p- 19-20). Though the Constitution of Indiadoes
not envisage strict separation of powers, it does
indeed makehorizontal division of powersamong
thelegislature, the executive and thejudiciary. In
keeping with the spirit of the constitutional pro-
visions, every regulator must ensurethat itsthree
wings exercise quasi-legislative, executive and
quasi-judicial powers with independence and
without intra-ingtitutional bargaining and,
thereby, avoid potential public law concerns
prognosticated by the Hon’'ble Supreme Court.
Thisrequiresthethreewingsto havedisinfectable
distance from one another, a system of mutual
checks and balances to prevent any excess.

6.3.1 Quasi-judicial Process

The SEBI Act, 1992 and regulations made
thereunder generally do not provide the
enforcement process. Neverthel ess, SEBI ensures
that the processisjust andfair. It ensuresthat the
delinquent has adequate notice, access to docu-
ments/ evidencerelied upon by theregulator, and
reasonable opportunity to defend. If a delinquent
believes that the authority may be biased or
interested, he has the option to seek a change of
the authority. The Code of Ethics for Chairman
and Membersof SEBI board providesthisfacility
to the delinquent. The authority disposing of the
enforcement action should be free from bias,
including official bias. An authority, which has
ordered or supervised the investigation into the
matter, may be tempted to punish the delinquent
even if thereis not enough evidence. Thisbiasis
avoided in SEBI where an authority, other than
theonewho hasinitiated the proceeding, disposes
of the proceeding. The case of the authority, who
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has initiated the proceeding, is presented by an
Advocate or a Presenting Officer before another
authority who disposes of the proceeding, after
hearing the delinquent.

This could be formalized by SEBI by setting
up dedicated quasi-judicial units and posting
officers to that department on a tenure basis.
These officers must have a long experience in
dealing with the problemsrel ating to the areaand
undergo intensive training to deal with quasi-
judicial matters. During the said tenure, they
would do only quasi-judicial work, in addition to
participating in board matters, asmay berequired
and would not have any operational responsibi-
lities of the authority. They must not have been
associated with the fact finding process -
investigation, inspection or otherwise, based on
which the proceeding has commenced. They
should adopt an adversial system, i.e., would hear
both the operational department(s) who have
allegedtheirregul arity and the delinquent(s) and,
then, passappropriate orders. Thiswouldbeakin
to the process before the Administrative Law
Judge where the representatives of the SEC and
the delinquent present their case. These officers
would move back to operational departments
after the expiry of the said tenure. This would
ensurethat quasi-judicial officersdonot carry any
official bias while they remain abreast with the
technical knowledge.

FSLRC [MOF, 20134] studied the enforce-
ment processin financial marketsin great detail.
It has recommended that the quasi-judicia
responsibilities be held separate from the legis-
lative and executive functions in the internal
working of the regulator. Based on its
recommendations, MOF [20144] is encouraging
financial market regulators to improve the pro-
cess. It requires issue of a SCN to initiate any
enforcement proceeding. The SCN must be in
writing and must statethe provisionsof law under
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which it is issued; a detailed explanation of the
alleged facts; details of evidencein support of the
alleged facts; thelawsallegedly contravened; the
action(s) / directions that the regulator proposes
totake/ issue; thereasonsfor the proposed action
/ directions; whether the alleged violations may
be settled by consent and the procedure for the
same; what the notice is required to do and the
timeline for and the manner of doing the same;
the rights of the notice; the consequences of
failure to respond adequately to the notice; the
timelines for various stages for disposal of the
notice; the procedure to be followed for disposal
of the notice; and the details of the officer
authorised to dispose of the notice. Such notice
must annex copies of documents and reports and
extracts of relevant portions of documents and
reports containing the findings arrived at in an
investigation or inspection, if any, and other
material as may be relied on by the regulator in
support of the alleged contravention. The notice
shall have the right to make awritten submission
by the specified date; avail an opportunity of
personal hearing before the concerned officer,
seek inspection and or copies of relevant docu-
ments, records or material from the authority as
he consider necessary in support of his defence;
cross examine the witnesses relied on by the
regulator in support of the contraventions; rep-
resent himself personally or through an autho-
rised representative before the officer; and prefer
an appeal beforethetribunal if heisaggrieved by
the order issued in disposal of the notice.

The officer shall follow an adversarial system
wheretheregul ator aswell asthenoticeshall have
theright to be represented at the hearing. He shall
disposeof the SCN by areasoned order. Theorder
shall contain such actions / directions as are
warranted by the nature and extent of the con-
travention of law and while determining such
actions / directions, the officer shall take into
consideration, among others, (a) the nature and
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seriousness of the contraventions, including
whether it was deliberate, reckless or negligent;
(b) the consequences and impact of the contra-
vention, including the extent of unfair benefit or
unfair advantage gained by the notice, and loss
caused or likely to be caused, to customers or any
other person; (c) the conduct of the notice after
the occurrence of the contravention; and (d) prior
contraventions or offences committed by the
notice. The order, and not the SCN, shall be
available in public domain. A person who has
received such an order may seek areview of order
by amember of the board, who may set aside the
order if there is an apparent order. Ideally, the
processfrominitiationto disposal of aproceeding
should be governed by statutory regulations.

FSLRC has recommended creation of a sep-
arate department called administrative law
department comprising AL Osunder theoversight
of an ALM who is a member of the board. This
department will not have any operational
responsibilities. The ALOs will adjudicate every
matter and impose appropriate sanctions by rea-
soned orders. Such orders are appellable before
atribunal. These may be reviewed by the ALM
for apparent errors. Given theurgency, all interim
orders would be issued by the ALM. While the
above recommendations of FSLRC are reason-
able,itisuseful toprovideafilter beforetheorders
are appealed to a tribunal. This is necessary not
to overburden atribunal whichisathree-member
body under the chairmanship of a Justice. The
burden would be less if the quality of order is
better or the orders undergo a review before
attaining finality. As of now, the SecuritiesLaws
(Amendment) Act, 2014 enables SEBI to
examine the records of any proceeding before
AO, and then modify the order of the AO to
enhance the penalty. FSLRC has also recom-
mended a review in limited cases. Since it may
not be possible to allow review of all orders, the
other option isto improve application of mind by
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putting two mindstogether. The ALOs may work
inbenchesof two. Thiswill reducetheprobability
of error and hence probability of appeal. This
would also conserve resources of the regulator
and of the delinquents.

6.4 Timelines

Theremay be situationswhereacontravention
does not come to notice of SEBI immediately or
the delinquent managesto hide the contravention
for a long time. If general law of limitation
applies, the delinquent goes scot free if the
enforcement action is not initiated within the
period of limitation. In order to ensure that the
delinquent is penalised sooner or later, SEBI is
not barred from launching investigation/ enquiry
and initiating enforcement action against the
delinquent for contravention of thesecuritieslaws
even after lapse of several years. This does not
mean that a proceeding can be initiated after ‘n’
years. SAT lamented [2008b]: "Before conclud-
ing, we cannot resi st observing that therehasbeen
aninordinatedelay ininitiating action against the
appellant. It is alleged to have committed the
irregularities in the earlier part of the year 1996
and the show cause notice was admittedly issued
in June 2004. How could anyone file a proper
reply after alapse of more than eight years. This
long delay itself causes grave injustice to the
delinquent and results in the violation of the
principles of natural justice. Such delays defeat
thevery purpose of the proceedings’ (Last Para).

Thedelinquent is under a strict time framefor
itsresponse(s) as and when called upon under the
proceeding. Failure to respond to summons from
SEBI within the specified timeinvites additional
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penal consequences. However, there is no time
limit on the authorities to conclude a particular
enforcement action initiated under the securities
laws. There are quite afew proceedingsinitiated
more than a decade back waiting for conclusion.
While noting that it had taken SEBI twelve years
to complete the proceeding relating to a case of
market manipulation, the SAT [2012a] observed
that inordinate delay in conducting inquiries and
in punishing the delinquent has demoralizing
effect on the market players who are ultimately
‘not found guilty’. The SAT [2012b] observed:
"Wefully appreciate the fact that notime limitis
providedfor finalisation of proceedingsintheAct
or regulations. However, del ay defeatsjusticeand
causesundue hardship tothe delinquent in putting
forth timely defence" (p. 6). As a result, the
Damocles sword hangs on the delinquent for
yearstogether, he islooked down with suspicion
and practically ostracised from the market till
conclusion of the proceeding. The waiting for
conclusion of the proceeding occasionaly
becomes more painful than the worst penalty the
proceeding may warrant. There are even a few
proceedings where the matter has reached the
penultimate stage, that is, it hasbeen heard by the
WTM, but orders are yet to be passed for years.
While disposing of amatter on July 19, 2012, the
SAT [2012c] noted that though the appellant was
heard by SEBI on August 11, 2009, no order had
yet been passed. The Table 16 presents pendency
of proceedings with SEBI and courts as on 31st
March 2014. It appears that quite a few pro-
ceedings initiated a decade back are still waiting
for disposal. Thisisharmful totheaccused aswell
as the market. 100 section 11B proceedings ini-
tiated in or before 2003-04 are yet to be con-
cluded.
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Table 16. Pendency of Enforcement Proceedings at the end of March

Year of Initiation

No. of Pending Proceedings

Enquiry Section 11B Adjudication Prosecution Total

1) (3] (3 4 (5) (6)
2003-04 0 100 13 891 1004
2004-05 0 12 11 971 994
2005-06 0 0 25 995 1020
2006-07 7 47 111 975 1140
2007-08 36 58 307 950 1351
2008-09 10 0 27 960 997
2009-10 12 116 51 966 1145
2010-11 4 164 0 958 1126
2011-12 8 245 226 944 1423
2012-13 24 131 1187 997 2339
2013-14 12 547 869 1256 2684
2014-15 53 456 1381 1293 3183
2015-16 59 422 1205 1289 2975
2016-17 71 364 1400 1235 3070
2017-18 72 352 1053 1195 2672
2018-19 278 309 1064 1175 2826
2019-20 101 376 637 1127 2241

Source: SEBI (Several years) Pendency of Proceedings

The SEBI Act, 1992 allows SEBI to issue a
large variety of directions, either pending or on
completion of fact finding process, in the interest
of investors or the securities market. Most often
directions under this section restrain the delin-
guent from accessing the securities market or
from dealing in securities. Such restraint is not
violative of Article 19 (1) (g) of the Constitution,
which guaranteesfreedom of occupation, trade or
business, as held by the Hon’ ble Ragjasthan High
Court [2010]. Most often, such directions are
issued by ad-interim ex-parte orders without
hearing the parties concerned upfront. The
Hon' ble Ragjasthan High Court also held in the
same matter that the provisions of post decisional
hearing are consistent with Article 14 of the
Congtitution. The fact, however, is that the
interim order often debars a delinquent from
participating in market and it practically operates

as a penalty on him. He suffers this penalty till
theconclusion of thefact finding processand al so
the enforcement actions emanating therefrom.
And, there is no time limit by which these have
to be concluded. Many have sought intervention
of the SAT to stay theoperationsof interimorders
particularly when there is inordinate delay in
completion of investigation. However, the SAT
has generally refused to do so, though it has
advised SEBI on occasions to complete the
investigations expeditiously or within aspecified
time. In one matter, the SAT [2012d] observed
that it cannot bind SEBI to complete investiga-
tions by a timeframe, but this time has to be a
reasonable one, more so when the entities are
debarred from dealing in the market which
adversely affects their business. It has occasion-
ally directed that if SEBI does not complete the
investigation / pass an order within the specified
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time, the interim order shall stand vacated.

A cardinal principle of law is that an accused
must be deemed innocent until such time as his
guilt has been proved conclusively and the pun-
ishment can follow only thereafter. It is so
because punishment before conviction does
irreversibleand irreparabl e damageto the person.
Hecould well be found innocent ultimately or the
punishment suffered before conviction could be
morethanwarranted. However, theinterimorders
issued by SEBI imply that the accused is deemed
guilty until proven innocent through the fact
finding process and the resultant quasi-judicial
proceeding(s). The loss of reputation, opportu-
nity, livelihood, and freedom of the accused
cannot be made good even if the process
ultimately findsthat it wasinnocent. For example,
on completion of investigation, SEBI closed the
proceedings which were initiated by issue of
interim order dated December 2, 2010, vide its
order dated March 16, 2012,” without any
directionsin respect of alarge number of accused,
afterthey had suffered for 16 months, asnocharge
was made out against them by the investigation.
Inadifferent context, the Hon’ ble Supreme Court
[2011] hasrecently reiterated that every personis
deemed innocent until found guilty after duetrial
and that the punishment begins only after con-
viction. It felt that the detention of under trial
personsin jail for an indefinite period amounted
to punishment before conviction and, therefore,
violation of Article 21 of the Constitution. It also
reiterated that every person, detained or arrested,
isentitled to speedy trial lest the accused may end
up in jail longer than the period of sentence, if
ultimately found guilty. That is why the saying,
bail istherule and jail an exception.

L et usseeanother dimension of timeline. Vide
an order dated June 24, 2002, SEBI held that the
schemes floated by PACL Limited (then PACL
India Ltd.) were CIS.* However, the Hon'ble
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High Court of Rgasthan, vide its order dated
November 28, 2003 held that the schemes of
PACL Indiawerenot ClSasthey did not possess
the characteristics of a CIS. SEBI preferred an
appeal beforetheHon’ ble Supreme Court of India
against the said order of the Hon' ble High Court.
TheHon’ble Supreme Court of India, vide order
dated February 26, 2013, set asidethe order of the
Hon'ble High Court and directed SEBI to pass
fresh orders as to whether the schemes of PACL
Limited are CIS and if CIS, take further appro-
priate action. On completing the processes as
required by the Hon'ble Supreme Court, SEBI,
vide order® dated August 22, 2014, held the
schemesof PACL Limited to be ClISand directed
the company, promoters and directors to refund
the moneys, the company has collected over the
years, with returns to the investors. It had col-
lected Rs. 49,100 crore. The matter isnow before
the SAT. 15 years have passed and the matter is
still unresolved. As the saying goes, a stitch in
timesavesnine. Asper thesaid order, PACL Ltd.
had collected money from 59 million investors.
If the authorities had taken a view at the relevant
time, 59 million investors would not have been
victimsof themisdemeanour. If itisnot clear what
apersondoesislegal or not, aview must be taken
without any loss of time. The person should be
allowedto carry onbusinessif itislegal. It should
be prohibited from carrying on business if it is
illegal. Itharmseverybody if it carriesonbusiness
for ten years and then the businessis considered
illegal. That amounts to locking the stable door
after the horse is stolen.

SEBI must initiate appropriate enforcement
proceeding immediately on conclusion of the
fact-finding process. It must conclude the
enforcement proceeding expeditiously because
delay defeats justice and causes hardships to the
delinquent as well as the victims. Interim orders
must be avoided to the extent possible and such
orders must ceaseto have effect after the passage
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of acertain time. The authority should dispose of
the enforcement actions by issuing speaking
orders which should be disseminated on the
web-site. The judiciary must have a separate
window to take a view expeditiously on matters
relating to legal permissibility of any business or
activity. If agameison and the first two umpires
have two different views, the third umpire must
give his views immediately to settle the matter
and the game to continue. Appeal mechanism
should not compromise the speed of decision
making[Doyle, 1997]. It isall themoreimportant
when some litigants are bent upon deferring a
decision indefinitely. In a matter involving
another CIS, theHon'’ ble Supreme Court [2013c]
upheld the order of the Hon'ble Punjab and
Haryana High Court with several directions
against theappel lant, including CBI investigation
and acost of Rs. 50 lakh with an observation: "...
in that process prolonged thislitigation for more
than a decade and thereby provided scope for
defrauding its customers who invested their
hard-earned money in the scheme of sale of land
and its devel opment and sincewe havefound that
the appellants had not approached the court with
clean hands.... should be mulcted with the
exemplary costs' (Para 54).

6.5 MensRea

The securities laws provide for imposition of
variouscivil penalties. It wasdoubtful for awhile
if imposition of monetary penalty under the
securities laws required evidence of mens rea. It
got clarity when theHon’ ble Bombay High Court
[2004] held that for breaches of provisions of
SEBI Act and regulations, which are civil in
nature, mens rea is not essential. It is now con-
clusively settled with aruling from the Supreme
Court that the adjudication proceedings are not
criminal or quasi-criminal proceedings. These
deal with failures to comply with the statutory
civil obligations. Penalty is attracted as soon as
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the non-compliance with the statutory obligation
is established even if thereisno mensrea. While
upholding imposition of monetary penalty, the
Supreme Court [2006] held: "Therefore, there is
no question of proof of intention or any mensrea
by the appellants and it is not essential element
for imposing penalty under SEBI Act and the
Regulations. ..... In our considered opinion,
penalty is attracted as soon as the contravention
of the statutory obligation ascontemplated by the
Act and the regulations is established and hence
the intention of the parties committing such
contravention becomeswholly irrelevant..." (p. 4
and p. 11). A three judge bench of the Hon'ble
Supreme Court [2008] endorsed thisview. And,
whenthestateof mindisrelevant, whatismaterial
iswhat one does or omits to do and not what he
says. In another matter, the Hon'ble Supreme
Court [2012b] observed that a person’s inner
intentions are to be read and understood from his
acts and omissions. ‘acta exterior indicant inte-
riora secreta’ (external action reveas inner
secrets). SAT carried [20104] further the ratio,
which was in the context of adjudication pro-
ceedings, to all kinds of proceedings except
prosecution.

Thecriminal offencerequiresproof beyond all
reasonable doubts. Since the offences under the
securities laws are generally civil in natureand it
isvery hard to have evidencefor certain offences
like unfair trade practice or insider trading, the
preponderance of probability is considered the
required level of evidence. Itsimplication is that
ifitisinall likelihood that aperson hascommitted
a contravention of law, even if there is no clear
evidenceto establishit, hewill bedeemed to have
violated the law and shall be liable to the pre-
scribed penalty. However, there can be degrees
of probability; thehigher thegravity of thealleged
contravention, the higher must be the prepon-
derance of probabilities required for establishing
the same. But it can’'t be that high aswarranted in
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criminal offences. As a consequence, the avail-
able evidence may be adequate to establish fraud
if it istried as a civil offence, but may fail to
establish it as a criminal offence. In such cases,
SEBI would be tempted to initiate adjudication
rather than prosecution. This makes the proba-
bility of an offence being established higher in
securities laws. The provision of scrutiny of
orders by the SAT encourages SEBI to be abso-
lutely fair and equitable to the delinquents while
initiating, processing and disposing of
enforcement actions.

6.6 End Note

The judicial job is stressful. There is fear of
retribution also. In a recent judgment, Hon'ble
Supreme Court had this to say [20144a]: "One
wonders, what isit, that a Judge should be made
of, to deal with such litigants, who have nothing
to lose. What is the level of merit, grit and
composure required, to stand up to the pressures
of today’ s litigants? What is it, that is needed to
bear the affront, scorn and ridicule hurled at
officerspresiding over Courts? Surely onewould
need super-humans to handle the emerging
pressures on the judicial system. The resultant
duressisgrueling” (Para147). A Supreme Court
Justice recently observed: "There are matters
pending with the court, but the pressure, tension
and strain both of us have undergone is unimag-
inable. | can't explain.®? He added that the pres-
surewas even felt by his family.

If thisisthe experience of a Hon’ ble Judge of
the highest court of the land, what to speak of
regulators having quasi-judicia responsibilities,
who serve for aterm of 3-5 years, whose orders
aresubject tolayersof judicia scrutiny and often
second guess by investigative agencies. It is not
unusual to see advertisements in press putting
SEBI in bad light when SEBI comes up with an
adverse order against a mighty person. While
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most of these can be considered as professional
hazard, the second guess by investigative agency
affectsthe integrity of the quasi-judicial process.
The Hon' ble Supreme Court [2013b] recognizes
that quasi-judicial orderscomefrom adjudication
which is a part of administrative process resem-
bling a judicial decision by a court of law.
Therefore, it hesitates to disturb the finding of a
quasi-judicia body. It observed [2012b]: "These
aspects demand serious deliberation at the hands
of thetechnical experts. It will not be appropriate
for this Court to examine these technical aspects,
assuch mattersare better left in thedomain of the
statutory or expert bodiescreated for that purpose.
The concept of ‘regulatory regime has to be
understood and applied by the courts, within the
framework of law, but not by substituting their
ownviews, for the views of the expert bodieslike
an appellate court. The regulatory regime is
expectedto fully regulateand control activitiesin
all spheres to which the particular law relates’
(Para 16).

Keeping in view the quasi-judicial responsi-
bility, discharge of which requires substantial
technical expertise and independent application
of mind, it is not appropriate for investigative
agencies to examine any matter disposed of
through quasi-judicial process. There have been
afew newsreports [The Times of India, 2015a]*
inthe recent past about theinvestigating agencies
suspecting that the regulatory authorities have let
off the accused with inadeguate sanction. This
would amount to an administrative review of
quasi-judicial decision which is not permissible.
Further, the possibility that an investigating
agency may examine the inadequacy of sanction
would induce the adjudicating authority to
impose sanctions invariably in all cases even if
sanction is not warranted, or impose a higher
sanction than warranted. They must, however, be
freeto look into if anybody has got illegal grati-
fication or has disproportionate assets without



428

attempting to examine in any manner merits of a
quasi-judicial matter. If there is anything erro-
neous, it would be rectified by SAT and then by
the Hon' ble Supreme Court. As observed by the
Hon’'ble Supreme Court [1995], imputation of
motives of corruption to the judicial officer/au-
thority is a serious inroad into the efficacy of
judicial process and threat to judicia
independence. For the sake of rule of law, the
authority of the court or astatutory authority and
the confidence of the public in them should not
be allowed to be undermined by the second guess
of an administrative agency. Ideally the same
protectionasavailableto judgesand othersacting
judicially under the Judges(Protection) Act, 1985
should be available to members and officers of
regulatory bodiesin respect of their quasi-judicial
actions.

We now moveto Section 7 for our concluding
remarks.

SECTION 7
CONCLUDING REMARKS

7.1 A Mode Legidation

Based on the analysis, findings, principlesin
theprevious Sections, wehave attempted amodel
legidlation, which is superior to the SEBI Act,
1992 and vastly superior to many other legis-
lations which have established regulators in the
country. This model (a Draft) is presented in an
Annexure to the paper.

Thiswould improvestructural design of SEBI
and the manner it dischargesitsquasi-legidative,
executiveand quasi-judicial responsibilities. This
would hopefully improve the efficiency of the
securities regulations and the efficiency of secu-
rities markets and thereby capital formation and
economic devel opment. Some of the suggestions
made in this study would help in improving
India's ranking in ease of doing business. The

JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY

JULY-SEPT 2019

model legisation could serve as a charter for
setting up any regulatory agency in the country
and, if implemented, would improve governance
through regulators.

Themodel legislation isaunique contribution
of this study. It precisely implements the mea-
sures emanating from the study. It must be noted
that the model legislation is based on
contemporary thought to meet needs of today and
the foreseeable future. Every law has its limita-
tions and the best law does not ensure the best
regulator. It is only enabling and the people in
charge of implementing the law make the dif-
ference. For example, the law can empower the
regulator to intervene through regulations, but it
cannot dictate the appropriate mix of market,
self-regulation and statutory regul ation to address
aspecific problem. It must aso be noted that the
building a regulator would aways remain a
work-in-progress.

7.2 Useful Areasfor Further Research

To begin with, it would be useful find the
association between institutions and economic
development in Indian context and identify crit-
ical ingtitutionsfor improvement. Also, in case of
a regulator, it would be required to develop
measures to examine the level of independence
of theregulator, the level of accountability of the
regulator, the efficiency of securitiesregulations,
effectiveness of different kinds of sanctions for
contraventions, the effectiveness of regulators,
the effectiveness of governance through regu-
lators, the strength and quality of other institu-
tions in the securities market and then find the
relation between these measures and the
economicdevelopment. Thereisalsoneedto start
using the standard cost benefit analysis used for
project appraisals and refine the same for cost
benefit analysis of regulations in course of time.
Another issue would be to explore the optionsto
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hold the regul ators accountabl e to peopl e without
compromising their independence and measures
to bridgethedemocratic deficit while, at the same
time, develop a strategy to improve level of
complianceof regulationsand complianceculture
and reduce the cost of compliance and increase
cost of non-compliance. Thereisneed to examine
ways to develop harmonious relationship
between executive wing of Government and the
regulator.

ANNEXURE
Bill No. ---- of 2020

THE SECURITIESAUTHORITY
OF INDIA ACT, 2015

A Bill to provide for the establishment of an
Authority to protect the interests of investorsin secu-
rities and to promote the development of, and to
regulate, the securities market and for matters
connected therewith or incidental thereto.

BE it enacted by Parliament inthe Sixty-Sixth Y ear
of the Republic of Indiaas follows: -

CHAPTER|
PRELIMINARY

Short title, extent and commencement.

1. (1) This Act may be called the Securities Authority
of IndiaAct, 2015.

(2) It extendsto the whole of Indiaand al so the persons
and things beyond her territory when her legitimate
interests are affected.

(3) It shall comeinto force on such date as the Central
Government may, by notification in the Official
Gazette, appoint in this behalf.

(4) It shall ceaseto bein force on 31st March of every
fifth year from the day of its coming into force, unless
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it is extended by a Reauthorisation Act after an eval-
uation by a parliamentary committee, in the manner
prescribed, of its working in the preceding five years.

Definitions.

