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SOME ASPECTS OF THE INDIAN STOCK MARKET 
IN THE POST-LIBERALISATION PERIOD 

K.S. Chalapati Rao, M.R. Murthy and K.V.K. Ranganathl.lll 

As a part of the process of economic liberalisation, the stock market has been assigned an 
import<lnt place in financing the Indian corporate sector. Besides enabling mobilising resources for 
investment, directly from the investors, providing liquidity for the investors and monitoring and 
disciplining company management company managements are the principal functions of the stock 
markets. This paper examines the developments in the Indian stock Tnr.rket during the 'nineties in 
terms of these three roles. Share price indices have been constructed for the years 1994 to 1999 at 
select company category and industry levels to bring out the investor preferences and their impli­
cations for the resources mobilising capacity of different segments of the corporate sector. 

lilt roduc / iO/l 

Under the structural adjustment programme 
Illany developing countries made substantial 
policy changes 10 pull down the administrative 
barriers to free flow of foreign capital and inter­
national trade. In the same vein, restrictions and 
regulations un new investments in reserved areas 
for public sector witnessed radical change. 
Strengthening of capital markets was advocated 
for successful implementation of the privatisation 
programmes and attracting external capital flows 
I Worlll Bank, 1996, p. 106; UN, 1996, p. 41.1 The 
main allraL"lion of the capital markets is that they 
provide for entrepreneurs and governments a 
means of mohilising resources directly from the 
Illvestors. and to the investors they offer liquidity 
I India. 19X6, p. 61. [t has also been suggested that 
liquid markets Improve the allocation of 
resources and' enhance prospects of long term 
economic growth lDemirguc-Kunt and Levine, 
1996, Pp. 29/-3211. Stock markets are also 
expected to play a major role in disciplining 
company managements. 

In India, stock market development received 
emphasis since the very first phase of liberalisa­
lion in the early 'eighties. Additional emphasis 

followed after the liberalisation process got 
deepened and widened in 1991 as development 
of capital markets was made an integral part of 
the restructuring strategy. After 1991. as a part of 
the dc-regulation measures. the Capital Issues 

Control Act, 1947 that required all corporatc 
proposals for going public to be examined and 
approved by the Government. was dispensed with 
lNarasimhamCommitlecReport, 1991,p. 120J." 
The Securities and Exchange Board of India 
(SEBI) which was set up in early 1988 was given 

statutory recognition in January 1992 to frame 

rules and guidel ines for various operations of the 
Stock Exchanges in India. The Over the Counter 
Exchange of India (OTCE!) established earlier 
for serving the smaller companies became 
operational in September IY92 and the National 
Stock Exchange was set up in Mumbai in 1':)94. 
India's official Ecollomic Sllrrey 1992-l)3, 
observed that the process or reforms in the capital 

market 
... needs to be deepened to hring about speedier 
conclusion of transactions, greater transpar­
ency in operations, improved services to 
investors, and greater investor protection 
while at the same time ellcouraging corpc)/"(/te 

sec/vr to raise resources directly Fom the 

K.S. ChalapUli Rao. M.R. Murthy and K. V.K. Runganathan arc Principal Researchers in Institute for Studies in IlIllustrial 
Development. Narendra Niketan, Indraprastha Estate. New Delhi - Ito 002. 
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market Oil an increasing scale. Major mod­
ernisation ofthe stock exchanges to bring them 
in line with world standards in terms of 
transparency and reliability is also necessary 
ifforeign capital is to be attracted on any 
significant scale (emphasis added) [Economic 
Survey, 1992, p. 671. 

This paper seeks to examine the developments 
in the. Indian stock market in the post­
liberalisation period in respect of the main func­
tions of resource mobilisation and providing 
liquidity. The detailed exercises cover 1996 to 
1999 and are based on the daily trade data at The 
Stock Exchange, Mumbai (BSE).3 A further 
attempt has been made to examine the share price 
movements during 1994 to 1999 at certain com­
pany category and industry levels. An attempt 
has also been made to study the implications of 
the prevailing shareholding pattern of listed 
companies for monitoring the managements. 
Another important aspect, relating to foreign 
portfolio investments on the Indian stock 
exchanges, forms the subject matter of the 
accompanying paper 'Foreign Institutional 
Investments and the Indian Stock Market' . 

Growth of'the Indian Stock Market 

Stock exchanges have a long presence in India. 
The BSE, the oldest one, was established in 1875. 
At the time of Independence there were seven 
stock exchanges functioning in different parts of 
the country. The 'eighties witnessed impressive 
expansion in the number of listed companies, 
amount of capital lis lcd, market capitalisation and 
value of shares sold and purchased on the 
exchanges (Tahle 1 J. Eleven stock exchanges 
were given re~ognilion during this period. The 
number increased further to 22 (excluding the 
National Stock Exchange) by 1995. The overall 
number of exchanges continues to be the same. 
The expansion during the' eighties was probably 
the after-effect of the acceptance of the recom­
mendations of the Study Group on Financing of 
the Private Corporate Sector in the Sixth Fi vc 
Year Plan (\980-81 to 1984-85). The Study 
Group suggested measures (i) to improve attrac­
tion of various investment instruments for small 
savers; and (ii) strengthen the infrastructure of the 
capital markets [India, 1982, Pp. I 17- 121: 
Nagaraj, 1996, Pp. 2,553-63\. 

Table 1. Select Indicators of Stock Market Growth 

Year Number of Stock Number of Markct Value CDPut 
Exchanges# Listed Cos. ofCapilal Current Prices 

of Listed Cos. 

(I) (2) (3) (4) (5) 

1980 9 2,265 6,750 1,22.772 
1985 14 4,344 25,302 2,32.370 
1991 20 6,229 1.10,279 5,52,768 
1995 22 9,077 6.39,575 9,92,802 

Note: Market capitalisation and GDP correspond to calendar and financial years, respectively. 
# Excluding the National Stock Exchangc (NSE). 

(Amount in Rs CIOn:) 

Market 
Capilalisation 
asci'< ofGDP 
1(4)/( 5) x J()Oj 

(6) 

5.5() 
10.89 
19.95 
64.42 

Source: Based on: (i) Bombay Stock Exchange Official Directory, 'Organisation of the Stock Market in India'. Vol. 9(11). 
1997 and (ii) Bombay Stock Exchange. Hie Stock Markel Today. 1992. CDP data are taken from EWlIomic Surrey: J99J-98. 

Dilution of foreign equity by FERA (Foreign suhscribe to public issues by FERA companies 
Exchange ReguLation Act, 1973) cOlnpanics4 [Goyal, 1979\.5 The attraction of FERA com­
during the latter half of the 'seventies and early panies for the Indian shareholders can he gauged 
'eighties also helped in popularising slock market from the fact that a number of issues were 
as a means of investment by individual investors. oversubscribed multiple times rChaudhuri, 1979, 
Due to the relatively higher return on the shares Pp.734-44\.6 
of FERA companies, it was considercd safcr and 
more profitable by the general Indian public to The growth In numhers and paid-up capital 
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(PUC) may not fully reflect the importance of the 
stock market in the economy. The market capi­
talisation ratio which is arrived at by dividing the 
value of listed shares by the GOP is regarded as 
a measure of the size of stock market in a country. 
The ratio increased from about 1:5 in 1991 to 
almost 2:3 by 1995 fKunt and Levine, 19961.7 

Another indicator of the relative importance of 
stock market could be the share of equity capital 
of listed companies in the paid-up capital (PUC) 
of Indian corporate sector. The value of PUC of 
companies listed on the stock exchanges of India 
is, however, not available in a longer time per­
spective. Since the BSE is the oldest exchange 
and it has been the most significant one, 
operations of the BSE can be taken to reflect the 
growth in size and pattern of stock market in 
India. x At the beginning of the 'nineties. the equity 
capital of BSE listed companies accounted for a 
little more than 30 per cent of the paid-up capital 
of all public limited companies (Tables 2a and 
2b). Their share rose sharply thereafter and by 

1995-96 almost trebled to 93 per cent. Though 
this appears to be an overestimate, it does indicate 
the relatively important place attained by the 
stock market for the Indian corporate sector 
[CMIE, Capital Markets, I 997J. <) 

Resource Mobilisation 

With the repealing of the Capital Issues 
Control Act. 1947 (CICM in May 1992 it is no 
more necessary to obtain prior government 
approval for access to the capital market. The 
rapid increase in the number of companies listed 
on the BSE during the early part of the liberali­
sation period, has to be seen in this background. 
The number of companies listed on BSE more 
than doubled between 1991-92 and 1995-96 and 
the equity capital increased by more than five 
times. The number of issues increased from 455 
in 1991-92tonearly 1,700 each in 1994-95 and 
1995-96 (Table 3).10 

Table 2a. Importance of Listed Companies in the Corporate Sector 
(Amount in Rs Crore) 

Year end # Number of Public Number of Cos. No. Of Cos. Listed Paid-up Capital or Equity Capital of 
Limited Cos. Listed on all the on BSE all Pu blic Li mited Cos. Listed on 

Stock Exchanges Cos. BSE 
(I) (2) (3) (4) (S) (6) 

I 'NO-I) I 27,~58 6.229 2.471 .1X5677 12.205 
14\)1-92 29.792 6.480 2.601 50.8090 16.12g 
1<)1)2-93 34.112 6.925 2.861 57.929.7 24.527 

1993-94 38,000 7.811 3.S85 71.836.2 48.809 
1994-95 46.662 9.077 4.702 92.422.9 61.514 
1995-% 57,402 9.100 5.603 1.13.042.2 I,OS.284 

# Y~ar elluing 31st March. 
SourCl': Basco on BSE publications and Ministry of Law. Justice & Company Affairs;AlIIllIlIl Reporl of/he lVork;l/~tllltll\"lIIill;.'trllt;tJl/ 
o(the COlIIl'lI"ie.l· Act. IY50. for various years. . , . 

Table 2b. Relative Importance of Listed Companies in the Corporate Sector 

Year-cnd Number of Listed Cos. as Percentage of Number of PUC or B.SE Listed Cos. as 
all Public Limited Cos. Percentage of 

All Public Limited PUC of all Public 
Cos. Limited Cos. 

(I) (2) (3) (4) 

19<)0-<) I 22.77 9.03 31.65 
1991-92 21.75 8.71 ~1.74 
1992-<}3 20.:10 8.39 42.34 

1993-94 20.56 9.43 67.94 
1 994-<}5 19.45 10.08 66.S6 
1995-96 15.85 9.76 93.13 

SOUl'ce: Sec Table 2a. 
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Thereafter, the issues declined steeply and 
reached 156 in 1997-98, which is about one-third 
of the 1991-92 level. In terms of the amounts 
rasied the decline was sharper in case of non­
government companies rSEBI. 1998-99)." 

Besides the repealing of CICA, a few major 
factors seem to he responsible for the initial 
increase in the number of issues. First is the stock 
scam." Share prices increased rapidly within a 

span of three months (Jan-Mar 1992) during 
which time the BSE Sensitive Inde" (Sense,,) 
more than doubled from about 2,000 to 4,4()O. 

This seems to have given the investing public an 
idea ofthe windfallgains that can be had from the 
stock market and created a 'herd' mentality. 
During the boom period, shares of even loss­
making companies commanded high premium 
[India. 1948, p. 51.1.1 In such a situation. it would 

Table 3. Capital Issues through the Stock Markct#: 1991-92 to 1997-98 

Year Numher of Issucs 

Government Non-Gov!. 
(\) (2) 0) 

19l) l-lJ2 :\1 424 
t <)92-9.' ] I 964 
1l)l)~-lJ4 30 1.115 
19'14-95 4, 1.643 
1995-% ]7 1.651 

1990-97 25 863 
1997-98 38 118 

# Publie and Rights issues. 
Source: CMIE, Capitlll Markets, October 1998. 

not he difficult to raise money from the market. 
The second factor is the optimism generated 
among entrcpfencurs by the virtual demolition of 
the industrial licensing system. Third is the entry 
of small companies (especially financial com­
panies) with the main aim of making quick money 
through price manipulations I SEB 1, 1995; CMIE, 
19971, Last. is the issues of government com­
panies including banks and public financial 
institutions which added significantly to the 
amounts issued. 

Apart from the doubtful qual ity of many of the 
new issues, an important case which shook the 
markets in early 1995 was the Rs 350 crore fully 
Convertible Debentures issue in February 1995 
of M,S. Shoes. The company was accused or 
inadequale disclosures. Taking advantage of free 
pricing of issues, many companies charged high 
premium. But the post-listing returns proved to 
be disappointing. One major case cited in Ihis 
regard is the post-listing price of Industrial 

Amount Raised (Rs (rore) 
---------------.~--.---- .. --.-

Total Govern lIlen t Non-Gov!. Total 
(4) Ci) (6) 0) 

455 4.m~O ).~6l 'J.·HI 
995 7.162 IS.5'!7 2:\,75'1 

1.145 11 A5H 2(),2]6 :11,694 
1.686 10,868 26,460 37328 
1.688 9.721 14,624 24345 

888 8.340 8.227 16.567 
156 8,623 3,236 11.859 

Development Bank of India, which in July 19<)5 
raised about Rs 2.400 crore at a premium of Rs 
120 for a Rs 10 share. 1-1 Contrary to the expec­
tations, the initial listing price was much lower 

than the issue price [Business Standard, 1<)95\. 

The price fell gradually to reached Rs 94 within 
a few days. During the prc-Iihcralisation period, 
proposal for raising capital through public issues 

were generally for manufacturing companies and 
involved public financial inslilutions. which 

provided assistance (equity or term loans) to the 
project after appraising the projects." In the 
post-liberalisation period a good number of 

companies were not only non-manufacturing 
ones hut the purpose of issue also varied from 
project finance to working capital. A numher of 
public issues have heen made without any critical 
scrutiny (Table 4). In terms or num her, about 

one-third of the issues were by financial COln­

panics with a preponderance of nOll-banking 
financial companies (NBFCs) ICMIE, 19<)8/. 
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Apart from the loss of interest or the general 
investor due to these developments, the decline 
in number of issues is attributed to the strength­
ening of the criteria for public issue by the SEBI. 
Two main criteria in this regard are: (i) issuing 
companies should have paid dividend for at least 
three years out of preceding five years; and (ii) a 

manufacturing cOlllpany without the three year 
track record of dividend payment can access the 
securities market if its project has been appraised 
by a public financial institution or a scheduled 
commercial bank and the appraising agency 
participates in the project by way ofloan or equity 
to theextentofminimum IOpercent of the project 

Table 4. Distribution of Public Issues According to the Appraislll Status 
(Nulllhcr of b,u.:s) 

Year Issue, Appraised By Issues not Appraised Total Pcrcwtagc of 
Fls/Banks/MFs by such Agencies Unuppraiscd Issues 

I.~ li( 4) x 100 
(I) (2) (3) (4) (5) 

19<)4-<)5 891 452 1.343 .H.66 
, 9'}5-% 582 846 1.428 59.24 
1996-97 210 543 753 72.11 
1'}97-,}8 34 77 I II 69.36 
19<)X-'}9 15 43 58 74.13 

Source: (i) 1994-95 to 1996-97: Praxis Consulting & Inlimnatioll S.:rviecs PvL Ltd. Prime ;\I//ll/til ReI'''''',\'' Ptln-I: PI/Mi .. 
Issues. various years. (ii) 1997-9S and I 998-99:.SEBI, Al/l/ual Report: 1 99X-99. 

Table 5. Proportion of Shares and Debentures in the Financial Assets of Household Sector 
(Amount in Rs Cr.) 

Year Total Financial Assds Of which. Investment in Shares and Debentures 
------_._------_._-----

Amount Percentage in Total 
(I) (2) (3) (41 

19<)()·91 56.858 8.41 ~ I-Ul) 
1991-92 70.851 15.704 22.16 
1992·93 n.()'}') 12.943 17.95 

1993-<)4 1.095<)7 . 14.772 nA8 
1'}<)4-95 1.45503 17J81 II ~5 
1\I<)5-l)6 l.24)!7J 9,()47 7.25 

19%-<)7 1.56.726 I (JA72 6.68 
19'}7-9X 1.8(),724 3,637 2.01 

SOllfe.:: Based on India. Central Statistical Organisatioll, Nllfiofla/ Ac('(}ullts StlllistiL'.~. 1995 and 1999. 

cost. Subsequently, these norms were made 
applicable to all types ofcompanies. '10 Regarding 
these changes. SEBI explained: 

With the rapid expansion in the primary mar­
ket. there were concerns raised about the 
quality of some orthe issuers who were able 
to raise funds from the market in the period 
after the rcpeal of the Capital Issues (Control) 
Act, 1947. In response to these concerns, SEBI 
had strengthened norms for public issues, 
raised the standards of disclosure in public 

issues to enhance the level of investor pro­
tection without seeking to control the freedom 
of eligible issuers toentcrthe market and freely 
price their issues. This was done in 1995-96 ... 
ISEB!. 1996-97; Economic Times. 19991. 17 

It appears from Table 4 that the while the changes 
did make much impact in terms of making more 
companies get their projects appraised, (he stip­
ulation of paying dividends did prevent new 
companies from entering the market I RB I. 1999, 
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p. 950; CMIE, 1998, Pp. 16-20].18 

Thus within a few years of repealing the 
Capital Issue Control Act. restrictions on capital 
issues had to be introduced, albeit in a different 
manner, to safeguard investor money and protect 
the institution of stock market itself. Even in the 
'eighties, taking advantage of the boom in the 
stock market and increase in the exemption limit 
for c~pital issue, many non-manufacturing com­
panies issued shares to the public. The rapid 
growth in the number of listed companies during 
this period was in part due to the entry of com­
panies promoted by unscrupulous persons who 
included stock brokers, auditors, and those 
associated with business houses lRao, 1997, Pp. 
3-12; Rao, 1996-971. It does appear that while 
liberalising issue norms after repeal ofCICA. this 
experience was notlaken into account. Some of 
those involved in floating such issues later on 
hecame merchant bankers and mutual fund pro­
moters.l~ According to a former President of the 
BSE. among the 'anti-investor steps taken by 
SEBI or the Government' during the post­
liberalisation period, were: 

Abolition of eCl and allowing free pricing 
of shares - which led to fleecing of investors: 

Licensing of hundreds of Merchant Bankers 
without ascertaining their credentials and 
antecedents CRB being the classic example 
of the same. In the free for all. the only 
consideration seemed to be collecting 
money; and 

- Clearing all kinds of undesirable issues by 
fly-by-night operators by issuing them 
authorisation cards [Oamani, 1997, Pp. 
5-18]. 

The fall in new issues is also reflected in the 
steep decline in the importance of shares and 
debentures in household savings (Table 5) 
ICMIE, 1999, p. 101J. 20 Further evidence to thl: 
decline in the importance of stock market for 
mobilising resources is reflected in the falling 
share of new equity capital raised from outsidl: 
sources in the sources 0 f funds for the large pri vate 
corporate sector. The share dccl i ned sharply from 
about B per cent in 1993-94 to 7.7 per cenlin 
1997-98 (Table 6). On the other hand, the share 
of borrowings from banks and financial Institu­
tions recovered from a low of 7 . .3 in 1993·94 and 
exceeded the 'early' nineties levels by 1995-96. 