2.(1) InthisAct, unlessthe context otherwiserequires,
a) "Act" means the Securities Authority of India
Act, 2015;

b) "administrative law member" means an indi-
vidual who is appointed as such in the Board
under section 5(1)(b);

c) "adminigtrative law officer" means an officer
whoisdesignated assuchinthe Authority under
section 11(3);

d) "administrative law department” means a
department named as such in the authority
under section 11(2) and comprises only
administrative law member(s), administrative
law officer(s) and officers and employees
supporting them;

€) "advisory council" means an advisory council
constituted by the Board of the Authority under
section 12(1);

f) "associated person” includes:

a. aprofessional,

b. acompany,

C. an investor in securities,

d. a promoter, director, key managerial per-
sonnel of acompany or service provider, and

€. any other person whose activities have sub-
stantial bearing on the integrity of the secu-
rities markets;

g) "Authority" means the Securities Authority of
India established under section 3(1);

h) "Board" means the Board of the Securities
Authority of India constituted under section
4(1);

i) "bench" means a bench of two administrative
law officers or abench of presiding officer and
members of the Tribunal, as the case may be;

j)  "Central Government" means -

a. theDepartment of the Central Government
whichisresponsiblefor securitiesmarkets,
(i.e., Department of Economic Affairs), or
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k)

p)

N
S)
B
u)

v)
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b. theDepartment of the Central Government
which is responsible for establishment
matters of regulators, (i.e., Department of
Regulatory Affairs), as the case may be,
under theBusinessAllocation Rules, 1961.

"chairperson” means chairperson of the
Authority;
"cognate Acts' mean and include:

i. the Securities Contracts (Regulation) Act,
1956 (42 of 1956);

ii. the Depositories Act, 1996 (22 of 1996);

iii. the Companies Act, 2013 (18 of 2013)

iv. any statutory modification or re-enactment
thereof;

"company" means alisted public company or a
public company, not being a service provider,
which intends to get its securities listed on a
recognised stock exchange;

"contravention” means contravention of the
Act, rules, regulations or orders issued under
chapter V.

"executive member" means a member of the
Authority who has responsibility of managing
day-to-day affairsof the Authority andincludes
administrativelaw member(s) and chairperson;
"investigating authority” means an officer or
group of officers directed by the Authority to
undertake an investigation and include persons
authorised by theinvestigation authority inthis
behalf.

"investors' include clientsof serviceproviders;
"legidlative notes' meanstheintent or rationale
for making a specific regulation.

"member" means a member of the Authority
and includes chairperson;
"non-executivemember" meansamember who
is not an executive member.

"notice" isaperson who hasbeenissued ashow
cause notice;

"notification” meansanoatification publishedin
theGazette and theterms* notify’ and ‘ notified’
shall be construed accordingly;

"operation Manual" means a manual of opera-
tionsfor atask or activity of the Authority;
"prescribed" means prescribed by rules made
under this Act;

y)

bb)
cc)
dd)
ee)

ff)

99)

hh)
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"professional” means an individual who is a
member of a statutory body or firm of such
individuals who provide professional services
in securities market, pursuant to a requirement
under the Act;

Example: The Listing Regulations requires a
Company Secretary to be Compliance Officer
of a listed company. A Company Secretary
acting as Compliance Officer shall be consid-
ered as a professional and regulated by the
Authority in respect his role as Compliance
Officer.

"public domain" means any platform, such as
web site, electronic or otherwise, which is
accessible to public without any cost.
"publish" means publish in public domain
unless specifically stated;

"register” means the register of service pro-
viders maintained under section 31(6);
"regulations’ means the regulations made by
the Authority under section 22;

"rules’ means rules made by the Central Gov-
ernment under section 21;

"secretary” means secretary to the Board;
"securities" has the same meaning as assigned
to it in section 2(h) of the Securities Contracts
(Regulation) Act, 1956 (42 of 1956);

"service provider" includes:

i. stock exchanges, clearing corporations,
and depositories;

ii. bankersto an issue, registrars to an issue,
merchant bankers, underwriters, portfolio
managers, investment advisers, custo-
dians, credit rating agencies, stock brokers,
depository participants;

iii. collective investment schemes, including
venture capital funds and mutual funds,
their fund managersand asset management
companies,

iv. self-regulatory organisations; and

v. other intermediaries or persons, who may
be associated with securities markets in
any manner, as may be specified by the
Authority;

"specified" means specified by regulations
made under the Act and theterm ‘ specify’ shall
be construed accordingly;
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ii) "Tribuna" means the Securities Appellate
Tribunal established under section 49.

(2) Words and expressions not defined in this Act, but
defined in or under the cognate Acts, shall have the
same meanings as have been assigned to them by or
under those Acts.

CHAPTER 11
ESTABLISHMENT, GOVERNANCE AND
MANAGEMENT OF THE AUTHORITY

Establishment of Authority.

3.(1) With effect from such date as the Central
Government may, by notification, appoint,
there shall be established, for the purposes of
this Act, an Authority by the name of the
Securities Authority of India

Subject to section 1(4), the Authority shall have
perpetual succession and a common seal and
shall have power to acquire, hold and dispose
of property, movable or immovable, and to
contract, and shall by its name sue or be sued.
Intheevent of thisAct not being extended under
section 1(4), the Authority shall be wound up
and all property and legal rights and liabilities
of the Authority on the date of winding up shall
vest in the Central Government.

The head office of the Authority shall be at
Mumbai.

The Authority may establish offices at other
placesinand outside | ndiaas may benecessary.

@

©)

4
©)

Functions of Board.

4.(1) The genera superintendence, direction and
management of the affairs and business of the
Authority shall vest in a Board, which may
exercise all powers and do all acts and things
which may be exercised or done by the
Authority.

(2) Save as otherwise determined by regulations,
the chairperson shall aso have powers of gen-
eral superintendenceand direction of the affairs
and business of the Authority and may also
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exercise all powers and do all acts and things
which may be exercised or done by that
Authority.

The Board shall:

(a) ensure the functioning of the Authority in
accordancewiththeprovisionsof thisAct;
and

(b) undertakeany activity asmay be necessary
to carry out the purposes of this Act.

©)

(4) TheBoard shall facilitate, approve and review:
(@) the annual budget and accounts of the
Authority;
(b) the annual report of the Authority;
(c) theregulations under the Act;
(d) the operations manuals of the Authority;
(e) the code of conduct and ethics for mem-
bers; and
(f) theperformance of the Authority keeping
in view objectives, functions, responsibi-
lities, powers and resources of the
Authority under the Act.

Composition of Board.

5.(1) TheBoard shal consist of not lessthan 10 and
not more than 12 members appointed by the
Central Government as under:

(@) achairperson;

(b) at least one administrative law member;

(c) asmany other executive members as may
be necessary; and

(d) as many non-executive members as may
be necessary to ensurethat they constitute
not |essthan 50% of the Board at any point
of time.

(2) The Central Government must ensure that the
Board hasnot |essthan 10 membersat any point
of time irrespective of resignation by or
removal of any member(s).

No act or proceeding of the Board shall be
invalid merely by reason of any vacancy or any
defect in congtitution of the Board or appoint-
ment of any member.

©)
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Appointment of members.

6(1)

@

©)
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©)

(6)

A member shall be appointed by Central Gov-
ernment by a notification.

An executive member shall be appointed onthe
recommendation of the Regulatory Selection
Board.

A non-executive member shall be appointed on
the recommendations of the Financial Stability
and Development Council.

Anindividual is €ligible for appointment as an
executive member, if he: -

(a) isacitizen of Indig;

(b) is at least 45 years of age and not more

than 55 years of age;

(c) has an advanced degree in economics,
finance, law, public policy or securities
market; and
has professional experience of not less
than twenty years in dealing with matters
relating to economics, finance, law,
securities market or public policy in the
area of finance; Provided that an indi-
vidual must have an advanced degree in
law aswell as professional experiencein
law for being eligible to be an adminis-
trative law member.

Anindividua isnot eligible for appointment as
amember if he has association: -

(@) of any kind with any service provider; or

(b) with Government of India, any State

Government or any regulatory authority
as an employee, ajudge or alegidator at
any level unlessheseversthat association
before assuming the office.

(d)

Anindividua isnot eligible for appointment as
amember if heisnot afit and proper person.
Explanation: Anindividual isnotfit and proper

personif he

(@) is not a person of ability, integrity and
standing;

(b) has any conflict of interest with the

objectives of the Authority;

(c) hasbeen adjudicated as insolvent;

d) isof unsound mind and standsso declared
by a competent court;
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(e) has been convicted of an offence involv-
ing moral turpitude;

(f) has been sentenced to imprisonment for
180 days or more and five years have not
passed since suffering the punishment; or

(g) isotherwisenot fit and proper in the facts
and circumstances.

Term of office.

7. (1) Noexecutive member shall hold office after he

@

©)

4

©)

(6)

has attained the age of sixty-five years.

The term of a non-executive member shall be

five years subject to the condition that he shall

not hold office after he has attained the age of
seventy years.

The Central Government may terminate the

services of a member at any time before the

expiry of the term by giving him notice of not
less than three months in writing or three
months' salary and allowances in lieu thereof.

A member may relinquish hisoffice, at any time

before the expiry of the term by giving to the

Central Government notice of not less than

three months in writing.

The Central Government may remove a mem-

ber by anatification from office on afinding by

the Regulatory Selection Board on areference
made to it to the effect that he has
(@) attracted any of the disqualifications

under sections 6(5) and 6(6);

has acquired such financial or other

interest asis likely to affect prejudicially

his functions as a member;

(c) abused his position so as to render his
continuance in office prejudicia to the
objectives or interests of the Authority;

(d) violated any of the terms of appointment;

(e) madeany misleading statement at thetime
of selection; or

(f) failed to disclose material interest.

(b)

TheRegulatory Selection Board, onareference
from Central Government, must expeditiously
conduct an inquiry following the principles of
natural justicetoarriveat thefindingand submit
itsfindings to Central Government.



VOL. 31 NO. 3

REFORMING THE REGULATORY STATE

433

(7) A member shall cease to hold office under Audit Committee.

sub-sections (3), (4) and (5) from the date as
may be specified in the notification.

Conditions of service of members.

8. (1) The terms of office and other conditions of

@

service of members shall be such as may be
prescribed keeping in view relevant factors
including the talent required for the office.
Theterms of office of aparticular member shall
not be varied to his disadvantage during his
term.

M eetings of the Board.

9.(1) The Board shall meet at such frequency, and

@

©)

4

©)

(6)

shall observe such rules of procedure in regard
totransaction of business at its meetingsas may
be prescribed.

The chairperson or, if for any reason, he is
unable to attend a meeting of the Board, any
other member chosen by the members present
from amongst themselves at the meeting shall
preside at the meeting.

The quorum for any meeting of the Board or
any of its sub-committees shall be three fourth
of the subsisting members.

All questions which come up before any
meeting of the Board shall be decided by a
majority votes of the members present and
voting, and, in the event of an equality of votes,
the chairperson, or in his absence, the member
presiding, shall have a second vote.

Any member, who has any direct or indirect
personal interest in a matter coming up for
consideration at a meeting of the Board, shall,
assoon as possibleafter relevant circumstances
have cometo hisknowledge, disclosethenature
of hisinterest at such meeting and such dis-
closure shall be recorded in the proceedings of
the Board and the member shall not take partin
any deliberation or decision of the Board with
respect to that matter.

The provisions of this section shall apply,
mutatis mutandis, to meetings of a committee
of the Board.

10. (1) TheBoard shall constitute an Audit Committee

@
©)

comprising three non-executive members.

A member shall ordinarily be a member of the
Audit Committee for aterm of three years.
The responsibilities of the Audit Committee
include:

(@ Monitoring compliance with laws appli-

cableto the Authority;

(b) Monitoring adherence to regulations and
operations manual(s) made by the
Authority;

M onitoring compliancewiththedecisions
of the Board;

Monitoring utilisation of resources of the
Authority;

(e) Appraisal of performance of the Board;
(f) Oversight over risk management by the
Authority;

Oversight over vigil mechanism of the
Authority;

Any other as may be assigned by the

Board.

(©
(d)

©)
(h)

Administrative law department.

11. (1) The Authority shall set up an appropriate

@

©)

4

organisational structuretoeffectively discharge
itsresponsibilities.

It shall have an administrative law department
under the oversight of the administrative law
member(s). Provided that if the Board does not
have any administrative law member, any other
member of the Board may be authorised to
officiate as an administrative law member.
The Authority shall designate as many officers
as required as administrative law officers and
post them to administrative law department for
aterm of five yearsat atime.

An officer shall be eligible to be designated as
administrative law officer if hehasat least five
years of experience in operations of the
Authority, a professional degree in law and
holds a position in either of the two grades
immediately below the Board.
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The administrative law member(s) and
administrativelaw officersshall dischargeonly
quasi-judicial functions under chapter V and
must not have any responsibility that may
conflict with their independence and neutrality.
The administrative law member shall also
exercisethefunctions of amember of the Board
as such.

Advisory council.

12. (1) The Board may set up subject specific or

@

©)

4

©)

standing advisory council(s) as it considers
expedient.

An advisory council shall have eminent aca-
demicians and practitioners in the concerned
subject, subject to the condition that no person
becomesamember of more than one council at
any point of time.

The council shall advise the Authority on any
matter under its purview either and shall advise
on any matter on arequest from the Authority.
The council shall meet at such timesand places
and shall observe such rules of procedure in
regard to the transaction of business at its
meetings, as may be specified.

A member of the council shall be paid such fees
and allowances as may be specified.

Secretary to the Board.

13. (1) The secretary to the Board shall:

@

(b)

@

manage the affairs and record the proceedings
relating to the meetings of the Board and its
committees in compliance with the rules; and
ensure compliance with laws applicable to the
Authority.

Subject to sub-section (3), the secretary shall
publish the following in public domain:

(@) theminutesand agendaof meetings of the
Board and itscommitteesinthe manner as
may be prescribed;
theminutes and agenda of meetings of the
council(s) in the manner as may be spe-
cified;

(c) theannual accountsunder section 15(6) as
soon asit islaid before the Parliament;

(b)

©)
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(d) the annual report under section 16(4) as

soon asit islaid before the Parliament;

(e) operations manual(s) made under section
23 assoon asit isapproved by the Board;

(f) regulationsmade under section 24 assoon

asit isnotified;

register of service providers maintained

under section 31(6);

report of the review under section 28

within 30 days of the review;

(i) ordersissuedunder sections38, 39,40 and
41 on the day of issue; and

(j) any other as may be considered appro-
priate to meet the needs of transparency.

©)
(h)

Any exception sub-section (2) shal be in
accordance with the policy made by the Board.

Employees of the Authority.

14. (1) The Authority shall appoint such officers and

@
©)
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©)

employees as it considers necessary for the
efficient discharge of its functions under this
Act.

The Authority shall designate one of its senior
officers as secretary to board.

Theterm, termsand other conditions of service
of officersand employees of the Authority shall
be such as may be specified by regulations.
The members, officers and other employees of
the Authority shall be deemed, when acting or
purporting to act in pursuance of any of the
provisions of this Act, to be public servants
within the meaning of section 21 of the Indian
Penal Code (45 of 1860).

No suit, prosecution or other legal proceedings
shall lieagainst the Central Government or any
officer of the Central Government or any
member, officer or other employee of the
Authority for anything which is in good faith
done or intended to be done under this Act or
the rules or regulations made thereunder:
Provided that nothing in this Act shall exempt
any person from any suit or other proceedings
which might, apart from this Act, be brought
against him.
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The protection available to Judges under the
Judges(Protection) Act, 1985 shall beavailable
to administrative law member(s) and adminis-
trative law officer(s) in respect their functions
under chapter V.

15. Finances and accounts of the Authority.

@

@

©)
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©)

(6)

There shall be established a fund called "The
Securities Authority of India General Fund"
under the management, custody and control of
the Authority into which shall be paid al
moneys, including donations, grants, fees,
charges and borrowing received by the
Authority and out of which shall be met all
expenses, including donations, grants and
repayment of loans, and liabilities properly
incurred by the Authority.

The Authority may invest any money for the
time being standing to the credit of the Fundin
any government security orinany other security
approved by the Board.

The Authority shall prepare in the manner
prescribed and approve, prior to the start of the
financial year, an annual budget indicating all
its anticipated revenues aswell as all proposed
expenditures for the forthcoming year.
TheAuthority shall keep proper accountsof the
fund distinguishing capital from revenuein the
manner prescribed.

The annual accounts of the Authority shall be
prepared in such manner as may be prescribed
and be subject to audit by a Chartered
Accountantin practiceto be appointed annually
by the Board.

The Authority shall forward a copy of the
audited accounts together with audit report
thereon annually to the Central Government
and that Government shall cause the sameto be
laid before each House of Parliament.

Returnsand reports.

16. (1) The Authority shal furnish to the Central

Government at such time and in such form and
manner such returns and statements as the
Central Government may, from time to time,
require.
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The Authority shall also, within 90 days after
the end of each financia year, submit to the
Central Government an annual report, in the
prescribed format.
The annual report shall carry:
(@) atrue and full account of its policies,
activities, programmes, and
(b) anassessment of the effectiveness and the
efficiency of the Authority in terms of its
objectives, functions, and activities dur-
ing the previous financial year.
A copy of theannual report shall belaid, assoon
asmay be after itisreceived, before each House
of Parliament.

Power of Central Government to issuedirections.

17. (1) TheAuthority shall, in exerciseof itspowersor

@
©)

the performance of itsfunctionsunder this Act,
be bound by such directions on questions of
policy as the Central Government may givein
writing to it from time to time: Provided that
the Board shall be given an opportunity to
expressits views before any direction is given.
The decision of the Centra Government
whether aquestionisoneof policy shall befinal.
The Central Government shall cause a copy
each of the direction issued under sub-section
(1) and astatement carrying therationalefor the
same before each House of Parliament at the
earliest.

Power of Central Government to supersede the

Board.

18. (1) If, at any timethe Central Government is of the

opinionthat theAuthority isunabletodischarge
the functions or perform the dutiesimposed on
it by or under the provisions of thisAct, it may,
by notification and for reasons to be stated
therein, supersede the Board for such period,
not exceeding six months, as may be stated in
the notification: Provided that before issuing
any such notification, the Central Government
shall giveareasonableopportunity tothe Board
to make representations against the proposed
supersession and shall consider the repre-
sentations, if any, of the Board.
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Upon the publication of a notification, -

(@) the members shall, as from the date of
supersession, cease to discharge their
functions; and

(b) al the powers, functionsand dutieswhich
may, by or under theprovisionsof thisAct,
be exercised or discharged by or on behal f
of the Board shall be exercised and dis-
charged by such person or persons as the
Central Government may direct.

On or before the expiration of the period of
supersession specified in the notification, the
Central Government shall reinstate the Board
by a notification.

The Central Government shall cause a copy
each of the notificationsissued for supersession
and reinstatement and afull report of any action
taken during the period of supersession and the
circumstances leading to such action to belaid
before each House of Parliament at the earliest.

Functions of the Authority

19. (1) It shall be the duty of the Authority to protect

@

the interests of investors in securities and to
promotethedevel opment of, and to regul atethe
securitiesmarket, by such measuresasit thinks
fit.

(2) Without prejudice to the generality of the
foregoing provisions, the measures referred to
therein may provide for-

(a) registering the service providers and reg-
ulating their business, affairs, conduct and
operations;

(b) regulating the matters relating to issue of
capital, transfer of securities and related
corporate actions;

(c) regulating listing, delisting, trading and
settlement of trades in securities;

(d) regulating conduct and performance of
professionals in respect of their services
required under the securities laws;

(e) prohibiting fraudulent and unfair trade
practices relating to securities markets;

(f) prohibiting insider trading in securities;

(g) regulating substantial acquisition of
shares and takeover of companies;

©)
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(h) promoting investors education and
training of service providers of securities
markets;

(i) promoting best practices in securities
markets;

(j) callingfor information from, undertaking
inspection, conducting inquiries and
audits of the service providers;

(k) calling for information and records from
any person or any authority which, in the
opinion of the Board, shall be relevant to
any investigation or inquiry by the Board
in respect of any transaction in securities;

(I) calingforinformationfrom, or furnishing
information to, other authorities, whether
inIndiaor outside India, having functions
similar to those of the Authority, in the
matters relating to the prevention or
detection of violations in respect of
securities laws, subject to the provisions
of other lawsfor thetimebeinginforcein
thisregard:

(m) calling from or furnishing to any such
agencies, as may be specified by the
Board, such information as may be con-
sidered necessary by it for the efficient
discharge of its functions;

(n) performing such functions and exercising
such powers under the provisions of the
Securities Contracts (Regulation) Act,
1956 (42 of 1956), asmay be delegated to
it by the Central Government;

(o) levying feesor other chargesfor carrying
out the purposes of this Act;

(p) conducting research and maintaining
databases for the above purposes; and

(q) suchother measuresasmay beprescribed.

The Authority may take measuresto undertake
inspection of any book, or register, or other
document or record of a company where the
Authority has reasonable grounds to believe
that such company hasbeenindulgingininsider
trading or fraudulent and unfair trade practices
relating to securities market.



VOL. 31 NO. 3

4

Notwithstanding anything contained in any
other law for the time being in force, while
exercising the powers under sub-section (2)(j),
2(k) or (3), the Authority shall have the same
powers as are vested in a civil court under the
Codeof Civil Procedure, 1908 (5 of 1908) while
trying asuit in respect of thefollowing matters,
namely:-

(i) the discovery and production of records
and documentsat such placeand suchtime
as may be required by the Authority;

(if) summoning and enforcing attendance of
persons and examining them on oath;
inspection of any books, registers, records
and documents of a service provider or a
company referred to in sub-section (3);
and

(iii)

(iv) issuing commissions for the examination
of witnesses or documents.
Delegation.
20. TheAuthority may, by notification, delegateto

Rules.

the chairperson or any other member or a
committee of members or an officer or acom-
mittee of officers of the Authority subject to
such conditions, if any, as may be specified in
the notification, such of its powers and func-
tionsunder thisAct, except the functions of the
Board under chapter 111 and functions of
administrative law member(s) and administra-
tive law officers under chapter 1V, as it may
deem necessary.

CHAPTER 111
QUASI-LEGISLATIVE FUNCTIONS
AND RELATED MATTERS

21. (1) The Central Government may, by notification,

@

makerulesfor carrying out the purposes of this
Act.

In particular, and without prejudice to the
generdlity of the foregoing power, such rules
may provide for all or any of the following
matters, namely: -

(@) the manner of evaluation of the working

of this Act;
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the terms and conditions of service of

members;

(c) the manner of preparation and mainte-

nance of accounts of the Authority;

theformat of annual report to be submitted
by the Authority;

(e) thefrequency of and the procedure to be
followed at meetings of the Authority,
including the quorum necessary for the
transaction of business;

(f) the manner of filing of appea before the

Tribunal;

the manner of analysis of costs and

benefits of regulations; and

any other matter which is required to be,

or may be, prescribed, or in respect of

which provision isto be or may be made
by rules.

(b)

(d)

©)
(h)

Regulations.

22. (1) The Authority may, by notification, make reg-

@

ulations consistent with this Act and the rules
made thereunder to carry out the purposes of
thisAct.

In particular, and without prejudice to the
generdlity of the foregoing power, such regu-
lations may provide for al or any of the fol-
lowing matters, namely: -

a) the time and places of meetings of the
advisory council(s) and the procedure to
befollowedat such meetingsincludingthe
quorum necessary for the transaction of
business;

b) the terms and other conditions of
appointment of members on advisory
council(s);

c) the service matters, including selection,
appointment, and terms and conditions of
service of officers and other employees of
the Authority;

d) the powers and functions which may be
delegated to chairperson, other members
or committees of members, or officers or
committee of officers;
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€) matters relating to service providers,
including the manner of seeking certifi-
cate of registration; eligibility, capital
adequacy and other reguirements for
registration; fees payable on registration
and periodically thereafter; process of
registration and surrender of registration;
the condition for grant of registration;
obligations and code of conduct; the
manner of inspection, inquiries and audit;
the manner of preparation and disclosure
of accounts; themanner of preparationand
filing of returns of activities, the rela
tionship between a service provider and a
client; and the grounds and manner of
suspension or cancellation of registration;

f) terms and conditions of engagement of
professionals in securities markets;

g) thefees and chargesto be levied for any
of its services;

h) the terms and manner of settlement of
contraventions of the provisions of the
Act; and

i) any other matter which is required to be,
or may be, specified by regulations or in
respect of which provision isto be or may
be made by regulations.

The Authority shall endeavor, wherever
appropriate, to include in regulation:

(@) theprinciples;

(b) thelegislative notes; and

(c) timelinesfor various activities.

Operationsmanual.

23. (1) TheAuthority shall makeoperationsmanual (s)

@

consistent with this Act and the rules and
regulations made thereunder to guide disposal
of major tasks, including activities, under the
Act.

In particular, and without prejudice to the
generdlity of the foregoing power, such oper-
ations manual (s) shall providefor all or any of
the following matters, namely: -

(@) process of initiation and conclusion of a

task;
(b) stagesand segquence of stagesin the task;

(©
(d)
C

timelinesfor completion of each stagein
the task;

level of officers entitled to determine
matters at various stages of the task,

any other matter relevant to the task in
respect of following tasks, namely,

(i) making regulations;

(ii) grant of registration to a service
provider;

(iii) surrender of registration of aservice
provider;

(iv) callingforinformation or providing
information;

(v) recovery of feesand penalties;

(vi) guidance on the provisions of the
Act and regulations made thereun-
der;

(vii) fact finding such as investigation,
inspection, inquiry, audit, etc.;

(viii) prosecution;

(ix) orders by administrative law
department, and

(x) any other task the Board considers
necessary.

Making regulations.

24. (1) For the purpose of making regulations, the
Authority must publishthefollowing for public
comments:

@
(b)

(©

(d

C
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draft of proposed regul ations approved by
the Board;

the specific provision of the Act empow-
ering the Authority to make the said reg-
ulations;

a statement of the problem or market
failure that the said regulation seeks to
address;

an analysisof the costs and benefits of the
proposed regul ationsin themanner asmay
be prescribed,;

a statement carrying norms advocated by
international standard setting agencies
andtheinternational best practices, if any,
relevant to the said regulation;

the manner of implementation of the
regulations; and
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(g) the manner, process and timelines for
receiving comments from the public.