Table 6. Changing Importance of Select Sources of Funds for the Indian Prh'atc Sedor 
( Percentage,) 

Year Percentage Share in Total Sourct:s of FUlllls 

(I) 

199t-92 
1992-93 
1993-94 
19<)4-95 
! <)<)5-96 
.1<)%-97 
1<)97-98 

Totat External# 
Finance 

(2) 

72.0 
74.9 
76.4 
76.9 
71.7 
72.1 
69.4 

# Col. (2) is inclusive of Cols. (3) and (4) . 
. Source: Based on CMIE. Corporate Sector, May 1999. 

Liquidity 

The aggregate market turnover is an important 
component in the measurement of the stock 
market size and liquidity [Kunt and Levine, J 996, 
p. 295; Gupta, 1992].21 While the overall turnover 

Frt:sh Share Issues 
(inc\. premium) 

(3) 

7.<) 
24.7 
33.4 
32.6 
15.1 
8.2 
7.7 

Borrowings from Banks & 
Instilutions (exd. Fixed 

Deposits and Debentures) 
(4) 

24.7 
25.7 

7 . .1 
21.6 
27.~ 
24.-+ 
28.-+ 

at BSE increased significantly during the post· 
liberalisation period, the increase has been more 
suhstantial after \995-96. The fall in turnover in 
1992-93 following the exposure of scam was 
more than recovered in 1993-94. This is also the 
year when FIls made their presence felt. This was, 
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however, followed by decline in trading turnover 
in 1994-95 and 1995-96 which was attributed to 
the ban on badla [Gupta, 1992, Pp. 85-90; 1996, 
Pp. 20-28].22 Following the re-introduction of 
badla in a revised form, turnover more than 
doubled from about Rs 50,000 crore in 1995-96 
to Rs 1,24,000 crore in 1996-97 and further to Rs 
2,07 ,600 crare in 1997-98. 1997 was an important 
year for the BSE as it was allowed to expand its 
on-line trading network to locations outside 
Mumbai. The increase continued in 1998-99 as 
the turnover at BSE increased by about 50 percent 
compared to the previous year (Table 7). These 

increases appear to contradict the general senti­
ment reflected in the primary market and may be 
disguising some of the more serious problems 
facing the stock market. In this context. it is 
significant to note that in the face of the growing 
market turnover, the average number of com­
panies traded (daily) on the BSE declined from 
June 1996 onwards. The decline appears to be 
steeper and steadier in case of the number of 
companies traded relative to those listed. The 
situation did improve in 1999 as towards the end 
of the year about two-fifths of the companies werc 
being traded (Annexure and Graph-A). 2) 

Table 7. Market Turnover at the BombllY Stock I';xchangc 

Ycar Total Turnover 

III (2) 

I 99()-9 I N.A. 
1l)91-92 N.A. 
IYlJ2-Y3 N.A. 

1993-94 2,03,705 
1994-95 1,64,057 
1995-96 2,27.368 

1996-97 6,46,116 
I 997-Y!! 9,08,691 
1998-9<) 10,23.381 

N.A.: Not Availahle. 

Turnover at IlSE 

(3) 

:16.01~ 
71.777 
45.696 

84.536 
67,74<) 
50,064 

1,24,284 
~,07.644 
3.11.999 

I Amount in Rs ('rore) 

Average Daily 
Turnover al )lSI-: 

(4) 

IXX.S4 
3.12 .. 11 
2}X.O{) 

3X7.n 
~42.02 

215.79 

.:"i 17 .X5 
!lSI -<HI 

1.~X.l.<)5 

Source: Bombay Stock Exchange. Fact.\' & Figure,\', 1997 and BSE, Stock Ex('htlllXI' I?el'iell', various Issues. !lSI-:. website and SEIlI. 
/\/1/11/(/1 Report: 199X-99 

Graph - A 
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In 1997. out of the total number of 5,843 
companies listed, 831 were not traded at all. In 
addition, for more than 2.800 companies. the last 
traded price was less than Rs 5 per share against 
the par valuc of Rs IO.2~ In the following year, 
the number of non-traded companies more than 
doubled to 1,800 (Table 8). If the fact that many 
companies issued shares at heavy premium, the 
erosion in issue prices will be far more than that 
rellected from the face values." It thus emerges 
that out of the nearly six thousand companies 
listed on the BSE. about 30 per cent were not 

traded at all during 1998. It appears that a good 
number of companies whose last traded price was 
less than Rs 5 ceased to he traded in 1998. Of the 
total number of companies traded. shares of 
nearly two-thirds were traded below par. I f all 
thosecompanics which were not traded during the 
period had their last quotcs below par value, the 
number of below-the-par value cases would be 
three-fifths of the total listed ones! This could be 
a reflection of the extent of sickness and crisis in 
the listed corporate sector and the quality of new 
pub I ic issues. 

Table II. Incidence of Below-par TI'adin!: at RSE: 1997 and 19t)S 

Last Traded Price Number of Companies Share ill Total ('Jr,) 

p~r Share ---------.-------~-------

1997 19% 1<)97 19y9 

(I) (2) (3) (4) (5) 

Not Traded# 831 I.XO:; 14.22 30.X4 
Below Ih:; 2,853 2.041 -4X.83 .14.XX 
Rs :; - 10 673 644 11.52 11.00 
Suh-T(lw/ (/lfitllr /,lIr) (il/d- 4.357 .J . .J90 7-1.57 76.73 
wlillg '1I1It tmd,'''') 
R, 10 and abllw 1.486 1..162 25.-4.1 nn 
Tulllt 5,843 5,852 100.00 100.011 

# DirkrenL'e belween 'the number of companies traded and the number of listed companies reported by the HSE. 
Suurce: Generated from BSE wlI1pany-wisc daily trading data. 

Concentration in Trading 

Heavy concentration in turnover has been an 
Important characteristic of the Indian stock mar­
ket. While thl..: overall turnover witnessed an 
impressive increase. the· number oj' companies 
n:sponsihlc for the expanded turnover continued 
to he a few. For instance, out of the turnover of 
2AOO companies listed on BSE in 1989-90, the 
share of top 50 was nearly 82 per cent I Gupta, 
19921; and it stood at nearly 86 per cent in 1996 
(Tahk 9).'" The concentration remained high in 
lhe subsequent years. Shares of different sets of 
top companies in turnover at the National Stock 
Exchangl..: (NSE) also renect high Ievl..:ls of con­
centration.ln case of BSE the share of the top one 
hundred companies was 1)6.36 and for NSE it was 
lJ7 per cent (fable 10)."7 The increase in con­
centration is more apparent in the case llf the 

number of share transactions. The top 50 
companies accounted for 44.03 pCI' cent or the 
value of the overall transactions in 1996. This 
increased to 72.0 per cent in 1998. On a closer 
examination of the values traded or the top-20 
companies. it is ohserved that there is greater 
dispersal among the top. Compared to the c)<. pc­
rience of 1996 to 1998. as we shall see in the 
following, 1999 presents a somewhat different 
picture as share prices experienced a general 
recovery. This was accompanied hy a somewhat 
bettcr distrihution among the top companies both 
in terms or turnover and number of transactions. 
However. partially at the I ()O company level and 

more so at the 500 company level, the situation 
in 1999 wassimilar to that existing in the earlier 
years. 
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Table 9. Valuc Traded and Number of Transactions in Different (;roups 
(Percentages) 

Share of Top$ Value Traded No. Of Transactions 
Companies .- --- --~~------.----------.. ---

19% 1997 19911 1999 1996 1997 199X t':)l)t) 

(Il (2) (3) (4) (5) (0) (7) (8) (9) 

Top: 5 07.24 71.30 4':).<)6 37.06 2657 41 ')X 25.75 t747 
to 7457 82. t4 67.20 54.70 32.42 5-145 W.25 29<)<) 

20 80.55 X9.2H ~() I X 72. oR 37m 65.1l2 \3.97 -1451 

25 l\ t.lJ2 90.74 83.43 70.70 38.00 678<) 5l1.'IO -19.41 
50 85.76 94.45 90.7t 87. t I -14m 7536 72.IJ7 /1F!.' 
too S9.14 97.05 96 .. 36 l)3.4X 50X5 XtJ5 S·U7 7(,2(, 

500 96.15 9959 99.82 99.5X 71.78 9207 96.<)5 LJ4.36 
All 100.00 tOO.OO toO.OO 100.00 10000 10000 I Oil. Of) IOO.O() 

No or Traded Cos. 5.612 5.012 4.()47 1,l)2,) 5.612 5.012 4.()47 3.':)29 
Nil. or Cos. Listed# 5.999 5.8-13 .'i.lI60 .~.X63 5.')l)9 5Jl43 ).X(,IJ 'iXf>3 

S A.:conJing to annual market turnovcr. 
# At the cnd of the year. 
Soun:c: Gcnerated from SSE cllInpany-wise daily trading data. 

Table 10. Comparison of Turnover Conl'cntr<llion in BSE lind National Stock EXl'hange: 1998 

Top Companies" SSE NSE 
(II (2) (3 I 

10 67.20 70 
2, X3.-:l.' X6 
~() 90.71 93 
lOt) l)(d6 lJ7 
SOil 99.X2 N.A. 
All 1Il0 Illi lOti 

f\io. or Companics 4.047 N.A. 

" Classi hed according to the trading values. 
Source: Col C I: Tanlc 9 abm·c. and Col (3): NSE Nell'steller. December I')l)g. 

Not only the value of trading. which might 
depend UPOIl the price of a share, but also the 
number of transactions is confined to a few 
companies. Companies in which I lakh or more 
transactions take place increased and such com­
panies accounted for over 89 per cent of the total 
turnover in 1998. On the other hand. that trading 
is only nominal in quite a large number of com­
panies is rellected from the fact that companies 
in which less than I () trades took place constituted 
22 per cent of thc total numher of companies 

traded during the year. Indeed. for half of the 
companies the number ()f trades were less than 
IOO! This represented a suostantial worsening 
from the 19lJ6 position (fahle II). The situation 
appears to have improved rclatively in IlJlJlJ as 
companies with less than 10 trades formcJ only 
13.85 per cent of the total possihly due ltl the 
improvement in the over all sentimcnt. In terms 
of turnover. however. companics with 1.00.()OO 
and more transactions al:countcd for Illore than 
lJO pCI' cent of the total. 
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'fable 11. Distribution of Traded Companies According to the Intensity of Trade 

Percentage of Companies Percentage of Turnover 
No. Of Trans'lctions 

1996 1997 1998 1999 1998 1999 
(I) (2) (3) (..) (5) (6) (7) 

Les!> than 10 5.54 13.29 13.46 LU5 neg!. neg\. 
10· Ion 12.1& 27.13 17.60 17.51 (J.O I neg!. 
IO()· LOO(\ 45.15 41.64 :11.5:1 32 .. 10 ()22 0.05 

I,(JOO - IO.()()() 1:1.52 15.25 1:1.20 25.71 O.<JH 0.94 
10,000· 1.00.000 3.43 2.25 :1.8H 8..~2 9.22 7.46 
I.oo,om & above 0.18 0.44 1.13 2.32 8957 IJlj:"i 

All Trmled Companies 100.00 100.00 )00.00 100.00 100.00 loo.no 

No. Of Companies 5,612 5,012 4,047 3,929 

Suur,'C: GCllaated from BSE company-wist: daily trading data. 

Largl.: turnover companies arc only a few and 
most of them belong to the A Group, or the 
Specified Group. Underthe BSE rules the facility 
to carry forward the deals without actually taking 
delivery o\" shares is permitted only for A Group 
companies. Because oCthe carry forward facility, 
trade in A Group companies is quite often spec­
ulative in nature. The size of A Group turnover 
could he quite related to the number of I.:ompanies 
in the Group in which speculative trading is 
possible, Interestingly, the Group was expanded 
in early 199H with the addition of 50 more ~om­
panics to the existing 100. This seems to have 
had an immcdiate impact on the trading values. 
From Rs 16.419 crore in February 1995 the net 
turnover of BSE increased to Rs 23,310 crore in 
March J 9YX. The turnover of A Group companies 
increased from Rs 15,717 crore to Rs 22,492 crore 
I BSE, 194X I. The pattern of the turnover data for 
different groups of companies shows that the 
newly indudcd companies accounted for 1.84 pCI' 

cent of the turnover ill 1997. But by 199X their 
share increased 25.30 per cent (Table ) 2 and 
Graph B). Thus, an. overwhelming part of the 
increased turnover in 1998 was due to the 50 
newly added companies. It is important to note 
that the new enlrants included 18 FeCs, six 
pharmaceutical wmpanies (including FeCs). 
five banks and four computer software compan­
ies. It thus appears that but for the expansion of 
the specified group, the turnover in 199R would 
pronabIy not have been as high as it turned out to 
be. As we shall sec later, the expansion of A 
Group seems to have had a significant impact on 
the distribution of turnover at the industry and 
company category Icvds. The comp()sition of the 
A Group underwent another dangl.: in Seplcm bel' 
1999. Interestingly. outofthe 17 new entrants as 
many as 6 arc computer software/hardware 
companies [BSE, 19991."x Two each arc in 
pharmaceuticals. telecommunication equipment 
manufacture, and oil refinery. 

'J'lIblc 12. Impact of Enlargement of the Spccilied Group in February 1998 on Market Turnover 

Scrip Category Net Turnovcr (Hs Cr.) 

Original A Grnup Scrips ( 1(0) 
50 Scrips added to the A Group in February 199X 
Other St:np!'o 

Total 

1997 
(2) 

l.ln.384 
:U5:1 
5.736 

l,n,tiD 

Source: Gencrated from HSE company·wise daily tradin~ data. 

199H 
(3) 

1,87.463 
66.l)20 
10,095 

2.64.47<) 

Share in Nct TurnoVl:r ('k,) 

1,}97 I<JIJH 
(4) (:i) 

95.IX 70.XX 
I.X4 2530 
2,9H 3.82 

100,00 IOO.()O 
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Graph B. Impact of Enlargement of Specilied Group in 19911 in USE Turnover 

Scrips Added to 
A Group in 199 
(1.84%) 

Others (2.98%) 

i 

I 
i 
i 
I 
I 
I 
I 

_ .... ~-------j 
The importance of speculative trade is also 

rcl1ected in the low percentage of actual deliv­
eries. For BSE the delivery ratio in 1997-98 was 
12.73 per cent, and for NSE it was 15.97 per cent. 
While the ratio improved in 1998-99 at BSE to 
20.34 per cent, it continued to be low for NSE at 
15. 15 per cent. At the national level the figures 
were 9.96 percent and 12.88 percent for 1997-98 

Others (3.82%) 

1998 
Original A (70.88%) 

turnover and market capitalisation are availahlc. 
the ratio was 0.25. For companies other than the 
top 500, the ratio was only 0.03 (Table 13). A 
test check revealed that in 1981:l also the picture 
was similar. 

Table 13. Turnover Size-,vise Turnover Ratios for BSE 
Listed Companies: 1996 

and 1998-99, respectively [SEBI, 1998-99, Table Top Companies$ Turnover Ralio 
2.191. Thus, an overwhelming part of trade in the (Turnover/MarKCI CapitalisallOIl#1 
Indian stock market may be termed as speculative. _( 1_) _____________ (2_) _____ _ 

This position would worsen if the transactions of 5 1.47 
the Foreign Institutional Investors (FIls) are 10 1.05 

deducted from the total deliveries.2
'1 ~~ g~7 

A few top companies may be accounting for 
substantial turnover due to their large size. Share 
in aggregate turnover may not, therefore, ade­
quately retlect the trading activity in smaller' 
companies. In spite of the fact that they do not 
have a high share in aggregate turnover. if the 
smaller companies have turnover comparable to 
their respective market capitalisation, their shares 
could be termed liquid. This, however, does not 
seem to be the case. In 1996, the turnover to 
market capitalisation ratio fell progressively 
sharply from 1.47 for the top five companies to 
just 1.05 when the top 10 companies are consid­
ered. For all the companies for which data on both 

50 OAX 

100 
5(X) 
Remaining Cos. 
All COlrlp7micsQ!' 

$ \3ased on market turnovcr. 

(>.37 
0.2l) 
O.O.~ 

0.25 

# \3ascd on the last traded price dunng I 9,}6 and amollnt "r eq lilly 
capital at any time during March 199610 March 1997. 
(iil Total number of companies for which W~ could gel illll>nnanllll 
both on equity and share prices were 3.109. 

Industry-wise Distributioll (~l Turnover 

The annual turnover data can be tabulated to 
bring out the relative importance of dificrcnt 
industries in the changes noticed at the aggregate 
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level. This Tllay indicate the type of industries 
that arc attracting investor attention and resource 
mobilising potential of different industries. The 
exert:ise wi II have cenain limitations in view of 
(i) heavy cont:cnlralion in trading and (ii) only a 
few large companies being engaged in one 
industry or producl. The results based on the 
industry c1assifit:ati()n·~11 of top 500 companies 
(an:onling to turnover) in the years 1996, 1998 
and 1999 arc shown in Table) 4. In 1996, puhl ic 
sel.:tor banks were at the top with nearly 28 per 
cent of the turnover followed hy the diversified 
companies which accounted for another 25 per 
cenl. Metals and metal products also had a 
l'ol1sitiL'rahk share (13.5lJ per cent). Next in 
lJllJ1()rlancl' wm Food, Beverages and Tohact:o 
products. In till' lOp tcn categories also figured 
Cemcnl. Power Generation & Distribution. 
Non-Ekl.:trical Machinery, Telecommunications 

and Textiles. By 1998, the situation changed 
signitkantly. The fourth placed Food, Beverages 
and Tohacco products climhing to the top with a 
little more than one-fourth or the turnover. An 
important new entrant is the second placed 
Computer Software Devclopment and Training 
group. Entertainment/Electronic Media, Auto 
Ancillaries and Allied Products, Personal Care 
products and Pharmaceuticals also entered the top 
ten displacing Metals and Metal Products, Power 
Generation and Distribution, Non-Electrical 
Machinery, Telecommunications and Textiles. 
Public sectOl~ hanks were relegated to the fourth 
position. Food, Beverages & To bat: co Products 
and Personal Care Products. which form Ihe curL' 

of what are now being termed as the' fast moving 
consumer goods' (FMCG), together accounted 
for 29.5 per cent of the turnover in 1998. 

Table 14. Shares of Top 10 Industries in Turnover: 1996, 1998 and 1999 

1996 1998 Change in Share 1999 
between 1')96 

Industry 'k in Total Industry '1, in Towl and IlJ<)X Industry lJr in Total 
(I) (2) (1) (4) (51_ (6) 17 I (Xl 

Publi<: Sector 27.8l\ Food. Beverages & 25')X 1'1.42 Compukr 50lh,urc 24.2X 
Hanb Tobm:co Pwd. & Training: 

~ Diversified 25.16 Computer Software IlU2 I S.U Diversified 10.12 
Companies & Training COlllpanies 

3. Metals & Metal 1359 Diversified 10.23 -14.93 Phurrna(;cuticals lJn 
Products Companies 

4. Food. Bevcrages & 656 Public Sector 7.67 -20.21 Food. Beverages & 7.64-
Tobacco Products Banks Tobacco Prud. 

5. AULOlllobiles J46 Auto/llobiles +.lJ6 150 Entertaimnent/ 6.72 
Eketnmic Mcdla 

<> Power Gen. & 2.1>':1 EnlO:l1ainmentl 4.32 4.27 Computer 'i.(Jl) 
DISIII. EleCtroJ1ll Media Hardware 

7. Cement 2.69 Auto AIl(;illaries & 3.92 3.10 Tcleco1l111lu- 4.11 
Allied nicalion Equipment 

H. Non-Electrical 1.75 Personul Care 3.52 2.72 Public Sector 4.09 
Mach. Products Banks 

lJ Te!ccolllrnu- 1.72 Pharmaceuti(;als 3.17 1.97 Automobiles 3.79 
nicatiolls 

10. Tcxtiles 1.39 Cement 2.59 -(l.IO Cement 2.4\ 

Total of the above X6.89 S4,68 ~~ IX 

1/ Hased olllotal tUflHll-eroftop 5()()compunics ill respective years. 
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By 1999, the relative positions changed further 
with the Computer Software segment reaching 
the top with about 29 per cent of the turnover. 
Whilc the diversified companies retained their 
share, Pharmaceuticals improved substantially 
and reached the third position with an almost 10 
per cent share. The two new entrants are Com­
puter Hardware and Telecommunication Equip­
mcnt. These displaced Personal Care Products 
and Auto Ancillaries and Allied Products. The 
share of public sector banks fell further to 4.09 
per cent. Higher consideration for Computer 
related companies, pharmaceuticals. consumer 
products (especially FMCG) and television 
channels/programming docs indicate the possihle 
advantages not availahle lO other industries for 
raising resources from the public. 

The somewhat hetter distribution of turnover 
and number of transactions in 1999 could be due 
to the preference for these sectors shown hy the 
investors cutting across thc different groups of 
companies. The composition of A, B I and 82 
groups was changed again during 1999 [CMIE. 
IYl)7, p. ] 41 1. 31 During the last quarter 
(October-December), when the group composi­
tion wa:" somewhat stahle. computer soft wa­
re/hardware companies and pharmaceutical 
dominated the B I Group to such an extent that 
out of the top 10 turnover companies, eight 
helonged to the first category and the rcmaining 
two thc second." The ten companies accounted 
for half of the turnover of the group. Similarly, 
in case of thc 82 Group, among the top ten, nine 
helonged to the former category [Da/lil Street 
111 I' e.l'fllle11 I Journal. 2000, Pp. 9-16).)) Thc tenth 
was a company owning a television channel. The 
comhined share of the ten was more than half of 
the group's total turnover. This sectoral prefer­
en(;c may thus have contributed to the decline in 
concentration in trading values among the top 
companies in 1999 compared to 1998. The 
sectoral pre fcrence was also reflected in the 
capital raised and numher of issues. Leaving 
aside the banking sector and puhlic financial 
institutions, inrormation technology companies 

mobilised the largest amount of Rs 480 crore 
(35.5 per cent or the total after excludi ng Banks 
and FIs) during April-Oetoher 199Y. In terms of 
number of issues also they were rar ahead 01' the 
rest with 13 out of the 32 issues [SEBI, 1999. 
Table 9 J. Interestingly, the issue of Hughes 
Software during Octoher 199Y is reported to have 
attracted subscri ptions worth Rs 6.000 crore. A 
far more impressive responsc was reported in case 
of HCL Technologies whose oller through the 
hook-building route attracted hids worth Rs 
20,000 crore [CMIL 1999. p. 731. In contrast. 
the Rs 200 (;\'Ore hond issue of West Bengal 
Infrastructure Development Corp. rccei ved poor 
response and the closing date was extended by 
one month ICMIE, 1999, p. 7XI. 

Another aspect of the trading at the B SE CDuld 
be in viewing the market turnover in terms of 
foreign-controllL:d companies (FCes), puhl ic and 
private sector constituents. We have grouped BSE 
listed companies under three heads: 
(i) Public Sector: compan ies helongi ng to 

Central and State public sector including 
public financial institutilms and companies 
promoted by them (excluding companies 
promoted with private parties in the joint 
sector); 

(ii) Indian Large Houses: those helunging to 
Large Industrial Houses n:gistcnxlunder the 
MRTP Act and companics prollloted or 
taken-over hy the Houses later lln and 
excluding (a) thosc over which they lost 
control and (b) those c lassi ficd as fore ign 
controlled: and 

(iii) Fees: companies havmg 25 per cent or 
more of foreign equity (excluding thosL' in 
which the foreign equity has been divested) 
and companies promoted by them. 

Classification of the companies was limited to 
the top SOO companies identified on the hasis of 
the size of their market turnover. The results arc 
presented in Table 15. The cxen.:ise could not he 
extended to 1999 due to the non-availahi lity of 
shareholding pattern of a large numher of com­
pallles. 
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Table 15. Di.~tribution of BSE Turnover According to Major Company Categories: 1996 and 11)98 
(Amount in Rs Cror.:) 

Category No. Of Companies Market Turnover Share in Turnover ('k) 

1996 1998 1996 1998 1'.196 1<)98 

(I) (2) (3) (4) (5) (6) (7) 

IndlUll Large 56 68 40.248 58,659 45.25 22.22 
House Co~. 
Public Sector Cus. 26 34 29,397 32.418 33.05 12.28 
Foreign COlltroll.:d Cos. 82 114 7.703 8O,g86 8.66 30.M 
Others 336 284· 11,599 . 92.1)97 13.04 34.86 

All Companies SOO 500 88,947 2.63,990 100.00 100.00 

Note: Based on turnover data of top 500 wmpanies identified on the basis of their annual market turnover in thc respectivc 
years. 
Source: G.:neratcd thllll SSE compan}-wis.: daily trading data. 

In )9':)6. the Indian Large Houses accounted 
for ahout 45 pel' cent of the turnover but by 1998 
thcirshare came down to less than half i.e., 22 per 
cent. The share of public sector companies also 
recorded a substantial decline from 33 per cent to 
about 12 per cent. 34 On the other hand, the share 
of foreign controlled companies increased from 
8.66 per cent to about 30 per cent. The number of 
Fees in the top 500 of the BSE increased from 
82 in 19<)6 to 114 in 1998. There has been a 
marked change in the significance of Fees. 
Shares of Fees were obviously at a premium. A 
noteworthy feature of the period is the substantial 
increase during 1998 in the share or 'Other' 
companies. To a large extent this is due to the 
emergence or computer software and pharma­
ceutical companies in 1998. The important 
position attained by Fees is also reflected from 
the fact that their combined weight in the revised 
BSE Scnsex was 39.58 per l;ent at the time of 
revision.'s In all, Fees in personal care products, 
foods, beverages and tobacl;o products had a 
combined weight of 34.49 per cent in the Sensex 
!BSE, 1998]. 

Share Price Changes of BSE Listed Companies 

In spite of the increasing availability of a 
number of indices representing the movement of 
share prices. the 30-share BSE Sensitive index 

(Sensex }continues to be the best known and most 
often referred index [Economic Survey, 1998-\}9. 
Pp. 56_571 .. 16 The Sensex is based on market 
capitalisation. Just before the process of liberal­
isation began in July 1991, the Sensex having its 
base as 1978-79 = 100, was in ~he vicinity of 
1,300. Thereafter, it rose quickly to reach a high 
of 4,467 in April 1992. Arter the stock market 
scam broke out. the index fell sharply and by early 
June 1992, it reached 2.530. Arter some lluc­
tuatillns it fell further to 2.037 by April 1993. 
Following the entry of foreign institutional 
investors (FIls), the index started rising again 
from mid-I 993, and by February 1994 it recov­
ered much or the lost ground and reached 4,286. 
By December ) 994. the index reached the 
post-scam high 01'4,631.

17 
The slide that followed 

brought the index down to 3.117 by mid-May 
1995. Thereafter till early 1999. the index gen­
erally remained in the 3,[)O() - 4,000 range. Thus. 
the Sensex remained in a band for about four 
years. This period happens to be the one in which 
the turnover at the Bombay Stock Exchange 
recorded signi ficant increase. In other words. the 
increases in turnover occurred when the index 
was oscillating in a band, the primary market was 
sluggish, shares and debentures as a proportion 
of household savings were falling and contribu­
tion of equity from new issues to company 
expansion was diminishing. The year 1999. 
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however, presented a different picture. Share 
prices recovered significantly during the year. 
From mid-July onwards the index was generally 
above 4,500, which was the position during 
September 1994. By the middle of October the 
Sensex crossed 5,000 for the first time. Among 
the important policy measures introduced at the 
beginning of 1999 were (i) amending the Com­
panies Act. 1956 to allow share buy-backs and 
free inter-corporate investments from 
governmental approvals, (ii) reducing the long 
term capital gains tax from 20 per cent to 10 per 
cent for resident investors, and (iii) fully 
exempting the income received from investments 
in UTI and other mutual funds from income tax. 
Consequent to the relaxation given for mutual 
funds. the resources mobilised by the funds 
increased substantially during the year. During 
April-December 1999 the funds raised, in gross 
terms, Rs. 35,915 crore againstRs 16,288 crore 
during the corresponding months of 1998. Their 
performance in 1999 turns out to be more spec­
taw lar when looked in net terms: Rs 12, 194 crore 
against Rs 950 crore. Another important 
development in 1999 was the better performance 
of private sector mutual funds in resource mobi­
lisation [/lldia, 1999-2000, p. 67J. 3X 

Short-term business sentiment is reflected in 
the daily share price movements. In the long term. 
however, divergences can occur between differ­
ent sets of companies. To examine these in detail, 
we constructed indexes of share prices of 
companies belonging to different industry/activ­
ity groups and ownership categories. For this 
exercise, we have adopted the Reserve Bank of 
India (RBI) 'Use-Based Classification' of 
industries [RBI, 1993, Pp. 129-130]. Financial, 
software and other service sector companies were 
treated separately. The companies were initially 
selected in 1998. The main criteria for selection 
were that the companies should have been traded 
on at least half of the total number of days traded 
in 1998 and that there should be wide indus­
try/activity representation. The 500 companies 

represent 75 industry/activity groups. While 
extending the exercise to 1999, the same set of 
companies was maintained. Closing price data 
was separated for different fQrtnights starting 
from January 13, 1994 and ending on December 
27, 1999. Wherever prices for a selected day were 
not available. the closing quotation for the 
immediately following/preceding days was 
taken. Changes in each company's equity during 
1994 to 1999 were traced. As in the case or 
analysis of market turnover, for purposes of this 
exercise, companies having 25 per cent or more 
of foreign equity by foreign collaborators are 
classified as foreign controlled companies 
(FCCs). Also included in this category are com­
panies promoted by FCCs. The 500 compan ies 
selected for this exercise covered 92.48 per cent 
of the market turnover of BSE (excluding turn­
over of public sector) in 1998. Public sector 
companies have been kept deliberately outside to 
enable broad comparison with the earl ier study of 
Institute for Studies in Industrial Development 
(ISID) which covered the period mid-1991 to the 
beginning of 1994 [Goyal etaJ]. The present study 
covers the six-year period 1994-1999. The two 
studies have a large number of companies (394) 
in common. Share price indices for different 
categories of companies were calculated for each 
fortnight. The share price index of the 500 com~ 
panies will be referred to in the following as ISID 
Index (Sidex). 

The meth<idology forconstructing the Sidex is 
the same as followed by the BSE in constructing 
its Sensex and National Indices [SSE. 1993, Pp. 
2-4]. The price of each component share in the 
index is weighted by the number of shares out­
standing so that it will influence the index in 
proportion to its respective market capitalisation. 
The index for a day (fortnight ending) is calcu­
lated as the percentage of aggregate market value 
of the equity shares of all the companies on the 
day to the average market value of the equity 
shares of the same set of companies during the 
base period. This method of compilation has the 
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advantage that it has the necessary nexibility to 
adjust for price changes caused by the issue of 
right and bonus shares. In case a company, 
included in the compilation of the index, issues 
'bonus shares' the new weighing factor will be 
the number of equity shares outstanding after the 
bonus issue has become effective. This new 
weighing factor will be used while computing the 
index from the day the change becomes effective. 
If a company issues 'right shares', the weighing 
factor for this share gets increased by the number 
of additional shares issued. An offsetting or 
proportionate adjustment is then made to the Base 
Year Average. Weighing factors arc also revised 
when new shares are issued by way of conversion 
of debentures, of loans into equity by financial 
institutions, mergers, etc. The base year average 
is also suitably adjusted to offset the change in 
the market value thus added. The formula for 
changing the base year average is as follows: 
New Bose Year Average = Old Base Year Average x (New 

Market ValUe/Old Market Value) 

In line with Sidex, Sensex has been reworked 
taking the average of the f.igures for the three 
corresponding fortnightly days as the base. The 
results of the exercise are presented in the fol­
lowing. It can be seen from Graph-C that in the 
over all, Sensex remain higher than the Sidex and 
the two starled diverging from each other from 
the beginning of 1995. The divergence between 
the two grew wider from the middle of 1996. It 
was only from early 1999 that the two started 
coming doser once again. It is relevant here to 
note that the composition of Sense x was revised 
by the BSE in mid-1996 by replacing half of the 
30 companies with new ones. Those brought in 
included large public sector companies, namely, 
Bharat Heavy Electricals (BHEL), Steel 
Authority ofIndia (SAIL), Hindustan Petroleum 
Corp (HPCL), Indian Petrochemical Corp (IPCL) 
and Mahanagar Telephone Nigam (MTNL). 
Public financial insti tutions - Industrial Credit & 
Investment Corp of India (ICICI), Industrial 

Development Bank of India (IDB!) and the State 
Bank ofindia (SBI)- were also brought in IBSE, 
1996, Pp. 5-14]. The latest revision effected in 
November 1998 removed IPCL and SAIL from 
the Sensex. Such changes might reflect the pre­
vailing market sentiment better. However, these 
will not help in understanding the developments 
in individual sectors. The Graph-C also features 
index of 'Other' companies after excluding the 
24 companies common to the latest revised 
Sensex and the 500. This index is expected to 

represent the share price movement okompanies 
other than those covered by Sensex. While there 
is a high degree of similarity in the direction of 
change in all the three indices, 'Others' inucx 
remained far lower. At the end of 1999 it was only 
about 70 per cent of the initial value (beginning 
of 1994). On the other hand, Sensex was higher 
by 20 per cent over the corresponding figure. Thc 
over all index, namely, Sidex barely managed to 
reach the 1994 level. Sensex whose composi tion 
underwent major changes during the period may 
thus be projecting a more optimistic picture than 
what the reality is. 

It can be seen from Table 16 that while during 
the first two and half years, (following liberali­
sation) the share price index increased by ahout 
one and a half times, consumer non-durables 
showed a distinct pattern as increase in their case 
was the highest at 2.4 times. Relatively speaking, 
index of basic goods grew the least followed hy 
capital goods. Having already started from a low 
level, basic goods suffered the worst again in the 
following period. The decline in intermediate 
goods was also substantial. While the poor 
performance qf basic and intermediate goods 
continued in 1999, capital goods fared somewhat 
better. This may be due to the classification of 
computer hardware under this category and 
presence of a large number ofFCCs in the capital 
goods sector. 39 
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Table 16. Share Price Indices Based on Use-based Industry Classification 

Industry Catcgory@ Beginning of 1994# End-1998$ End-I 999$ 
(I) (2) (3) (4) 

Basic Goods 188.66 25.89 36.31 
Capital Goods 203.66 44.53 77.40 

Intermediate Goods 227.67 29.30 43.58 
Consumer Durahles 222.67 84.48 142.90 
Consumer Non-Durables 340.33 85.53 124.S0 

AIISOO Companies 258.67 58.34 94.03 

@) Based on RBI Usc-based Classification cf Industries. 
# Base: Avc.:rage of the market capitalisation during the selected fortnights of April-June 1991. 
$ Base: Average of the market capitalisation during first three fortnightly points of 1994. 
End-period values are averages of the indices corresponding to the three final fortnightly points. 
Source: Col. (2) is bast:d on S.K. Goyal,ct ai, ISID Deve/opmellllndices. a report submitted to the Ministry of Finance. 1994. 
Col. (3) and (4) arc based on Sidex and its sub-components. 

It can he seen from Graph-D that the relative 
low level of prices of basic and intermediate 
goods was not confined to end-of period position 
hut a sustained one. The accentuation became 
more conspicuous from 1997 and finally in 1998 
the two were far apart from the general index. 
However. there are sectors which withstood the 
downward pressure and performed quite well 
compared to the overall index. These are: con­
sumer durables and consumer non-durables 
(Graph-E). While consumer durables remained 
ahove the Sidex and fluctuated violently, con­
sumer non-durables started pulling away from it 
from the beginning of 1997. The process reached 
its culmination in September 1999. The picture 
emanating from the presentation of select indus­
tries at the disaggregated level further confirms 
the trends noticed at the use-based classification 
level as also the top sectors identified on the basis 
of market turnover. For instance, while the 
importance of cement declined in 1997 it con­
tinued to be near the top and re-entered the top 10 
in 1999. On the other hand, metals and metal 
products which was' in the third position in 1996 
disappeared from the top 10 all together. Similar 
was the case with textiles.40 Power, an important 
component of the infrastructure sector, suffered 
the worst from the point of share prices. After 
experiencing a steep fall in mid-1995. it never 
recovered. Pharmaceuticals which were moving 
closely with the overall index, started pulling 

away towards the end of 1997 (Graphs F and 0). 
Incidentally, by 1998 it became part of the top 10 
in terms of market turnover. The emergence of 
computer software among the top lOin aggregate 
market turnover and its price index (Graph H)also 
telI a similar story. As we shall see in the 
accompanying paper on FII investments. there 
appears to be close relationship between FII 
investment exposure. large turnover sectors and 
movement of share prices. 

The earlier study of ISID noticed that share 
prices of foreign-controlled companies (Fees) 
increased faster than those of domestic compan­
ies. The later trends, especially during 
1994-1998. further confirm the understanding 
that shareholders prefer Fees. While the overall 
index fell to about 57 percent ofthe original value, 
the index for Fees declined to only 90. Indeed, 
shares of foreign subsidiaries among the Fees 
withstood the general decline better (Table 17). 
Foreign subsidiaries have been market favourites 
all through the period. In general, the divergence 
between Fees and domestic companies started 
emerging from the middle of 1996 (Graph I). But 
for the decline in the indices for foreign com­
panies after September 1999. when the shares of 
consumer non-durables did not appreciate much. 
the difference would have been far wider. 
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Monitoring Company Managements government directly or through public financial 
institutions holds substantial stake it could mon-

Shareholding pattern and company law pro- itor managements through appointment of nom­
visions have important implications for moni- inee directors and participation in shareholder 
toring and disciplining company managements. meetings, This could be beneficial for the 
Controlling interests will have little difficulty in 
having their way if major portion of the share- dispersed individual shareholders as well. An 
holding is distributed among large number of attempt is made here to examine the share holding 
individual shareholders especially in the absences pattern of BSE listed companies from these stand 
of significant non-managerial shareholders. If the points. 

Table 17. Share Price Indices or Fecs and Other Companies 

Company Category 
(I) 

Foreign-Controlled Cos. 
. of which Foreign Subsidiaries 

Other Companies 

All Companies 

Notes: See Table 16.N.A. Not available. 
Source: See Table 16. . 

Beginning of 1994# 
(2) 

356.33 
NA 

217.33 

258.67 

End-199S$ 
(3) 

89.95 
96.36 
41.64 

56.93 

End-19l)l)$ 
(4) 

111.14 
121.94 
90.61 

96.67 

Out of the 3,388 companies studied,41 for as ei'nment does not have any direct say. If for 
many as 1,611 government shareholding was less effective participation a minimum of I () per cent 
than] per cent (Table 18). This implies that in a of the shareholding is needed, then the govern­
little less than half of the companies, the gov- ment cannot do much in case of three-fourths of 

Table IS. Shareholdlng Pattern oftbe Non-Government Companies Listed on BSI<:, 1998 

Equity Range 
(Rs Crore) 

Government Shareholding# Less Than Individual Shareholding<lJl ~ 40% 

1% 10% 25% 40% Total Total 

(lJ (2) (3) (4) (5) (6) (7) 

Less than 5 628 859 954 990 999 523 
.'i - 10 716 1,075 1,247 1.3()() 1306 723 
10 - 25 204 459 626 685 703 271 
25 - 50 35 97 161 200 211 72 
50 - 100 19 43 64 89 96 26 
100& above 9 31 56 72 73 26 

All Companies 1.611 2,564 3.108 3,366 3,388 1,641 

* Excluding tbe holdings categorised under foreign and government categories. 
# Includes Government companies, public financial institutions, mutua! funds. etc. 

of which 

Share of Corpo­
rate Bodies· + 

Directors & 
Relatives >25'1c 

18) 

3M3 
4H6 
184 
36 
10 
II 

1,107 

Government 
Share­

holding# 
>25% 

(9) 

9 
8 
~ 
8 
3 
4 

40 

@ Includes top 50 and other individual shareholdings but excludes shareholdings of directors and relatives. 
Source: K.S. Chalapati Rao, K.V.K. Ranganathan and M.R. Murthy, 'Indian Company Law and Protection of Shareholders' 
Interest'. in Global CtI[,illll F/flWJ and the Indian Stock Markel, a report prepared under the Indo-Dutch Programme on 
Alternatives in Development. November 1999. 
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the cases [Ramaiah, 1991).42 This may be 
understandable because in the post-liberalisation 
period companies relied on raising resources 
directly from the public instead of depending 
upon public financial institutions. Most of these 
are relatively smaller companies with less than Rs 
10 crore equity capital and constitute three­
fourths of the total number of companies having 
less than 10 per cent of government equity. The 
smaller companies are also characterised by high 
level of individual shareholding. More than half 
of the companies with less than Rs 10 crore equity 
have 40 per cent or more of individual share­
holding. In the larger companies share of indi­
viduals varied between 27 and 38 per cent. It is 
also noteworthy that in such companies, 
substantial shares are held by corporate bodies, 
directors and' their relatives while the share of 
government was significant. in only a few com­
panies. It has been also seen that in the post­
liberalisation period, share holding of government 
companies declined in the larger companies. 
Foreign shareholding had an opposite experience. 
Corporate bodies, directors and their relatives 
also, in general, improved their position. Sig­
nifil:antly. the shareholding, of individuals 
declined in about three-fourths of the cases IRao 
et al.. 1999]:' This could be due. apart from the 
general increase in the level of foreign equity, to 
the Indian managements' attempt at consolidat­
ing control to face take-over threats. 

The ownership structure of listed companies 
thus leaves little scope for monitoring hy the 
Individual shareholders in a large numher of 
companies. Government-controlled shareholding 
in many small companies is too small to be able 
to intluence managements' decisions in share­
holder meetings. The efforts at revamping the 
Companies Act. 1956 that would have helped in 
strengthening the monitoring mechanism, how­
ever. got severely bogged down. The phenome­
non of contested take-overs of listed companies, 
an essential clement of the disciplining aspect of 
stock markets. has not yet manifested itself in any 
meaningful manner in India. Moreover. the 

introduction of new proVIsions for share buy­
backs, the liberalisation of the norms on inter­
corporate investments in the Companies Act. 
1956 early in 1999 and the sanction that allows 
managements to increase their shares substan­
tially without making public offer have' further 
reduced the take-over threat. Thus. in a good 
number of cases the stock market does not provide 
a market for corporate control. A number of 
provisions of the Companies Bill, 1997, such as 
setting up of Audit Committee and expanding the 
scope of 'officer-in-default' aim at better gover­
nance by company managements. It is inexpli­
cable why these were not made statutory along 
with share buy-back and relaxation of the limits 
on inter-corporate investments. SEBI has recently 
directed the stock exchanges to amend the Listing 
Agreement to provide for certain provisions of 
corporate governance.~4 It should be seen how 
these could be enforced and in actual practice 
work in the absence of corresponding changes in 
the Companies Act. 