(2) The Authority shall consider the public com-
mentsreceived and publish thesame alongwith
a genera statement of its response on the
comments, not later than the notification of
regulations.
If the Authority decidesto approve regulations
inaform substantially different from what was
published earlier, it shall repeat the process
under this section.
The regulations shall be notified immediately
after it isapproved by theBoard and shall come
into force after 30 days from the date of noti-
ficationunlessadifferent dateisspecifiedalong
with the reasons for the same.

©)
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Making rules.

25. The provisions of sections 24, except 24(1)(d),
shall, mutatius mutandis, apply to making of rules.

Emergency regulations.

26. (1) The Authority may, in emergency, make reg-
ulations, by notification, with the approval of
chairperson, without following the provisions
under sections 24, if it considers that time
required for compliance with those provisions
is detrimental to the objectives of the Act.

The regulations made under this section shall
remainin forcefor six months from the date of
notification.

@

Guidanceon law.

27. The Authority may have an arrangement for
providing a general or specific clarification or guid-
ance, either on arequest by a person or on its own, on
the provisions of the Act and regulations made
thereunder subject to the condition that the violation of
such clarification or guidance will not ipso facto be a
violation of the Act.
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Review of regulations.

28. (1) TheAuthority shall review every regul ationand
operation manua in force every three years
unless areview iswarranted earlier keeping in
view:

@
(b)
©
(d)

its objectives,

its outcome;

experience of itsimplementation;
experience of its enforcement and the
related litigation;

itsrelevancein the changed environment;
and

any other factor considered relevant by the
Board.

C)
®

Parliamentary consider ation.

29. (1) Every rule and every regulation made under
this Act shall be laid, as soon as may be after
it is made, before each House of Parliament,
whileitisin session, for atotal period of thirty
days, which may be comprised in one session
or in two or more successive sessions, and if,
before the expiry of the session immediately
following the session or successive sessions
aforesaid, both Houses agree in making any
modification in the rule or regulation or both
Houses agree that the rule or regulation should
not be made, the rule or regulation shall
thereafter have effect only in such modified
form or be of no effect, as the case may be; so,
however, that any such modification or
annulment shall be without prejudice to the
validity of anything previously done under that
rule or regulation.

A Parliamentary Committee shall have inter-
action with the Authority at least oncein ayear
to appreciate the thrust of the regulations and
the operations of the Authority, and after con-
sideration of all facts and issues, including the
annual reports and annual accounts, may make
recommendations as it considers appropriate
for consideration of the Authority.

@
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CHAPTER IV
EXECUTIVE FUNCTIONS
AND RELATED MATTERS

Certificate of registration.

30.

On and from the commencement of thisAct, no
person shall act as a service provider or hold
itself out asaservice provider except under, and
in accordance with, the conditions of a certifi-
cate of registration obtained fromthe Authority
in accordance with the regul ations made under
thisAct.

Application for registration.

31.(1) A person eligible under this Act and the

@

©)
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©)

(6)

regulationsand desirous of registering itself as
aservice provider shall apply to the Authority
seeking a certificate of registration.

Every application for registration shall be in
such manner and on payment of such fees as
may be specified.

The Authority may require the applicant to
furnish suchfurther information or clarification
as may be necessary for considering the appli-
cation for grant of certificate.

The Authority, on being satisfied that the
applicant iseligible, shall grant a certificatein
the specified format and enter its name in the
register.

Where the Authority is of the prima facie
opinion that a certificate ought not be granted
or granted with specific conditions to an
applicant, it shall refer the matter along with its
recommendation to an administrative law
officer for further action under chapter V.

The Authority shall enter the names of service
providers who have been granted registration
under the Act.

Conditions of registration.

32.

A registration granted under the Act shall be
subject to the conditions that the service pro-
vider:
(@) remainsafit and proper person;
(b) remains eligible under the Act and regu-
lations;
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(c) takes adequate steps for the redressal of
grievances of clients;

(d) paysthe specified feesin time;

(e) undertakes specified continuing profes-
sional education programmes,

(f) abides by the provisions of this Act and
the regulations made thereunder; and

(g) satisfiesany specific condition as may be
specified.

General obligations.

33.(1) A service provider shall-

(@) awaysactinthebestinterest of itsclients;

(b) disclose to al its clients concerned the
conflicts of interests as and when they
arise or seem likely;

(c) disclose to clients al commissions,
rewards, or incentives by whatever name
caled, if any, from any source, that it may
receive if the client chooses to transact
through it;

(d) disclose, in public domain, all material
information about itself, its business, its
disciplinary history, the terms and condi-
tionson which it offers services, and such
other information as is necessary for the
clients to take informed decisions;

(e) sign an agreement with the clients
describing its terms of engagement with
him;

(f) redressthegrievancesof clientswithin 15
days of the receipt of the same;

(g) maintain the records as may be specified;

(h) comply with conditions of registration;
and

(i) comply with the provisions of this Act,
and the rules, the regulations made and
orders issued thereunder.

(2) A service provider shall not-

(@) provide any service either as principal on
its own account or as agent;

(b) disclose to anybody, either oraly or in
writing, directly or indirectly, any confi-
dential information about its clients,
which has cometoitsknowledge, without
taking prior permission of its clients



VOL. 31 NO. 3

except where such disclosures are
required to be made in compliance with
any law for the time being in force;

(c) employ any device, scheme, or artificeto
defraud any client;

(d) engage in any transaction, practice, or
courseof businesswhich operatesasfraud
or deceit upon any client;

(e) engage in any act, practice or course of
businesswhichisfraudulent, deceptiveor
manipulative; or

(f) adopt any coercive measure for recovery
of any money from clients.

Feesand charges

34. (1) The Authority must specify, by regulation, the

@

fees and charges payable by service providers
and othersto the Authority and the manner of
such payment.
The Authority must endeavour to fix the rates
of feesand chargesin equitable manner keeping
inview:

(a) itsresource needs, and

(b) effort involved in providing a service or

regulating a service provider.

Investigations.

35. (1) Whenever the Authority has reasonsto believe

@

that -

(@) the transactions in securities market are
being dealt with in a manner detrimental
to the investors or the securities market;
or

(b) any service provider or any associated
person has violated any provision of the
Actor directionissued thereunder, it may,
at any time by order in writing, direct an
officer or group of officers (hereafter
referred to as the investigating authority)
specified in the order to investigate the
affairs of such service provider or asso-
ciated person and to report thereon to the
Authority.

The order shall contain the following particu-
lars;

a) theneed for investigation;
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b) the scope of investigation in terms of
records, activities, places, persons, etc.;

¢) the date of commencement of investiga-
tion;

d) the time within which the investigation
shall be completed;

€) themanner of reporting about the progress
in investigation and completion of inves-
tigation, and

f) the particulars of investigating authority:
Provided the persons to be investigated
must have at least 15 days notice of the
commencement of investigation; Pro-
vided further that investigations may be
commenced with shorter notice if the
Authority has approved the samewith the
reason for such shorter notice.

The Authority and the investigation authority
shall make every effort to keep investigation
confidential and to cause theleast burden on or
disruption of the business of the persons being
investigated.

Without prejudiceto the provisionsof any other
law, it shall be the duty of every manager,
managing director, officer and other employee
of the service provider and every other person
under investigation and any person having
knowledge or custody of material relevant to
theinvestigation, toproducetotheinvestigating
authority, all the books, registers, other docu-
ments and record of, or relating to, the organi-
sation or, as the case may be, of or relating to,
the person.

The investigating authority may require any
such person to furnish such information to, or
produce such books, or registers, or other
documents, or record before him or any person
authorised by itinthisbehalf asit may consider
necessary if the furnishing of such information
or the production of such books, or registers, or
other documents, or record is relevant or nec-
essary for the purposes of the investigation.
The investigating authority may keep in its
custody any books, registers, other documents
and record produced to it up to six months and
thereafter shall return the sameto the person by
whom or on whose behalf the books, registers,
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other documents and record were produced:
Provided that it may call for these records and
documents again if it considers necessary and
shall give certified copies of theseto the person
by whom or on whose behalf these were pro-
duced, if required by him.

The investigating authority may examine on
oath, any manager, managing director, officer
and other employee of any service provider or
associated person in any manner, in relation to
the affairs of his business and may administer
an oath accordingly and for that purpose may
require any of those personsto appear beforeit
personally.

Notesof any examination under sub-section (7)
shall betaken downinwriting and shall beread
over to, or by, and signed by, the person
examined, and may thereafter be used in evi-
dence against him.

If any person fails without reasonabl e cause or
refuses -

(@) to produce to the investigating authority;
any book, register, other document and
record which is his duty to produce; or

(b) to furnish any information which is his
duty to furnish; or

(c) to appear before the investigating

authority personally when required to do
sounder or to answer any question which
isputtohimby theinvestigating authority;
or

to sign the notes of any examination, he
shall be punishableunder section 44 of the
Act.

(d

Where in the course of investigation, the
investigating authority has reasonable ground
to believe that the books, registers, other doc-
umentsand record of, or relating to, any service
provider or associated person in any manner,
may be destroyed, mutilated, altered, falsified
or secreted, the investigating authority may
make an application to the Magistrate or Judge
of such Designated Court in Mumbai, as may
be notified by the Central Government for an
order for the seizure of such books, registers,
other documents and record.

(11)

(12)

(13)
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After considering the application and hearing
the investigating authority, if necessary, the
Magistrate or Judge of the Designated Court
may, by order, authorise the investigating
authority -

(a) to enter, with such assistance, as may be
required, the place or places where such
books, registers, other documents and
record are kept;
to search that place or those placesin the
manner specified in the order; and

(c) toseizebooks, registers, other documents

and record, it considers necessary for the
purposes of the investigation:
Provided that the Magistrate or Judge of
the Designated Court shall not authorise
seizure of books, registers, other docu-
ments and record, of any listed public
company or a public company, not being
aserviceprovider, whichintendsto get its
securities listed on any recognised stock
exchange unless such company has prima
facieindulged ininsider trading or market
manipul ation.
Theinvestigating authority may requisition the
services of any police officer or any officer of
the Central Government, or of both, to assist
him for in search and seizure under the order
under sub-section (11) and it shall be the duty
of every such officer to comply with such
requisition.
The investigating authority shall keep in its
custody the books, registers, other documents
and record seized under this section for such
period not later than the conclusion of the
investigation as it considers necessary and
thereafter shall return the same to the company
or the other body corporate, or, asthe case may
be, to the managing director or the manager or
any other person, from whose custody or power
they were seized and inform the Magistrate or
Judge of the Designated Court of such return.
Provided that the investigating authority may,
before returning such books, registers, other
documents and record as aforesaid, place
identification marks on them or any part
thereof.

(b)
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(14)

(15)

(16)

Save as otherwise provided in this section,
every search or seizure made under thissection
shall be carried out in accordance with the
provisions of the Code of Criminal Procedure,
1973 (2 of 1974) relating to searchesor seizures
made under that Code.

The Authority shall, by an order conclude, the
investigation only if it is satisfied that the
investigating authority has conducted the
investigation and submitted the report of
investigation as per the order.

If the Authority is not satisfied of the progress
ininvestigation or with theinvestigationreport,
it may direct the investigating authority to
address the deficiencies in the investigation or
may direct another officer or group of officers
as investigating authority to conduct investi-
gation.

Consideration of investigation report.

36. (1) If the Authority or theinvestigating authority is

@

©)

of primafacie of the opinion that certain mea-
sures need to be taken in the interests of
investors or securities market, pending
completion of investigations, it shall refer the
matter along with a statement of its recom-
mendations and reason for the same, to an
administrative law member for further action
under chapter V.

The Authority shall consider the investigation
report within 30 days of the submission of the
report and approve show cause noticeif it finds
that there has been any contravention of any
provision of the Act.

While considering the investigation report, the
Authority shall take into the following factors,
among others:

(@) the nature and seriousness of the contra-
ventions, including whether it was delib-
erate, reckless or negligent on the part of
the notice;

(b) the conseguences and impact of the con-
travention, including the extent of-

i. unfair advantage gained by thenotice
as aresult of the contravention, and
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ii. losscaused, or likely to be caused, to
investors or any other person as a
result of the contravention; and

(c) the conduct of the notice after the occur-
rence of the contravention, and prior
contraventions committed by the notice.

The show cause notice must state:

(@) the provisions of law under which it is
issued;

(b) adetailed explanation of thealleged facts;

(c) details of evidence in support of the
alleged facts;

(d) the specific provisions of law allegedly
contravened;

(e) theaction(s)/ directionsthat the Authority
proposesto take / issue;

(f) the procedure for seeking settlement of
contravention;

(g) what the notice is required to do and the
timeline for and the manner of doing the
same;

(h) therights of the notice;

(i) the consequences of failure to respond
adequately to the notice;

(j) the timelines for various stages for dis-
posal of the notice; and

(k) the procedure to be followed for disposal
of the notice.

The show cause notice must annexe copies of
documents and reports and extracts of relevant
portions of documents and reports containing
thefindingsarrived atinaninvestigation, if any,
and other material as may be relied on by the
Authority in support of the alleged contraven-
tion.

The Authority shall refer the show cause notice
totheadministrativelaw department for further
action under chapter V.

Fact finding.

37.(1) The Authority may use any means of fact

finding, such as inspection, enquiry, surveil-
lance, audit or any other to ensure that the
service providers and professionals comply
with the provisions of the Act or to find the
non-compliance by any of them.
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(2) The Authority must adopt fair practices in
conduct of fact finding and ensure least burden
on or disruption of business of persons con-
cerned.

(3) The provisions of section 36 shall, mutatis
mutandis, apply to consideration of any fact
finding report and if there isany contravention
of any provision of Act, the show cause notice
shall beissued accordingly.

CHAPTER V
QUASI-JUDICIAL FUNCTIONS
AND RELATED MATTERS

Registration order.

38. An administrative law officer, on a reference
under section 31(5), shall hear the applicant and the
Authority and pass a reasoned order disposing of the
application.

Order pending fact finding.

39. (1) An administrative law member, on areference
from the Authority under section 36(1), in the
interests of investors or the securities markets,
pending fact finding, may, by areasoned order,
take any of the following measures, namely: -

(@) suspend the trading of any security on a
recognised stock exchange;

(b) restrain any person from accessing the
securities market;

(c) prohibitany serviceprovider or associated
person to buy, sell or deal in securities;

(d) suspend any office-bearer of any service
provider from holding such position;

(e) impound and retain the proceeds or
securities in respect of any transaction
which is under investigation or any fact-
finding process;

(f) attach, after passing of an order on an
application made for approval by the
Judicial Magistrate of the first class hav-
ingjurisdiction, for aperiod not exceeding
one month, one or more bank account or
accounts of any service provider or asso-
ciated person in any manner involved in

@

©)

Order

40(1)
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©)
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violation of any of the provisions of this
Act, or the rules or the regulations made
thereunder; and
(g) direct any service provider or associated
person in any manner not to dispose of or
alienate an asset forming part of any
transactionwhichisunder thefact-finding
process.
The administrative law member shall give a
hearing to the person(s) concerned within 30
days of the issue of interim order and confirm
the sameif it isto continue remain in force.
Theinterim order shall remain in force for not
more than six months unless it is extended on
consideration of circumstances, after hearing
the persons concerned and no such extension
can be for more than six months at atime.

on completion of fact finding.

A bench shall, on a reference from the
Authority under section 36(6), follow an
adversarial systemwherethe Authority aswell
as the notice shall have the right to be repre-
sented at the hearing.
Thebench may giveapreliminary ruling on the
issue of jurisdiction of the authority, if sought
by the notice.
The bench shall facilitate cross examination of
witnesses, if required and relevant in disposal
of the show cause notice.
Thebench shall havethe power to summon and
enforcetheattendanceof any person acquainted
with the facts and circumstances of the case to
give evidence or to produce any document
which in his opinion, may be useful for or
relevant to the subject matter of the show cause
notice.
In the event the notice fail s, neglects or refuses
to make written submission or fails, neglectsor
refuses to appear before the bench, the bench
shall proceed ex-partethenoticeafter recording
the reasons for doing so.
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The bench shall, after considering the written
and oral submission(s), if any, of the noticeand
of the Authority and the relevant material facts
and circumstances and material on record,
dispose of the show cause notice by areasoned
order.
The order shall contain such measures and
directions as are warranted by the nature and
extent of the contravention of the Act andwhile
determining the measures and directions, the
bench shall take into consideration, among
others,
(@) the factors enumerated under section
36(3); and
(b) the sanctions indicated against the con-
traventions listed in Schedule 1.

The order may contain any or al of the fol-
lowing measures and directions:

(@) public warning;

(b) direction requiring the notice to remedy

the contravention;

(c) direction requiring the noticeto cease and
desist from committing contravention;
direction to prevent recurrence of con-
travention;

(e) direction to disgorge unlawful gain made
or lawful loss avoided;

(f) imposition of monetary penalty;

(g) variation, suspension, or cancellation of

registration granted by the Authority;

directionnot to participateinthesecurities

market in any manner;

(i) launch of prosecution before appropriate
court of law; and

(j) any other asmay bewarranted to meet the
ends of justice.

(d)

(h)

It will be endeavour of the bench, wherever
possible and meaningful, to direct disgorge-
ment of the unlawful gain made or lawful loss
avoided by the notice.

(10) The order shall state the manner of its imple-

mentation as well as provide for management
of the consequences of such implementation
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(11) Theorder shall not becomeeffectiveuntil thirty

days have elapsed from the date of issue of the
order unless the bench states otherwise in the
said order along with the reason for the same.

Review of order.

41. (1) Any person aggrieved an order under section

@

39 or 40 may apply for areview of the same by
an administrative law member.

The administrative law member may, by a
review order, set aside or modify the order if he
finds an apparent error in the said order on
review.

Recovery of amounts.

42. (1) If aperson fails to pay the penalty, refund or

@
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disgorge monies as directed under an order of
the Authority, the Recovery Officer shall
recover from such person the amount due by
one or more of the following modes, namely:
(a) attachment and sale of the person’s mov-
able property;
(b) attachment of the person’ sbank accounts;
(c) attachment and sale of the person’s
immovable property;
arrest of the person and his detention in
prison; and
(e) appointing areceiver for the management
of the person’s movable and immovable
properties.
Theprovisionsof the Income-tax Act, 1961 and
the rules thereunder as in force from time to
time shall, mutatis mutandis, apply to recovery
of the amounts by the Recovery Officer.
The Recovery Officer may seek the assistance
of the local district administration while exer-
cising the powers under sub-section (1) and it
shall be the duty of district administration to
extend such assistance.
Notwithstanding anything contained in any
other law for the time being in force, the
amounts due under an order of the Authority
shall have precedence over any other claim
against such person.

(d)
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For the purposes of recovery of the amounts,
the Authority shall designate any officer of the
Authority, by general or a specia order in
writing, to exercise the powers of a Recovery
Officer.

Contraventions

43. (1) Without prejudice to any award of penalty by

@

the Authority under this Act, if any person
contravenes, or attemptsto contravene, or abets
the contravention of the provisions of this Act
or regulations made thereunder, he shall be
punishablewithimprisonment for atermwhich
may extend to three years, or with fine which
may extend to rupees one crore, or with both.
If a person fails to pay the monetary penalty
imposed by the Authority or fails to comply
with any of its orders or directions, he shall be
punishablewithimprisonment for atermwhich
may extend to three years, or with fine which
may extend to rupees one crore, or with both.

Establishment of Special Courts.

44. (1) The Central Government may, for the purpose
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of providing speedy trial of contraventions
under this Act, by notification, establish or
designate as many Specia Courts as may be
necessary.

A Special Court shall consist of asingle judge
who shall be appointed by the Central Gov-
ernment with the concurrence of the Chief
Justice of the High Court within whose
jurisdiction the judge to be appointed is work-
ing.

A person shall not be qualified for appointment
as a judge of a Specia Court unless he is,
immediately before such appointment, holding
the office of a Sessions Judge or an Additional
Sessions Judge, as the case may be.
Notwithstanding anything contained in the
Code of Crimina Procedure, 1973, al contra-
ventions under this Act shall be taken cogni-
zance of and tried by the Special Court
established for the area in which the
contravention is committed or where there are
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more Specia Courtsthan onefor such area, by
such one of them as may be specified in this
behalf by the High Court concerned.

Appeal and revision.

45.

TheHigh Court may exercise, so far asmay be
applicable, al the powers conferred by Chap-
ters XX1X and XXX of the Code of Criminal
Procedure, 1973 on aHigh Court, asif aSpecial
Court within the local limits of the jurisdiction
of theHigh Court wereaCourt of Sessiontrying
caseswithin the local limits of the jurisdiction
of the High Court.

Application of Codeto proceedings before
Special Court.

46. (1) Save as otherwise provided in this Act, the

@

provisions of the Code of Criminal Procedure,
1973 shall apply to the proceedings before a
Specia Court and for the purposes of the said
provisions, the Special Court shall be deemed
to be a Court of Session and the person con-
ducting prosecution beforeaSpecia Court shall
be deemed to be a Public Prosecutor within the
meaning of clause (u) of section 2 of the Code
of Criminal Procedure, 1973.

The person conducting prosecution referred to
in sub-section (1) should have been in practice
as an advocate for not |ess than seven years or
should have held a post, for a period of not less
than seven years, under the Union or a State,
requiring special knowledge of law.

Settlement of contraventions.

47. (1) Notwithstanding anything contained in any

other law for the time being in force, any
person, against whom any show cause notice
has been issued or likely to be issued for any
alleged contravention listedin schedule 1, may
file an application in writing to the Authority
proposing settlement of the alleged contra-
vention. Clarification: There is no contraven-
tion which shal not be settled. Every
contravention can be settled only if the terms
of settlement are appropriate.
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(2) TheAuthority may, after taking into consider-
ation the nature, gravity and impact of contra-
vention(s), agreeto the proposal for settlement,
on payment of such sum of money or on such
other terms as may be considered equitable by
the Authority.

If the matter is pending before a Court or the
Tribunal, the terms of settlement agreed
between the Authority and the applicant shall
be submitted before the Court or the Tribunal,
asthe case may be, for is consideration.

The settlement under this section shall be
conducted in accordance with the procedure
specifiedintheregulationsmade under thisAct.
No appeal shall lie against any order passed by
the Authority under this section.

©)

4

©)

Credit to penalties, etc.

48. The following amount shall be credited to the

disgorgement fund:

(a) the amount received towards disgorgement
under settlement of any contravention
under section 47(1);

(b) the amount received towards disgorgement
under an order under section 40; and

(c) the amount of monetary penalty received
from the person who has disgorged under
an order under section 40 for the same
contravention.

The Authority, wherever possible and mean-

ingful, shall disburse the disgorged amount to

the victims of the related contraventions.

@

(3 Any surplusindisgorgement fund shall be used
for investor education and awareness.

All sumsrealied by way of monetary penalties
and settlement of contraventionsunder thisAct,
subject to sub-section (1), shall be credited to

the Consolidated Fund of India.

4

Establishment of Securities Appellate Tribunal.

49. (1) The Central Government shall by notification,
establishaTribunal by the namethe Securities
Appellate Tribunal to exercisethejurisdiction,
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powers and authority conferred on such Tri-
bunal by or under this Act or any other law for
thetime being in force.

The Tribunal shall have its main bench at
Mumbai and may establish as many benchesas
required at any other placein India

The Tribunal shall be headed by a Presiding
Officer and shall have as many technical or
judicial members as may be necessary.

The main bench shall consist of the Presiding
Officer and two members.

Any other bench shall consist of two members,
one of whom must be a judicial member who
will preside over the bench.

The eligibility, term and terms of appointment
and resignation and removal of the Presiding
Officer and members of the Tribunal and other
establishment matters of the Tribunal shall be
as applicable to Appellate Tribunals under the
Tribunals, Appellate Tribunals and other
Authorities (Conditions of Service) Bill, 2014.

@
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(6)

Appeal to Securities Appellate Tribunal.

50. (1) A person aggrieved by an order under sections
38, 39, 40 or 41(2) may prefer an appeal before
the Tribunal.

(2) An appea shall be filed within a period of
forty-five days from the date on which a copy
of the order or decision is received by the
appellant. Provided that the Tribunal may
entertain an appeal after the expiry of the said
period of forty-five days if it is satisfied that
therewas sufficient causefor not filingit within
that period.

Onreceipt of an appeal, the Tribunal may, after

giving the parties to the appeal, an opportunity

of being heard, pass such orders thereon as it
thinks fit, confirming, modifying or setting
aside the order appealed against.

The Tribunal shall send a copy of every order

made by it to the partiesto the appeal andto the

Authority.

The appeal filed before the Tribunal shall be

dealt with by it asexpeditiously aspossibleand

endeavour shall be made by it to dispose of the
appeal within six months from the date of
receipt of the appeal.

©)

4

©)
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Procedureand powers of Securities
Appellate Tribunal.

51. (1) The Tribunal shall not be bound by the pro-

@

©)

cedure laid down by the Code of Civil Proce-

dure, 1908 (5 of 1908), but shall be guided by

the principles of natural justice and, subject to
the other provisions of this Act, the Tribunal
shall have powers to regulate their own pro-
cedureincluding the places at which they shall
have their sittings.

The Tribuna shall have, for the purpose of
discharging their functions under this Act, the
same powersasarevested inacivil court under
the Code of Civil Procedure, 1908 (5 of 1908),
while trying a suit, in respect of the following
matters, namely: -

(@) summoning and enforcing the attendance
of any person and examining him on oath;
requiring the discovery and production of
documents;
receiving evidence on affidavits;
issuing commissions for the examination
of witnesses or documents;

(e) reviewing its decisions;

(f) dismissing an application for default or

deciding it ex parte;

(g) settingasideany order of dismissal of any
applicationfor default or any order passed
by it ex parte.