Summing Up 

In the endeavour to encourage companies to 
raise resources dircl:tly from the investors ,IOU 
dismantle administrative barriers. in spite or the 
known shortcomings. the Indian stol:k Qlarkct was 
encouraged alongside liberalisation. The neces­
sary regulatory framework was. however. slow to 
evolve. The Capital Issues Control Act was 
repealed even in the face of the securities scam as 
if one was following a pre-set timetable. From 
hindsight. it appears that the process of liberali­
sat ion could have been morc gradual. The inex­
perience of the regulatory body. namely, SEBJ 
coupled with the government's failure 10 arm i 1 

with adequate powers in time. enahled the private 
promoters to misuse the new freedom and gen­
erated a series of scams of varying magnitudes 
and types. Sudden deregulation created chaotic 
conditions as private promoters tried to take 
advantage of the situation. The fact is that not only 
perpetrators of scams but even large houses and 
transnational corporations took advantage of 
policy vacuum and issued shares to themselves 
at ridiculously low prices. The official response 
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to the scams unfortunately was characterised by 
long drawn investigations, procedural delays and 
a slow acting judiciary. The process under­
standably brought a lot of discredit to the stock 
market. 

The abrupt change to a market-based system 
denied the general investor the time to adjust to 
the new situation where the public financial 
institutions, the industrial licensing system and 
finally, the capital issue control mechanism could 
no longer be relied on to assure the viability of 
investment projects. The typical investors were 
neither in a position to understand the nuances of 
investing in new issues having no long term track 
record nor were ready to appreciate the risk 
factors. As a matter of fact, SEBI observed that 
in the prevailing euphoric atmosphere, the 
investors ignored the risk factors revealed in the 
issue prospectuses of the so-called 'vanishing 
companies' . 

After experiencing a boom in the early years 
ofliberalisation, the primary market almost dried 
up as investors lost confidence and households 
shifted away from investing in shares and 
debentures. Companies had to once again opt for 
assistance from banks and financial institutions 
denying the stock market its resource allocation 
role. SEBI had to tighten issue norms to prevent 
further damage. The non-responsive primary 
market also affected public sector divestment 
targets and the plans had to 'be deferred repeat­
edly. 

Since the confidence of the general investor in 
the market has been shaken, the response to the 
repetitive attempts by the government at reviving 
the market proved to be short-lived. Trading got 
increasingly concentrated and trading volumes 
were increased mainly through greater specu­
lation. In the face of increasing turnover, the 
concentration in trading manifested itself in a 
number of ways: (i) nil or very infrequent trading 
in an overwhelming number of companies; (ii) 
increasing concentration both in value and num­
ber of trades terms; and (iii) dominance of a few 
sectors in trading. The heavy emphasis on a few 
companies and sectors has its reflection in the 

remaining ones being illiquid. Since in an over­
whelming number of companies there was either 
nil or very little trading, investors hardly had a 
chance to learn the real value of their shares. Lack 
of liquidity also meant that the investor could not 
exit from a company even after realising that the 
prospects of capital appreciation or dividend 
earnings were very poor. 

While the National Stock Exchange, which 
was to specialise in medium-sized companies. 
counts on a number oflarge companies which are 
also listed on the BSE, the Over the Counter 
Exchange of India (OTCEI). meant for smaller 
companies, has become virtually defunct, hurting 
the interests of small companies. OTCEI too has 
come to rely on companies listed on other stock 
exchanges and permitted to be traded on it for the 
trading volumes lOTCEI, 1999, p. 14) .45 This is 
contrary to the expectation that medium and 
small-sized companies would gain better access 
to capital market. The turnover activity is con­
centrated in only a few centres showing the base 
of the capital market to be highly un-even in the 
country. Even for the National Stock Exchange 
three-fourths of its turnover is accounted by just 
five cities, namely, Bombay, Delhi. Calcutta, 
Madras and Ahmedabad. 

There is a possibility of interpreting the lack 
of interest shown by the ordinary investor fol­
lowing the primary market scam, as a sign of his 
maturity and that he would be more cautious in 
future. Even granting that this was a positive 
outcome, it should be recognised that this has 
been achieved at a substantial cost and brought 
the very concept of stock market regulation to 
disrepute. The recent developments when 
excessive attention is being paid to sectors like 
information technology, telecommunications, 
media and pharmaceuticals, however, throws 
serious doubts about the Indian investor gaining 
maturity. Seeing that investors were flocking to 
companies carrying software and information 
technology tags, SEBI had to caution them. 
Without proper education, the ordinary investors 
are bound to behave like a herd. Given the 
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comparatively ill-informed investors and lack of 
liquidity in many shares, the investors would only 
concentrate on a few shares. 

The market's reliance on a few scrips as 
retlected in the increasing concentration in the 
number of transactions and market turnover is 
likely to worsen the volatility. The sudden jumps 
and steep falls periodically witnessed in the 
Indian stock market appear to be a result of this 
banking on the few by the investors - foreign as 
well as local, large and small. The first two 
months of 2000 have thrown further indications 
in this regard with large intra-day as well as 
day-to-day fluctuations of the Sensex.~n 

While computer software, telecommunica­
tions, electronic media, pharmaceuticals and 
consumer non-durables emerged as leaders, the 
extent of price declines in the case of important 
basic, capital and intermediate goods sectors 
unfortunately has never got reflected in the price 
indices referred to as barometers of the market 
mood. If the general lack of interest of the stock 
market in the latter sectors is due to the excessive 
attention paid to the former, serious thought 
should be given as to how their financing needs 
could be met.-I7 If the stock market does not 
support these industries due to investors' prefer­
ence for quick returns, as is clearly evident from 
the low delivery ratios, the efforts of the state in 
the form of development financial institutions 
should not be undermined. If the functioning of 
financial institutions has also to be decided by 
market rorces they cannot obviously undertake 
ventures based on the projects' long term poten­
tial and in the interest of the economy. Given the 
investors' propensity to seek quick returns due 
the unsteady nature of the market, it is doubtful 
if the improvements in the form of demateriali­
sation of shares, rolling settlement, etc., would 
improve the situation. In this the role of foreign 
institutional investors and mutual funds need to 
be watched carefully. 

The fact that 1999 proved to be different in 
terms of the relatively higher level of share prices 
and larger number of companies getting traded 
may give rise to a false sense of security. A 
number of problems remain. While the share 
prices of many companies increased in conso­
nance with Sensex, not only the index for these 
companies remained far lower than its 1994 
position, there are wide inter-sectoral differences. 
The concentration in trading continued to be quite 
high. The somewhat better distribution at the top 
appears more to do with investors flocking to 
select sectors. The shareholding pattern of the 
listed sector does not appear to be conducive to 
monitoring by shareholders. The efforts at 
revamping the Companies Act, 1956 that would 
have helped in strengthening the monitoring 
mechanism are, however, bogged down severely. 
Since the shareholding pattern does not seem to 
support stock market discipline, and investor 
activism is yet to take an organised form, other 
institutional mechanisms in the form of amend­
ments to the Companies Act should have been 
given precedence over the liberalisation 
provisions like buy-back, inter-corporate invest­
ments and enhanced shares for the promoters. 

Stock markets have to function in a country's 
social, political and economic milieu. When 
encouraging stock markets it is necessary to give 
due attention to how rules are framed and how 
they are implemented by the authoritics on the 
one hand and respected by the target groups on 
the other. Indian experience shows that evolution 
of such an institutional framework will most often 
be gradual and cannot he achieved in a swift 
manner and that without a suitable institutional 
framework in place, the cost of transition could 
be very high. The study, therefore, suggests the 
need for a deeper understanding of the function­
ing of developing country stockmarkets without 
which inferences based on aggregate data may 
lead to inappropriate policy prescriptions. Such 
an understanding would contribute to bettcr 
appreciation of the role of stock markets in 
resource mobilisation and their contribution to 
economic development. 
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Annexure 
Average and Relative Number of Companies Traded at BSE: 1994-1999 

Month Average Number of No. Of Companies % of Companies Traded 
Companies Traded Listed (2)/(3) x 100 

(I) (2) (3) (4) 

9401 1670 3353 49.81 
9402 1802 3483 51.74 
9403 1758 3585 49.04 
9404 1842 3705 49.72 
9405 1903 3813 4l).1.J1 

9406 1989 3900 51.00 
9407 2035 3987 51.04 
9408 2153 4077 52.81 
9409 2206 4172 52.88 
9410 2327 4245 54.82 

9411 2413 4345 55.54 
9412 2479 4413 56.17 
9501 2470 4495 54.95 
9502 2545 4595 5539 
9503 2483 .4702 52.81 

9504 2718 4829 56.28 
9505 2873 5063 56.75 
9506 3146 5183 60.70 
9507 3612 5303 M.II 
9508 3582 5379 66.5<) 

9509 3619 5435 66.59 
9510 3579 5499 OS.08 
9511 34()9 5568 61.22 
9512 3639 5621 64.74 
9601 3427 5451 62.87 

96()2 3658 5545 65.l)7 
<)603 3591 5603 04.0Y 
<)604 3589 5596 64.14 
9605 3421 5719 59.82 
9606 3610 5760 62.67 

9607 3345 5799 57.68 
9608 3283 5885 55.79 
9609 2856 5933 48.14 
9610 2557 5969 42.84 
9611 2190 5988 36.57 

9612 2184 5999 36.41 
9701 2767 600S 46.06 
9702 2271 5lU9 38.89 
970:\ 2316 5832 )<).71 
9704 1914 5831 32.82 

(CoJlld.) 
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Annexure (Concld,) 

Month Average Number of No. Of Companies % of Companies Traded 

Companies Traded Listed (2)/(3) x 100 

(I) (2) (3) (4) 

9705 1945 5840 33.30 

9706 1849 5X44 31.64 

9707 1942 5844 3L!3 

9708 2038 5848 .~4.8.'i 

9709 1662 5839 28.46 

9710 1684 5X42 28.1l3 

9711 1480 5X42 25.:13 

9712 1435 51143 24.56 

9801 1500 5X50 25.64 

9X02 1384 5852 23.65 

9803 1490 5853 25.46 

9804 1884 5853 32.19 

9805 1570 5X52 26.!!3 

91106 1265 5854 21.61 

91107 1229 51150 21.01 

980X 1143 5851 19.54 

91l0l) 1302 5X54 22.2-1 

<JIlIO 1135 5855 19 .. W 

91l1! 1316 5X57 22.-17 

lJX 12 130(J 51160 22.1~ 

lJ9()J 1644 5861 28.05 

9902 11119 5X60 31.04 

9903 19111 5X-I8 .13.91 

9904 1482 5X50 25.:n 

9905 1474 51150 25.20 

9906 1420 5851 24.27 

1)907 17X5 5X51 3051 

<J90X 1967 5852 l~.61 

9909 2041 5X54 34.1l7 

9910 2318 5855 39.59 

9911 1963 5858 lUI 

9912 2516 5863 42.91 

# Previous month' s figure was repeated in the ahsence of the corresponding month' s figure. 

Source: Col. (2) - CMIE. Capital M(/rkeIJ, October 1998 for the period January 1994 to Man:h 1991S. Estimated from th~' 

daily trade data for the remaining months. Data for some days in 19lJ9 was not available. Col.t}) - SSE. The S/O,'/( 1,:\r!wlIge 

Rel'iew. various issues. 
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NOTES 

I. The World Bank noted that capital markets were needed 
in any mass privatisation programlne especially for sale of 
state assets through direct share offerings. The UN noted that 
'Besides the stock market's ability to mobilize domestic 
savingscffectively, italso draws in foreign savings to augment 
investment. Clearly countries without astock market will have 
severe difficulties competing with other countries having such 
an institution' . 

2. The Narasimham Committee [1991] which ~ecom­
mended the discontinuation of the Controller of Capital Issues 
(CCI). felt that 

(I)n the scenario that we envisage it would be for the 
merchant bankers and the underwriters who should offer 
professional advice on a particular issue, on the nature of 
the instrument, its terms and pricing and for the issuer to 
dedde on these matters. The Committee does not believe 
that CCI or. for that matter. SEBI should be involved in 
prior sanction of new capital issues in respect of companies 
whose scrips are listed on the stock exchange. In respect 
of unlisted shares however, where investor awareness of the 
prospects and background of the promoters may not be high 
and with a view to prevent any misuse by promoters, it may 
be stipulated that the Stock Exchanges should approve the 
prospectus. 
~. Though the exchange is now called The Stock 

Exchange, Mumbai. we shall refer (0 it as Bombay Stock 
Exchange or BSE, its beller known form. 

4. As a follow up of the adoption of the FERA it became 
obligatory for all foreign branches operating in India to get 
registered as Indian companies under the Companies Act. 
/956 with up to 40 per cent foreign equity. Companies already 
registered ill India and having more than 40 per cent foreign 
equity were also required to dilute the extent of foreign equity 
to 40 per cent. 

5. The consequential wide dispersal of shareholding (a) 
provided insurance against likely attempt at cornering of 
shares by any groups or individuals and (b) created a situation 
in which a large number of shareholders can be mobilised to 
.:reate public opinion in ItlVour of the foreign company. For 
an Cllllllrical analysis of FERA dilution strategy. 

6. For instance. the issue of Mcleod Russel was over­
subscribed.:l-I times. that of Warren Tea by 27 times, BritanllJa 
20 times and of Cad bury 16 times. 

7. Since market capitalisation depends on prevailing share 
prices, its ratio to GDP must be read with caution. Market 
capitalisation is a stock concept. whereas the GDP represents 
flow. The use of this ratio to represent the size of a market 
has, however. been justified on the ground that market size is 
positively correlated with the ability to mobilise capital and 
di versify risk. 

8. Besides being the oldest. most of the larger Indian 
wmpanies are listed at the Bombay Stock Exchange. It is 
estimated that at the end of 1997. companies listed on BSE 
accounted for 92 per cent of market capitalisation of all-India 
listed companies. The share of traded volumes of BSE, 
however. got reduced in a substantial manner with com­
mencement of the operations by the National Stock Exchange 
(NSE) in 1994. Subsequently. BSE introduced On-Line 
Screen Based Trading covering different cities to recover the 
lost ground. 

9. These figures, however, have to be read with caution 
due of the uncertainty surrounding the estimation of the 
paid-up capital of the Indian corporate sector. Moreover. 
growth in the market capital isation and the listed capital need 
not necessarily be due to new productive investments but due 
to the listing of existillM large companies. For instance, in 
India many large public sector companies came to be listed 
on the stock exchanges in the post-liberalisation period due 
to partial divestment of government equity. These included 
Indian Oil Corporation. Steel Authority of India (SAIL). 
Mahanagar Telephone Nigam (MTNL) and Oil and Natural 
Gas Corp. (ONGC) apart from large banks like the State Bank 
of India (SBI) and financial institutions like the Industrial 
Development Bank oflndia (lD81) and the Industrial Finam;c 
Corporation of India (lFCI). The importance of public sector 
companies can be seen fwm the fact that at the end of 19Y6 
there were seven pllblic sector companies among the top len 
in terms of market capitalisation. Additionally, much of the 
market capitalisation of public sector companies is illusive 
because an overwhelming putt of the equity of the companies 
is still with the government. 

10. Capital can be raised from the primary market either 
through public issues or from rights issues to the existing 
shareholders. The amounts can eilher be in the form of equity. 
preference shares or debt. There arc differences in the esti­
Inatcs provided by the Ecollomic SUfI'ey and private moni­
toring organisations like the Centre for Monitoring Indian 
Economy (CMIE) and the Praxis Consultancy and 
Information Services Pvt. Ltd.·s Prime Database. While there 
are differences in number of issllcs and the amount raised. 
there is considerable similarity in the overall dimensions and 
the year-Io-year movements. CMIE has been preferred bere 
because it gives ownership-wise distribution of issues. 

II. Though the two sources arc not comparable, the fact 
that the situation worsened in 199H-99 is reflected from the 
data offered by SEBI. According to SEB I the number of issues 
declined from III in 1997-9H to 58 in 199H-99. Even among 
these, initial issues suffered the worst withjust 18 in 1998-99 
against 52 in the previous year. 

12. Through irregularities in securities and bankll1g 
transactions huge amount, were diverted to the stock market. 

13. By sheer coincidence. we found that the observation, 
of a Committee in 194X describe aptly the situation that 
prevailed during those months. In the context of the steep rise 
in the shares of Indian Iron & Steel Co. between June 1936 
and April 1937 from about Rs 9 to Rs 79 3/4 it was noted that: 
For the first time in its history, the stock market became the 
playground for all comers. Seized with an insatiable lust for 
money-making, uninitiated in the technique of stock spec.:u­
lation. ill-informed as to the relative position of and the value 
of the various speCUlative shares. the Illan-in-the-street wa, 
wildly dragged into the maelstrom of stock market boolll 
After reaching the above record price on 6'" Apri I, Indian Irons 
fell abruptly to Rs 43-4-0 by the end of Ihe month causing 
immense loss to numerous persons and benefiting only a few 
clever manipulators who had taken full advantage of the 
pitiable laissez./ilire policy then pursued by the Government. 

14. Part of this was through issue of new shares and part 
through off-loading of government shares. 
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15. An additional safeguard was provided in the form of 
official scrutiny at the time of issuing an industrial licence. 

16, Exceptions were. however, allowed for banks. SEBI 
subsequently modified the criteria. The latest guidelines 
indicate that instead of actually paying dividend the issuing 
company should have had distributable profits and minimum 
networth of Rs 1 crore during three out of the immediately 
prc.:eding live years, In case of infrastructure projects it is 
sufficient if tht: projects have been appraised by puhlic 
financial institutions and if any such institutions irrespective 
of whether they appraised the issue or not meet 5 per cent of 
the project cost. Sec SEBI Disclosure and investor Protection 
Guidelines 2000, 

17, SEBI Chairman was reported to have said that '(T}he 
details of the mechanism (to find out the vanishing promoters) 
will he worked out soon, The total amount raised by thcse 
promoters is not known', It was also reported that ahout half 
(lIthe nearly 6.000 listed companies did not fil.: annual results 
for March 19LJH, 

1 H, Acconhng to RBI. the number of new non-govl!rnrnent 
puhllc limited companies which made ncw capital issues 
declined sharply from 577111 1995-96 to just 27 in 1997-98 
and to only 7 in 1998-99, Financing companies were affected 
severely in the process. The number of public issues ofNBPCs 
declined from 477 in 1995-96 to 249 in 1996-97 and further 
to just 24 in 1997-98, 

19, The case ofCRB group whose diversion of funds raised 
from public issues led to the focus on non-banking financial 
conwanics provides a rclevant example here. The group was 
associated with a number of public issues in the 'eighties, The 
kingpin of the group was even auditing the accounts of 
-:olllpanies on which his father and mother were directors, 
Some other auditors associated with the group at that tillle 
later appeared as auditors to CR B Capital Markets Ltd" a 
merchant banking company, also engaged in leasing and other 
financial services, The company came to the publk thrice in 
the early 'nineties - public issue August 1992. and puhlic­
cum-rights issues in August 1993 and January 1995 - the total 
issue amount being Rs 238 crore, Another company of the 
group CRP Crop Ltd., formerly Jaihind Granite Industries 
Ltd,) made two issues totalling Rs 81 crore, (Sec: Praxis 
Consulting and Information Services Pvt Ltd" Prime-MRL 
and Prime-MIL, covering All public Issues: 1.4.1989 -
.,1.3,199<) and All Rights Issues: 1.4,1990 - 31.3,1999. n,d,} 
Thl! group received FDI approval for floating a financial 
services joint ventlll'e with Daewoo group of Korea and for 
setting up asset management companies in association with 
Daewoo Securities and Keystone Group Inc" USA. The group 
floated a mutual funds in August 1994 to raise about Rs 100 
crore, The Group was on the verge of promoting a bank when 
the matter was exposed. In addition to the NBFCs, the 
operations of 'plantation companies' have also hurt the 
investor sentiment. 