Every proceeding before the Tribunal shall be
deemed to be ajudicia proceeding within the
meaning of sections 193 and 228, and for the
purposes of section 196 of the Indian Pena
Code (45 of 1860) and the Tribunal shall be
deemed to be a civil court for al the purposes
of section 195 and Chapter XXV of the Code
of Criminal Procedure, 1973 (2 of 1974).

(b)

(©
(d)

Right to legal representation.

52.

The appellant may either appear in person or

authorise one or more chartered accountants or com-
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pany secretaries or cost accountants or legal practi-
tioners or any of its officers to present his or its case
before the Tribunal.

Limitation.

53.

The provisions of the Limitation Act, 1963 (36

of 1963) shall, asfar asmay be, apply to an appeal made
toaTribunal.

Civil court not to havejurisdiction.

54

Nocivil courtshall havejurisdictiontoentertain
any suit or proceeding in respect of any matter
whichaTribunal isempowered by or under this
Act to determine and no injunction shall be
granted by any court or other authority in
respect of any action taken or to be taken in
pursuance of any power conferred by or under
thisAct.

Appeal to Supreme Court.

55.

A person aggrieved by any decision or order of
the Tribunal may file an appeal to the Supreme
Court within sixty days from the date of com-
munication of the decision or order of the
Tribunal to him on any question of law arising
out of such order:

Provided that the Supreme Court may, if it is
satisfied that the appellant was prevented by
sufficient cause from filing the appeal within
the said period, alow it to be filed within a
further period not exceeding sixty days.

Legal permissibility

56.

If subject matter of a dispute before the
Authority, the Tribunal, any High Court or the
Supreme Court requires determination of legal
permissibility of an activity, serviceor business
of a service provider, it must be decided
forthwith and, inany case, not later than 90 days
from receipt of matter.
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CHAPTER VI
MISCELLANEOUS

Exemption from income tax, etc.

57. Notwithstanding anything containedin any law
for the time being in force, the Authority shall
not be liable to tax on its wealth, income,
expenditure, gift, profits or gains.

Application of other lawsnot barred.

58. The provisions of this Act shall be in addition
to, and not in derogation of, the provisions of
any other law for the time being in force.

Obligations.

59. (1) The Centra Government and the Authority
shall discharge their obligations within the
timelines specified in the Act, the rules, the
regulations and the operations manuals, as the
case may be.

(2) A person aggrieved by non-discharge of
obligations by the Central Government or the
Authority under the Act may seek intervention
of Special Court and the cost of seeking such
intervention shall be borne by the Centra
Government or the Authority, as the case may
be, if it isfound by that Court that the Central
Government or the Authority was at fault.

Repeal and savings.

60. (1) The Securities and Exchange Board of India
Act, 1992 is hereby repealed.

(2) Notwithstanding such repeal, anything done or
any action taken under the said Act(s) shall be
deemed to have done or taken under the cor-
responding provisions of thisAct.

Transfer of assets, liabilities, etc.

61. (1) On and from the date of establishment of the
Authority, -
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(@) any reference to the existing Securities
and Exchange Board of Indiain any law
other than this Act or in any contract or
other instrument shall be deemed as a
reference to the Authority;

(b) al properties and assets, movable and
immovable, of, or belonging to, the exis-
ting Securities and Exchange Board of
Indiashall vest inthe Authority;

(c) dl rights and liabilities of the existing
Securities and Exchange Board of India
shall be transferred to, and be the rights
and liabilities of, the Authority;

(d) without prejudice to the provisions of
clause (c), al debts, obligations and lia-
bilitiesincurred, all contracts entered into
and all matters and things engaged to be
doneby, withor for theexisting Securities
and Exchange Board of Indiaimmediately
before that date, for or in connection with
thepurposeof thesaid existing Board shall
be deemed to have been incurred, entered
into, or engaged to be doneby, with or for,
the Authority;

(e) al sums of money due to the existing
Securities and Exchange Board of India
immediately before that date shall be
deemed to be due to the Authority;

(f) all suits and other lega proceedings
instituted or which could have been
ingtituted by or against the existing
Securities and Exchange Board of India
immediately before that date may be
continued or may be instituted by or
against the Authority; and

(g) every employee holding any office under
the existing Securities and Exchange
Board of India immediately before that
date shall hold his office in the Authority
by the same tenure and upon the same
termsand conditionsof serviceasrespects
remuneration, leave, provident fund,
retirement and other terminal benefits as
he would have held such office if the
Authority had not been established and
shall continue to do so as an employee of
the Authority or until the expiry of the
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period of six monthsfromthat dateif such Power to remove difficulties.

employee opts not to be the employee of

the Authority within such period. 62. (1) If any difficulty arises in giving effect to pro-
(2) Notwithstanding anything contained in the visions of this Act, the Central Government

Industrial Disputes Act, 1947 (14 of 1947), or may, by order, publishedinthe Official Gazette,
in any other law for the time being in force make such provisions not inconsistent with the

. o provisions of this Act as may appear to be
_absorptlon of ar.1y empl oyee.by theAuthonty n necessary for removing the difficulty. Provided
its regular service under this section shall not

that no order shall be made under this section

entitle such employee to any compensation after the expiry of five years from the com-
under that Act or other law and no such claim mencement of this Act.
shall be entertained by any court, tribunal or  (2) Everyorder shall belaid, assoon asmay beafter
other authority. it ismade, before each House of Parliament.
Schedule 1
(Under section 40 (7)

(Thisisonly anillustrative format.)

The contraventions under the Act and the sanctions warranted are as under:

Class of Contraventions covered Sanctions (one or any combination of
Contravention intheclass sanctions in the class)
@ @ (©)
A F= TR a. Prosecution leading to an imprisonment of 3 - 7

years and or afine of Rs. 5 crore to three times
of the amount involved in contravention;

b. Cancellation of registration;

c. Monetary penalty of Rs. 5 crore to three times
of the amount involved in contravention;

d. Disgorgement of unlawful gain made or unlaw-
ful loss avoided;

e. Debarment to access market and deal in securi-
tiesfor at least ten years,

f. Debarment not to work as key managerial per-
sonnel in any listed company for at least ten
years,

g. Preventive or remedial measures of appropriate
scale; and

h. Any other as considered appropriate.

B F= TR a. Prosecution leading to an imprisonment of 3
monthsto three years and or afine of Rs. 5
lakh to three times of the amount involved in
contravention;

(Contd.)



VOL. 31NO. 3 REFORMING THE REGULATORY STATE 451
Schedule 1 (Concld.)
Class of Contraventions covered Sanctions (one or any combination of
Contravention intheclass sanctions in the class)
@ @ (©)

b. Suspension of registration beyond six months;

c. Monetary penalty of Rs. 5 lakh to three times of
the amount involved in contravention;

d. Disgorgement of unlawful gain made or unlaw-
ful loss avoided;

e. Debarment to access market and deal in securi-
tiesfor at least five years;

f. Debarment not to work as key managerial per-
sonnel in any listed company for at least five
years,

g. Preventive or remedial measures of appropriate
scale;

h. Cease and desist; and

i. Any other as considered appropriate.

C F- TR a. Suspension of registration up to six months;
D b. Monetary penalty of Rs. 1 lakh to three times of

E (continuing
contraventions and

technical contraventions)

the amount involved in contravention;

c. Disgorgement of unlawful gain made or unlaw-
ful loss avoided;

d. Debarment to access market and deal in securi-
tiesfor at least three years,

e. Debarment not to work as key managerial per-
sonnel in any listed company for at least three
years,

f. Preventive or remedial measures of appropriate
scale;

g. Cease and desist;
h. Restriction on taking new clients;

i. Warning and censure; and j. Any other as con-
sidered appropriate.

a Warning and censure;

b. Rs. 1 1akh per day;

c. Monetary penalty of Rs. 1 lakh;

d. Any other as considered appropriate.
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NOTES

1. Includes any other synonym such as development,
growth, prosperity, progress, quality of life, etc.

2. NIFTY isanindex of prices of fifty major companies
listed on NSEIL ( National Stock Exchangeof IndiaLimited).

3. The six fully-compliant jurisdictions are Australia,
Brazil, Japan, Hong Kong SAR, India and Singapore. Over-
taking global giants like the US and China, India scored top
rankings when it comes to putting in place necessary
regulations to ensure soundness of the financia market
infrastructure.

4. The Council is chaired by Finance Minister. Its
predecessor was HLCCFM (High Level Committee on Cap-
ital and Financial Markets), which was chaired by Governor,
RBI.

5. Canadaissued in August 2014 a draft Capital Markets
Stahility Act for public comments a:
http://www.fin.gc.ca/drleg-apl/2014/cmsa-| sme-I-eng. pdf

6. Please see order of CCl at: http://www.cci.gov.infMa
y2011/OrderOf Commission/M CXMainOrder240611.pdf

7. It wasinitially contemplated that there would be only
onedepository which would store physical securitiesin asafe
vault, maintainrecordsof ownership of securities, and transfer
securities from one person to another. The idea was to
immobilize the securities rather than to dematerialise them.

8. SENSEX isanindex of pricesof thirty major companies
listed on Bombay Stock Exchange (BSE) Ltd.

9. Market capitaliation almost doubled during 2009 from
Rs. 31 trillion at the end of December 2008 to Rs. 60 trillion
by the end of December 2009. It increased by more than 40%
in 2014.

10 Alternative terms are government failure, regulatory
failure, non-market failure, etc.

11. The PCAOB is a nonprofit corporation that oversees
the audits of public companiesin order to protect theinterests
of investors and further the public interest in the preparation
of informative, accurate and independent audit reports. It also
oversees the audits of broker-dealers, including compliance
reports filed pursuant to federal securities laws, to promote
investor protection.

12. See the Securities Laws (Amendment) Act, 2004
following extreme volatility in the stock marketsin 2001.

13. Please see Justice J. Chelameswar [2013], in Republic
of India & Ors v. Union of India & Ors at http://ju-
dis.nic.in/supremecourt/ imgsl.aspx ?filename=39941.

14. In the US regulatory context, these typically include
achief complianceofficer (CCO), written compliancepolicies
and procedures, annual self-assessments, mandatory access
forthe CCOtotheentity’ ssenior executives, andwritten codes
of ethics.

15. This section heavily borrows from a number of
publications, namely, Sahoo, 2005c; Ramkrishna & Sahoo,
2010; Sabarinathan G., 2010; SEBI, 2014; and NSEIL, 2014.

JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY

JULY-SEPT 2019

16. SEBI, which is statutorily responsible for protection
of investors in securities and promotion of development of
and regulation of securities market, curiously has no role in
the market for government securities.

17. If acompany, listed or unlisted, makesan offer to allot
or invites subscription, or alots, or enters into an agreement
to alot, securities to more than the prescribed number of
persons, whether the payment for the securities has been
received or not or whether the company intends to list its
securities or not on any recognised stock exchange in or
outside India, the same shall be deemed to be an offer to the
public.

18. The trades on exchange platform are now as good as
spot trades as the settlement happens within two days.

19. BSE Ltd., NSEIL, and MCX-SX.

20. The term ‘demat’ is an Indian usage for demateriali-
sation.

21. We do not discuss here institutions, such as venture
capital funds, credit rating agencies, mutual funds, etc., as
these do not have much regulatory role, though these are
otherwise important institutions of securities market.

22. Please see the Securities Laws (Amendment) Act,
2014.

23. The SAT is the appellate authority for orders issued
by SEBI, PFRDA and IRDAI. FSLRC hasrecommended that
it be converted to Financia Sector Appellate Tribunal for the
entire financial sector.

24. Please see Sahoo [2005c]; Ramakrishna & Sahoo
[2010]; NSEIL [2014].

25. In its earlier incarnations, this was known as the
Disclosure and Investor Protection Guidelines, 1992 / 2000.

26. Three kinds of disclosures, namely, initial disclosures
while making a public issue, continuous disclosures as long
asthe securities remain listed, and transaction / event specific
disclosures.

27. Itisaprocesswhere investors bid to buy the sharesat
pricesthey consider appropriate.

28. These are ingtitutiona investors who are generally
perceived to possess expertise and the financial muscle to
evaluate and invest in the capital markets.

29. During initial days of liberaliation (1992-95), quite a
few issuers raised resources and vanished.

30. Thisis an agreement between a listed company and
the stock exchange. This is being converted into regulations
by SEBI.

31. ASBA (Applications Supported by Blocked Amount)
enables an applicant to apply for sharesin public issues. His
account does not get debited until the shares are allotted to
him.

32. Separation of ownership rights from trading rights.
NSEIL and OTCEI were born as demutalised exchanges,
while all other exchanges were demutualised in 2005 as a
regulatory requirement.
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33. Thesewere unlimited companiesunder theCompanies
Act, 1956.

34. A broker was required to pay turnover based fees for
five years from the date of registration and pay anominal fee
thereafter. A broker who hasalready paid turnover based fees
for three years and converts to corporate form thereafter for
whichit takesafreshregistration, it would not be charged fees
afresh for five years. The new registration would be consid-
ered as continuation and it would pay turnover based fees for
the balance two years.

35. Please see SEBI Board agenda at: http://www.sebi.g
ov.in/cms/sebi_data/boardmeeting/1299216814348-a.pdf.

36. CPSS since renamed as Committee on Payments and
Market Infrastructures (CPMI).

37. Most of the powers under the SCRA have been
delegated to SEBI and afew to RBI.

38. SEBI was coined by borrowing parts of names from
different jurisdictions. ‘ Securities and Exchange’ was bor-
rowed from * Securities and Exchange Commission’ of USA,
‘Board’” was borrowed from ‘Securities and Investments
Board' of UK and ‘India’ came from ‘Madein India’.

39. Planning Commission [2008b] also used the word
‘regulatory state'.

40. Something similar to "Executive Agencies. A Guide
for Departments” of Cabinet Office (UK), 2006.

41. Chairpersons are mostly retired civil servants, while
secretaries are serving civil servants.

42. Till FSDC becomes a statutory body, the Joint Com-
mitteeunder section 45Y of the RBI Act, 1935 may discharge
thisresponsibility.

43. To be established under the National Judicia
Appointment Commission Bill, 2014. The NJAC will rec-
ommend names for appointment as Chief Justice and other
Judges of High Courts and the Supreme Court.

44. Two members got a term of about 13 months. Inci-
dentally, except one exception, no person got to work even
two years as amember of the Securities Appellate Tribunal.

45. Only two of them had a stint in private sector after
long career in Government.

46. Many membersand chairman haveadmitted privately.

47. Please see para 2.5 of chapter 2 (Comments on
Accounts) of Report No. -1 of 2010-11 for the period ended
March 2010- Union Government (Civil) - Accounts of the
Union Governments at: http://www.saiindia.gov.in/english/
home/Our_Products/Audit_Report/Government_Wise/unio
n_audit/recent_reports/union_compliance/2010_2011/Civil/
Report_no_1/chap2.pdf

48. "the State" includes the Government and Parliament
of India and the Government and the Legislature of each of
the Statesand all local or other authorities within theterritory
of Indiaor under the control of the Government of India
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49. Article266 readsasunder: (1) Subjecttothe provisions

of article 267 andto the provisionsof thisChapter with respect
to the assignment of the whole or part of the net proceeds of
certain taxes and dutiesto States, all revenuesreceived by the
Government of India, all loansraised by that Government by
theissue of treasury hills, loans or ways and means advances
and all moneys received by that Government in repayment of
loans shall form one consolidated fund to be entitled "the
Consolidated Fund of India",
(2) All other public moneys received by or on behalf of the
Government of India or the Government of a State shall be
credited to the public account of India or the public account
of the State, as the case may be.
(3) No moneys out of the Consolidated Fund of India or the
Consolidated Fund of a State shall be appropriated except in
accordance with law and for the purposes and in the manner
provided in this Constitution.

50. ‘Keeping’ does not mean only custody. Otherwise, it
would not be argued that the Finance Accounts of the Union
Government does not present a correct and complete picture
of government finances because these funds are kept outside
government accounts.

51. It has been renamed as FCA under the Financial
Services Act, 2012.

52. Something similar to the Federal Administrative
Procedure Act of 1946 (US).

53. Government is most immune to capture by an interest
group. General regulator like CCl isless susceptible.

54. There are nearly 3 million financial advisors plus
banking staff selling non-banking financial products. They
serve about 188 million investors holding financial assets
[MOF, 2009].

55. Incidentally, this consolidation will harness the
economies of scope and scale in the financial system while
reducing the potential of regulatory capture.

56. The theoretical underpinning of this chapter was
provided in Section 2 (Part 1).

57. The Securities Laws (Amendment) Ordinance pro-
mulgated on 25th January 2005 dispensed with the require-
ment of prior approval of Government.

58. See agenda no. 13 of the SEBI Board meeting held
on 18th June 2009 at: http://www.sebi.gov.infcms/sebi_data
/boardmeeting/1299216814348-a.pdf

59. The consultation process followed by AERAI is
probably the best in India and could be emulated by others.

60. Please see agenda no. 4 of the SEBI Board meeting
held on 19th November 2014 at http://www.sebi.gov.in/cms
/sebi_data/boardmeeting/1417500933558-a.pdf

61. Only instance, | am given to understand, where the
parliamentary committeehad sought somechangewasin 2003
inrespect of the SEBI (Ombudsman) Regulations, 2003. This
regulation is yet to be operationalised.
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62. Please see the SEBI (Prohibition of Insider Trading)
Regulations, 2015 which has been prepared through an expert
committeeandwhichhasundergoneanextensive consultation
process. Though it did not carry an analysis of costs and
benefits, each proposed provision carried therationalefor the
same. Also seeagendano. 17 of the SEBI Board meeting held
on 19th November 2014 at http://www.sebi.gov.in/cms/sebi
_data/boardmeeting/1417514515705-a.pdf.

63. Please see order at: http://www.sebi.gov.in/cms/sebi
_data/attachdocs/1310556344733.pdf

64. Every piece of regulation potentially entailsthree sets
of costs: one borne by regulatorsin monitoring and enforcing
regulations, the second borne by the economy in reallocation
of resourcesin responseto regulations, and the third borne by
the participants in meeting the obligations imposed by regu-
lations. Thethird set is called compliance costs which every
economic agent incurs and, being unavoidable, isoften called
‘regulatorytax’ . Itincludesexpensesto set up systems, engage
specialists and commit resources to maintain records, make
timely filings and disclosures, undertake due diligence, abide
by code of conduct, sustain capital adequacy and other
prudential norms, and discharge other obligations under the
applicable laws.

65. In common law countries judges make law through
legally binding precedents.

66. Please see SEBI Board agenda at: http://www.sebi.g
ov.in/cms/sebi_data/boardmeeting/1299216814348-a.pdf

67. Ibidem.

68. For an example, please see order at http://www.sebi.
gov.in/cms/sebi_data/attachdocs/1291022006876. pdf.
Reportedly (http://www.moneylife.in/article/tc-nair-right-m
an-right-place-right-time/34648.html), the party had offered
to settle the alleged contravention for Rs. 5 crore which was
not accepted. Ultimately the party was et off with awarning.

69. The Securities Laws (Amendment) Act, 2014 now
enables SEBI to recover the monetary penalties by coercion.
Most of the penaltieslevied so far were not realied.

70. For the details of 1PO irregularity, visit: http://www.
sebi.gov.in/cms/sebi_data/’commondocs/| POL_p.pdf.

71. Judicial deferenceto agency interpretation of law. The
courtsgenerally accept an agency’ s reasonabl e interpretation
of the ambiguous terms of a statute that the agency adminis-
ters.

72. Section 308(a) of the Sarbanes-Oxley Act, 2002
provides monetary penalties in certain circumstances to be
added to disgorgement fund for the benefit of victims of the
violation.

73. Section 109(c)(2) of the Sarbanes-Oxley Act, 2002
requires the money collected by penaltiesto be used to fund
merit scholarshipsfor undergraduate and graduate studentsin
accredited accounting degree programmes.

74. Please see at http://www.sebi.gov.in/cms/sebi_data/a
ttachdocs/1293602129668.pdf:
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75. Theseincludecompliance, audit (statutory, secretarial,
internal), inspection, investigation, due diligence, etc.

76. Please see at: http://www.sebi.gov.in/cms/sebi_data/
attachdocs/1288001059498.pdf.

77. Please see ordersin respect of: a. PACL Limited at
http://www.sebi.gov.in/cms/sebi_data/attachdocs/13105563
44733.pdf, and b. Sahara India Real Estate Corpn Ltd at htt
p://www.sebi.gov.in/cms/sebi_data/attachdocs/ 1408704987
673.pdf.

78. Please see order at: http://www.sebi.gov.in/cms/sebi
_data/attachdocs/1293604032124.pdf.

79. Please see order at: http://www.sebi.gov.in/cms/sebi
_data/attachdocs/1331897274867.pdf.

80. Please see order at: http://www.sebi.gov.in/cms/sebi
_data/attachdocs/1321599470068.pdf.

81. Please see order at: http://www.sebi.gov.in/cms/sebi
_data/attachdocs/1408704987673.pdf.

82. Please see: http://ibnlive.in.com/news/sahara-case-sc
-judge-recuses-himself/471965-7.html.

83. A leading industriaist [The Time of India, 2015b]
claimsthat government officials are avoiding quick decisions
asthey arewary of CBI, CVC and CAG.
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EXPERIENCING WELFARE IN INDIA: POLICIESFOR MIGRANT
WORKERSIN REAL ESTATE INDUSTRY OF LUCKNOW (U.P.)*

Shashi Kant Pandey, Siddhartha Mukerji, Henrik Berglund and Sartik Bagh

Globalisation has produced both opportunities and challenges and the precarities of migrant
labour in India’s real estate sector is a case in point. The industry is one of the largest seasonal
employment providers in the country. The present study investigates the position of seasonally
employed construction workers in Lucknow’s (the capital city of the Sate of Uttar Pradesh, India)
real estateindustry and the outreach of policies designed for thewelfar e of theseworkers. The central
research problem that it addresses is that while welfare policies for the migrant workers are an
institutional responseto manage soci 0-economic adver sities emanating fromreal estate sector, these

programs suffer from a serious lack of implementation.

Keywords: globalisation; migrant workers; welfare; real estate sector; state

1. Introduction

Economic globalisation has been the interna-
tional political framework as well as the logical
outcome of the processes of liberalisation and
privatisation of India. These processes had their
roots in the early-1980s and reached a tipping
point in 1991 when the new structural reforms
produced |arge-scal etransformation of thelndian
economy. Globalisation has produced two faces
of thelndianeconomy- IndiaShining versusindia
Suffering. On the one hand, the open economy
which was set in motion after the 1991 economic
reformshas produced afast-growingindustry and
infrastructure, on the other, it has given rise to
new predicaments for casual labour. The state
came to assume a guardian role in supporting
private capital and later, but there were no
equivalent efforts to introduce welfare measures
in the earlier period. This resulted in a critique
that globalisation had produced a neo-capitalist

state that has withdrawn from its social respon-
sihilities and that globalisation itself produced
new predicamentsor new kindsof fragmentation,
for instance, within the working class. It neces-
Sitated greater state intervention to address them
by redefining policy goas and bringing in the
concerns and demands of the newly formed vul-
nerable classes in the policy discourse. Conse-
quently, special legal arrangements, as well as
variouswelfare programs, wereintroduced in the
last two decades to enlarge the scope of socia
security measures. Then, the questions that arise
are: What is the extent of reach and efficacy of
these programs? What are implementation
problems present? What measures can be taken
in order to increase their effectiveness? It is
against this background that this paper examines
the effectiveness of the existing government
programs for migrants in India with Lucknow,
capital of the most populous State in India,
namely, Uttar Pradesh, considered asthelocation
for acase study.

* This paper is written as a part of the Babasaheb Bhimrao Ambedkar University (Lucknow)- Stockholm University
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2. State and welfare policiesunder
globalisation: A theoretical review

Variations in welfare provisions are clearly
illustrative of thedifferencesin the nature of state
intervention and their will and capacity to alter
redi stribution between the rich and the poor. The
servicesoffered haveranged fromold agepension
to health servicesand from education to childcare
services. At one end of a continuum were the
Scandinavian states with high social welfare and
at the other end countries like the US. But with
the changing political and economic scenario
after thetwo oil shocks of the 1970sand therising
tideof ThatcherisminU.K. and ReaganisminUS,
the transition from a welfare state to a neo-
capitalist state enforcing globalisation and
large-scale entry of private forces including
multinational companies into the market became
an established phenomenon. While globalisation
emerged as a seemingly irreversible trend, the
guestion arose asto how it transformed the nature
of state. Stiglitz [2003, Pp. 3-26] found a corre-
lation between mobility of capital under glob-
alisation and the reduction of tax and
redistribution. He observed that with greater
mobility of capital across the borders, possibili-
ties of outflow will rise with greater taxation.
Withglobalisation, inequalitieshaverisenandthe
ability of nation states to tax and redistribute has
shrunk. Is there an incompatibility between
globalisation and welfare or can the state till
remain welfarist while promoting globalisation?
Bhagwati [2010] answered the question by sug-
gesting a political transformation of the welfare
state to a growth-promoting state. Shrinking of
social expenditures does not necessarily translate
into a minimal state of a laissez faire economy,
but one that assist the market by assuming new
roles like creating business-friendly policies,
building infrastructure and facilitating foreign
investment. Thus, emerged the view that from
favouring globalisation and the resulting growth
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for its pull-up strategy, the state has the potential
to raise standards of living and minimise socio-
economic disparities without assisting the
socially vulnerable directly. A divergent
perspective was taken by Nayyar [2015] while
analysingtherelation betweenthenation stateand
globalisation as a political dilemma of the world
economy which reflects a tension between glob-
alisation, nation-state and democratic politics.
Two nodes can exist through exclusion of the
third, for instance, with a strengthening of both
the nation-state and globalisation that may cause
democratic politics to wither. Nayyar observed
that globalisation hasresulted inwideinequalities
of income and wages, with the share of casua
labour increasing in devel oping countries as well
unemployment in the more developed world).
Nayyar listed out mechanisms that globalisation
reinforces to widen inequalities and labour vul-
nerabilities. Theseare: disparitiesbetween skilled
and unskilled labour, deregulation leading to
expansion of capital at theexpense of labour, rise
in profits corresponding with fall in wage share,
structural reforms leading to tax cuts and labour
flexible markets that have reinforced labour
exploitation, and finaly increase in public and
private debt encouraging the rise of moneylend-
ers.

Thelosersinthe process of globalisation have
been identified as wage earners, debtors, unedu-
cated, semi-skilled or unskilled labour, while the
state loses its economic autonomy to control the
resources, regulate, redistribute and tax. Despite
therisk of decliningtax incomes, thereisastrong
current of research suggesting an aternative to
the neo-liberal solution presented by Bhagwati
and others, claiming that despite the existing
tension, the state can and should compensate for
the effects of globalisation and invest in welfare
reforms. Polanyi [1944], and Brady, et.al., [2005,
Pp. 921-948] argued that awelfare state arises as
apolitical necessity of globalisationwhileRuggie
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and Abedlal [2009] advanced the idea of "em-
bedded liberalism", an institutionalised condition
that produces national welfare states for
establishing democratic stability and socia
peace. Their idea that embedded liberalism is
necessary in order to gain social legitimacy in a
globalised economy is clearly close to Polanyi’s
argument [ 1944] about weak social legitimacy of
dis-embedded markets. The logic that worked
well for the reorganisation of polities in the
post-war period applies also to the world eco-
nomic order since the early-1990swhen financial
globalisation with greater integration of
economies has become the order of the day. This
emergesfromthat fact that whilethecurrent phase
of globalisation may have long-term benefits for
productivity, it may also produce glaring short-
term disadvantages like insecurities and
inequalities. Welfare programs and policies
would, therefore, beneeded to compensatefor the
social lossesthat financial globalisation produces
[Garnett and Mitchell, 1999] and preserve the
much needed political stability to support the
global market economy, as suggested by Brady,
et.al., [2005] aso in their empirical study on the
impact of globalisation onwelfarestates. Overall,
there seems to be an ongoing debate about how
globalisation has affected welfare state policies,
with little settlement over its contradictory and
complimentary impulses. The theories have
largely remained western centric which have
attempted to understand the correlation in
developing societiesfrom the lens of the western
world. The complexities of structure, both polit-
ical and social, maketheinterrel atednessbetween
globalisation and state complicated and intricate.
Moreover, comparative political economy has
provided enough evidence about variations of
development and social expenditures in devel-
oping societies. It ranges from fast-growing
nations like India and Sri Lanka to stagnant
economies of Africaand South Asia
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The distress of migrant workers under glob-
alisation is more specificaly understood in the
framework of precarity by Standing [2001].
Precariat, in a globalised economy, is identified
as a new class with some specia features. They
areseentoleadalifeof instability and uncertainty
within a lack of political organisation or a con-
certed voice. In fact, they lack revolutionary
fervour as found in the traditionally organised
labour class. In Standing's seven-fold categori-
sation of class within the global labour market,
precariat assumesthethird placefromthebottom.
This indicates the level of vulnerability of the
class. There is, however, a lack of definitional
clarity onwhom thisclassrefersto. It isobserved
that is no uniformity in terms of what it consti-
tutes. For instance, in Germany it may refer to
temporary workers or the jobless, whereas in
Japan it isthe working poor. Standing also refers
to seven forms of insecurities that the precariat
faces. Migrant denizens have also been catego-
rised as precariat. It is, however, implausible to
consider that the migrant labourer faces all the
insecurities as enlisted by Standing. The Indian
case is atestimony to this claim. In a democracy
like India, it is not easy to let go alarge mass of
people who are potential voters in their constit-
uencies. This political logic till compels the
government to introduce welfare policies for
them while largely keeping their concerns and
issues at bay. Standing's analysis is confined to
migrant labourers in the Western world. The
causes and consequences of migration may be
very different from those in a developing econ-
omy like India. Here, inter-state migration may
have multiple causes and impacts depending on
the regional dynamics.
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3. Wdlfare provisionsand migrant labour
in India

Out of the total estimated 15.2 million short
duration out-migrants, more than 36.2% are
employed in the construction industry alone.
According to 64th NSSO round [NSSO, 2016],
there were 58.6 million casual workers in the
non-agriculture sector of which construction
industry alone employed around 58% of the
casual workers, (i.e,, 32 million). With rising
numbers, the risks and uncertainties have also
grown considerably. To address this, the Gov-
ernment of India has initiated relevant policies
and programmes for the migrant labourersin the
real estate sector.

The success or failure of these policies can
therefore provide a litmus test with regard to
globalisation, on the one hand, and the redis-
tributive capabilities of the state, on the other. To
understand the genesis of the existing national
welfare policies launched within the sector, it is
imperative to go back to the Inter-State Migrant
Workermen’sAct. 1979. Thislegal arrangement
gotitsinitial motivation from the vulnerability of
a particular group of labour called Dadan from
Orissa, mainly working in the construction
industry and facing exploitation by their con-
tractors commonly referred to as Sardars or
Khatadars. Non-payment of promised piece-meal
wages, poor working conditions, lack of basic
facilities at the worksite, long uninterrupted
working hours were observed as some common
modes of exploitation. In view of these exploit-
ative practices, the Government of India in con-
sultation with many State governments,
introduced the Inter-State Migrant Workmen
(Regulation of Employment and Conditions of
Service) hill in 1979 which was enacted in June
1979 The Registration of organisations
employing inter-state migrant labour was made
mandatory and the contractors were made to
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procure alicense from the government for hiring
labour. They were aso legally bound to perform
certain duties, such as providing details of the
workers hired, their identities and the wage pay-
ments made to them. The biggest benefit that the
law brought to workers was to create uniform
applicability of labour laws across India which
provided for equivalent benefits for inter-state
migrant and labour in the organised sector. The
contractors were also directed to pay displace-
ment and journey allowances and to take care of
basicfacilitieslikeshelter, safety kitsand medical
assistance in case of injury during accidents.
While putting the onus on the contractor and the
employer, the law was more regulatory than
welfare-centricinitsoutlook asit did not provide
any tangible welfare benefits by the state to
migrant labour.

The Building and Other Construction Work-
ers’ Act, 1996 provided for constitution of Wel-
fare boards and Workers Welfare Fund by the
state governments. The welfare boards were
assigned with the tasks of providing accident
benefits, old age benefits beyond the age of 60,
groupinsurance, maternity benefits, and financial
assistance for children’s' education and medical
treatment. Other work-related securities like fair
payment for overtime work, payment during rest
days, basic facilities like clean drinking water,
accommodation at the worksite, créche facilities
in case of more than 50 femal e of workers, latrine
and urinals, and first aid facilities were to be
provided by the employers. Special measures
were to be taken to ensure the safety of workers
under this Act. The employers were required to
congtitute a Safety Committee if the number of
workers employed exceeded 500, with builder’s
representatives and construction workers as its
members. A chief inspector assisted by anumber
of inspectors appointed by the concerned State
Government would inspect and monitor the
implementation of the guidelines physically
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through random sitevisits. The Act a so specified
penal measures for employees in case of non-
fulfillment of the guidelines. Overall, the Act
precisely identified the specific welfare needs of
the workers in construction industries and
enforced new guidelines for providing socia
security accordingly. Although, the govern-
ment’ s direct responsibility in providing welfare
benefitswas unattended to, the employer’ sduties
in this regard were clearly registered. A moni-
toring mechanism for enforcing the assigned
duties was also devised. The Act stipulated the
appointment of director general, chief inspectors
and inspectors for this purpose. They were to be
appointed by the state governments for under-
taking impromptu visits to the building sites for
inspection, checking records and seek other
relevant information from the employers.

The Unorganised Workers' Social Security
Act, 2008 demarcated welfare schemes to be
introduced by Central and State governments for
the workers in the unorganised sector from time
to time. Areas demarcated for the Central Gov-
ernment included life and disability cover, health
and maternity benefits, and old age protection;
whileschemesof the State Governmentsincluded
provident fund, employment injury benefit,
housing, education schemefor children, and skill
upgradation for workers. The Act also enforced
the constitution of national and state social
security boards for identifying welfare schemes
at therespectivelevel sof government withaview
to monitor those schemes from time to time. It
wasanimportant step to ensuresocial security for
themuch neglected and vul nerableworkersinthe
unorganised sector that also included inter-state
rural migrant workers and it provided an over-
arching framework to provide social support
while clearly assigning the responsibilities of the
Central and State Governments. The Act also
devised a preliminary monitoring mechanism in
theform of social security boardsto beconstituted
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at the Central and State levels. Nevertheless, it
fell short of specifying the welfare schemes for
the inter-state migrants whose predicaments
could emerge from their spatial dislocations and
could appear more serious and distinctive. A
special Act considering the special needs of the
inter-state migrants in view of their growing
numbers with the burgeoning of rea estate
businessbecameimperative. Thelegal initiatives
by the Centre clearly substantiate the compen-
sation thesis advanced by political economists
who have seen a rise in social security in the
globalisation era.

The expansion of the real estate business and
the concomitant rise in migrant labour and their
vulnerabilities have drawn the attention of policy
makerstowardstheir welfareneeds. However, the
Centre' s approach to welfare for migrant labour
has been largely in the form of directives to the
Stategovernmentsand theemployerswhich have
certainly provided an enforcement and regulatory
framework to ensure social security. But the real
challenge that has remained is how State-level
institutions have followed the Central directives
and reoriented themselves to needs of this
emerging vulnerable class. Second, how far have
they succeeded in taking necessary measures for
welfare and whether the benefits so given have
reached the target groups? The real test has been
whether the initiatives taken by the State Gov-
ernmentshave beenbeneficial to migrantworkers
across India. The present paper analyses the
initi ativestaken by the Uttar Pradesh Government
in this regard. Although the State is well known
for out-migration thereby contributing to the
second highest number of migrant workers
moving to other States after Bihar, the recent
growthof thereal estatebusinessinitsmajor cities
like Lucknow, Varanasi, and Noida has led to
increasein number of migrant labour in the State.
The Economic Survey 2016-17 [GOI, 2016]
notedthat Bihar and Uttar Pradesh had thehighest
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net out-migration while seven states namely
Maharashtra, Gujarat, Tamil Nadu, Delhi, Kar-
nataka, Kerala and Goa had the highest net
in-migration.”

4, Welfarefor construction workers-
Uttar Pradesh

While the Central laws, as mentioned above,
providebroad directivestothestate governments,
the latter carries direct responsibility of under-
taking relevant policy measuresfor thewelfare of
the construction workers. Under guidelines of the
1996 Act, the State Governments are required to
congtitute welfare boards for such purpose. The
schemes introduced must also incorporate the
administrative mechanisms for running them
successfully. Following these Central Govern-
ment directives, the UP Government constituted
the Uttar Pradesh Building and Construction
Workers Welfare Board in 1996. The Board is
responsible for introducing appropriate welfare
scheme for the construction labourers and
implement them systematically. The major ones
are asfollows:®

. Child Benefit Scheme

. Maternity Benefit Scheme

. Residential School Plan

. Daughter Marriage Grant Scheme

. Skill Development Technical Upgradation
and Certification Scheme

. Construction Workers Food Assistance
Scheme

. Pension Scheme

. Critical IlIness Assistance Scheme

9. Disahility Pension Scheme Construction

Workers Unitary Assistance Scheme.*

o a b~ wWNPE

o ~

Employee’'s State Insurance Corporation
(ESIC), a central welfare scheme for labour, is
now a second route for claiming health benefits
by the construction workers. It appliesto anyone
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earninglessthat Rs. 21,000 amonth. It coversfull
health benefits and loss of wages during unem-
ployment. Additionally, an amount of Rs. 10,000
isgivenfor organising thefuneral in case of death
of the labourer. The worker and the contractor
have to make contributions of 1.75% and 4.75%,
respectively for this insurance cover. Hospitals
that are affiliated to ESIC could be under the
Central or State governments. We now turntothe
methodology and the filed work involved in the
study.

5. Field Study and M ethodology

Lucknow, like the other big cities of the
country, has witnessed a fast-growing real estate
sector. Being the capital city of Uttar Pradesh, it
has expanded rapidly over the years. The Luck-
now Urban Area (UA) has a population of
2817105and isspread over 471 sq.kms. Lucknow
district hasapopulation of 4589838 and is spread
over anareaof 2528 sg.km. The Lucknow district
has around 961 villages.” Both public and private
agencies are involved in thisreal estate sector.

Six building siteswere sel ected from L ucknow
city for the survey: Kailash, NCC, Himaaya,
Nandini, Rajvansh and Gangotri see Table 1
below for a profile of the sites chosen). The
selection was done considering two dimensions:
public-private agency, small-large builders, etc.
The number of respondents selected in each site
were 28, 27, 27, 29, 27 and 29, respectively, in
total 167 The unevenness in numbers is due to
availability/unavailability of workers at the sites.
The sample size could not be made large for
constraint of time and budget and also because it
waslargely purposive. The majority (60%) of the
migrant workersbel onged totheagegroup 16-25,
andin total, the numbers dropped with age. They
had mostly migrated from West Bengal and
Jharkhand.
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Table 1. Data on the Profile of Sites Selected
for the Field Survey.

Public Private
1) @) @®)
Small Gangotri Rajvansh, Nandini
Big Himalaya, Kailash NCC

75.3% of the respondents were male and the rest
female who preferred to work mostly with their
relativesand were assigned to perform subsidiary
tasks like cleaning and preparation of raw mate-
rial. 46% of therespondentswereilliterate. Of the
rest 17.3% had studied up to 10th standard. A
majority of the labourers belonged to lower
castes: 24% belonged to SC, 21.3% to ST, and
26.7% to lower OBCs. Respondents from upper
caste and Muslim OBC categories were 12 and
11.3% respectively. Region-wise distribution
exhibited an interesting pattern. 32.7% of the
workers came from Bihar, 24% from West Ben-
gal, 18% from Madhya Pradesh, 9.3% from
Chattisgarh and 9.3% from Jharkhand. Intra-state
migration was low as Uttar Pradesh had the
second lowest representation with only 9%.
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Occupationally, 48% of the respondents were
labourers in different capacities, and 26.7%
farmers before their present job. With the onset
of industrialisation and extensive land use for
commercia purposes, the farm land has been
shrinking and migration to cities could therefore
been seen as a response to the changing pattern
of landholdinginrural areas, In Uttar Pradesh, the
total cultivable areais 24170403 hectare and the
net sown area is 16534778 hectare® This propo-
sition was substantiated by the pattern of land
ownership by the respondents: 44% of them did
not possess any land, 24.7% owned less than one
bigha, 17% less than 3 bigha and only 8% had
more than 5 bigha.”

Living and Working Conditions

We now consider the working and living
conditions of workers surveyed at different sites.
Table 2 gives data on living conditions: Accom-
modation, sanitation, health, working conditions
and education (All sites average)

Table 2. Data on Living Conditions: Accommodation, Sanitation, Health,
Working Conditions and Education (All sites average)

Variable Frequency (n) Percent
@ @ (©)

Drinking water

yes 134 89.3
Valid No 16 107

Total 150 100.0
Accommodation

Yes 127 84.7
Valid No 23 153

Total 150 100.0
Type of Accommodation

Kachha 92 61.3
Valid Pakka 35 233

Total 127 84.7
Not answered 23 15.3

Total 150 100.0

(Contd.)
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Table 2. (Concld.)
Variable Frequency (n) Percent
@ 2 3

Satisfaction with Accommodation

Yes 95 63.3
Valid No 32 213

Total 127 84.7
Not answered 23 15.3
Total 150 100.0
Sanitation Facility Yes 64 27
Valid No 86 57.3

Total 150 100.0
Health Problem

Yes 47 313
Valid No 103 68.7

Total 150 100.0
Type of Health Problem

construction related 26 17.3
Valid Other 21 14.0

Total 47 313
Not answered 103 68.7
Total 150 100.0
Hospital

Government 71 47.3
Valid Private 79 52.7

Total 150 100.0
Help while distress

sef help 90 60.0
Valid Other 60 40.0

Total 150 100.0
Wagesduringillness

Yes 31 20.7
Valid No 119 79.3

Total 150 100.0
Likeworking conditions

yes 67 447
Valid No 83 55.3

Total 150 100.0
School near site

yes 59 39.3
Valid No 91 60.7

Total 150 100.0
Children to school

yes 21 14.0
Valid No 129 86.0

Total 150 100.0
Créche

yes 6 4.0
Valid No 144 96.0

Total 150 100.0

Source: Field survey of the sites (overall average)
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Worker’smobility levelswere high: 50.7% of
the respondents did not work for more than 3
months at one site, 20% stayed between 3-6
months and 18% stayed for more than ayear in
one location. These preferences were shaped by
wage incentives and basic facilities like shelter,
food and water provided by the employers. The
brokers who recruited workers fixed the deas
through negotiation with them and provided 60%
of the workers while the rest had found work
through their personal contact and acquaintances.
67.3% of respondents adhered to the usual work
load of eight hours and 32.7% worked overtime
for getting extra remuneration. In the normal
course of time, labourers worked from 8 AM till
5 PM but occasionally when the projects exce-
eded the time limit they worked in double shifts
for which they were compensated. The workers
reported that overtime work often involved
arduous work during night hours, and to do this,
they were lured with higher wages. Thus, there
were variations in the payment of workers. 34%
of theworkerswerepaid lessthan Rs. 200 per day
and 60.7% of themwere paid Rs. 200-550 per day
while only 5.3% of the workers received more
than Rs. 350 per day 42. 7% felt that wages must
be doubled to meet their basic needs of living.
While 54% of the respondents felt that working
in real estate sector had improved their living
conditions, therest felt that their present work was
ineffectual in improving their living conditions.
Almost onethird of therespondents said that from
their present remuneration they were not able
send any money back home asit was just enough
to meet their own basic needs.

There were mixed responses about basic
facilities provided at the worksite. 68% of the
respondents said that they were given safety kits,
while the other 32% were not. Almost 90% of
them were satisfied with drinking water facilities
provided at theworksite. The building companies
provided all the workers with accommodation
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with 84.7% living at the work site and the rest
residing outside. 61.3% of the respondents lived
in under-constructed, tin-shaded barracks, while
23.3% had concrete walled and roofed houses.
57% of those who were dissatisfied with their
accommodation facilities commented that they
had to live under unclean and unhealthy condi-
tions without proper sanitation facilities which
led to acute health problems. More than 50% of
therespondentsfaced construction-related health
hazards like accidental injuries at worksite and
could not easily find any remedy and most of the
workers (60%) claimed that they had to copewith
health problems at an individual level. 47.2% of
those facing health problems visited government
hospitals for getting medical treatment while the
rest went to private hospitals and clinics and a
staggering 80% of the workers informed about
lack of support from their employer at thetime of
illness. They were not paid during illness but
asked to take |eave for rest. Theworksites lacked
education centersand crechesandtheworkersfelt
reluctant to send their children to schoolslocated
outsidethework sitedueto distances and security
reasons. M ost of them claimed that had there been
such facilities onsite they would not have been
reluctant to educate their children.

Field visits undertaken during the study
revealed the misery and vulnerability of workers
at different sites. In asmall construction site like
Rajbanshi, the houses had broken tin sheds with
continuouswater |eakage during therainy season,
water provided was unclean, and toilets were
unhygienic with no flushing facility, no facility
for education of children, no canteen to get lunch
duringworking hoursand no el ectricity at homes.
But the absence of these basic facilities was not
really felt asthelabourersactually preferredtheir
worksiteliving conditionsto those of their native
villages The vision of relativity kept them at bay
and made little sense of what the world was
offering to them. A sense of relative deprivation
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made them opt for the better one, the worksite in
thiscase. Overall, the picture of living conditions
seemed to be pathetic. The labourers at the con-
struction site aspired for a better life but absence
of basic amenities like proper health and housing
facilities made this difficult to attain as desirable
onsite facilities like sanitation and education for
children were nearly absent. The living condi-
tions, as observed physicaly, appeared to be
poorer in smaller construction sites. With
referenceto Rajbanshi builders’ constructionsite,
this point is other than a few unclean toilets and
under-constructed accommodation, the place
lacked anything like sanitation, school or creche
facilities. The manager of the site held the labour
contractor responsiblefor all the negligenceashe
wasaccountablefor worker’ swelfare at worksite
and the assignment of dutiesfor developing basic
amenities for workers was unclear. This was a
way of shirking from theresponsibility asthelaw
prescribesthisresponsibility to the employer, the
company. It is obvious that there is a lack of
support from government as well as from civil
society groups in the absence of established
mechanisms to monitor unregistered contractors
and establishmentsand all the basic provisions of
the Unorganised Workers' Social Security Act,
2008 which continue to remain unenforced.

Explaining Implementation Difficulties

The second part of our study attempted to
identify the shortcomings in the implementation
process of legal provisions. For this purpose,
information was sought through interviews with
government officials in different capacities and
the managers at selected sites. Based on these
discussions and observations from the inputs
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received during the course of interviews with
government officials, buildersand the workers, it
could be inferred that implementation inadequa-
cieswereidentified at three levels, namely,
1. Institutional- the institutional-level per-
formance and its intricacies
2. Attitudinal- typically associated with the
bureaucratic cultureespecialy at thelower
levels.
3. End-user level- at the level of the labour,
employees and contractors.

We now explain each, in turn:
I nstitutional Shortcomings

The Uttar Pradesh Building and Construction
Workers Welfare Board that falls within the
State’ s labour department is responsible for reg-
istering construction workers and delivering
welfare benefits assigned by the government. In
our study, only 15% of the workers were regis-
tered which was explained in terms of various
reasons like their reluctance or inability. Table 3
provides information on the reasons for non-
registration. This information is also given in
terms percentagein Figure 1.

Table 3. Reasons for Non-registration

Why are you not Frequency Percent
Registered
@ @ (©)
Unaware 90 60
Technical Problem 37 24.7
No Answer 23 15.3
Total 150 100.0

Source: Field Surveys
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Figure 1 Reasonsfor Not Registering

Source: Field Surveys

Workers are required to fill in a registration
form where they record their personal details
before being issued job cards. The total number
of beneficiaries under various socia welfare
schemes of the Board for the financial year
2017-18 isgiven below:

Table 4. Number of Beneficiaries of Welfare Schemes

S.no Scheme Total number
of
beneficiaries
1 @ (©)
1. Maternal Benefit 531
2. Child Benefit 1110
3. Death Benefit 105
4. Intelligent Student Prize 97
5. Workers' Serious Disease Help Scheme 6
6. Girl Child Scheme for Construction 14
Workers
7. Daughter's Marriage Grant 88
8. Pension Scheme 30
9. SantRavidas Education Help Scheme 1489
10. Health Suvidha Scheme 8110

Source: Uttar Pradesh Building and Other Construction Workers
Welfare Board, Lucknow

District labour officers distribute cards to
registered workers by organising camps at the
construction sites often termed as ‘labour add-
aas . The Board or the department has not fixed
any schedule for organising such camps but they
do it quite frequently, and it was reported that in
2017, 12 such camps were organised in and
around Lucknow district. No such camp was
however organised in the sites where the field
study was conducted. 15% of the workers regis-
tered themselves only because of the personal of
assistance of their managers. The other channel
of distribution wasthe Labour officeitself, which
the labourers could visit directly to collect their
cards. Targets are also fixed for the registration
of workers and distribution of benefits. All the
reporting is done to the Secretary (UPBOCW),
who also set targets and puts in extra efforts to
meet the labourers. The performance on the
delivery front is supervised and monitored by the
Secretary but nevertheless, the system is lacking
on certain fronts where more appropriate mech-
anisms has to be put in place. An effective
mechanism is social auditing with the co-option
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of civil society organisation in thisdomain. It has
worked well in the monitoring of MNRGES in
Andhra Pradesh. The role of Society for Social
Audit, Accountability and Transparency
(SSAAT) in collaboration with the Department
of Rural Development is well known [Mukherji
and Jha, 2017, Pp. 53-60].

The social welfare schemes were communi-
cated through newspaper advertisements,
hoardings and pamphlets but the workers at the
sitestill expressed their unfamiliarity with these
benefits. This gap between communication and
awareness existed due the to weak reach-out at
the institutional level, but in other States the
involvement of NGOs in implementation of
central schemeslike MNRGES and Sarva Siksha
Abhiyan hasresulted in great success. In Andhra
Pradesh, for instance, the co-option of Mazdoor
Kisan Shakti Sangathan (MKSS), an (NGO) by
the Department of Rural Development in social
auditing through the creation of SSAT facilitated
inpreventing the programmefrom being thwarted
by therich and powerful landlords[Mukherji and
Jha, 2017]. The labour department and the
UPBOCW fell short of working out an institu-
tional mechanism for better reach-out to target
groups and monitoring the registration process
through which workers get easy access to their
welfare benefits. Also, the smaller construction
sites hardly figured in the scheme of awareness
campaignscausing maximum  distresstoworkers.
The disparity between large and small sites in
terms of institutional reach-out and access is
clearly amark of negligence.