20, CMIE's observations are relevant in this wntexl. 
CMIE noted that '(U)nlike the 1980s or the early I 990s, the 
business sectors arc unable to dircctly draw upon the savings 
of the household sectors, IPOs arc replaced by private 
placement issues, Banks and financial institutions have dis­
placed manufacturing corporates and asigniticant part of fund 
mobilised is through deht instruments rather than l'quity', 

21. Liquidity enables investors to alter their portfolios 
quickly and cheaply and makes investments less risky. One 
measure of liquidity is total value traded as a proportion of 
GDP, Turnover ratio, i,e" value of total shares traded as a 
proportion of market capitalisation is another important one. 
However. high level of trading in a few scnps may indjcate 
unhealthy speculation, 

21, When shares arc purl!hasedthey will normally be takcn 
delivery at the end of the settlement by making the necessary 
payment 01' the deals arc squared off. The carry forward 
system enables the purchaser to postpone the delivery to the 
next settlement by paying /mdlll or carry forward charges to 
a blldlll linancicl'. The main difference between the margin 
system in USA is reported to he while in the Indian case there 
is no need for the seller to have shares and the buyer to have 
the money, in the margin trading the buyer has to put up at 
least 50 percent ofthe purchase value of shares and also pledge 
the sharcs in actuality, For a detailed description of the l!arry 
forward system, In Deccmber 19LJ3. SEBI directed the four 
major stock exchanges in Bombay. Deihl. Ahmedabad and 
Calcutta, where forward trading is pennllted. to have all frc;,h 
trades only on cashhasis. Banningofbtldl" had severe adverse 
impact on trading volumes of Specified Group (also called the 
A Group) shares during 1994-95 in BSE. Average daily 
turnover in A group fell li'olll Rs 285 erOfe in 11)93-94 to Rs 
67 crore in 1994-95, Due to this, thc share of A group in total 
volume got reduced from 73.59 per cent in 1993-94 to only 
22,81 per cent in 1994-95. Re-introduction of/JtIlJ/l/ in January 
1996 again led to the A Group's share increusing suhstantially 
in total volume transacted in thc last qUal1cr of 19LJ5-96. 
DlII'ingthe lirst nine months of 19%-97. thc share of A Group 
in total trading volume rose to 93 per cent. 

23, Though data for cel1ain days in I 'Nt) wa, Illi;.sing.. the 
estimates may not have been afkctetl seriously,\> only the 
numhcr of days for whieh the <Iala wa" availahle wen: taken 
for arriving at tile average numbt:r of cOll1panic, tnrded, 

24. For purposes or this and the subsequent analysis nl 
BSE trading data for the years 19%, 19LJ7. IlJLJH and 1991), 
we have relied on the daily trade data supplied in machine 
readable format (called the QE files) along with the 11/I'('s!Jllmt 
Decision Support System (lDSS) by the Dalal Street Journal 
group, The database was later renamcd as 1;'qlliT,I' Neset//'('II 
Station (ERS) and is being maintained hy the Asian CERe 
Information Services (India) Ltd, Though there arc a few gap 
in the provided by the company, since most nr Ihe .:xcrcisc;. 
analyse the relative shares or different sets of cOJllpanies 
instead of the absolute amounts. this may not slgni ticamly 
affect the conclusions, The face value of each share is Rs 10 
though there arc some exceptions, Such companies arc 
invariably the older ones with II face vnlue of Rs 100, The 
assumption of unifonn face value of Rs 10 made here does 
HOi, therefore, result in any over-estimation, The stock splils 
that have been introduced recently, however, make such 
assumptions unrealistic in future, 

25. The percentage of premi um issues was especially high 
during 1994-95 and 1995-90. During 1994-95 out of the 1,230 
issues as many as 388 had a premium -:oll1poncnt. Out of R7 
equity issues by already listed companies as Illany as 75 
involved premium Indeed. during 1<)<)5-96 nil but nne Dfthe 
59 public issues by the already listed companic" wcre prclIliulII 
isslies. During this year also the prCllllum issues were high 
as out of 1351 issues .,00 had premiulII component tBused 



620 JOURNAL OF INlJlAN SCHOOL OF POUTICAI, ECONOMY OCT·lJEC 1999 

on Prime Database Annual Reports). 
26. The Bombay Stock Exchange has started giving dara 

on trading values in 1996. We have conti ned to trading in 
equity shares of companies after excluding data relating to 
debt securities and transactions by mutual funds. For com­
panies traded both in the regular and dcmaterialised forms 
with distinct scrip codes. the turnover has heen combined and 
only one scrip code has been retained. 

27. The concentration appears quite heavy when compared 
with the tmding pattern at the New York Stock Exchange 
(NYSE). The (umoverdataofthe NYSE for 1998 shows that 
althe JOcompany mark. the share in tumovcrwas only 12.64 
per cent while it was 67.20 per cent for BSE. When the top 
100 companies are considered the share at NYSE works out 
to about half of the share at BSE. Even at the 500 company 
level therc is considerable difference between the shares: 
H3.13 per cent for NYSE against 99.82 per cent for BSE. 

28. Initially BSEdecided to re,move 26 companies and 
introduce 27 new ones to maintain the strength of the Group 
was 14Y at the time of revision). It. however, decided to bring 
in only 17 new companies thereby reducing the Group's 
strength to 140. 

29. Fils arc obliged to take/give delivery of the shares 
traded by them. 

30. The c1assitication broadly follows the equity research 
(ERS) datahase pattern. 

31. While the scrips in A Group can have carry forward 
deals with weekly settlements. those in B I would have weekly 
settlements without the facility of carry forward. Those ofB2 
(also referred to as B Group) wliuld be similar to B I hut with 
a fOl1nightty settlement. • 

32. These were: Aliek, Cybertcch. DSQ Software, Kale 
Consultants. Mars Software. Mastek. Rolta (I). and Visualsoft 
in the soliware sector: Lupin Labs and Morepen Labs in the 
pharmaceut ieal. 

.~l Including Boss Industries (new name: Sriven Multi­
lech) and Vakrangee Ltd. (new name: Vakrangee Software) 
which me reported to be under the scrutiny of HSE for 
changmg thclr names to relate to software business. 

3-1. A Iimiled exercise at identifying public seL·tor com­
panies in 1999 revealed that its share declined further to about 
nine per cent. 

15. The Sensex was revised in November 1998 by ihe 
inclusion of two FCCs (Castrol and Novartis) and two com­
puter software companies (NIIT and Infosys Technologies). 
These replaced two public sector companies (SA ILand I peL) 
and two large house companies (Arviild Mills and GE Ship-
ping). . 

36. The mass media (Radio & TV. networks) as also the 
newspapers invariably give prominence to the Scnscx. Even 
the Ecollolllic Survey IY9K-99, while presenting the monthly 
h:vels of Sense x (30 companies) and the NSE Nifty (50 
companies) described the movements in BSE Scnsex and 
referred 10 those in Nifty in a passing manner. Needless to 
say, there was no discussion on industry-wise price move­
ments. 

37. Though the Fils started making .purchases in early 
IY93. it was only during the last quarter, i.e .. October­
December 1993 their net investments reached a suhstantial 
amount of US$ 600 million. 

38. Private sector accounted for about two-thirds of the 
gross mobilisation and nearly three-fourths of the mobilisation 

in net terms. Resources mobilised by different types of mutual 
funds arc discussed a little more in the accompanying paper 
on FIJ investments. 

39. Out of the 70 companies in the capital goods category 
as many as 30 were FCCs. Their presence becomes more 
prominent if computer hardware companies are taken out: 28 
out of 61. 

40. See Table 7 in the accompanying paper: 'Foreign 
Institutional Investments and the Indian Stock Market'. 

41. Out of about 5.600 companies listed on the BSE during 
1998. we could get the shareholding pattern for 3,894 com­
panies. After excluding public sector companies and com­
panies promoted by them and the companies for which the 
information was not available for any of the years 1996. 1997 
or 1998 we were left with 3JKK companies. 

42. Under Section 169 of the Companies Ad. J 956 the 
minimum voting strength required for convening an 
extraordinary gcneral meeting is 10 per cent of the paid-up 
capital of the company. 

43. Forthis. a separate exercise was made to identify top 
200 private sector companies in 1989-90 for which a share­
holding pattern was available for both pre- and post­
Iiberalisation periods. We assumed that sharcholding data 
prior to mid- I 992 represents the pre-liberalisation pt!riod and 
thatforanytirneafter 1995 reflects the impact oflibcralisation. 
By eliminating companies for which shareholding data was 
not available for both the periods, companies which have got 
merged, the unlisted ones. those which have undergone 
extensive restructuring and the public sector companies. the 
final list of top 200 companies based on thdr ranking in 
1989-90 was arrived at. . 

44. The Circular which followed the recommendations of 
a Committee constituted by SEBI under the Chairmanship of 
Mr. Kumar Mangalam Birla was issued in Ft:bruary 20()O. 

45. At the OTCEI. during 1999. turnover of equity shares 
of listed companies was Rs 4.47 crore against the corre­
sponding figure of Rs I.17K.'!O (;fOJ'C for the perlllitted ones. 

46. On the 15 of the 41 days lI'uUed. d:lily high", of the 
St!I1SCX were alleast 3 per cent higher th:m thl! corresponding 
daily lows.' . 

47. It is relevant to note here that investor prcfercl1(;cs for 
select sectors have resulted in wide vilriat inns in the price· 
earning ratios. Out of the 304 product/activity groups for 
which price-earning (PIE) ratios arc availabh:. in case of six 
the ratio was more than Ion and in casc of ,lIlother live it was 
more than 50. For as Illany as 196. it was less than 10. The six 
with the highest PIE ratios arc: Entertainment and Electronic 
media (765); Large Computer Software Companies (431); 
Magnetic Tapes and Cassettes (2M I); Computer Software 
Converts (161 ); Large Telecommunication Equipment (128); 
and computer Education (125). Figurt!s m brackets arc. PIE 
ratios. Source: Industry Score Board at www:capitahnar­
kct.com. Prices are for Fehruary IH. 2000. 

BHEL 
SSE 
CCI 
CICA 
CMIE 
ERS 

Al3llREVtATION 

Bharat Heavy Electricals 
Bombay Stock Exchange 
Controller of Capital Issues 
Capital Issues Control Act. 1947 
Centre for Monitoring Indian Economy 
Equity Research Station 
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Fecs 
FDI 
FERA 
Fils 
FMCG 
GDP 
HPCL 
ICiCI 
IDBI 
IJ)PAV 

IJ)SS 
IFCI 
IPCL 
ISID 
MRTP 
MTNL 
MTNL 
NBFCs 
NSE 
NYSE 
ONGC 
OTCEI 
PUC 
RBI 
SAIL 
SBI 
SEBI 

foreign-controlled companies 
Foreign Direct Investment 
Foreign Exchange Regulation Act, 1973 
Foreign Institutional Investors 
Fast Moving Consumer Goods 
Gross Domestic Product 
Hindustan Petroleum Corp. Ltd. 
Industrial Credit & Investment Corp. of India 
Industrial Development Bank of India 
Indo-Duch Programme on alternatives in 
Development 
Investmt!nt Decision Support System 
Industrial Finance Corporation of India 
Indian Pt!trochemical Corp. 
Institute for Studies in Industrial IJevelopment. 
Monopoly and Restrictive Trade Practices Act 
Mahanagar Telephone Nigam 
Mahanagar Telephone Nigam 
NOli-Banking Financial Companies 
National Stock Exchange 
New York Stock Exchange 
Oil and Natural Gas Corporation 
Ovcr the Countt!r Exchange of India 
Paid-Up Capital 
Rt!serve Bank of India 
Sted Authority of India 
State Bank of India 
Securities and Exchange Board of India 
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FOREIGN INSTITUTIONAL INVESTMENTS 
AND THE INDIAN STOCK MARKET 

K.S. Chalapati Rao, K.V.K. Ranganathan and M.R. Murthy 

To facilitate foreign private capital flows in the form of portfolio investments. developing 
countries have been advised to develop their stock markets. It was suggested that these investments 
would help the stock markets directly through widening investor base and indirectly by compelling 
local authorities to improve the trading systems. While the volatility associated with portfolio capital 
flows is well known, there is also a concern that foreign institutional investors might introduce 
distortions in the host country markets due to the pressure on them to secure capital gains. 111 this 
context, this paper seeks to assess the importance offoreign portfolio investments inlndia relative 
to other major forms and to study the relatio.nship between foreign portfolio investments and trends 
ill the Indian stock market during the past four years. 

Introduction 

The character of global capital flows to 
developing countries underwent significant 
changes on many counts during the' nineties. By 
the time the East Asian financial crisis surfaced, 
the overall size of the flows more than tripled. It 
stood at US$ 100.8 bn. in 1990 and rose to US$ 
30g.] bn. by 1996. The increase was entirely due 
to the sharp rise in the flows under private account 
that rose from US$43.9 bn. to 275.9 billion during 
the same period. In relative terms the percentage 
of private account capital flows increased from 
43.55 to g9.55 percent (Table 1). Simultaneously, 
the Official Development Assistance. (ODA), 
declined both in relative and absolute terms. All 
the -main components of the private account 
capital transfers, namely, (a) commercial loans, 
(b) foreign direct investments (FDI), and (c) 
foreign portfolio investments (equity and bonds) 
(FPI) recorded significant increases. Portfolio 
flows increased at a faster rate than direct 
investments on private account. As a result, 
starting with a low <level of 11.16 per cent, the 
share of capital flows in the form of portfolio 
investments quadrupled to reach 37.22 per cent 
in 1996 reflecting the enhanced emphasis on 
private capital tlows with portfolio investments 

forming the second important constituent of the 
tlows during the 'nineties. In this process multi­
lateral bodies led by the International Finanl:c 
Corporation (lFC) played a major role. 1 

Following thc East Asian financial crisis, ini­
tially there was a slow down followed, by a 
dedine in private capital flows. While bonds and 
portfolio equity flows reacted quickly and 
declined in 1997 itself, loans from commercial 
banks dropped a year later in 1998. Decline in 
FDI was also delayed. But the fall in FDI was 
quite small compared to the other three major 
forms of privHte capital flows. While tlows on 
official account increased, following the crisis, 
they continue to constitute only a small portion 
of the total flows. Thus, starting with the resolve 
by the developed countries to provide one per cent 
of their GNP as developmental aid, the indus­
trialised world preferred to encourage pri vate 
capital transfers through direct investments 
instead of official assistance I Goyal. 1980, Pp. 
843-50; Goyal, 1982].2 The declining importance 
of official development finance is attributed to 
budgetary constraints in donor countries and the 
optimism of private investors in the viability of 
the developing countries [World Bank, 1998, p. 
5]. 
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Dhar and B.P. Sarkar for their comments and useful suggestions. The usual disclaimers apply_ 
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Table 1. Aggregate Net Long·ter~ Resource .'Iows to Developing Countries 

Type ofllnw 1990 1991 1992 
(I) (2) (3) (4) 

A. Official !'lows 56.9 62.6 54.0 

B. Totall'rivalc Flows 43.9 60.5 98.3 

Of which. 
InternallOnal Capitat Markets 19.4 26.2 52.2 

. Private Dc!>t Flows 15.7 18.6 38.1 
- Commcrciaillanks 3.2 4.8 16.3 

- Bonds L2 10.8 11.1 
- Others 11.4 3.0 10.7 

. Portfolio hluity I-'Iows 3.7 7.6 14.1 
I-'oreigll Direct Invcstment 24.5 34.4 46.1 

C. Aggregate Net Resource 100.8 123.1 152.3 
Hows(A+Ii) 
Shan' lIf Private flows in 43.55 49.15 6454 
TOlal Flows (el 
'Shan' of P0I1folio Capital 11.l6 30.41 25M 
Hllws lcquity+bonds) III 
I'nval,· Hllw~tB) 

Source: Based on World Hank. Global Del'e/ol'lIIe1ll fi,li/lII·e. 

Portfolio investments spread risk for foreign 
investors, and provide an opportunity to share the 
fruits of growth of developing countries which are 
expected to grow faster. Investing in emerging 
markets is expected to provide.a beller return on 
investmenls for pension funds and private 
investors of the developed countries. For devel­
oping countries, foreign portfolio equity invest­
ment has different characteristics and 
implications compared to FDI. Besides 
supplementing domestic savings, FDI is expected 
to facilitate transfer of technology ,introduce new 
management and marketing skills, and helps 
expand host country markets and foreign trade 
[World Bank, 1997, p. 31]. Portfolio investments 
supplement foreign exchange availability and 
domestic savings but arc most often not project 
specific. FPI, are welcomed by developing 
countries since these are non-debt creating. FPI, 
ifinvolved in primary issues, provides critical risk 
capital for new projects. Since FPI takes the form 
of investment in the secondary stock market, it 
does not directly contribute to creation of new 
production capabilities .. To enable FPI flows 
which prefer easy liquid~ty, multilateral bodies, 
led by the International Finance Corporation 

(US$ bo.) 

1993 1994 199:; 1996 1997 1<J9X 

(5) (6) (7) (X) (9) ( 10\ 

53.3 455 53.4 32.2 39.1 47.9 
167.0 118.1 201.5 275.9 299.0 227.1 

100.0 89.6 96.1 I·W.5 t:\~'ij 72.1 
49.0 54.4 60.0 100.3 105..1 5X.O 

3.3 13.9 32.4 -l3.7 60:1 25.1 
37.0 36.7 26.6 535 42.6 .10.2 

8.6 3.7 1.0 .~.O 2.6 2.7 

5 \.0 35.2 36.1 49.2 ~().2 14.1 
67.0 88.5 105.4 126.4 163.4 155.0 

220.2 223.6 254.9 .lOX.1 WU 275.0 

75.84 79.65 79.05 X9.55 88.44 X2.5X 

52.69 40.37 31.12 n.21 24.:15 19.51 

1999. Tablc2.1. 

(fFC), have been encouraging establishment and 
strengthening of stock markets in developing 
countries as a medium that will enable flow of 
savings from developed countries to developing 
countries. 

FPl, it is ex.pected, could help achieve a higher 
degree of liquidity at stock markets. increase 
price-earning (FE) ratios and consequently 
reduce cost of capital for investment. FPI is also 
expected to lead to improvement in the func­
tioning of the stock market as foreign portfolio 
investqrs are believed to invest on the basis of 
well-researched strategies and a realistic stock 
valuation. The portfolio investors arc known to 

have highly competent analysts and ,Iccess to a 
host of information. data and experience of 
operating in widely differing economic and 
political environments. Host countries seeking 
foreign portfolio investments arc obliged to 
improve their trading and deli very systems which 
would also benefit the local investors. To retain 
confidence of portfolio investors host countries 
are ex.pected to follow consistent and business­
friendly liberal policies. Having access to large 
funds, foreign portfolio investoJ'S can influence 
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developing country capital markets in a signifi­
cant manner especially in the absence of large 
domestic investors. 

Portfolio investments have some macro­
economic implications. While contributing to 
build-up of foreign exchange reserves, portfolio 
investments would influence the exchange rate 
and could lead to artificial appreciation of local 
currency. This could hurt competitivene:;s. 
Portfolio investments are amenable to sudden 
withdrawals and therefore these have the poten­
tial for destabilising an economy. The volatility 
of FPI is considerably inlluenced by global 
opportunities and /lows from one country to 
another. Though it is sometime argued that FDI 
and FPI arc both equally volatile [Claessens et ai, 
I (1)31. the Mexican and East Asian crises brought 
into focus the higher risk involved in portfolio 
investments. 

The present paper has two objectives. One, to 
assess the importance of different types of foreign 
portfolio investments in capital tlows to India. 
And two, to understand the investment behaviour 
of foreign portfolio investors through an analysis 
of the portfolios of five US-based India specific 
funds. Such anexercise, it is hoped, would explain 
the relationship between foreign institutional 
investments and trading pattern in the Indian 
stock market better than aggregate level analysis. 

FPI and India 

While foreign portfolio investments are not 
new to the Indian corporate sector, the importam:e 
of portfolio investments received special impetus 
towards the end of 1992 when the Foreign Insti­
tutional Investors (FIls) such as Pension Funds, 
Mutual Funds, Investment Trusts, Asset 
Management Companies, Nominee Companies 
and incorporated/institutional Portfolio Manag­
ers were permitted to invest directly in the Indian 
stock markets. The entry of FIls seems to be a 

follow up of the recommendation of the Nara­
simham Committee Report on Financial System. 
While recommending their entry, the Committee, 
however, did not elaborate on the objectives of 
the suggested policy. The Committee onl y stated: 

The Committee would also suggest that the 
capital market should be gradually opened up 
to foreign portfolio investments and simulta­
neously efforts should be initiated to improve 
the depth of the market by facilitating issue of 
new types of equities and innovative debt 
instruments [Narasimham Committee Report. 
p. 121]. 