The ESIC health benefits normally available
to workers were also difficult to secure as many
complexitiesemergeat theingtitutional level. The
details were obtained through an interview with
an ESIC officia. The intricacies arise from the
institutional network that is being created to
distribute the benefits. It involves tie-ups with
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several Central and State-run hospitals, dispen-
saries and banks. While no difficulties were
recorded with banks, affiliated hospitals
providing health services and medicines experi-
enced delivery shortages. The contribution made
by workerswho get transferred to such hospitals
and dispensaries were often misappropriated by
thedoctorsandthehospital staff tomeet their own
medicinal and other requirements. Also, theESIC
has not been granted any institutional power to
monitor these contributions and as a result such
mani pulations go unchecked. The delivery defi-
ciency at the ESIC level also emerged as aresult
of amyriad of institutional weaknesses. Firstly,
the responsibilities made little sense when the
authority remained underrated and the final
delivery was done at another institutional level,
the hospitals. Internally, cumbersome procedures
like compl eting complicated forms a compul sory
exercise to clam benefits by uneducated
labourers and incompetent clerical staff made it
difficult to extend the benefits. Monitoring by a
Central agency, the Social Security Division in
the Ministry of Labour, was also ineffective. In
connivance with the clerical staff of the Board,
thebuildersandthelabour contractorswerefound
to have manipulated the personal details of the
workersand provideabsenteesinthelistto extract
money given for seeking welfare benefits. Also,
as most of the time is spent in handling these
fraudulent cases, little attention is devoted to the
basic task of delivering benefits? Institutional
weaknesses are found to be glaring. The per-
formance of thelocal units of governancereveals
deficiencies at the institutional level with the
institutional architecture created for delivering
welfare benefits appearing to be cumbersome.
Multiple agencies providing benefits make the
processes of delivery even more complicated: the
moretheagencies, morethe complexities, weaker
delivery and greater possibilitiesof manipul ation.
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Attitudinal Hazards

The respondents expressed helplessness in
securing their entitlements promised by the
Government. Most of the entitlements could not
reach them because they did not possess the
labour card and for thosewho were ableto secure
a card, the waiting period was about a year.
Labour department officialsare required to make
onsitevisitstoregister labour anddistributecards,
but this was rarely. Thisis a clear indication of
bureaucratic apathy on thepart of 1abour officials.
Even when the workers take the initiative of
approachingtheofficialsphysically for procuring
labour cards, such behavioral responses are also
visible at the stage of registration, Thus, the
apathetic attitude of thelabour board official swas
apparentinthestyleof dealingwithlabourerswho
approached them for registration. It revealed a
way of subverting the spirit of end-userswhotook
theinitiative of claiming their entitlements.

The manager of the Himalaya construction site,

abig enterprise commented that:
"The process of registration is
complicated. The labourers have to
visit the labour department for reg-
istration. They are asked several
questions by the officials before
registration. They find the process
difficult, harassingandintimidating
and therefore come back without
any concrete result."

Lack of information dissemination on the
rights and entitlements either through a citizen's
charter or other means like publicity campaigns
and advertisements was yet another trait of
bureaucratic apathy towards unaware citizens.
During the course of our discussion with the
managersand construction workersin somesites,
it was revealed that the unwillingnessto servethe
labourers emerged from arationalist account of
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ignoring those who are politically insignificant.
This observation came from the inputs from
managers and workers. Being outsiders, they felt
they were neglected by the political authorities).
As the construction labourers hailed from other
States like Bihar, Jharkhand, Chhattisgarh and
West Bengal and were votersin their respective
states, their aspirations did not hold much of
political salience in their working zones.® Nev-
ertheless, policy initiativesby theruling party for
construction labourers reflected the means to
showcase the sensitivity of the government
towards welfare concerns. This was enough to
inform the local labourers ignorant about target
groupsthat their aspirationswere high priority in
the policy agenda of the government. If anything
went wrong with implementation, the local
bureaucratic agencies were to be held responsi-
ble.® Lack of sensitivity at the bureaucratic level
aso appears to have emerged from the
widespread feeling that the lack of an effective
voice for the labour migrants helps prevent any
large-scale complaint or grievance in an impact-
ful way.

End-User Problems

The absence of enlightened citizenry within
the labour community provides space for greater
apathy and disinclination of the local governing
bodies. Citizens who remain unaware about their
own needs and aspirations cannot be expected to
claim their entitlements and this seems to be the
case with the labour migrants in Lucknow’ s real
estate industry. The relative gain of job and bare
minimum sourcesof living wasenoughto express
their appreciation for their employers. It al so kept
them unmindful of thewelfare facilities provided
by theWelfareBoard. Second. Moreover, thelack
of unionisation to produce a collective voice of
the labour migrants has also made it impossible
to demand welfare benefits. This happened
becauselabour migrantsareafloating population.
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Theperiod of work at particular siteaveraged 2-3
months, and frequent mobility thus created dif-
ficulties in socia consolidation that is much
desired to form a union. Also, a sense of shared
vision about their welfare and progress seemed to
be missing amongst the labour respondents. A
community identity which is needed to produce
solidarity and collective consciousness was
absent as the workers appeared more as isol ated
entitiesintermsof their basic needs and interests.
Thelabour being afloating popul ation al so meant
that they failed to provide documentary evidence
to procure the job card. The manager at the
Himalayasite informed usthat most of thelabour
migrants hail from Malda, West Bengal. They
were unable to pay for their card fees and insur-
ance and the costs therein were borne by the
company. But finally, they were registered with
the personal efforts of their managers Also, the
stay at a particular site was so short that by the
timetheir cardswould beissued, they would have
changed their location to a different city or a
different site in Lucknow™ Accordingly, many
benefits remain unclaimed. In smaller sites, the
provident fund was generated with false names.
It is suggested that Aadhar cards must be issued
and linked with other cards so that mobility does
not produce difficulties in accessing the alotted
benefits.

The morale was also found to be low due the
unwillingness of their employers and labour
contractors to attend to the welfare packages
offered by the government. In many cases, the
managers were aware of these welfare policies
but the workers were ignorant. This showed that
the managers were unwilling to communicate
these policiesto theworkers This could probably
be because they knew that they are only on paper
and only the efforts of the employers will fetch
them some benefit from registration to welfare
schemes. In fact, in none of the sites we visited,
the managers had taken steps to inform the
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workers about the benefits given by the govern-
ment, nor extended any special assistance to
secure them. Being their direct and immediate
representatives, the employers have a great
responsibility for providing information about
government services. But their disinclination to
connect the labourers to welfare benefits is a
major source of the worker's ignorance and
unawareness. Also, it must be reported that many
of theworkers positively asserted that it wasonly
their employees who attend to their immediate
needs like during an accident or a major health
ailment. One of the respondents at Himalaya
narrated his experience of how one of hisfellow
workers who broke his hand during construction
was rushed to a nearby dispensary by the man-
ager. He further said that when he was immedi-
ately taken to a Government Hospital Trauma
Centrein thevicinity, there was nobody to attend
him and with the effort of his employee he was
then taken to a nearby dispensary where the
treatment got done. The payment for thetreatment
and medicines was also made by the manager.
Another instance also showed the seriousness
with which the manager had attended to a major
health ailment of a labour by providing al the
necessary financial support. These instances
show that while the managers may sometimes
attend to the immediate needs of their workers
promptly, they may be unwilling to familiarise
them about the welfare benefits offered to them
by the Labour Board. But few welfare benefits
that they could avail were only dueto the efforts
of their managers, as informed by the workers.
So, theworkersdidn’t wish to test the integrity of
their mangers in this regard. Also, the managers
cameto rescuein casesof healthemergencieslike
accidents at the worksites.

Policy Recommendations and Conclusion

Ingtitutional bottlenecks have weakened the
implementation of welfare policies for migrant
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labour and these needs to be urgently attended to
Ingtitutionslike ESIC have been existed for quite
some time now but their responsibilitiesin terms
of delivery do not matchwiththeir authority. This
isatypical problem with most institutions espe-
cialy new onesthat have been set up to improve
governance but which are largely dependent on
the effectiveness of partner agencies for the
success of delivery. They are also less autono-
mous as they work under the surveillance of
higher authorities. Therefore, it is necessary that
institutionslike ESIC are ordained with sufficient
authority to monitor the agencies delivering
benefits. Communication channels also remain
weak and need to be enhanced so that labourers
are familiarised with not only the welfare
schemes, but also how to obtain these benefits.
Given their background and lack of organisation
it may be unlikely to expect that workerswould
reachout toauthoritiesontheir own. Besides, they
alsolack political clout, likeatradeunion, for this
access. This shows the helplessness and power-
lessnessof themigrant labourersinthereal estate
sector as compared to the more unionised onesin
organised industries. Also, more conventional
ways of communicationwill help to connect with
this group as most of the workers were illiterate
and unableto accesswebsitesand other el ectronic
means of information.

The basic aim must be to transform the
bureaucratic culture, making it more people-
centric and socially sensitive. Also, greater role
of themanagersand ownersisrequiredtoimprove
public delivery at the ground level. Field obser-
vations indicated that the managers remained
concerned with what they could provide at their
end. They appeared apathetic and disinterested in
public welfare schemes passing on the blame of
poor delivery to the government authorities. As
they emerged as the first point of contact for the
labourers, they could play a mediating role

EXPERIENCING WELFARE IN INDIA: POLICIES FOR MIGRANT WORKERS....

475

between them and the government. Better insti-
tutional mechanisms are also advisable for
coordinating the roles of labour officers,
managers and labourers.

Finally, an effective social audit of thewelfare
schemes to ensure their proper implementation
needs to be introduced. The team conducting
social audits may include the municipal govern-
ment representatives, civil society organisations
and the labourers themselves. Social audits, in
genera, have been found to be ineffective in the
Statefor larger schemeslike MNRGES, mid-day
meal and NRHM [Mukherji and Jha, 2017]. This
becomes a visible cause for governance failures
and vulnerability of the target groups to access
the welfare benefits. In contrast, a State like
Andhra Pradesh has taken active steps to insti-
tutionalise social audits and make the welfare
schemes meaningful for the target groups
[Mukherji and Jha, 2017]. Political will is also
essential to move forward towards the goa of
good governance welfare schemes in terms of
fructification of benefits for migrant labourers.

NOTES

1. Inter-State Migrant Workmen (Regulation of
Employment and Conditions of Service) billhtt-
ps://clc.gov.in/clc/clcold/Acts/shtm/ismw.php, official web-
site of Chief Labour Commissioner, Government of India,
(accessed on 14 December 14, 2018).

2. The assessment was based on the data yielded by
passenger traffic flows of Ministry of Railways and Cohort-
based Migration Metric (CMM). https://www.indiainfoline.
com/article/news-top-story/economic-survey-2016-17-econ
omic-survey-2016-17-labour-migration-in-india-increasing-
at-an-accel erating-rate-117013100644_1.html,  (accessed
January 31, 2017).

3. These schemes were introduced by Samajwadi Party
government in Uttar Pradesh during their tenure 2012-2017.

4. These schemes were introduced by Samajwadi Party
government in Uttar Pradesh during their tenure 2012-2017.

5. https://lucknow.nic.in/, Official website of Lucknow
district, Uttar Pradesh, last accessed on 26.11.2019.
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6. https://farmech.dac.gov.in/ FarmerGuide/UP/
index1.html#:~:text= (d)%20L and%20Holdings%
3A,68.5%25%200f%20 cultivable¥20area)., Ministry of
Agriculture, Government of India, last accessed on
28/05/2020

7. Bighais aland measurement unit used in many states.
Onebighaisroughly 0.133 hectare

8. ESIC officid: Interviews, August 2017, Lucknow

9. Managers of Himalaya and Rajvanshi construction
sites: Interviews, March 2017, Lucknow.

10. Ibid.

11. Manager at Himalaya site: Interviews, March 2017,
Lucknow.
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IMPACT OF DEMONETISATION ON INDIAN ECONOMY:
AN EMPIRICAL INVESTIGATION

Purna Chandra Parida

The demonetisation policy declared by the Government of India on 8th November 2016 was
aimed at weeding out black money in the economy and putting a check on counterfeit currencies
perceived to be used for terror funding. Expanding the base of the formal economy and achieving
incremental changesindigital transactionswereother two important objectives. But this policy shock
was viewed unwarranted as it could potentially distort the economic activities at least in the short
run. The prosand cons of this policy have been extensively debated and discussed in the print media
and policy circles. However, it isfound that there is dearth of empirical evidence on impact of this
policy shock on economic activities. In this context, using econometric analysis, the present study
found that there was no significant impact of demonetisation on the overall economic growth rather
theimpact waslimited to a few sectors. Smilarly, theimpact of demonetisation on inflation wasmore
pronounced in the case of food prices only. Nevertheless, an important policy implication of
demonetisation has been revolutionisation of digital transactions during the post-demonetisation

period.
1. Introduction

Thispaper attemptstoempirically examinethe
impact of therecently introduced demonetisation
policy by the Government of India on the Indian
economy. Much has been said and debated by the
electronic and print media, academicians and
policy makerson prosand consof demonetisation
policy that was announced on 8th November
2016." High value currency notes of INR 500 and
INR 1000 were declared invalid from the mid-
night of that day. This was done with an antici-
pation of eliminating corruption, black money,
counterfeit currency and terror funding. The
medium-term goal was to promote digitalisation
of the economy, increase the flow of financial
savings, increasethetax baseand resultin greater
formalisation of the economy. This was not the
first time India had introduced demonetisation.
The earlier initiatives were taken in 1946 and
197872

Many other nations in the past had also
demonetised their currency for different reasons
such as controlling inflation, curbing black

money, preventing counterfeit notes, stabilising
economy, introducing uniformity in currency and
so on. While some of them succeeded, others
falled to achieve their goals. Countries that
succeeded in implementation of demonetisation
are United Kingdom in 1971, Australiain 1996,
Zimbabwein 2015 and Pakistanin 2015.°1n 1971,
the United Kingdom had introduced decimal
currency against pounds, shillings and pence to
bring uniformity in currency. The Australian
government replaced paper-based notes with
polymer bank notes in 1996 to combat counter-
feiting of currency. In 2015, Pakistan phased out
old designed notes of eight denominations and
introduced new design of such notesto improve
the security and durability of the currency. In
2015, Zimbabwe replaced its own currency with
the U.S. dollar to stabilise the economy, which
wasrattled by hyperinflation. Other countrieslike
Ghanain 1982 (to monitor money laundering and
corruption), Nigeria in 1984 (to fight black
money), Myanmar (to curb the black money),
Soviet Union in 1991 (to tackle the black econ-
omy) and North Korea in 2010 (to stabilise the
economy and control the black market) have

PurnaChandraParidaisDirector, National Institute of Labour EconomicsResearch and Development (NILERD), Narela,
Delhi - 40. The views and opinions expressed in this paper are those fo author. E-mail: paridapc@gmail.com
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failed miserably in implementing the demoneti-
sation policy.” Overall, the policy outcome from
the above two groups of countries suggests that
the one that has attempted demonetisation of
currency to control black money has failed mis-
erably in achieving the goal.

Like many other countries, demonetisation
policy undertaken by India on 8th November
2016 solely aimed at removing corruption, tack-
ling black money, checking the menace of
counterfeit currency for terror funding.” Although
Indiahad undertakentwo demonetisation policies
in the past - 1946 and 1978; wherein high
denomination currency notes were banned from
circulation, the initiative made in 2016 was
unique in terms of its impact, because of signif-
icant variationinthevalue of demoneti sation note
in circulation between two time periods. While
the value of demonetisation notes in circulation
wasto the tune of 0.1 per cent of GDPin 1978, it
was 87 per cent of total currency in circulation or
10 per cent of GDP in 2016. As per the Govern-
ment of India s estimate, about 78 per cent of all
consumer paymentsin Indiaare being carried out
by cash [Economic Survey, Government of India,
2017]. Since India has traditionally been a cash
intensive economy, withdrawal of alarge chunk
of currency could have negative impact on eco-
nomic activities. Further, India' s large informal
sector, which contributes over 45 per cent of GDP
and 81 per cent of employment [ILO, 2018], was
likely to be severely affected in the short run due
to demonetisation.

It can, therefore, be assumed that the demon-
etisation policy would have impacted the cur-
rency in circulation which, in turn, may have
adversely impacted economic activities.
Currency in circul ation which wasgrowing on an
average by 11.84 per cent during 2015-16 and on
an average by 15.8 per cent during the first half
of 2016-17 plummeted to negative (-) 22.45 per
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cent growth during the second half (October’
2016 to March’ 2017) of 2016-17.° Although
currency in circulation gradually recovered to (-)
11.89 per cent during thefirst half of 2017-18 and
then to 41.14 per cent during the second half of
2017-18, the impact of demonetisation shock on
it was clearly visible. The issue is: What was
impact of this shock on the real sector of the
economy? Did it affect GDP growth and other
macro variables? Furthermore, did the policy
achieveits stated objectives? A number of studies
have given their opinion over the impact of
demonetisation onthe economy (seetheliterature
review section for details). The conclusions
derived by them, however, are found inconclu-
sive. The review of literature given in the sub-
seguent sections suggests that there is dearth of
empirical literature on measuring the impact of
the demonetisation shock on real and financial
sectors of the economy. It is against this back-
ground that the present paper makes an attempt
to empiricaly examine the impact of
demonetisation on a few selected macro vari-
ables.

To bring out the rationale of the study, the
paper hasbeen organisedinthefollowing manner.
The next section focuses on a brief review of
literature. Section 3 exclusively discusses the
trends and pattern of changes of various
macroeconomic parameters during the pre- and
post-demonetisation period. Section 4 presents
the data sources and methodology of data anal-
ysis. The empirical analysis of the study is pres-
ented in section 5 and the final section provides
the summary and conclusions of the study.

2. Review of Literature

A number of studiesin the past have analysed
the pros and cons of the 2016 demonetisation on
the Indian economy in regard to various aspects
of the economy such as black money, wages,
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employment, inflation and the overall as well as
sectoral  growth. While some studies have
attributed demonetisation as a temporary shock,
which had some negative impact in the short run,
but beneficial for the economy in terms of
improving the tax base and digitalisation [GOlI,
2017; RBI, 2017; Singh, 2018; Singh and Bagchi,
2018], others have viewed it as not worthy a
measure [Dipankar Dasgupta, 2016, Pp. 67-71;
Lahiri, 2020, Pp. 55-74].

Dasgupta [2016] used a theoretical model to
explain the effects of 2016 demoetaisation on
monetary and real sectors. In the case of the
monetary sector, the author found that demone-
tisation led to excess demand for money. Given
thefall inmoney supply, thefinancia institutions,
including commercia banks would intend to sell
government bonds, lowering bond prices and
raising interest rate. A rise of interest ratein turn
would slow down the investment and output. For
the goods market, the study concluded that
demonetisation had a negative impact on output
level and GDP growth rate owing to decline of
wealth, consumer confidence, and agricultural
output which put downward pressure on con-
sumption and overall output level.

NIPFP [2016] did a preliminary study on
impact of demoneti sation on the Indian economy.
Although the study did not measure the impact
empirically, theoreticaly, it explained the plau-
sible impact in the short and medium term. It
pointed out that the policy shock is expected to
have immediate impact on income and con-
sumption due to withdrawal of 86 per cent of
currency in circulation. In case of medium-term
impact, the study stated that it depends upon the
time duration and the extent of cash replacement.
More time taken to reach the pre-shock level of
currency in circulation will have medium term
impact on income and consumption. At the sec-
toral level, it stated that demonetisation may have
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adverse impact on growth of cash-based sectors
such as construction, real estate, transport ser-
vices, etc.

Economic Survey, Vol. | [2017] comprehen-
sively analyses the case for demonetisation by
stating it to be a radical governance-cum-social
engineering measure because it was done amidst
normal economic and political conditions when
Indian economy was growing at thefastest clipin
the world on the back of stable macroeconomic
and impressive set of reforms. It statesthat it has
had short term costs but will providethe basisfor
long term benefits. Short term costs have taken
theform of inconvenience and hardshipsfor those
who lost their income and employment in the
informal and cash intensive sectors. Long term
benefits are in terms of reduced corruption,
greater digitisation of the economy, increased
flow of financial savings and greater formalisa-
tion of the economy, all of which will ultimately
lead towards higher GDP growth, better tax
compliance and higher tax revenues.

Inafirst of itskind study onimpact assessment
of demonetisation on growth and other macro
parameters, the Reserve Bank of India [RBI,
2017] published a preliminary assessment of the
macroeconomic impact of demonetisation. The
study found out that demoneti sation had impacted
various sectors of the economy to varying
degrees. But, in the affected sectors, the adverse
impact wastransient and felt mainly in November
and December 2016. Further, it concluded that the
impact moderated significantly in January 2017
and dissipated by and large by mid-February,
reflecting the fast pace of remonetisation. In case
of economic growth, the impact was modest.
Similarly, impact on food and fuel inflation was
modest and no impact was visible in the case of
the rest of the commaodity prices. The study also
concluded that no impact was evident on the
external sector and that there was a substantial
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increase of financial inclusion in terms of sharp
increase in the number of accounts under the
Pradhan Mantri Jan Dhan Y ojanaand increasein
the use of digital transactions.

Mittal [2017, Pp. 1-7] in his qualitative
research survey conducted on the general public
during the days of demonetisation, found that
although people faced liquidity problems, to
beginwith, butthey explored all possiblemethods
of cashless transactions, even helped each other
with small currency notes besides changing their
behavior pattern in spending like curtailing their
expensesand saving cashfor urgent needs. Sachin
[2017, Pp. 29-32] found adverse effects of
demonetisation on GDP, small traders, Small and
Mid -size Enterprises (SMEs) and the agriculture
sector both in last two quarters of 2016- 17 and
first two quarters of 2017. Gupta [2017, Pp.
102-105] assessed the impact of demonetisation
onthe M SME sector and found that the sector was
not affected by demoneti sation duetotheir greater
dependence on hard cash.

Dasand Rawat [2017, Pp. 465-490] examined
the macroeconomic implications of the "De-
monetisation" on three board parameters of
growth, distributional consequences, and the
challenges it brought in for the Banking Sector.
The study also evaluated the extent to which the
stated objectives of demonetistion were fulfilled.
They found demonetisation had negative impact
on output during 2016-17 and distributional
conseguences because it created a new interest
rate regime that benefited some while leaving a
large chunk of population worse off. The
demonetisation also threw a big challenge for
banksto managetheliquidity surgein thesystem.

Singh [2018] pointed out that Indiawitnessed
avery low tax to GDP ratio of around 18 percent,
which is the lowest in the world. Being an
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emerging country, it needs huge amount of
resources for infrastructure development and it
should be non-debt in nature so that we need not
to bear high burden on account of interest pay-
ment. Thestudy al so pointed out that thereisneed
for weeding out corruption and black money asit
negatively impacts the economic growth. Hence,
the policy such as demonetisation is a right
decision taken by the government to increase the
tax base and to lower dependency on borrowings.

Singh and Bagchi [2018] concluded that the
2016 demonetisation was agol den opportunity to
widen the taxpayer base. This policy reform
would help the government to convert all finan-
cial and commercial transactions from manual to
digital and eventually eliminating corruption and
black money from the market. It would also
provide an easy gateway for business operation
andallow theeconomy to grow. Whiletheauthors
acknowledged that demonetisation and the
introduction of GST might have slowed down the
economy to acertain degree, these policy actions
are necessary for formalising the economy. The
study suggeststhat formalisationwill improvethe
environment for business, widen thetax base and
increase tax collections considerably.

Lahiri [2020] examined the effects of 2016
demonetisationwith respect toitsstated goalsand
its cost to the economy. It was found that
demonetisation was not quite successful with
respect to its stated goals because almost al the
demonetised currency was returned to the central
bank. It had no significant effect on the tax base,
while on the other hand, the policy had muted
positive effect on the digitalisation of the econ-
omy. Although, the study stated that measuring
costs of demonetisation was difficult due to
limited data points, nevertheless, it pointed out
that demonetisation created unprecedented dis-
ruption in economic activities, and it could have
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lowered output by 2 percentage points during the
demonetisation quarter. On the employment
front, up to 3.5 million jobs may have been lost
during the three months following demonetisa-
tion while 15 million people may have left the
labour force.

A review of the above studies suggeststhat the
findings are preliminary in nature due to limited
data points. Further, not a single study has
empirically examined the impact of demoneti-
sation on macroeconomic variables. More than
ten quarters have passed since demonetisation; as
more amount of information is available in the
public domain, it was thought appropriate to
examine the impact judiciously. In the next sec-
tion, the study analysesthe trends and patterns of
various macroeconomic parameters during the
pre- and post-demonetisation period to under-
stand the impact quantitatively before assessing
the impact econometrically in the subsegquent
sections.

3. Macroeconomic Impact of Demonetisation

Beforeanal ysingtheimpact of demonetisation
empirically, itispertinent tounderstandthetrends
and changes in macroeconomic indicators before
and after demonetisation. Itisamatter of fact that
demonetisation policy is directly linked to the
monetary sector. Hence, the indicators of this
sector could be expected to indicate major
changes during the post-demonetisation period.
More importantly, it is worthwhile to know how
thechangesinthe monetary sector might have got
transmitted to the real side of the economy.
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(i) Monetary Market

The monetary sector of the economy experi-
enced severa path breaking changes during the
pre- and post-demonetisation period. Thefirstand
foremost changes were observed in changes of
supply of money in the economy. Figure la
depictsthe growth patterns of major components
of money stock. Narrow money supply (M1),
which includes currency with public, other
depositswith RBI, and demand deposit recorded
negative growth of 59 per cent during
Q3:2016-17 against 16.2 per cent during the
pre-demonetisation quarter (Q2:2016-17). Onthe
other hand, Broad money which includesM1 and
time deposit posted a positive growth rate of 8.2
per cent during the demonetisation period
(Q3:2016-17). The questions is: what were the
reasons for two contrasting trends of M1 and M3
during the demonetisation quarter? The reasons
could be due to the currency in circulation and
bank deposits showed different trends during the
saidperiod[Lahiri, 2020]. Currency incirculation
and currency with public which are part of M1
were growing robustly at 10-11 per cent per
annum till Quarter 2:2016-17. Then, demoneti-
sation came into force during the third quarter of
2016-17 and wiped out amajor chunk of both. As
a result, both the indicators declined more than
(-)15 per cent during Quarter 2:2016-17 and
around (-) 30 per cent during Quarter 4:2016-17,
respectively. Both the indicators, however,
recovered in the subseguent two quarters and
improved rapidly after the Quarter 2:2017-18 due
to the fast pace of remonetisation [RBI, 2017].
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Figure 1a. Trends of Various Components of Money Supply (% Y-0-Y)

Note: CC = Currency in Circulation, CP = Currency with Public, M1= Narrow Money, M3 = Broad Money. %change is

calculated quarter over the same quarter in the previous year.