Press reports of early 1993 indicate that the 
Asian Department Bank (ADB) innuenced the 
Committee's recommendations [Patriot, 1993; 
Hindustan Times, 1993; Dataline Business, 
19931. The then ADB President's Report Oil 

India's Request for a Financial SectoJ' Program 
Loan, mentioned that: 

The Bank (ADB) had also called for capital 
market reforms including allowing private 
mutual funds to operate, allowing investment 
in Indian firms by foreign investors and 
allowing increased access to world capital 
markets for Indians (emphasis added).) 

Attracting foreign capital appears to be the 
main reason for opening up' of the slock markets 
for FIls [Lalitha, 1992J. The Government of India 
issued the relevant Guidelines for FII investment 
on September 14, 1992. Only a few days prior to 
this, a statement attributed to lFC suggested that 
India would have to wait for some years bcl()re 
the expected large foreign investment materi­
alises [Financial Express, 19921. Regarding the 
entry of FIls the then Finance Minister said at a 
meeting organised by the Royal Institute of 
International Affairs (London) that the decision 
to open up the stock market to investments by 
foreign companies would be good for the country 
as India needed international capital. He further 
said that a non-debt creating instrument such as 
this was superior to raising loans of the dassical 
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type so that an unsustainable debt burden was not 
piled up. The Finance Minister abo said that the 
liberalisation of the economy would bring in 
international capital of about $10 bn a year rising 
to $12-13 bn. over the following 2-3 years 
[Economic Times, 1992]. It may also not be a 
mere coincidence that India decided to open its 
stock markets to FII invl!stments in the aftermath 
of the stock scam. The Sensex. BSE Sensitive 
Index, fell to 2,529 on August 6, 1992 from the 
unpn:cedented high level of 4,467 reached on 
April 22, 1992. As an incentive, FIls were 
allowcd lowcr rates for capital gains tax. This 
was justified on the basis that ;Cf)his will guard 
against volatility in fund flows' [Economic Sur­
vey, 1993-94, p. 541.-1 Indian industry did protest 
against this and called for a level playing field 
lPai Panandiker). 

During the period 1992-93 to 1998-99 out of 
the total capital inflow to India of about US$ 28.6 
billion, a little more than US$ 15 billion or nearly 

54 per cent of the total, was on account of foreign 
portfolio investments. These aggregate capital 
flows were a little less than the foreign currency 
assets at the end of 1998-99. During the period, 
ex.ternal debt did illcreased from US$ 85 bn. to 98 
bn. [Economic Survey, 1999-2000l Much of the 
increase, however, took place by 1995. Thus. the 
strategy of relying on non debt creating instru­
ments seems to have yielded results. The tlows. 
however, did not match the iniual expectation that 
capital tlows will aggregate US$ 12-13 bn. a year, 
i.e .. nearly US$ 50-60 hn. for the fi Vi: year period 
1993 to 1997. Within portfolio investments, FIls 
had a share of nearly 50 per cent and GDRs 44 
percent (Table 2). From the point ofcapitaillows 
and managing halance of payments, it docs appear 
that an active pursuance of GDRs could be a 
viable alternative to FII investments. Unlike 
portfolio investments, GDRs are generally proj­
ect specific and hence the henefits from such 
issues are more tangible. 

Table 2. Inflow of Foreign Investments in the ['ost-Iiberalisation Period 

(Amount ill US$mn.) 

Year Of which. Portfolio Investments 
Total Inflows 

(Direct+ Portfolio) Totat 
(I) (2) m 

1992-93 559 244 
1993-94 4.153 3,567 
1994-95 5.138 3.824 
1995-96 4.892 2.748 

t996-97 6.133 3,312 
1997-<)8 5,385 1.828 
199B-99 2.401 -61 

Total 28,661 15,462 

# Represent fresh inflow/outflow offunds by Fils. 
@ Figures represent GDR amounts raised abroad by the Indian companies. 
Source: India. Ministry of Finance. Economic Survey: /999-2000. 

Of which Flls# GDRs<!!' 
(4) (5) 

1 240 
1.665 1.520 
1.503 2.0S2 
2.0()<) hS3 

1.926 lJ66 
')7<) 645 

-.NO 270 

7.693 6.)106 

FlI Investments on the Indian Stock Exchanges Bank of India under the Foreign Exchange Reg­
ulation Act, 1973 to enable them buy and sell 

In November 1995. SEBI notified the Foreign securities, open foreign currency and rupee bank 
Institutional Investors Regulations which were accounts and remit and repatriate funds. For all 
largely based on the earlier guidelines issued in practical purposes, full convertibility of rupee is 
1992. The regulations require FIls to register with applicable to FII investments. Gradually, the 
SEBJ and to obtain approval from the Reserve scope of FII operations has been cxpan~d by 
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permitting (a) additional I:ategories of investors, 
(b) recognising other instruments in which they 
can invest, and (c) altering the individual and 
aggregate FII shares in anyone Indian company. 
The latest position is that an FII (investing on its 
own behalf) or a sub-account can hold up to 10 
per cent of paid-up equity capital (PUC) of a 
company. The total investment by all FIls and 
sub-accounts in anyone company cannot exceed 
24 per cent of the total PUC. In companies which 
pass a special resolution in this regard, the total 
FIl investment can reach up to 30 per cent of the 
PUc. Imposition of investment ceilings, one 
expects, was aimed at: one, preventing cornering 
of shares that could result in take-over opera­
tions;5 and two, to keep price fluctuations under 
limits. The 24 per cent limit docs not include 
investments made by the foreign portfolio 
investors outsidc the portfolio investment route, 
i.e., through the direct investment approval pro­
cess. I nvestments made through purchases of 
GDRs and convertibles are also excluded. For 
calculating the FII investment limits, investments 
hy NRls and Overseas Corporate Bodies pre­
dominantly controlled by them, which were 
induded earlier, are no longer included for 
purposes of monitoring the FIl investment cei­
lings." In the Budget Speech 2000-2001 it was 
proposed to raise the upper limit to 40 per cent. 

In spite of the fact that FPI has been given an 
important place in India's financial sector under 
the liberalisation package, very few studies of the 
FII operations in India exist. One reason for this 
has been the paucity of data. Empirical studies 
have remained confined to aggregate level studies 
[Joshi, 1995; Pal, 1998, Pp. 589-98; SamaL 1997, 
Pp. 2,729-32]. The studies generally point to the 
positive relationship between FII investments and 
movement of the Bombay Stock Exchange share 
priee index. We looked at the relationship in a 
somewhat different way. It has been noticed that 
net FII investments were lower in the fourth 
quarter in all the years except 1993, their first year 
of operations, and 1999. The average of BSE 

Sensex also fell in the last quarter except in 1993 
and 1999. Contrary to the expectations FII 
investments picked up during the last quarter 
itself after a dip in the third quarter of 1999. 
A verage level of Sensex also did not decline 
during the last quarter. It does, however, appear 
that FIls buy in the first and second quarters 
following the depression created by their low 
activity or relative selling pressure in the last 
quarter. The decline, which starts in the third 
quarter, reaches the maximum in the last quarter7 

(Graph). One of the possible explanations for the 
BSE Sensex also declining during the last quarter 
could be that the local market players look 
towards FIls for leads. In such a situation, even 
with relatively small turnovers, FUscan swing the 
market by their actions. The extent of FII influ­
ence on market players can probably be gauged 
from the fact that SEBI asked the stock exchanges 
not to release FII trading details [Hindu Business 
Line, 1999]R as SEBI decided to release the data 
with a one day lag and after due con firmation with 
the FIls' custodians. 

To give better empirical content to the general 
understanding that FIls influence the Indian 
equity markets we tried to get detailed data on FIl 
transactions. Our efforts at getting FII-wise 
information from the RBI and SEBI. however, did 
not meet with any success.') In view of this, we 
had to rely on other sources. At the beginning of 
March 2000, the numher of FIls registered with 
SEBI stood at 502. The sheer number of FIls does 
not give a full picture of the FII operations in India 
since each of the Fils can represent unlimited 
number of sub-accounts. On the number of 
sub-accounts. however, no information is avail­
able. With the importance attached to sub­
account-wise investment limits one would have 
expected SEBI to provide information on these. 
Also, a good number of FIls are under common 
control (as indicated by their names, addresses 
and telephone numbers) and render individual FII 
limits less relevant. 
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Graph 
Quarterly Movements in Net FII Investments and Average Sensex Levds: 1993: 1999 
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Note: Quanerly averages of Sensex closing values. 
Source: Net FII investments are taken from CMIE, Capital Markets, October 1998 and SEBI. 

After 1993·94, SEBI stopped giving a 
category-wise break up of the registered FIls in 
India. From an examination of the registration 
numbers, available from the SEBI web site, it 
appears that most FIls fall under two categories: 
'FA' and 'FD' (Table 3), FA appears to stand for 
fund advisers and asset management companies 
implying that most FIls (56.57 per cent) work as 
representatives of others. From a similar deduc­
tion it appears that FD stands for investment 
funds, III These two categories account for 93 per 
cent of the FIls. There are 9 FIls under the cate­
gory 'FC' which are most likely pension funds. 
The other important category is 'FE' which 
includes an assortment of insurance companies, 
investment trusts and government bodies. 

Out of the 502 FIls, as many as 200 were from 
USA and another 121 have UK addresses. A few 
FIls are reported to be from Hong Kong, Singa­
pore, Luxembourg, etc., but some of them, it is 

our assessment, had their origin in USA and UK. 
For instance, those registered from Singapol"C . 
include: Citicorp Investment Bank (Singapore) 
Ltd_, Templeton Asset Management Ltd., and J.P. 
Morgan Securities Asia Pvl. Ltd. The registrants 
from Hong Kong include Jardine Fleming IntI. 
Mgt. Inc., Merril Lynch Far East Ltd .• and ABN 
Amro Asia Ltd. One of the registrants from 
Bahrain is Citicorp Banking Corp. Very few FIls 
had their addresses in tax havens like Bahamas 
and Cayman Islands. Only one FH has given a 
Mauritius address. It thus appears that the phe­
nomenon of FIls is essentially a domain of funds 
from USA and UK. 

The larger FIls have mUltiple associates in 
India including locally incorporated companies 
which operate either as brokers, managers or 
mutual fund operators. I I Some of the FI Is lloated 
joint ventures with Indian companies: either 
belonging to the broking community or India's 
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business groups. Coupled with the fact that the 
FIls can invest through the GDR route, it appears 
that the operations of FIls cannot be understood 
if investments by FIls registered with SEBI are 
examined in isolation. The network of entities 

belonging to the Jardine Fleming Group may 
provide a concrete ex.ample in this regard (Box 
I). We shall discuss the involvement of FIls in 
the Indian mutual funds industry a little latter to 
further provide evidence in this regard. 

Table 3. Country-wise Distribution of FIls Registered with SED] 

Country Asset Manage- Investment Insurance Cos. Pension Others Total 
ment Cos.lFund Funds! Trustees Investment Funds 

Advisers$ on Behalf of Trusts. Govern-
Such Funds ment Bodies, 

[FA] lFDI etc. [FEI [PCI 
(I) (2) (3) (4) (5) (6) (7) 

USA 102 86 5 7 200 
UK 68 42 10 .1 121 
Hong Kong 31 2 I 34 

Singapore 19 2 23 
Luxembourg 8 22 J() 
Australia 5 10 16 

Switzerland 12 2 15 
Canada 8 4 I3 
Netherlands# 7 6 I3 

Italy 6 7 
Japan 4 I 5 
Olhers (Incl. unclassi- 14 6 5 25 
lied) 

Total 284 183 25 <) 502 

$ This classification is based on relating registration numbers with the names of Fils. 
# Including one from Netherlands Antilles. 
Source: Based on the registration details given at SEBI' s website. 

From the available information it appears that 
FIls do not play a mlUor role in the primary 
market. According to SEBI, in 1995-96, out of 
the 1.426 public issues involving an issue amount 
ofRs I 4, 240crore, in 79 issues Rs 212 crore were 
reserved for FIls. In the following year Rs 549 
crore were reserved in 23 issues out of a total 
amount of Rs 11,557 crore issued by 751 com­
panies. In 1997-98 the amount reserved was Rs 
12 crore in 3 issues [SEBI, 1996-97 and 1997-98; 
1998-99, Pp. 50-5IJ. 12 The following exercise 
will, therefore, be concentrating on the FII 
operations in the secondary market. In the sec­
ondary market also, going by the values, FIls are 
more active on the equity market than in the debt 
segment rBSE, 2000, Pp. 13_18].13 AttheBombay 

Stock Exchange, which accounts for about half 
of the FH sales and purchases. against the total 
market turnover of Rs 5,27,960 crore in 1999, 
FII purchases were Rs 17.165 crore and sales, 
Rs ) 3, ) 74 crore. 14 The total turnover for 1998 
stood at Rs 2,65,995 crore; FII purchases at Rs 
6,684 crore and their sales. Rs 6,940 crore. Thus. 
in comparison to total trading values on the BSE, 
FH sales and purchases appear to be quite smaiL 

For understanding the investment pattern of 
FIls we tried to examine the N-30D filings of 
investment funds with the US capital market 
regulatory body, namely, the Securities and 
Exchange Commission (SEC). Form N-30p is 
required to be filed by registered investment 
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companies and contains semi-annual and annual 
reports mailed to the shareholders. 15 The SEC data 
are. available for different years. One can, 
therefore, make useful comparisons over a period. 
The filings also offer details on the investment 

strategies of FIls. A study of American funds 

could be quite representative of the FIls invest­

menl behaviour in India because most FIls reg­

istered in India are from the USA. 

BOX-] 
JARDIN}: I<'LEMING# & INDIA 

Jardine Fleming India Fund Inc., 
Investment Adviser: 

Broker: 
Revolving Credit Agreement WITH: 
Administrator: 

Mauritius Administrator: 
Custodian: 

JI<' India Trust 
Trustee & Registrar: 

Investment Manager: 
Manager: 
In,:estment Adviser: 
Registrar's Agent: 
& HK Representative: 

Maryland, USA 
Jardine Fleming International Management Inc. (1FIM). 
British Virginia Islands. Regd. with SEBI as an FH from HK. 
Jardine Fleming India Broking Pvt. Ltd., India (i\ftilillil' o1.lFlM) 
Jardine Fleming Bank LId. (lilli/iliff! o(.IF1M) 
Mitdell Hutchins Asset Management Inc. 
Wholly-owned subsidiary of Paine Wroher 
Mulriennsuh Ltd .. Mauritius 
Citibank. US & India 

HSBC Trustee (Mauritius) Lid .. Mauritius 
JF Unit Trust Management Ltd .. British Virgin Islands 
JF India Fund Management Ltd .. British Virgin Islands 
Jardine Fleming Investment Management Ltd. 

Jardine Fleming Unit Trusts Ltd. 

Jardine Fleming India Asset Management Pvt. Ltd., India Asset Management Co. of Jardine Fleming Mutual Fund 

Fledgeling Nominees Inti. Ltd., Cayman Islands. Regd. as FII with SEBI. C/o Jardine Fkming India Securillcs PVI. Ltd .. 
India. Mumbai. 

Robert Fleming Nominees Ltd., London, Regd. as FH with SEBI. C/o Jardine Fleming India Securities PVI. Ltd .. India. 
Mumbai . 

.Jardine .'leming India Securities Pvt. Ltd. 
Approved by the FlPB in June 1994 for undertaking merchant banking. corporate finan~e. stock broking and asset management. 
The approval was for Jardine Fleming. Mauritius. 

Jardine Mathcson's Joint Venture with Tata Industries with Bermuda as the home country Approved by FlPS in April 
1996 for undertaking retailing. distribution. financial services. property. hotels. engincenng and construction. 

}'Ieming Fund Management (Luxembourg) S.A., Luxembourg, Regd. as FII with SEBI 

# Jardine Fleming was established in 1970 in Hong Kong and is jointly owned by Jardine Matheson Holdings Limited and 
Robert Fleming Holdings Limited. Early last year Flemings fully acquired Jardine Fleming. 
Note: Prepared in early 1999 by way of illustration and is by no means exhaustive. 

By a process of string search in the text, we 
could identify 53 funds which invested in India 
in 1998. 16 Only five of them were specific to 
India.17 The others invested in GDRs of Indian 
companies, India specific funds of USA or UK or 
directly in a few Indian companies. Apart from 
the five India specific funds, only six other funds 

invested in more than ten Indian companies in 
1998. This may indicate that the focus of FIls on 
India is quite narrow. 

]nvestmellf Pattern {4Five India Specific Funds 

The five India specific funds whose inves\-
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ment details for 1996 and 1998 we will be 
presenting in the following are: (i) India Growth 
Fund Inc.; (ii) India Fund Inc.; (iii) Jardine 
Fleming India Fund Inc.; (iv) Morgan Stanley 
India Investment Fund Inc.; and (v) Pioneer India 
Fund. lx All the five have different investment 
advisers and the total value of investment in 535 
Indian companies in mid-1996 was US$ 915 mn. 19 

The number of companies compares well with the 
official estimates for 1996-97 that FIls have been 
active in over 600 scrips out of more than 6,000 
listed ones. It has also been indicated that out of 
the 427 registered at that time, on an average 130 
were active in any given month and about two­
thirds of the purchases and sales were accounted 
for by only 25 FIls IEconomic Survey, 1996-97, 
p.61]. But by 1998, presumably as a fall out of 
the East Asian crisis, the sanctions following 
India exploding nuclear devices in May] 998 and 
the general slow down of the Indian economy, the 

numberof companies in which the funds invested 
declined and stood at 375 (Table 4).211 The market 
value of the assets held by the funds declined to 
US$ 762 mn. Decline in the number of companies 
is common to four of the five funds. 

The accompanying study of trading at BSE"I 
showed that out of the nearly 6,000 companies 
listed at the exchange, the largest 500 companies 
in terms of market turnover account for over 99 
per cent of the turnover. FII investments have 
generally confined to this set of high turnover 
companies as the share of such companies in the 
market value of investments increased from 86 
to 98 per cent between 1996 and 1998 (Table 
5). This suggests that FII operations are pro­
gressively confining to liquid shares.":! By 1998, 
it is also observed that A Group (Specified) 
companies, in which carry forwmd deals are 

Table 4. Basic Details of I<'ive India Specific I<'unds 

Name of the Fund 

d) 

I. Morgan Stanley India 
Investment Fund Inc.# 

2. India Growth Fund Inc. 

.1. India Fund Inc.# 

4. Jardine Fleming India 
Fund Inc.# 

5. Pioneer India Fund 

All the Five Funds 

Investment Adviser 

(2) 

Morgan Stanley Asset 
Management Inc. 
UTI Investment Advisory 
Services Ltd., India 
(i) Advantage Advisers, a 

subsidiary of CIBC 
Oppenheimer Corp. 

(ii) Infrastructure & Financial 
Services Ltd .. India 

Jardine Fleming Intel. 
. Management Inc .. British 

Virginia Island 
(i) Pioneer Management Corp. 
(ii) Kothari Pioneer AMC Ltd., 

India 

# Claimed tax residency status in Mauritius. 

No. of Companies Value of Investment 
Invested in (Mil. US$) 

1996 1998 1996 1998 
(3) (4) (5) (6) 

255 165 387.59 291.34 

224 174 134.31 276.02 

188 27 282.08 95.21 

77 77 79.97 84.24 

93 52 31.02 14.78 

535 375 914.97 761.59 

NOle: The number of companies do not add up to the total as more than one fund invested in some of the companies_ 
Source: Based on the Funds' N30-D filings with the U.S. Securities and Exchange Commission (SEC). For the first three 
funds the data refers to June-end of the respective years. For Jardine Fleming it is May-end and for Pioneer it is April-end. 
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Table 5. Shares of Different Categories of Companies in the Market Value ot'lnvestments 

Company Category Market Value (US$ mn.) Percentage in Total 

1996 1998 1996 199X 
(I) (2) (3) (4) (5) 

Top Market Turnover Companies$ 791.64 746.84 X652 9X.06 

A Group# 623.70 619.58 68.17 XI35 
(521.76) (57.03) 

Sensex Companies 326.27 256.33 35.66 .13.66 
Foreign-Controlled Cos.(FCCs) 190.29 214.04 20.80 28.10 

Public Sector Companies 151.98 157.29 16.61 20.65 
Large Indian Houses 339.85 108.63 37.14 14.28 
All Companies 914.97 76159 100.00 100.00 

Percentag~s do not add up to I ()O because of over-lapping of the groups. 
$ Ranked according to the total market turnover at BSE in the corresponding year. 
# The A-group was expanded in February 1998 to include 50 companies. Figures in brackets indicate the aggregate and 
percentage with regard to the composition of the Group prior to iis expansion. 

pennitted, increased their share from 68 per cent value of investment increased from about 21 to 
to 81 per cenl.23 The share of Sensex (pre- 28percenl. Thesharcofpublicsectof(.;ompanies 
November 1998) companies remained at about increased from about 17 to 21 per cent. Along 
one-third of the total value. However, it is with the decline in the number of l:ompanics in 
significant that the five funds invested in practi- which the funds invested, the share of top COIll­

cally all the Sensex companies, implying that panics in terms of market value of investment 
their operations could potentially influence the increased substantially. The share of top tcn 
index. Names and other particulars of the top 25 companies increased from about 26 per cent to 45 
companies in terms of value for each of the five and that of top 100 from 77 per cent to 94 per cent. 
funds are given in the Annexure. While the share In all, the value of the investmcnt of the five funds 
of foreign-controlled companies (FCCs) in the is concentrated in about I 50 companies ITablc6). 