Source: Compiled from RBI (Several years)

While the currency in circulation dropped
significantly immediate after the demonetisation,
it was expected that public would deposit their
old cash in their bank accounts, which, in turn,
would increase bank deposits or demand deposits
(which includes saving and current account
deposits). But thedatadepictedinfigure 1b shows
that while currency in circulation fell by Rs. 13
trillion during Quarter 3:2016-17, demand
depositsincreased merely by Rs. 3trillion during
the same period. On the other hand, demand
deposits (excluding time deposits) recorded a
sharpincrease by Rs. 12.3 trillion during Quarter
3:2016-17.[PP3] Thus, it is suggested that the
demonetised currency was mostly deposited in
the form of time deposits.

Wheat did the banks do with so much of cash?
It was pointed out in Lahiri [2020] that banks

parked these surplus cash with RBI in the form of
banker’'s deposits and subsequently in specia
purpose bonds issued by the RBI.

The sudden fall in money supply due to
demonetisation impacted the credit flow to the
non-food sectors significantly. Total credit flow
to non-food sector had recorded a 0.7 percentage
pointsfall from 9.1 per cent in 2015-16 to 8.4 per
cent in 2016-17 and remained at the same level
in 2017-18 as well (seen in Table 1). Within
non-food sector, the decline of credit was quite
sharp in the agriculture and industry sectors. In
case of personal loans, the data showed there was
considerabledecline in credit flow from 19.4 per
cent in 2015-16 to 16.4 per cent in 2016-17. A
similar fall in credit was al so recorded in the case
of some of the priority sectors like housing and
exports sectors during the post-demonetisation
period.
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Figure 1b. Changes of Various Components of Money Stock (in Trillion Rupees)

Note: Changes are calculated quarter over quarter. TD = time deposit, CB = Cash with Banks, and DD = demand deposit

Source: Compiled from RBI (Several years)

Table 1. Declining of Bank Credit (% change)

S. No Sector 2015-16 2016-17 2017-18
@ @ (©) ) ®
1. Non-food credit 9.1 8.4 8.4
a Agriculture& alied 153 124 3.8
b. Industry-micro & small, medium and 2.7 -1.9 0.7
i Micro -2.3 -0.5 0.9
ii. Medium -7.8 -8.7 -11
iii. Large 4.2 -1.7 0.8
[} Services 9.1 16.9 13.8
2. Personal Loans 19.4 16.4 17.8
3 Priority Sector 10.7 9.4 4.8
i. Housing 6.2 7.6 20
ii. Export Credit -0.6 0.3 -33.4

Source: Compiled from RBI (Several years)

All the key indicators reported above suggest
that they were growing at a reasonable pace
during the pre-demonetisation period. Then the
question arisesis. why did the government take
such a drastic measure when many monetary
parameters were performing well? As was

pointed out by the popular news media, it is
suggested that demonetisation was expected to
ease theliquidity problem in the banking sector
which was battling with high Non-Performing
Assets (NPAs) and would help the banks to lend
fund to productive sectors.” Furthermore,



demonetisation was expected to reduce NPAs by
means of deposit of cash by the defaulters and
lending the credit to the authentic clients and
productive sectors. However, the RBI data shows
that NPAs as percentage of gross advances of
public sector banks continued to rise even after
the demonetisation. It increased from 9.3 per cent
in2015-16to 11.7 per centin 2016-17 and further
t0 14.6 per cent in 2017-18. The reasons could be
dueto that slowing down of economic growthand
aggregate demand contributed to rise of NPAs.®

(if) Growth Impact

Therelationship between money supply, price
and output dates back to Fisher’s ‘Quantity
Theory of Money', [Fisher, 1911] which
explained the direct link between money supply
and price level. According to the Classical
Economists, money has neutral impact on output
in the long run. But Neo-Keynesian economists
believe that money supply affects output in the
short run due to decline of wage income. As
incomefalls, it will reduce the aggregate demand
and output. Friedman [1994] pointed out that
when money supply increases, whatever the
cause, real output will first increase before the
pricelevel increasesbut real output will fall down
more rapidly than prices.

Since many sectors in India are heavily
dependent on cash transactions, any decrea-
sefincrease of money supply or liquidity shocks
will havedirect impact on these sectors. Asstated
by RBI [2017], "the liquidity shock impact is
expected to have worked through two channels:
(a) decline in demand due to shortage of cash to
make payments, mostly on discretionary spend-
ing; and (b) disruption in production activity due
to man hours lost as some workers, especially
those in the unorganised sector who get their
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wages paid in cash, experienced temporary loss
of work" (p. 2-3). Other sectorslike construction,
real estate, transportation, textiles, gems and
jewelry, leather, etc., are also heavily dependent
on cash transactions. Hence, any liquidity shock
will have direct impact on income and then
consumption.

For the purpose of this paper, we have taken
growth rate of Gross Value Added (GVA) at
constant pricesto measurethe economic growth.’
The growth trends of GV A for the overall econ-
omy and for the major sectors are reported in
figures 2a and 2b. Figure 2a depicts the sectors
that do not show any sudden change in growth
pattern immediately after the demonetisation,
whereas, figure2b shows sectorsregistering afall
ingrowth rate after the demonetisation. Although
overall economic growth (growth rate of GVA
Total) fell in Quarter 3:2016-17 and two subse-
guent quarters, the magnitude of fall was not
significant. In fact, the overall economic growth
had declined at a higher pace during the pre-
demonetisation period (Quarter 2:2016-17). The
reason for low decline of overal economic
growth could be due to the services sector which
contributesmore than 55 per cent to overall GVA
and was | ess affected by demonetisation. Growth
rate of Trade, Hotels, Transport, Communication
and Services Related to Broadcasting (THTCYS)
recorded around 8 per cent in Quarter 3:2016-17.
The sector however recorded a decline of 1.9
percentage points in the immediate next quarter
due to dowing down of some of the cash
dependent sub-sectors like transport sector.
Another services sector, namely, public admin-
istration, defence and other services (PUB)
showed strong resilience to demonetisation
shock. It registered a robust average growth rate
of 12.9 per cent during Quarter 3:2016-17 and
Quarter 1:2017-18.
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Figure 2a. Growth Rate of Gross Value Added of Major Sectors not Affected by Demonetisation

Note: Agriculture, Forestry and Fishing (AFF), Trade, Hotels, Transport, Communi cation and Services Rel ated to Broadcasting
(THTCS), Public Administration, Defence and Other Services (PUB), Gross Value Added of all sectors (GVA_Totd).
%Changeis calculated quarter over the same quarter in the previous year. Growth rates of sectorsare not seasonally adjusted.

Source: MOSPI (Severd years)
Figure2b. Growth Rate of Gross Value Added of Major Sectors Affected by Demonetisation

Note: Manufacturing (MFG), Construction (CON), and Financial, Real Estate and Professional Services (FIN).
%Changeis calculated quarter over the same quarter in the previous year. Growth rates of sectorsis not seasonally adjusted.

Source: MOSPI (Severd years)
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It seemsdemonetisation had no adverseimpact
on the agriculture sector as the sector had regis-
tered a robust growth rate of around 6 per cent
during Quarter 3:2016-17 and Quarter 1:2017-18.
Chand and Singh [2016] pointed out that thetrend
and pattern in sowing and marketing of crops
during the seven weeks following the
announcement of demonetisation suggests that
thepolicy changeshad littleimpact on agriculture
sector. The adverse impact of demonetisation
however was quite visible in the case of man-
ufacturing,” construction and financial, real
estate' and professional servicesas GV A growth
rates of all these three sectors had shown rela-
tively higher contraction than other sectorsduring
the post-demonetisation period.

(iif) Employment Impact

Therewasalot of discussion and debatein the
mediaandacademic circlesontheseverenegative
impact of demonetisation on employment par-
ticularly in the informal sector, which absorbs a
staggering workforce of 81 per cent of the total
workforcein Indiaand majority of workersinthis
sector arebeing paid wagesin cash. Dueto sudden
break in cash flow to this sector, there was a halt
in economic activities, loss of income and
employment generation as well. Based on field
surveys of 214 families from 28 slum neigh-
bourhoods in Mumbai, Krishnan and Seigen
[2017]* found that families with self-employed
household heads were hit the hardest with 59 per
cent of them reporting loss of some income in
November 2016. Around 47 per cent of auto/taxi
drivers who typically accept cash had also
reported loss of some income. An online survey
carried out by popular weekly magazine India
Today™ in 2019 found that nearly a third of
respondents viewed that demonetisation hit the
unorganised sector the hardest causing loss of
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jobs and initiating a spiral effect in which con-
sumption declined due to loss of earnings, par-
ticularly invillages. M oreover, the heterogeneous
and informal nature of the labour marketin India
makes it more vulnerable to any policy shock.
This is evident from the fact presented by the
MOLE [2016]." It said that first, among all, very
few households (20 percent) with monthly
incomelessthan or equal to Rs. 10,000 havebank
account. Second, amajority of workersbelong to
this income group only; 82 percent among self-
employed, 60 percent among regular or salaried
workers, 87 percent among contract workers, and
96 percent among casual workers. Third, a
majority of workers, in al categories of
employment have no written contract, 65 percent
(regular workers), 68 percent (contract workers),
95 percent (casual workers). Fourth, majority of
workers (71.2 percent) receive no social benefits.
Lastly, 60 percent of workforce belonged to just
six states, Tamil Nadu, Maharashtra, Andhra
Pradesh, Gujarat, Karnataka and Uttar Pradesh.

It could be argued that a marginal decline in
growth rate of overall real value added during the
post-demoneti sation period may not havereduced
the total employment significantly as the point
elasticity between employment with respect to
real value (employment elasticity) added was
only 0.06 (Mishra and Suresh, 2014). However,
experts have pointed out that demonetisation
affected labour intensive sectors like agriculture,
construction and MSMEs as a magjor portion of
transactionsin these sectors involve cash for the
purchase of raw materials and payment to daily
wage |abourers.” According to RBI study [2017]
"Within the MSME sector, gems and jewellery,
carpets, textile, leather, handlooms and handi-
crafts are highly labour intensive sectors and
mor e dependent on cash for their working capital
requirements. Contractual labour in both the
wearing apparel and gems and jewellery sectors
reportedly suffered as payments from employers
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became constrained" (p. 33). Moreover, the
employment elasticity of these sectorsis higher
than that of overall employment elasticity of the
economy. According to Mishra and Suresh
[2014], the employment elasticity of registered
food products and beverages, leather and leather
products, paper and paper products, rubber and
plastic products was 0.31, 0.64, 0.48 and 0.58,
respectively. The implies that a 10 per cent
declinein output of these sectorswill lead to 3.1,
6.4, 4.8 and 5.8 per cent decline in employment.
The Annual Survey of Industry (ASl) data
showed that the output of these sectors contracted
considerably in 2016-17 and 2017-18. While the
output (in nominal term) of food products and
beverages and leather and leather products con-
tracted by 32.5 and 35 per cent, respectively, in
2016-17, the output of paper and paper products
and rubber and plastic products declined by 22.2
and 3.2 per cent respectively in 2017-18. Other
labour intensive sector like construction with
employment elasticity of 1.0116had also
recorded decline in value added (at 2011-12
prices) by Rs. 5,787 crore or 2.5 per cent between
Q3:2016-17 and Q4:2016-17 Although other
demand and supply factors of production would
have contributed to the decline in output/value
added of labour intensive sectors, the impact of
demonetisation, however, cannot be overlooked.

(iv) Inflation Impact

The Quantity Theory of Money explains the
direct link between money supply and the price
level at thegivenlevel of output. Demonetisation,
which constricts the money supply, in turn, will
reduce the price level as well. In other words,
inflation is expected to decline due to decline of
money supply. Less money supply means public
will have less cash in their hand to spend, which
can be expected to reduce the overall demand in
theeconomy. Theimpact of money on pricelevel
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is expected to vary from commodity to com-
modity depending upon the source of supply of
the commodity. In other words, if the supply of a
commodity islargely import driven, the domestic
pricewill beinfluenced by theinternational price.
While prices of fuel and energy are largely
influenced by external factors, the prices of
manufacturing commaodities and food articles are
mainly domestically driven. The trends of infla-
tion rate (price changes) of various wholesale
price indicators during the pre- and
post-demonetisation periods are illustrated in
Figure 3a.

The price changes expressed in terms of index
of manufacturing commaodities was in the nega-
tive zone during the pre-demonetisation period.
But it registered around 3-4 per cent increase
during the post-demonetisation period, which
suggests that there was no impact of demoneti-
sation on manufacturing prices. India s domestic
fuel priceswhich arelargely driven by the trends
of international crude il priceshaveremainedin
negative zonewith an average decline of (-)14.05
per cent during the four quarters preceding the
demonetisation quarter. But it increased on an
average by 12.44 per cent during four quarters
following the demonetisation quarter. Corre-
sponding to domestic oil pricesin the above two
periods, the international crude oil prices had
recorded on an average (-) 27.7 and 26.6 per cent
decrease and increase, respectively. In case of
food articles, the trend looks quite the opposite
between a few quarters before and after the
demonetisation. Usually, every year during the
July-September and October-December, there
have been seasonal upward spikesin food prices
due to supply constraints. The prices of food
articles recorded around 5.7 per cent change
during July-September 2016, and then instead of
an upward trend, it dropped by 3.9 percentage
points during October-December in the same
year, which could be due to declining of con-
sumption demand owing to demonetisation. The
food inflation continued to remain subdued in the
subsequent quarters after the demonetisation.
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Figure 3a. Trends of Inflation (WPI based) Rate of Various Wholesale I ndicators
During Pre-and Post-demonetisation Periods.

Note: WPI_ALL = Wholesale price index of al commodities, WPI_FA = Wholesale price index of Food articles, WPI_NFA =
Wholesale price index of Non-Food articles commodities, WPI_FUEL = Wholesale price index of fuel and power, WPI_MFG =
Wholesale price index of manufacturing commodities. Price indicators are not seasonally adjusted.

Source: Office of the Economic Adviser (Several Y ears), Department for Promotion of Industry and Internal Trade, Government of
India.

Figure 3b. Trends of Inflation Rate (CPI based) of Various Retail Indicators
During Pre-and Post-demonetisation Periods (%).

Note: CPI_IW = Consumer price index of Industrial Worker, CPI_IWF = Consumer priceindex of Industrial Worker (Food group),
CPI_AL = Consumer priceindex of Agricultural Labourers. Price indicators are not seasonally adjusted.
Source: RBI (Several Years).
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The trends of inflation during the pre- and
post-demonetisation period based on CPI indi-
cators also suggest that food inflation (CPI
industrial worker food articles) was quite low
during two quarters after the demonetisation.
Althoughother tworetail inflationindicatorssuch
as that of CPI industrial workers and CPI agri-
cultural labourers had recorded a fall after the
demonetisation but it waslessthan thefall of CPI
industrial workers (food group). From both WPI
and CPI data, acommon trend emerged revealing
that food inflation wasto some extent influenced
by demonetisation.

(v) Digitalisation Impact

One of the objectives of demonetisation was
to expand the size of theformal economy through
digitalisation. For the first time in history, the
UnionBudget (2017-18)" focused specifically on
thedigital economy. An amount to thetune of Rs
2,500 crore was allocated across various plat-
forms like Unified Payment Interface (UPI),
Unstructured Supplementary Service Data
(USSD), Immediate Payment Services (IMPS),
Aadhaar Pay, debit cards, and tax exemptions on
digital transaction equipments, referral bonusand
cash-back not only for customers but for mer-
chants as well. Thus, it was felt important to
analyse how successful demonetisation was in
increasing the speed of digitalisation of the
economy during the post-demonetisation period.
Lahiri [2020] analysed the success of digitalisa-
tionin terms of movements of velocity of money
(theratio of nominal GDP to the stock of money)
around and after the time of demonetisation. The
author stated that one should expect a rise of
velocity of money after the demonetisation. Using
three money stocks such as MO and M1 (as
definedearlier) and M2 (M 1 plussavingsdeposits
of post office savings banks), the author found
that the movement of broader money (M2) was
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almost nil in response to demonetisation. Further,
after three quarters, all the velocity measures
returned to their near-term trend levels.

In arecent study, RBI*® presents the progress
of digitisation in India vis-a-vis other countries
during 2014-15and 2018-19. The study measured
cash paymentsusingtwoindicatorssuch as (i) the
value of Currency in Circulation (CIC) versus
GrossDomestic Product (GDP); and (ii) thevalue
of ATM withdrawals that take place across the
country. Thestudy foundthat India’ sCICto GDP
wasas high asat 12.1 per cent in 2015-16 which
declined to 8.7 per cent in 2016-17 due to
demonetisation and increased thereafter but at a
dower pace as compared to pre-demonetisation
period, suggesting that digital transaction has
increased during the post-demonetisation period.
However, ascompared to other countries, except
Switzerland, Japan and Hongkong SAR, India's
CIC to GDP ratio still remains considerably
higher than other developed and developing
countries. Intermscashwithdrawa sfromATMs,
India was found to be next to China in terms
volume and value of cash withdrawa from
ATMs. But, the compound growth rate of cash
withdrawal from ATMs has been substantially
lower than the compound growth rate of digital
payment transactions during the period 2014-15
to 2018-19, indicating that the pace of digitali-
sation has accelerated after the demonetisation.
In conclusion, the study stated that India’s retail
digital transaction (total digital payments minus
real time gross settlement) has recorded a mam-
moth 56 per cent compound growth rate between
December 2015 and December 2019, suggesting
that India's over- dependency on cash has
changed in recent times.

In this present study, the progress of digitali-
sation in the economy during the post demone-
tisation period is being analysed using a few
digital transactions indicators. These are the
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number of uses of credit cardsin ATMs, uses of trendsof theseindicatorsareillustrated infigures
credit cards in POS and mobile banking. The 4and5.

Figure 4. Trends of Digital Transaction of Credit Cards

Source: RBI Monthly Bulletin (Various Y ears)

Figure5. Trends of Mobile Banking (volumein million)

Source: Same asin figure 4.
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The number of use of credit cardsin ATMs
had touched a record 1.85 million in 2016-17:
Quarter 2 and then it fell sharply in subsequent
two quarters due to demonetisation but made a
strong recovery thereafter and crossed the pre-
demonetisation level in 2017-18: Quarter 2. The
reason for the steep declinein usesof credit cards
in ATMs during demonetisation period was due
tounavailability of cashin ATMsandlong queues
for withdrawal of cash. Asan alternativeto ATM
transactions, people made large number of
transactions in Point of Sale (POS) machine
during the post-demonetisation period (Figure5).
Similar to the trends of use of credit cards in
ATMs, the number of mobile banking transac-
tions declined sharply after the demonetisation
and continued to remain low till 2017-18: Quarter
2(Figure6). Since2018-19: Quarter 3, it however
increased considerably and even surpassed the
pre-demonetisation level.

The above data analysis suggests that
demonetisation probably had some negative
impact on output of some of the specific sectors
but not on the overall GDP. Similarly, on the
inflation front, the data suggests that demoneti-
sation probably had someimpact onfoodinflation
but not on non-food inflation (manufacturing and
fuel price changes). Also, demonetisation prob-
ably had a strong impact on employment due to
decline in output of labour intensive sectors
during the post-demonetisation period. However,
due to a lack of sufficient time series data on
employment, it was not possible to examine it
empirically and draw any pragmatic conclusion.
To make the above findings more precise for the
sake of interpretation, the present study uses
econometric tools in the subsequent sections to
analyse the effects of demonetisation on some of
the selected macro variables empirically.
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4. Methodology

In this section, we propose a methodological
framework to estimate the impact of demoneti-
sation on some selected macroeconomic vari-
ables. The availability of reasonable time series
dataon value added and pricesallow usto test the
hypothesesempirically only for economicgrowth
and inflation. For other variables like employ-
ment, we did not find sufficient number of data
points; hence they have been excluded from the
empirical analysis. Variables included in the
empirical analysis are (1) overall gross value
added (GVATOTAL) and gross value added of
sectors such as manufacturing (GVAMFG),
construction (GVACON), Trade, Hotels, Trans-
port, Communication and Services Related to
Broadcasting (GVATHTCYS) and Financial, Real
Estateand Professional Services(GVAFINS), (2)
wholesale prices of all commodities (WPIALL),
wholesale price of food articles (WPIFA),
wholesale price of manufacturing (WPIMFG),
wholesale price of fuel (WPIFUEL), consumer
priceof agricultural labourer (CPIAL), consumer
priceof industrial worker (CPI1W) and consumer
priceof industrial worker (food group) (CPIIWF).

Given the constraints of availability of high
frequency data, thestudy sel ected someof thekey
explanatory variablesto estimate the growth and
inflation equations. In case of the growth equa-
tion, the selected variables were gross fixed
capital formation (GFCF) to measure the effect
of investment, gross value added of agriculture
sector (GVVAGL) to measure the complemen-
tary effect of the sector on other sectors, and gross
domestic product of the United States (USGDP)
(in place of World GDP due to non-availability
of quarterly data for the latter) to measure the
growth impact of externa economy. For the
inflation equation variables used in this study
wereinternational fuel prices(INTERENERGY)
to capture the effect of international oil prices,
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lagged value of each price series to estimate the
expected inflationary effect, and output gap
(OG)"™ to capture the effect of excess demand in
the economy on inflation. It is important to
mention here that instead of currency in circula-
tion (CC), which isfound to be highly correlated
with demonetisation dummy, the study considers
OG (positively less correlated with demonetisa-
tion dummy) an alternative variable to measure
the effect of excess demand in the economy on
inflation). A dummy variable istaken to measure
the effect of demonetisation on both growth and
inflation. Demonetisation dummy variable is
defined as D2016Q3 = 1 for demonetisation,
otherwise 0.

The study estimates the following structural
linear form of output and price equations.”

Output Equation for the Overall Economy

GVATOTAL, = &, + o, GFCF, + o, USGDP,
+0, GVAAGL,

-eD2016Q3+¢.... @)

Where, g, is intercept, o; are slope coefficients
and g, is random error term. Except dummy
variable, al other variablesin theabove equations
are estimated in the form of their respective
growth rates.

(Growth Rate is defined in term of year-on-year
basis, i.e,, current quarter over the same quarter
of the previous year. The Y-O-Y growth series
does not fully immune to seasonality effects for
two reasons. First, thereis possibility of calendar
related effects due to number of working daysin
aweek may vary between two years, or afestival
occursintwodifferent quartersbetweentheyears.
Second, seasonal pattern caused by institutional,
climatic or behavioral changes).
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Hence, thegeneral problem of non-stationarity
intime seriesdatahasbeentaken careof. Usually,
high frequency production and price data dem-
onstrate variation over the time partly due to
seasona factor. Without adjusting such factor
may lead to biased estimates. Hence, the study
used Census X-11 method [see Hein and Ott,
1983, P. 16.33] to de-seasonalize the quarterly
series. The estimated equations of other produc-
tion sectors are given in the Appendix.

Price Equation

WPI_ALL, =B, +B,(WPI_ALL),_, +eg.ee; D2016Q3+eee,
isintercept, B, are dope are sope coefficients
and g, israndom error term. All variablesin the
above equations are estimated in growth form.
The estimated equations of other price series are
given in the Appendix.

Toestimatetheaboveequations, thestudy uses
quarterly datafrom2011-12 Quarter 1to 2018-19
Quarter 4. Except USGDP and international
energy prices, datafor all other variablesaretaken
from National Account Statistics, Ministry of
Statistics and Programme Implementation,
Government of India and RBI's Handbook of
Statistics. Data on USGDP and international
energy pricesaretakenfromIMF (VariousY ears)
and Primary Commodity Prices (Various Y ears)
database, respectively. The results of the esti-
mated output and price equationsare discussed in
the next section.

5. Discussion of the Results

In the previous section, the preliminary data
analysisof various macro series pointsto thefact
that output growth of a few specific sectors was
probably influenced by demonetisation but the
impact was only for a short period. Similarly,
inflationrate based on certain commodity groups
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were was a so influenced by demonetisation. In
order to draw a robust conclusion, the study
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at the sectoral and commodity levels. The results
of estimated growth equations are presented in

empirically tests growth and inflation equations Table 2.

Table 2. Estimated Sectoral Growth Model

Variables GVAMFG GVACON GVATHTSC GVAFIN GVATOTAL
@ @ (©) ) ® (6)
Constant 2.183 0.370 5.816 9.991 4.427
(0.864) (0.142) (4.078) (6.377) (4.116)
GVAAGL 0.019 0.189
(0.062) (2.245)
GFCF 0.587* 0.417** 0.188*** 0.085%** 0.126%**
(3.145) (2.329) (2.905) (1.887) (2.910)
USGDP 1.076 0.442 1.006*** 0.312 0.603***
(0.925) (0.438) (2.803) (0.510) (2.883)
D2016Q3 -4.239* -1.6523** -1.211 -4.600* -1.107
(-2.266) (-2.138) (-1.506) (-4.735) (-1.035)
R-squared 0.33 0.57 0.32 0.55 0.49
D-W stat 1.67 1.76 1.92 2.07 1.92
F-Statistics 2.81** 5.80* 3.69** 9.80* 3.37**
No. of observations 28 28 28 28 28

Note: GVAMFG = gross value added of manufacturing sector, GVACON = gross value added of construction sector,
GVATHTSC =Trade, Hotels, Transport, Communication and Services Related to Broadcasting, GVAFIN = Financial, Real
Estate and Professional Services, GVATOTAL =total gross value added of the economy, GVAAGL = gross value added of
agriculture and allied sector, USGDP = Gross domestic product of US, D2016Q3 = demonetisation dummy variable. All

variables are taken in growth form in the estimated equations. Figures in the parenthesis are t-statistic. ‘*’,

fkk? and‘***'

stands for significant at 1%, 5% and 10% significance level, respectively.