Table 6. Share of Top Companies in the Market Value of Investments by Five India Specilic "'unds 

Top Companies# Percentage in Total Value of Investment 

0) 

10 
50 
)()() 

I:'iO 
All Companies 

TOIal Amount (Mn. US$) 

1996 
(2) 

25.90 
61.01 
77.33 
86.54 

100.00 
(5.15) 

914.97 

# Based on value of investment and includes investment in GDRs. 
Figures in brackets are the number of companies invested in the respective years. 

1998 
(3) 

44.77 
!l2.M2 
93.X7 
9X.06 

100.00 
(375) 

76159 



VOL. /1 NO. -I FOREIGN INSTITUTIONAL INVES1MI:.NTS 633 

A sector-wise classification of the companies, 
in which the funds have invested shows that there 
was a major shift in the investment exposure 
within two years. 24 Computer software (devel­
opment and training) group of companies which 
was not among the top lOin 1996. reached the 
top-most position in 1998. Pharmaceuticals 
sector improved its position from the fifth to the 
third position. Food & Beverages and Personal 
Care products made their entry into the top 10. 
Major industries that moved down below the 10th 
position were: metals and metal products. textiles. 
cement and electrical machinery (Table 7). 

It may be noted that at the Bombay Stock 
Exchange also computer software. food and 

beverages, pharmaceuticals and personal care 
products improved their position in 1998 com­
pared to 1996. Similarly, trading values showed 
increased concentration and the number of 
companies traded declined during the same 
period. While share of FCes in the turnover 
increased. that of Indian large companies 
declined. The resemblance between the distri­
bution of trading values at BSE and ex.po~ure of 
FII investments seem to suggest a strong positive 
relationship between the two and possible inllu­
ence ofFII investment pattern on trading at BSE. 
This goes to strengthen the general conclusion 
drawn on the basis of comparison of quarterly net 
FII investments and movement of the Bom bay 
Stock Exchange Sensitive. 

Table 7. Investment Exposure of Five India Specific US Jo'unds: 
Changing Sectoral Importance between 1996 and 1998 

Market Value of 
Ranking Industry Investments (US$ mn.) Pl!rccntagc to Totul 

--------------.--
1996 19lJX 1996 1998 1996 IlJ9X 

(I) (2) (3) (4) (5) 

2 Automobiles 93.77 85.21 10.25 I 1.1<) 
2 14 Metals and Metal Products 65.72 19.54 7.IX 2.57 
3 4 Non-Electril:ul Machinery 60.85 55.X5 0.65 7 .. n 
4 (, Diversified 59.43 44.28 6.50 "i.XI 

~ 3 Pharmaceuticals 53.07 67.16 Ul(J X.X2 
6 13 Auto-Ancillaries 50.84 20.82 .'i.56 2.B 
7 19 Textiles 42.38 6.0:'1 -1.63 O.N 
8 17 Electrkal Machinery 41.56 II.n -1.54 1.54 

9 IX Cement :'19.02 IO.W 4.26 1.-14 
10 16 Entertainmcnt/Multimedia 3D3 16.22 364 2.13 

14 Computer Suliwarc (Devt&Trg) 25.68 133.94 2.81 17.5<) 
19 5 Food. Beverages & Tobacco Pro 19.06 47.14 ~.O8 6.19 
16 7 Personal Care Products 20.61 44.02 2.25 5.78 
II 8 Telecommunications 37.92 27.94 4.14 3.67 

15 9 Refineries 22.83 25.53 2.50 3JS 
12 10 Publie Sector Banks 30.64 24.73 335 '-US 

Total (including others) 914.96 761.58 100.00 100.00 

Source: Complied on the basis of the Funds' N-3()[) filings with the US SEC. 
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A factor which emerged from the funds' filings 
is that three25 out of the five funds claimed tax 
residency status in Mauritius with which India has 
entered into double taxation treaty. That this was 
a mere strategy of tax planning is evident from 
the fact that one of the funds (India Fund Inc.) 
reported that 

(T)he Fund has established a branch in the 
Republic of Mauritius. . .. Multiconsult Ltd. 
(the 'Mauritius Administrator') provides cer­
tain administrative services relating to the 
operation and maintenance of the Fund in 
Mauritius. The Mauritius Administrator 
receives a monthly fee of $1 ,500 and is reim­
bursed for certain additional expenses.26 

The other two funds also paid similar amounts 
to Multiconsull.n The Mauritius company should 
only be lending its address, as, for such small 
amounts, one cannot think of any other profes­
sional service. In this background, from the tax­
ation of profits and capital gains, point of view, 
the country status described earlier has little 
relevance. 2x Incidentally, the address of Multi­
consult Ltd., is used, apart from India Fund Inc. 
and Morgan Stanley India Investment Fund Inc., 
the two other funds claiming Mauritius residency 
status, also by such other foreign investors that 
invested in India· and as varied as US West 
Cellular Investment Co., Chatterjee Petrochem 
(an NRI company which received approval to 
invest in Haldia Petrochem) and Marconi Tele­
communications. 

Fils and Emergence of Computer Sojiware, 
Consumer Non-Durables al1d Ph(/rmaceutical 
Sectors 

There appears to be a good deal of co­
ordination and similarity in business approach 
among the five Funds in spite of each having 

different investment advisers. All of them started 

looking at the computer software, pharmaceutical 
as also fast moving consumer goods sectors while 

reducing their exposure to commodities and 
chemicals (Box 2). 

The FII preferred sectors seem to have caught 
the attention of others too. Thc emergence of 
software, pharmaceuticals and personal care 

products in BSE m::uket turnover could be a 
reaction of the local investors, especially the 
mutual funds promoted in association with FIls, 
to the FIls' investment strategy. For instance, 
Prudential ICICI Growth Plan managed by 
Prudential-ICICIAssetManagement Co. (AMC), 
ajoint venture of Prudential Corp. Pic., of UK and 
lCICI, by the end of 1998, had a quarter of its net 
asset value (excluding cash) in consumer goods 
companies, 17.01 per cent in pharmaceutical 
companies and 15.91 per cent in software com­
panies. The combined share of the three sectors 
worked out to as high as 58.56 per cent. The 

electronic newsletter of the company dated March 
17, 1999 informed that the share in the three 
sectors increased further to 72 per cent. Similarly, 
in the case of Birla Ad vantage Fund, managed hy 
B irla Capital International Ltd .. 2') as on NovCOl bCI-
30, 1998, the share of the three sectors s«)OO at 

nearly half of the overall value of investments. 1o 

It may be noted that after the mid-November 
revision, the three sectors have an overall 

weightage of 43.52 in the Sensex. Taking 
advantage of the popularity of software scrips, a 
few companies are reported to have even changed 
their names indicating their involvement in 
information technology, probably, to mislead the 
investors [Hindu Business Line. 1999; SEBI. 
1999J.31 
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BOX-2 

Investment Choices of US-Based India Specific Funds 

India Growth Fund Inc: June 30, 1998 

In January 1997, it was decided to decrease the Fund's investment exposure in industries such as cemell/, 

iron and steel, commercial vehicles, chemicals, lind heavy engineering . .. , exposure was iI/creased ill 

in/emllalion technology, pharmaceuticals/ healthcare and food and agro producls. . .. The decision to 

restructure the portfolio by reducing exposure 10 a small number or companies and reducing exposure in 

declining and cyclical sectors has started to show results. The decision to divest of slOcks ill SlIIlIllllntl 

midcllf' cO/npanies. eliminate smaller holding where potential for appreciation was limited .... has helped 

... (emphasis added) 

Pioneer India Fund: April 30, 1998 

We added phllrmllceuliwl stocks, with the belief that these companies should be able to advance regardless 

of the region's economic condition .... In our strongest move of the period, we si/iIl!liClllllly increased 

im'estmenls in .tile Indiall .wjiware and cOlI/puter induslry. (emphasis added). 

India .'und Inc: June 30, 1998 

The Fund continued its strategy of overweighting the .I'(if/ware seclor which is considered to be a longterm 

secular growth industry for India. This sector remains an inherent hedge in the case of a weakening currency 

due to high exp0l1 carnings ... the Fund steadily increased if .I' exposure to ... (·(III.WllIer cOII/(lwlie.\· illarell.l· 

(!f flealthmre, .Iilod, detel'gent.v and other household goods as people shift to using high quality branded 

products. The Fund increased its holdings (!l both Hindustan Lever lind ITC ... The Fund /io-Iher reduce(l 

its holdinis in cO/llmodities Sitch liS petrochemicals and textiles where growth prospects continued to 

deteriorate due to delayed economic recovery in India ... (emphasis added). 

Morgan Stanley India Investment Fund Inc: June 30, 1998 

Given the political outlook and the poor visibility on the economy we remain defensive on the market and 

our Fund is being structured on these lines. We remain (lo,vitive OII.\·o/lware, lIIedill, /,lllIrJllticeutim{s alld 
. '" 

the FMCG sectors and we are holdin/i 011 /0 our large weighting.l· ill these sector.I·. (emphasis added). 

Jardine Fleming India Fund Inc: May 31, 1998 

The Fund's portfolio is comprised of high quality counters with the manager's invcstment focus buth on 

return equities and on those sectors where India has proven skills. Consequently, tile conSUlller, ledlfl%gy 

lind I'hllrmacell1ical sectors lite noticeablyIellluted together with utility stocks in an environmcnt of sOllie 

caution. (emphasis added). 

635 
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Prudential-ICICI introduced a new fund spe­
cialising in what are now being popularly referred 
to as FMCG (fast moving consumer goods) scrips 
lHindu Business Line, 1999J . .12 According to 
Prudential-ICICI, FMCGs include: 

... tea, coffee, bread, butter, cheese, biscuits, 
soaps, detergents and various other products 
that you use every day. 

Regarding the favoured companies the AMC 
stated that: 

... (T)he list speaks for itself: Hindustan Lever, 
Cadbury, Britannia, Procter & Gamhle, 
Nestle, Reckitt & Colman, Henkel Spic, Indian 
Shaving Products, Marico & Smith Kline 
Beecham. 
... All these arc companies which feature great 
brands, a strong distribution network across 
the country, professional management and 
financial soundness, apart from consistent 
performance year after years. As a testimony 
to this fact, the Slacks of these companies have 
performed better than the market in thc last 
three years, gi vi ng an annualised return of 34.3 
pcr cent as compared to an annualised return 
of only 4 per cent in the BSE 200 and the 
Sensex.·H 

The emphasis on FMCG thus actually implied 
emphasis on transnational corporations (TNCs) 
because of their well-known brand names, large 
advertisement expenditures and distrihution net­
works. The importance of TNCs in market turn­
over of BSE may he a reflection of this 
phenomenon. This, seen in the context of new 
FCCs avoiding the stc1tk market may mean that 
the existing listed ones will continue to he the 
favourites of investors as they have limited 
options. Paradoxically, these are the companies 
that may not need to raise resources from the 
Indian investors. 

Fils lind the Illdian Mutual Funds IlIdllstlY 

It was seen in the above that two of the FII 
associated local mutual funds also followed the 
pallern set hy Fils. In this context, it may he useful 
to examine the re)ati ve importance ofFII affiliates 
in the Indian Mutual Funds industry. Following 
SEBI guidelines oJ 1993, which defined the 

structure of mutual funds (MFs) and asset man­
agement companies. mutual funds were launched 
in the private sector for the first time. A few years 
earlier in 1987, puhlic banks and insurance 
companies, were allowed to enter the mutual 
funds sector which was till then the preserve of 
Unit Trust of India. While initially they raised 
considerable amounts. the mobilisation suffered 
with the general industry performance. Of late. 
private sector mutual funds have started hecom­
ing important once again IRBI, 19991. An 
important contributory factor is the tax break 
allowed in the Budget 1999-2000 when the 
income distrihuted under the US-64 and other 
open-ended equity-oriented schemes of UTI and 
other Mutual Funds was exempted from dividend 
tax and income received by individuals from MFs 
was fully exempted from income tax. As a result. 
during April-December 1999, MFs raised Rs 
35,915 crores in gross terms compared to Rs 
16,288 crore in the corresponding period of 1998. 
The performance in net in net terms is mmc 
impressive: Rs 12,194 crore against a net outflow 
of Rs 950 crorc in the previous period. During 
April-Decemher ) 999, share of private sector was 
68.4 per cent in gross mohilisations and 74.33 
per cent in net terms IEconomic SUl'I'ey, 

1999-2000. p. 671. Private sector MFs accounted 
for nearly ten per cent of the net assets of all 
mutual funds at the end of Man:h 1999 ISEBI, 
1998-99, p. 68]. By the end of the year the share 
doubled to nearly 21 per cent [SEBL IY99, p. ~61. 
From independent compilations on mutual funds, 
it does appear that within the private sector MFs, 
funds with forei~n assllciatcs have cOllle to 
occupy an import~nt position (Tahle X).3-t 

While it can be expected that foreign affiliated 
mutual funds would follow the investment pattern 
ofFlIs, it is important to note that many domestic 
ones also followed FIls. The sectors favoured hy 
FIls account for a suhst,mtial portion or the net 
assets under control of many MFs. Even the UTI 
started focussing on certain of these sectDrs. UTI 
.Chairman is reported to have said in Fehrwu-y 
2000 that US-64's (flag ship fund of UTn expo­
sure to the information technology sector rose to 

19.13 per cent at the end or Decemher 1999 from 
5.6X per cent a year earlier:'; UTI's involvement 
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with IT and pharmaceutical sectors is further 
revealed in its noatation of sector specific funds. 
UTI has floated five funds called UTI Growth 
Sector Funds. These are: Brand Value fund 
(FMCG), Phanna and Healthcare fund, Software 
Fund, Petro Fund, and Services Sector Fund. 
While understandably the Software fund is 
exuiusively for computer software companies, the 
services Sector Fund also concentrates on com-

puter related companies 1 Econolllic Tillles. 
19991:1h Among the others who promoted sector 
specific funds arc: Birla MutuaL IL & FS, Kothari 
Pioneer, Prudential ICICI, SBI Mutual and Tata 
Mutual. Interestingly, it is reported that though it 
is not a sector specific fund, JM Equity Fund's 
reliance on the software sector increased from 34 
per cent in September 1999 per cent at the end of 
December 1999 1 Gulati, 20001:17 

Table 8. Assets Under the Management of DilIerent Categories of Mutual funds 
(Rs Crore) 

Cmegory AI the end of Increase 

/\ Unit Trust of InLiiu 
B Hank Sponsored MFs (6) 
C. In,titutions (4) 

D. Private Sedor indo (22) 
- Indian Clllllpanies (6) 

- ,1Vs: Predoillinantly Indian (7) 
- JVs: Predoillinantly Foreign (9) 

Total (A+H+C+IJ) 

11)1)8 
(2) 

.~4.339 
4.'i04 
1.993 
4.924 

776 
2.163 
1.985 

65.760 

19Y9 
U) 

67,207 
7.290 
2.Y<)l) 

19,532 
2.225 
7.977 
9.330 

97.028 

alllount 
(4) 

12.86X 
2.786 
LOOo 

14.608 
1.449 
:\814 
734S 

31.268 

Per ~ent 
(S) 

2.168 
61.~6 
5().4~ 

21.)6.67 
I X6.7.1 
26X.71.) 
\70.(D 

47..">5 

Source: Hascd on the data provided by the Association of Mutual Funds in India (AMFI) at it wd'sJlc www.01l1lriindia.com. 
Figures in bra~kets indicalc the number of funds. 
Assets under Ihe lIIatlagcmclll of UTI are at book valuc. 
JVs: Joint Vcnturc~ 

From the "ho\'e it emerges that mutual funds 
arc gaining pronrll1ence in the Indian Stock 
market and that (i) the share of foreign affiliated 
MFs is growing, (ii) a number of Indian funds are 
following the investment strategies of the foreign 
ones. (iii) there arc sector specific funds for IT, 
Pharmaceuticals and FMCG, (iv) schemes of 
many funds focus on these sectors without 
m:tually claiming themselves to be one such. This 
provides further explanation to the sectoral 
developments in the Indian stock market during 
1991.). Such concerted effort may have further 
underplayed the importance of the othcr sectors 
und widened the differences in PIE ratios between 
the so-called new economy scctors and the 
others." The latest change in Sensex announced 
by BSE further acknowledges the increasing 
importance of IT, media and pharmaceutical 
companies. From April 10,2000 Sat yam Com­
putcr Services. Zee Telefilms, Reddy Lahs and 
Reliance Petrolcum would replace Tata 
Chemicals, Tala Power, lOBI and Indian Hotels 
Co. in the Sensex IEconomic Times. 2000j.w 

It may be noted further that while there was 
net outllow on acwunt of foreign portfolio 
investors during 19y9-9l), private scctor mutual 
funds in India mohilised Rs 1,453 crO/'c on net 
terms. During the first nine months of 1999-2000 
the net collections were Rs 9,064 crores which 
compare well with net intlowsofforeign portfolio 
capital of Rs 6,766 and Rs 11,735 crore during 
1997-98 and 1996-97, respectively IEconomic 
Survey, 2000, p. S-77J. It can thus be expected 
that progressively stock prices would be affected 
not only by net FII investments but also the size 
of funds under control of their local counterparts. 
Whilc FIls can rcmit c.:apilal and profits back In 

their home countries. the local ani liales will h~lvc 
to invest in the domestic market only 1 SEB!, 
1999].-l(l Yet another development during 1999 
which affected share price movement in India is 
the listing of Infosys Technologies and Sat yam 
Infoway, a subsidiary of Sat yam Computers, on 
Nasdaq of USA. It is now helieved in stock market 
circles that prices of information technology 
companies in India arc inlluenccd by the N41sdaq 
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[Economic Times. 2000].41 This phenomenon is 
going to be increasingly prominent as more and 
more Indian companies get traded abroad. 

Summing Up 

There has been a significant shift in the char­
acter of global capital flows to the developing 
countries in recent years in that the predominance 
of private account capital transfer and especially 
portfolio investments (FPI) increased consider­
ably. In order to attract portfolio investments 
which prefer liquidity, it has been advocated to 
develop stock markets. The general perception 
about the foreign portfolio investments is that. not 
only do they expand the demand base ofthe stock 
market, but they can also stabilise the market 
through investor diversification [UN, 1996, p. 
151}. Towards the end of 1992, the Government 
of India allowed FIls to buy and sell securities 
directly on the country's stock markets, primarily 
to attract foreign capital. Concessional rates of 
tax on capital gains and to some extent the limits 
on the extent of foreign equity were expected to 
reduce the volatility and possibly to protect 
managements from hostile take-overs. 

From the point of attracting foreign capital, the 
initial expectations have not been realised. 
Investment by PUs directly in the Indian stock 
market did not bring significantly large amount 
compared to the GDR issues. GDR issues, unlike 
FII investments, have the additional advantage of 
being project specific and thus can contribute 
directly to productive investments. FlI invest­
ments, seem to have influenced the Indian stock 
market to a considerable extent. 

Though 502 FIls are reported to be registered 
with SEBI at the beginning of March, 2000, due 
to inter-linkages among many FIls, the effective 
number of cntities would be much smaller. These 
factors render the limits on shareholding in a 
company by a particular FII serve only a limited 
purpose. While the country-wise distribution or 
FI Is suggests the predominant place of USA and 
UK in FII registrations in India, these inter­
linkages make the two countries' dominance 
more prominent. It has also been noticed that only 

a few FIls are active on the Indian stock market. 
While portfolio investments are known to he 
volatile, the fact that only a few FIls and that too 
mainly from two countries namely USA and UK 
are interested in the Indian stock market increases 
its vulnerability to fluctuations. 