In the case of overall output growth of the
economy (GVATOTAL), the study finds that
factors like GFCF and USGDP are statistically
significant withexpected positivesignand having
coefficient of 0.126 and 0.603 respectively
implying that 1 per cent increase of GFCF and
USGDP would lead to 0.126 and 0.603 per cent
increase of overall economic growth rate.
Another factor such as GVAAGL although pos-
sesses a correct sign, however is not found sta-
tigtically significant. Demonetisation dummy
variable (D2016Q3) shows an expected negative
sign but it is not statistically significant which
indicates that there was no significant negative

impact of demonetisation on overall output of the
economy. Did the demonetisation have similar
effects on sectoral growth rates?

Estimated output equationsof different sectors
reported in Table 2 demonstrate that except for
trade, hotels, transport, communication and ser-
vices related to broadcasting sector, all other
sectors such as manufacturing,” construction,
andfinancial, real estate and professional services
aresignificantly affected by demonetisation. This
supports our findings from the data analysis that
there was slowdown in output growth in man-
ufacturing, construction and financial, real estate
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and professional services sector after the
demonetisation. In case of the manufacturing
sector, the coefficient of demonetisation isfound
-4.239 and it is statistically significant at 1 per
cent significance level. As noted earlier, being a
cash dependent sector, manufacturing sector had
witnessed asignificant declinein output after the
demonetisation due to decline in demand and
shortage of currency circulation. Other variables
that positively influenced the growth rate of
manufacturing output is gross fixed capital for-
mation with coefficient of 0.587 indicating 1 per
cent increase of GFCF would lead to 0.587 per
cent increase of manufacturing output. A similar
positiveand significant impact of GFCF on output
growthhasalso beenfoundin caseof construction
sector, trade, hotels, transport, communication
and services related to broadcasting sector and
financial, real estate and professional services
sectors. Furthermore, results show that a better
growth performance of agriculture sector playsa
positive role in output growth of manufacturing
sector but the coefficient of latter is found not
statistically significant. In case of other sectors,
GVAAGL has not been included because we
found that itssign is negative and not statistically
significant and moreover it does not improve the
overall fit of the estimated equation.

The effect of demonetisation on inflation has
been estimated using retail and wholesale price
indices. The results are illustrated in Table 3.
Theoretically, inflation is expected to drop dueto
squeezing of currency supply and aggregate
demand inthe economy. Wefound that therewas
no significant impact of demonetisation on the
overall inflation of the economy (WPI_ALL) as
thecoefficient of demonetisation dummy isfound
positive (1.897) but not statistically significant.
The positive sign of dummy variable in this case
indicates that instead of a decline, the overall
inflation had registered an increaseowingto other
factors. Results show that overall inflation is
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highly influenced by its past values or expected
inflation. In other words, the lagged inflation
reflects as a proxy for agent’s inflation expecta-
tionsthat has been carried forward to the current
period of inflation rate. This inertia in
expectations is viewed as once a high level of
inflation in the past becomes embedded in
expectations which is not easy to reduce. The
coefficient of lagged value of WPI_ALL isfound
0.705anditisstatistically significant at 1 per cent
significance level. Similarly, the estimated
equations of other wholesale price indices also
suggest that the lagged price variable is statis-
tically significant in all cases. At the disaggre-
gated level of wholesalepriceindicessuchasfuel
prices, manufacturing and food articles, the
results show that except for food articles, in no
other cases, demonetisation has any significant
impact. Coefficient of demonetisation in case of
wholesale prices of food articles bears an
expected negative sign and is also statistically
significant. Resultsof inflation equation based on
fuel prices (WPI_FUEL) show that other than its
own lagged impact, the coefficient of interna-
tional energy pricesisfound statistically signifi-
cant, indicating that domestic energy price in
India is highly correlated with internationa
energy prices. Another factor included in the
inflation equation is output gap (OG) to measure
the effect of excess demand in the economy on
inflation. Results show that the coefficient of OG
is positive in all categories of wholesale price
indices but not statistically significant.

Like the case of wholesale prices, the esti-
mated equations of retail inflation in terms of
consumer price indices such as CPI agricultural
labourers, CPI industrial workers and CPI
industrial workers (food group) show the coeffi-
cient of OG possesses positive sign but not
statistically significant. On the other hand, the
lagged value of each seriesisfound statistically
significant in all the cases. In case of effects of
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demonetisation on retail inflation, the results
show that the coefficient of demonetisation is
negativein all CPI indices, suggesting that retail
inflation had declined immediate after demone-

Table 3. Estimated Models of Inflation
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tisation came into effect. However, the results
show that coefficient of demonetisation dummy
is statistically significant only in the case of CPI
industrial workers (food group).

Variables CPI_AL CPI_IW CPI_IWF WPI_FA  WPI_FUEL WPI_MFG WPI_ALL
@ @ (©) ) ® (6) U] 8
Constant 0.487 1.220 2.611 -9.636 -10.415 -4.651 -7.492
(0.1890) (0.481) (0.675) (-0.676) (0.874) (-0.619) (-0.765)
CPI_AL(-1) 0.884*
(7.775)
CPI_IW(-1) 0.796*
(5.625)
CPI_IWF(-1 0.671*
(4.270)
WPI_FA(-1) 0.704*
(6.110)
WPI_FUEL(-1) 0.679*
(5.870)
WPI_MFG(-1) 0.713*
(6.151)
WPI_ALL(-1) 0.705*
(5.967)
oG 0.287 0.106 0.159 10.761 11.379 4.580 7.172
(0.144) (0.056) (0.052) (0.796) (0.998) (0.649) (0.780)
INTL_ENERGY 0.261*
(2.895)
D2016Q3 -0.953 -0.605 -2.885** -1.028*** -2.282 1.394 1.897
(-1.081) (-0.672) (-1.917) (2.783) (-0.401) (0.583) (0.605)
R-squared 0.88 0.81 0.80 0.66 0.81 0.70 0.69
Durbin -h Statistic 1.768 0.106 0.364 0.693 1.705 0.158 0.511
F-statistic 53.87* 28.96* 28.02* 14.29* 22.08* 17.18* 16.29*
No. of 25 25 25 26 26 26 26
Observations

Note: OG = output gap, INTL_ENERGY = international crude oil price index. All other variables are defined earlier. All
other variables are taken in growth form in the estimated equations. Figuresin the parenthesis are standard error. (-1) implies
onelag form of each variable. **’, ***’ and ‘***’ stands for significant at 1%, 5% and 10% significance level, respectively.

Source: author’s calculation.
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In a nutshell, the findings of this study cor-
roborate the findings of RBI [2017] that demon-
etisation had limited impact on overall output and
inflation in the economy. But the effect of
demonetisation was strongly felt in case of some
of the specific output sectors and commodity
groups. In the case of output, the study found that
demonetisationhad littleimpact on overall output
aswell as output of trade, hotel and restaurants,
transport and communication sector. But the
impact of demonetisation was found statistically
significant in case of manufacturing construction
and financial and real estate services sector.
Similarly, the study found that except for the
wholesale price series of food articles and retail
price series of industrial worker (food group), all
other price indices were not significantly
influenced by demonetisation.

6. Summary and Conclusions

On 8th November 2016, the Government of
India demonetised high value currency notes of
INR 500 and INR 1000 to check the black money
and weed out corruption and counterfeit curren-
cies used for terror funding. Another important
goa of this policy was to increase the size of
formal economy in terms of widening the scope
of digital transactions. It was donewithout really
considering the short-term conseguences, as GOI
[2017] noted that there would be short term
negative impact of demonetisation on economic
growth. Number of studies have analysed the
effects of demonetisation using preliminary data
available without empirically testing it. Since
more than ten quarters have passed after
demonetisation, it gives us an opportunity to
examine the economic impact of demonetisation
empirically. In this context, the present study has
made an attempt to econometrically examine the
effect of demonetisation on growth and inflation.
Besides, thestudy hasalso doneadescriptivedata
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analysis of effects of demonetisation on
employment and digitalisation usingtheavailable
data and the existing literature.

The findings of the study suggest that there
was no significant impact of demonetisation on
overall output (economic growth) of the econ-
omy. The reason could be due to that services
sector like trade, hotel and restaurants, transport
and communication, which significantly con-
tributes to overall output, the economy has also
been found not affected by demonetisation.
However, the study found that demonetisation
had significant impact on output of other sectors
like manufacturing, construction and financia
and real estate sector. Thereason could be dueto
that these sectors are heavily dependent on cash
transaction and the cash flow was severely
affected owing to demonetisation of high value
currency notes. Besides, the study also found that
other factors like GFCF and USGDP had signif-
icant impact on sector specific growth.

In case of inflation, the results indicate that
therewasno significant impact of demonetisation
on overal inflation measured in terms of
wholesaleprices. A similar result wasa soevident
in case of wholesale prices of fuel and manufac-
turing commaodities. The impact of demonetisa-
tion, however, was found statistically significant
incaseof wholesalepricesof food articles. In case
of retail inflation using CPI agricultural labourers
and CPI industrial worker, the study found that
theimpact of demonetisation was not significant,
whereas; theimpact wassignificantin caseof CPI
industrial worker (food group). The policy
implication is that the impact of demonetisation
was largely sector specific and it was for a short
period. The caveat of this study is that due to
unavailability of high frequency data for more
disaggregated sectors like transport, housing
construction, labour intensive manufacturing
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units, the conclusion derived at the aggregate
level in this paper may be treated as indicative
and needing further research.

NOTES

1. Press Information Bureau [2016], Text of Prime
Minister's Address to the Nation; Press Information Bureau,
Government of India, Prime Minister’s Office, available at
http://pib.nic.in/newsite/PrintRel ease.aspx ?relid=153404
(accessed on July 02, 2019).

2. Rajakumar and Shetty [2016, Pp. 13-17] presented a
detailed analysis of demonetisation exercise comparing 2016
demonetisation with the one carried out in 1978. The authors
foundthat the previous demonetisation did hot have any major
impact on publiclifelikethe current one had. They concluded
that the present demonetisation was uncalled for given the
goals of the policy.

3. https://www.freepressiournal .in/emem/  5-countries-
that-tried-demoneti sation-and-were- successful

4. https://www.freepressiournal.infcmcm/long-before-in
dia-these-5-countries-tried-demoneti sation-but-failed-miser
ably

5. The Ministry of Home Affairs, Govt. of Indiain its
2017-18 annual report stated that the demonetisation drive by
the Government of India delivered a major dent to Maoists
finances (Pp. 10). https://www.mha.gov.in/sites/default/files
/MINISTRY %200F%20HOM E%20A FFAIR%20A R%202
017-18%20FOR%20WEB.pdf

6. Calculated using the monthly data available on com-
ponentsof money stock from Handbook of StatisticsonIndian
Economy, RBI

7 https://www.hindustantimes.com/busi ness-news/demo
netisati on-has-led-to-higher-bank-deposits-but-why-won-t-c
ompanies-borrow/story-rqdj X OSZ1pTAgm6fkrtOY N.html

8. https://www.business-standard.com/article/economy-
policy/after-note-ban-banks-flush-with-cash-but-india-inc-i
n-no-shape-to-borrow-117011300279_1.html

9. GVA istaken to measure the economic growth because
of the relatively robust nature of compilation by the Central
Statistics Office (CSO) in comparison to gross domestic
product (GDP).

10. Demonetisation takes toll on investment, manufac-
turing. https://www.livemint.com/Politics/5vmA 6l FA0HFY
3P381uzk T.JDemonetisation-takes-toll-on-investment-man
ufacturing.html

11. These 4 sectors are the worst hit post demonetisation.
https://www .timesnownews.com/busi ness-economy/econo
my/article/one-year-of-demoneti sation-these-4-sectors-are-t
he-worst-hit-post-note-ban/113961

12. https://www.epw.in/journal/2017/3/web-exclusives/s
urvey-effects-demoneti sation-28-sl um-nei ghbourhoods-mu
mbai.html
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13. https://www.indiatoday.in/india/story/3-years-of-de
monetisation-66-say-it-had-negative-impact-33-blame-it-for
-dowdown-survey-1616716-2019-11-07

14. http://labourbureaunew.gov.in/UserCon-
tent/EUS_5th_1.pdf

15. http://phdcci.in/live_backup/image/data/Research%
20Bureau-2014/Economic%20Devel opments/paper/Study%
200n%20Impact.pdf

16. Period covers 1999-00 to 2011-12, Mishraand Suresh
[2014].

17. https://www.indiabudget.gov.in/budget2017-2018/u
b2017-18/bh/bh1.pdf

18. Assessment of the progress of digitisation from cash
to electronic" published by RBI in February 2020. https://rb
idocs.rbi.org.in/rdocs/Publications/PDFS/CASHB 74203395
BD64E2ABC1BD5F68DSAEF13.PDF

19. In this study, aggregate demand is proxied by output
gap, which isthe gap between actual and potential output (the
maximum level of economic activity that an economy can
achieve when operating at full capacity). While actual output
ismeasured by real value added, potential output is proxied
by the trend of rea value added derived by using the
Hodrick-Prescott filter. If the value of the output gap [How
precisely defined?] is more than 1 reflects actual or observed
output is more than potential output, reflects excess demand
in the economy which can generate inflationary pressures.

20. The terms output and growth equations and price and
inflation equations are used synonymously in this paper.

21. Further disaggregation analysis of the manufacturing
sector between manufacturing (registered) and manufacturing
(unregistered) sectors couldn’t be carried out in this paper due
to unavailability of the quarterly data.
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APPENDI X

(@) Output Equations
Manufacturing Sector

GVACON, =y, +7,GFCF, +7,USGDP, — v,D2016Q3+¢,

Trade, Hotels, Transport, Communication and Services Related to Broadcasting

GVATHTSC, = 6,+0,GFCF, +e,USGDP, — ,02016Q3+ ¢,

Financial, Real Estate and Professional Services (GVAFINS)

GVAFIN, =T, + 1,8 + 1,6, — ;D 2016Q3 +¢,
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(b) Price Equations
Wholesale Prices of Food Articles

WPI_FA = py+p,(WPI_FA);_, +p,0G, —p;D2016Q3 +¢,
Wholesale price of fuel and Energy

WPI_FUEL,
=8,+8,(WPI_FUEL),_,+8,0G, +8,/NTL_ENERGY,

-5,02016Q3+¢,
Wholesale price of Manufacturing Commodities
WPI_MFG, =1, +n,(WPI_MFG), ,+1,0G,—1,D2006Q3+¢,
Consumer Prices of Agricultural Labourers
CPI_AL, =y, +y,(CPI_AL), _; +y,0G, —y,D2016Q3+¢,
Consumer Prices of Industrial Workers
CPI_IW, = 9,+9,(CPI_IW),_, +9,0G, —9,02016Q3+¢,
Consumer Prices of Industrial Workers (Food Group)

CPI_IWF, =, + 11,6,_,e68,0G, — 1,D2016Q3+¢,
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of Imperialism, The Cold War and Globali-
sation, Routledge, London & NewY ork, 2019,
Pp. 1-236, Kindle Editon Rs. 890.00,
Paperback Rs. 4360/-.

The book titled "Africa in World Affairs:
Politics of Imperialism, The Cold War and
Globalisation" is a heavyweight document of
many interactive dimensions around how Africa
was colonised or forced to remain integrated in
the colonial-imperial order. The book pledgesto
go "beyond Euro-American perspectives' that
appears as a robust pledge by the author at the
outset. Apart from the Preface, Introduction,
Maps, List of Abbreviations, the book has seven
Chapters and a conclusion. Each Chapter carries
Chapter Notes and a list of References.

In the Introduction to the book, the author
reminds us of the phenomena of Cold War and
Non-Aligned Movement (NAM). He aso
remindsusabout theauthority of theUnited States
inthe new world order termed ‘ globalisation’. He
proposes the idea that "capitalism and globali-
sation are inextricably intertwined" (p. 4). To
guote the author, "The phase of globalisation has
witnessed several powerful transnational regimes
such as the World Bank, the International Mon-
etary Fund (IMF), the World Trade Organisation
(WTO)" (p. 4). The author, however, does not
mention why WTO was delayed in being set up
or why and how GATT preceded it.

Chapter One of the Book deals with colo-
nialism, anti-colonial nationalism and the post-
colonial world in continuum. The author
recollects that Africa was termed as a "Dark
Continent" from European angleof vision. Inthis
Chapter, the author talks about the historical
injustice inflicted on the black-skinned people
used asslavesin anumber of countrieslike Spain,
France, Britain aswell asin anumber of colonies.

In view of the author, imperialism connotes "an
asymmetrical relationship of interdependence
between advanced and backward societies’ and
colonialism connotes authoritarianism. The
natureof unequal relationsbetweenthe col onisers
andthecolonisedisalsoexplainedinthisChapter.
Further, while recalling the destruction of indig-
enous technology in African economies and the
parallel development of infrastructure and
moneti sation by European col onisershementions
about the adverse terms of trade as embedded in
the structure or commodity composition of
exports and imports. After these preliminary
notes, the author elaborates on country-specific
impact of colonisation, he continues with the
discussion on anti-colonial struggles in British
Africa where he questions the idea of "White
Man’'s Burden" (p. 19). In this context he men-
tions the role of a number of leaders who paved
theway for strugglesand movementsin countries
in colonissed Africa. Finally, there is a detailed
discussion on French and Portuguese colonial
rulein Africathat involved the use of slaves and
export of migrant workers.

In the next Chapter, the author points out that
"Pan-Africanism has been anchored around the
emancipation of black peoples who have been
victims of conquests, imperialism, colonialism
and worse, the davetrade” (p. 39). Whiletracing
the genesis of Pan-Africanism in trans - Atlantic
dave trade and pointing out to the human trage-
dies associated with slave trade, it is held that
revolutions led ultimately to the abolition of
davery. In acritical observation, he notes "Even
after decol onisation, frequent characterisation of
African states as failed states, quasi states, col-
lapsed states and predatory states by Western
scholars only strengthened racial prejudices and
projected Africans as incapable of running any-
thing in an orderly fashion" (p. 52). Inthe context
of repeated condemnation of colonialism, racism
and apartheid by the radical group of states like
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Ghana, Guinea, Mali, Morocco, Tanzania,
Algeria, Congo and the UAR (Egypt), the author
remindsus how someof these countriesremained
integrated in the capitalist world order by linking
of their currencies or being a part of British
Commonwealth of Nations. In this Chapter the
author also describes the liberation struggles in
Africa related to the question of human rights,
development issues, observing the complexities
inwhich Pan-Africanism worked while focusing
on the role of the Organisation of African Unity
(OAU) which ultimately to the birth of African
Union (AU) in 2002.

According to the author, the history of impe-
rialism dates back to 1652 in South Africawhen
the Dutch East India Company established an
outpost on the Cape. Chapter 3 explains how
ultimately South Africa was annexed by Britain
and how the British Parliament approved the
Union of South Africain 1910 which paved the
way for South Africato operate asasettler colony
under theumbrellaof the British Commonweal th.
The unequal relation between the white and the
native people is explained by a number of indi-
cators including the control over land in South
Africa. Therole of Nelson Mandela is sought to
be explained through his evolving ideas and
thoughts that guided his combat against colo-
nialism and racism. South Africa had a maor
problem - it had abundant gold and diamonds! So
it had to be retained by the coloniser. So, while
other countriesin Africapost-Second World War
were getting ready to get decolonised, ‘racism
was ingtitutionalised in South Africa with the
advent of power of the National Party (NP) in
1948 (p. 70). The apartheid regime formally
ended in South Africain 1994 and that opened
the gate for the emancipated country to adopt a
Constitutionin 1996 long after the other countries
in Africa were decolonised. Statements in this
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Chapter such as "the USA ceased to have hege-
mony over theworld economy after 1965 with the
emergence of the-then West Germany and Japan
as its trading and banking rivals', "the US con-
tinues to be the sole military superpower in the
post-Cold War world", "the advent of emerging
powerssuch asChina, India, Brazil, South Africa
and Russiaisundeniable” (p. 83) in juxtaposition
seem to reveal some obscurity which the author
should have clarified his own position clearly on
the international ground political reality.

Chapter 4 deal swith thenature of neo-colonial
dominance of France in Sub-Saharan Africa. At
the outset, the author defines (rather describes)
"neo-colonialism" as "even if any country
achieves formal political independence and sov-
ereignty, it is controlled economicaly, politi-
caly, militarily and culturally by its former
colonia power" (p. 93). Citing this trend by
giving the example of France whose ruler Louis
X1V the longest serving monarch (1643 to 1715)
used to assert "l am the state",) the author holds
France as ideal breeding space for revolution
1789. Theintegral component of French colonial
policy was "the civilizing mission" (La Mission
Civilisatrice), (p. 95). Colonisation of countries
in Africa conferred prestige among competing
imperial powersin Europeand Franceleft noidea
unexplored to bind colonised countries as a
"Franco-Africancommunity" evenduringthelate
1950sthat got manifested in France emerging as
the major trading partner of its former colonies
during two decades after decolonisation post-
1960. The author recollects here that in some
sense coloni sation waslinked to thevital resource
base like abundance of uranium of the countries
colonised such as Gabon and Niger, but It does
appear that the text of the Chapter is more robust
than what is captured in the concluding remarks.
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Any study on imperialism and globalisation
cannot ignore the United States, apart from
understanding cold war or bipolar world post-
Second World War. Chapter 5 is devoted to the
complex understanding of US imperia policies
in Africa. The non-territorial character of the US
approach iswell acknowledged by now - that is,
the US began working through the institutions
focusing on trade-finance-development. The
author repeats his earlier observation that "the
USA from 1945 to 1965 enjoyed undisputed
hegemony over the world capitalist economy” (p.
120), but the ending year of hegemony US as
identified raises doubt, however. The author ina
half-hearted manner defends his argument by
pointing out totheemergence of BRICSpost-cold
war world as abudding world power. This raises
adoubt because the end of ahegemony power of
one country does not end merely because of the
rise of any new group since there are invariably
power-differentialsemerging, beit BRICSor EU.
The author, while recognising the "Monroe
Doctrine", of the United States, a doctrine that
sought isolation for the US. Points out that, at the
same time, however, the US defended its natural
allies - the European countries. So far as Africa
was concerned, the US had marginal interests. In
fact, it is suggested that the US intervention in
Africa escalated because of Soviet policies in
Africa- butintermsof which countriestoinclude
under the umbrella of the capitalist world order.
Further, notwithstanding the Monroe Doctrine,
the US supported Portugal as a coloniser of
Angola during the 1950s though it was not clear
if it wasfor resource advantage since Angolahad
enough oil reserves. It is observed "the US
involvement in South Africawas deeper than any
other African country since apartheid South
Africabecame a heaven for US investments® (p.
130). The author narrates how the US intervened
inanumber of countriesin Africapost-Cold War
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keeping in mind the need to tap for energy
resources abroad of which countries in Africa
were very much a part.

Chapter 6 of the Book dealswith Chinapolicy
in Africa. "China was among the major cham-
pions of anti-colonial struggles and had opposed
theneo-colonial/imperial policiesof theWest" (p.
149). While post-1949 Chinawas at emerging as
abudding state asthe Peopl €' sRepublic of China,
post-1978 China turned out to be a determining
China. It is noted that China's involvement in
Africastarted growing since 1989 with astrategy
similar to asit had been for Africa-West relations
the main objective being export of primary
commodities from countries in Africa to China
and the latter exporting finished products. Over
time, China acquired a major trade space in her
trade relations with Africa, particularly in the
early 21st century, the landmark being the for-
mation of a Forum on China-Africa Cooperation
(FOCAC) which has been functioning since the
year 2000 that led to institutionalised China ties
with Africa. According to the author, China
apparently played asoft power policy to haveties
with countries in Africa. It must be pointed out
here that while some of the statements in the
Chapter made by the author are irrelevant for
consideration in the Chapter, itis to be accepted
that the Chapter has revealed some new facts
which could possibly result in the emergence of
new opportunities / possibilities for Asian coun-
triesin Africa

In Chapter 7, India’s growing presence in
Africa is discussed. India as a "rising power"
played itsroleinitially through the Non-Aligned
Movement (NAM) and subsequently through
regional groupslike SAARC, BRICS, IBSA. The
author points out to India’s support of anti-racist
movements in South Africa Also, it is observed
that, outside the diplomatic domain, Indiastarted
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joint ventures with African countries. In this
context, it is recalled that "Since 2008, the
India-Africa Forum Summit (IAFS) have pro-
vided a stable platform for developing interac-
tions between India and the African states' (p.
188). All in all, this Chapter seems to reveal a
cobweb of multiple events that shaped Indo-
African relations but anything more specific is
difficult to locate in these relations, as described.
These include India's energy policy vis-a-vis
countries in Africa, India s military presence as
part of the UN peacekeeping forcein Africa, trade
ties and investment-cum-business relations and
overall cooperation in development on both the
sides. The concluding comments of this Chapter
do not lead us to any unexplored analyses on
Indo-Africarelations. Theconclusion of the book
isnot marked asaChapter. Infact, thisConclusion
summarises the essence of all the Chapters the-
matically by imperialism, the Cold War and
globalisation, etc. The author has competently
done a critical analysis of many interactive
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themes while locating Africa in World Affairs,
with the world affairs being mostly examined in
the context of countries like the Britain, France,
theUS, Chinaand India. Theregional groupslike
EU or BRICS have been introduced as explana-
tory factors. Moreover, the role of important
policy groups like G7, G20 have been hardly
mentioned. All the same, | find the book a
necessary read for all the political-economic
thinkers, decision makers, academicians and
concerned citizens of states. The book is dedi-
cated to the students of the author by what |
understood his students across countries. | have
strong reasonsto believe that thebook asaraobust
document will survivethetest of time and benefit
thosewho are eager tounderstand Africain World
affairs.

Bhaskar Majumder

Professor of Economics

G. B. Pant Social Science
Institute Allahabad - 211019.
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