Analysis of the investment exposure of five 
US-based India specific funds suggested a close 
resemblance between FH investment profile and 
trading pattern at the BSE. This finding takes 
quite further the general understanding that net 
HI investments influences stock prices in India 
as it traces the relationship to the sectoral level. 
The heavy emphasis on computer software. 
consumer goods in the Indian stock markets 
seems to have much to do with the process initi­
ated by the FIls after 1996 as a defensive mechc 
anism.42 Compared to 1996, in 1998, they reduced 
their exposure in terms of the number of 
companies and the amount involved. One impli­
cation that can be drawn from the similarity 
between FIl investments and trading on the 
Indian stock market is that the Indian Investors, 
since they perccive FIls to trade on the basis of 
well-researched strategies, may have followed 
the FIls like a 'herd' and in the process accentu­
ated the selective process introduced by the FIls. 
FIls having a strong presence in the Indian Mutual 
Funds segment meant that the funds have also 
started following a similar investment pattern. 
Many Mutual Funds /loated specific funds for the 
sectors favoured by the FIls. As a result. the 
differences have got so acccntuated that food and 
beverages and computer software reached the top 
in 1998 and accounted for nearly two-fifths of the 
turnover at BSE during the same year. In line 
with the changing emphasis of FIls. by 1999 
consumer non-durables receded and computer 
software took the lead. 

An implication of MFs gaining strength in the 
Indian stock market could be that unlike indi­
vidual investors, whose monies they manage, 
MFs can create market trends whereas the small 
indi vidual investors can only follow the trends. 
The situation becomes quitc difficult if the funds 
gain a vested interest in certain sectors by Iloating 
sector specific funds. One can even venture to say 
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that the behaviour of MFs in India has turned the 
very logic that mutual funds invest wisely on the 
basis of well-researched strategies and individual 
investors do not have the time and resources to 
study and monitor corporate performance, upside 
down. Thus, the entry of FIls has not resulted in 
greater depth in Indian stock market; instead it led 
to focussing on only a few sectors. 

Growing concentration of trading in a few 
sectors could reduce the stabil ity base of the stock 
markets. The expectation that by adding liquidity 
to local markets, foreign investments would 
reduce the volatility which results from the 
thinness of the markets in developing economies 
may thus prove unfounded. So far as the incentive 
of lower tax is concerned, FIls have apparently 
tried to circumvent even the low taxes by using 
Mauritius as a shelter. Ultimately to provide a 
level playing field, even the domestic investors 
had to be offered lower rates of capital gains tax. 

From the point of monitoring company man­
agements, it can be argued that the FIls and large 
domestic financial institutions together can play 
a useful role to force company managements 
improve their performance and refrain from 
indulging in mal-practices and investor­
unfriendly decisions as together they hold sub­
stantial shares in many large Indian companies. 
This argument has the inherent weakness that the 
FIls cannot remain attached to a single company. 
They arc expected to exert pressure on manage­
ments by their selling or buying activity. On the 
other hand, government through holdings 
controlled by it, in the long term interest ofIndian 
industry can, if there is political will, take a firm 
stand. There arc also other problems with uti­
lising foreign portfolio equity for monitoring 
domestic companies. One is not sure how much 
of the such equity is in fact return of the flight 
capital. In such a case, the so-called FII invest­
ment will only support the existing managements. 
Even if it is accepted that FII investment could be 
helpful in monitoring, due to their propensity to 
invest in a few liquid shares, the problem of 
monitoring a large number of companies still 
remains. 

The need for a proper regulatory system is 
reflected from the fact that due to severe regu­
latory failure even the presence of FIls did not 
help the revival of India's primary market for a 
long time. A strong domestic base is a prereq­
uisite for providing depth and spread to the stock 
market and to enable it to counter any 
precipitative action by the FIls not based on 
fundamentals. The only safeguard can be Indian 
financial institutions (FIs) holding large shares 
and in their capacity for direct intervention. The 
size of the holdings and internal resources with 
Indian Fis will he an important factor in con­
taining the volatility induced by Fils. Attracting 
FIls cannot be a substitute for domestic policy 
formulation and institutional development. 

While it is said that to attract portfolio 
investments and retain their confidence, the host 
countries have to follow stable macro-economic 
policies, the fact is that developing countries have 
their own compulsions arising out of the very state 
of their social, political and economic develop­
ment. How FIls view the domestic situation can 
be seen from the following extract from a 
semi-annual report of Jardine Fleming India Fund 
Inc. 

Politics, as usual, remains the joker fl}/" 
investors in the Indian market. The decision of 
Kesri, President of the Congress Party. to 
withdraw his Party's support from the United 
Front Government, came as a complete sur­
prise to almost all and caused the markcllo fall 
approximately ) 0 per cent in a short period. 
This simultaneously jeopardised nOlonly the 
passage of the Budget but also Chidalllbu­
ram's tenure lit the Finance Ministry. Kesri's 
actions are regrettable since they destroy 
shareholder value, tarnish India's global rep­
utation, and exacerbate the hardship of the 350 
million Indians who continue to Ii ve in poverty 
[Jardine Fleming India Fund Inc .. 1997, p. 41 
(emphasis added). 

Obviously, political personalities or funda­
mentalist and ex.tremisl organisations would have 
a logic of their own in whatcyerthey do. Fall-out 
of their actions on foreign investment and Indian 
stock markets will be the last thing 011 their minds 
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when they act. This is the reality of developing 
countries. Whether or not they indulge in local 
politks, they scem 10 impress upon (even pres­
surisc) the host governments to follow liberal 
policies in order 10 attract large intlows:} 

To trends suggest that the Indian stock market 
may weaken its relationship with the rest of the 
economy. As it focuses excessively on certain 
sectors [Economic Times, 2000J.~4 Can the 
developing countries rely on the wisdom of the 

stock market, particularly if it reacts to external 
factors, for industrialising their economics is a 
question that needs to be examined in greater 
detail. To the extent that this phenomenon has 
been introduced and accentuated hy FlI opera­
tions gives rise to a doubt whether foreign port­
folio investments would serve the objective of 
local stock market development or the tangible 
benefit from them would only confine to getting 
the halance of paymcnt support along with its 
attendant risks. 

Annexure "'uod-wise List of Top 25 Companies in terms of Value of Investment 

Sr. Company Industryl Activity FCC SCIlSCX GDR Issue Top A Percentage 
No. Turnover Group Share ill 

COlllpanyS Total 
Value# 

(I) (2) <.:\) (4) (5) (6) (7) (H) 

INDIA FUND INC. 

NIIT Ltd. Computer Software Y Y AI 12.52 
2. Infosys T edmulngics l.td. Computer Software Y Y AI 7.lH 
. ~. Punjuo Tractor~ Ltd . Automobile Y AI (, HY 
4. Hindustan Levcr Ltd. Personal Care Y Y Y A ('.6~ 

5 Reliance Industries Ltd. Diversified Y Y Y A 5A3 

6. ITCLtd. Food & Bewragcs Y Y Y Y A ~.43 
7. Hindustan Petroleum Corp Refineries Y Y A 4.()1 

Ltd. 
H. Dr Reddy' s Laboratories Pharmaceuticals Y Y A 190 

Ltd. 
l). Sat yam Computer Ltd. Computer Sofiware Y AI .170 
Ill. Ranhaxy Laboratories Ltd. Pharmaceuticals Y Y Y A .1.45 

II Mahanagar T elcphont: Telecommunications Y y Y A 1..11 
Nigam 

12. Larsen & Toubro Ltd. Diversified y y y A 2.<)7 
13. Hindalco Industries Ltd. Metals Y Y Y A 2.29 
14. Vidcsh Sanchar Nigam Ltd. Tclt:communications Y y 1.74 
15. ASB Ltd. Machinery - Elect. Y y A 1.59 

16. DSQ Software Ltd. Computer Software y 1.44 
17. Tata Iron & Steel Co Ltd. Metals y y A U7 
IR. Oriental Bank of COlll- Banks - Public Sector y A 1.J4 

lUerce 
Il). TVS Suzuki Ltd. AUloIDooile Y y AI 1.J3 
20. Bank of Barodtt Banks Public Sector y AI 1.27 

21. Associtttcd Cement COIll- Celllent Y y A LOti 
panics 

' ... EMcrck Ltd. Pharmaceuticals Y y AI 11)4 
23. Bharat Heavy Electricals Machinery - Non.Elect Y y A O.l)l) 

Ltd. 
24. Madras Refineries Ltd. Rcfincries y AI Il.lJH 
25. Indian Rayon & Industries Diversified 

Ltd. 
y y A 0.'>6 

Total !Q04 

(Coll/d. J 
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Annexure (Conld.) 

Sr. Company Industry/Activity FCC Sense x GDR Issue Top A Percentage 

No. Turnover Group Share in 

Company$ Total 

Value# 
(I) (2) (3) (4) (5) (6) (7) (X) 

INDIA GROWTH PUND INC 

ITeLtd Food & Beverages Y Y Y Y A 9.75 
') Hindustan Lever Ltd. Personal Care Y Y Y A 7.36 

3. NIIT Ltd. Computer Software Y Y AI 5.71 

4. TVS Suzuki Ltd. Automobile Y Y AI 5.52 

5. Bajaj Auto Ltd. Automobile Y Y Y A 4.65 

6. Smithkline Beecham Cons Food & Beverages Y Y A 4.46 

Health 

7. Punjab Tractors Ltd. Automobile Y AI 3.H6 

H. Reliance Industries Ltd. Diversilied Y Y Y A .'.66 
l) Hllldustan Petroleuill Corp Refineries Y Y A 3 .. W 

Lid. 

10. Hern Honda MOlOrs Ltd. Automobile Y Y A 3.2X 

II. Mahindm & Mahindra Ltd. Automobile Y Y Y A 2.7M 

12. Mahanagar Telephone Telecommunications Y Y Y A 2.30 

Nigam 

13. Sat yam Computer Ltd. Computer Software Y AI 2:26 

14. N.:stle India Ltd. Food & Beverages Y Y Y A 2.11 

15. EIH Ltd. Hotels & Resorts Y Y A 2.00 

16. DSQ Software Ltd.' Computer Software Y Il)5 

17. Colgate Palmolive Personal Care Y Y Y A LXX 

(India) Ltd. 

IX. Hindako Industries Ltd. Metals Y Y Y A 1.55 

19. Creoit Rating Information Finance - General Y 1.55 

Servi.:e 

20. Vashishti Detergents Ltd. Cons. Non-Durable Y Y 1.4S 

21. National Aluminium Metals Y 1.43 

Co Ltd. 
22. Hou'lIlg Development Fin Finance - Housing Y A 1.22 

Corp 

23. Clstrol Inoia Ltd. Auto-Ancillaries Y y Y A 1.17 
24. Carrier Ain:on Ltd. Consumer - Durable Y Y AI 1.07 

25. Tata Tea Ltd. Food & Beverages Y A I.on 

Total 7739 

(COli/d.) 
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Annexure (Conld.) 

Sr. Company Industry/Activity FCC Scnscx GDR Issue Top A Pem:nlagl' 

No. Turnover Grllup Sharc in 

Company'S Tolal 

Yaluc# 
(I) (2) (3) (4) (5) (6) (7) IX) 

JAIWINE FLEMING INDIA FUND 

I. Hindustan Lever Ltd. Personal Care Y Y Y A 11.1-1 

2. ITCLtd. Food & Beverages Y Y Y Y A 8.04 

3. Bajaj Auto Ltd. Automobile Y Y Y A 4.41 

4. Hindustan Petroleum Corp Refineries Y Y A 4.27 

Ltd. 

5. Vidcsh San char Nigam Ltd. Telecommunications Y Y 4.23 

6. Sat yam Computt:r Computer Sotiwarc Y AI 4.21 
Services Ltd. 

7. State Bank of India Banks - Public Sector Y Y Y A 1:>3 
8. Mahanagar Telephone Telecommunications Y Y Y A 126 

Nigam 

9. Bank of Baroda Banks - Public Sector Y AI 11<) 
10. TVS Suzuki Ltd. Automobile Y Y AI lO() 

II. Punjab Tractors Ltd. Automobile y AI 1'}2 
12. BSES Ltd. Power Gcn.l Distn. Y Y Y A 2.67 
13. Housing Development Fin Finance - Housing y A 251 

Corp. 

14. Reliance Industries Ltd. Diversified y y y A 2.26 
15. Reliance Industries Ltd. Diversified y y y A 2.25 

16. ICICI Banking Corporation Banks Public Sector y AI 2.12 
Ltd. 

17. Mahanagar Telephone Telecommunications y y y A 2.0} 
Nigam 

18. Videsh Sanchar Nigam Ltd. Telecommunications y y 1.97 
19. NIIT Ltd. Computer Software y y AI 1.77 
20. Reliance Petroleum Ltd. Refineries y 152 

21. Indian Hotels Co Ltd. Hotels & Resorts y y y A 1.42 
22. Aptech Ltd. Computer Sotiware y 139 
23. Infosys Technologies Ltd. Computer Software y y AI U4 
24. Carrier Aircon Ltd. Consumer - Durable Y y AI 1.2<) 
25. ICI (India) Ltd. Diversified Y y AI 1.24 

Total 7lJ.Oll 

(COlllel. ) 



VO/.. II NO. .j FORIJGN INSTITUTIONAl. INVf:'STMENl:'i MJ 

Annexure (Contd.) 

Sr. Company Industry/Activity FCC Sensex GDR I,sue Top A Percentage 

No. Turnover Group Share in 

Company$ Total 

Value# 
(I) (2) (3) (4) (5) (6) (7) (8) 

MORGAN STANLEY INDIA INVESTMENT FUND 

I. Hhand Heavy Elcctricals Machinery - Non.Elect Y Y A 13.87 

Ltd. 
, Int()~ys Technologics Ltd. Computer Software Y Y AI 11.69 

3. Container Corp. of India Service - Transport Y lU2 

Ltd. 

4. Housing Ikwlopmcnt Fin. Finance - Housing Y A 70 I 

Corp. 

:\ Zce Tdcfihns Ltd. Entcrtai n mcnt Y AI 5.~5 

6. Punjah Tractors Ltd. AulollHloilc Y AI .1.66 

7. Sllllthklinc Beecham Pharmaceutical> Y Y A ,\.28 

Pharlll. 

X. Hero Honda Motors Ltd. Automobile Y Y A J20 

'i. State Bank of India Hanks - Puhlie Sector Y Y Y A ~.65 

10. Hocchst Schcring Agrcvo Pesticidcs/Agro Chcm Y Y 2.25 

II. NOl"arlis India Ltd. Pcstkidt:s/Agro Chcm Y Y Y AI 2.22 

12. TVS Suzuki Ltd. Automobile Y Y AI nl 

13. ITC Ltd. Food & Bevt:rage, Y Y Y Y A 2.()9 

14. Hoechst Marion Pharmact:uticals Y '( 1.&8 

Roussel Ltd. 

15. Cipla Ltd. Pharmaceuticals Y 1.78 

16. MRFLtd. Auto-Andllaries Y A 1.71 

17. Supremc Industries Ltd. Plastic Products Y A 151 

IX. NIIT Ltd. Computer Software Y Y AI 147 

19. Sandarac Fasteners Ltd. Auto-Ancillaries Y U() 

20. Sun Pharmaccutical Pharmaceuticals Y AI 123 

Industries 

21. Cummins India Ltd. Machinery - Non.Elect Y Y AI 1.14 

22. Colour-ChclIl Ltd. Chemicals - Dyes Y Y 1.()7 

13. ICI (India) Ltd. Diversified Y Y AI J()() 

24. Motor Industrit:s Co. Ltd. A uto-Ancillaries Y Y 0.'.18 

25. Revathi-CP Equipment Ltd. Machinery - Non.Elcct Y Y (lXX 

Total 83.45 

(Collld. I 



644 JOURNAL OF INDIAN SCHOOL OF POLITICAl. ECONOMY OCT·f)U: 1<)9<) 

Annexure (Coneld.) 

Sr. Company Industryl Activity FCC Scnsl;!x GDR Issue Top A ')l'ft:l'Il(UgL' 

No. Turnover Group Share in 
COll1panyS TOlal 

Valuc# 

(I) (2) (3) (4) (5) (6) (71 (X) 

PIONEER INDIA FUND 

I. Bharat Petroleum Corp Ltd. Refineries y A 5,32 

2. Sat yam Computer Computer Software y AI -I.7~ 

Services Ltd. 
3. Hindustan Petroleum Corp Refineries y y A 4.54 

Ltd. 
4. Larsen & Toubro Ltd. Diversified y y y A 4.22 

5. Tata Infott!ch Ltd. Computer Hardware y .U7 

6. Videsh Sanchar Nigam Ltd. Telecommunications y y .~.76 

7. Pentafour Software & Computer Software y AI :UO 
Exports 

8. Mahanagar Telephone Telecommunications y y y A 3.24 

Nigam 
':I. Ranbaxy Laboratories Ltd. Phannaceuticals y y y A 3.21 
HI. Oil & Natural Gas Petrocht!micals y 3.10 

Commission 

II. Bajaj Auto Ltd. Automobile Y y Y A 3.m 
12. NIIT Ltd. Computer Sofiware Y y AI .~O() 

Il Infosys Technologies Ltd. Computer Software Y y AI 2.'14 

14. Industrial Credit & Invl. Term Lending Inst. Y Y Y A 2.88 
Corp. (I) Ltd. 

15. Pentafour Software & Computer Software Y AI 2.77 

Exports 

16. TVS Suzuki Ltd. Automobile Y Y AI 2,45 

17. State Bank of India Banks· Public Sector Y Y Y A 2.2x 
Ill. Housing Development Fin. Finance - Housing Y A 2.20 

Corp. 
II). ABB Ltd. Machinery· Elect. Y Y A 2.1'1 

20. National Aluminium Metals Y 1.X4 
Co. Ltd. 

21 Reliance Industries Ltd. Diversified Y Y Y A un 
22. Novartis India Ltd. Pesticides/Agro Chern Y Y Y Al 1.72 
23. Ptizer Ltd. Phannaceuticals Y Y A 1.6lJ 
24. Bank of India Banks· Public Sector Y AI 1.66 
25. Cochin Refineries Ltd. Refineries Y AI UK 

Total 7U2 

A I: Companies which were included in the A-Group in February 1998. 
# With respect to total value of investments of the fund. 
$ Among the top 500 companies in terms of market turnover in 1998. 
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NOTES 

I IFC promoted foreign portfolio investment in devel­
oping countries by helping to establish 'country funds'. 
venture <:apllal funds and debt funds that invest in emerging 
market securities issues. IFC also claims that by pioneering 
and actively promoting such funds for developing countries. 
IFe introduced many international portfolio investors to 
emerging markets. See: http://www.ifc.orgldepts/htmll 
capmkts.htm. 

1. Brandt Commission Report: North-South - A Pro­
gl'tl/l/llle.liII'Sun·ival, Pan Books. 1980. 

]. From the letter written in April 1993 by Shri Chandra 
Shekhar. former Prime Minister. to the then Finance Minister. 

-I. The then Finance Minister said: 'Under the scheme of 
permitting Foreign Institutional Investors (Fils) in our capital 
market. we had indicated that such investors would be liable 
to tax at 20 per cent on investment income and 10 per cent on 
long term capital gains.lalso propose to extend aconcessional 
mte of tax of 30 per cent in respect of short term capital gains 
for such investments'. Budget Speech 1993-94, para 63. The 
Union Budget 1999-2000 removed this discrimination and the 
Indian investors are also eligible for the lower long term 
capital gains tax of 10 per cent. 

5. This may be in response to the earlier experience when 
in the early 'I!ighties an NRI tried to take over two major 
<:olllpanil!s of that time. namely. Escorts & OeM. 

6. Exp.:ril!nec shows that ceilings are generally reached in 
..:ase of smaller companies only. 

7. The general decline in the fourth quarter is attributed to 
hook closure during November by most American fund 
managing houses. It is stated that there 'will be lack oftrading 
a.:uvity in Novcmber and u . IlUyers , strike till at least 15 
NlIvember, with Fils not being involved in any markets at all'. 
Sec: Ridham Desai. 'FII selling is not India-specific'. http:// 
www.mpitalmarkel.com/capitalrllarket/mag/cmI418/face.ht 
Ill. 

X. It was reported that some brokers were giving inflated 
figures of purchuses or sales of Fils to give a false impression 
ofFII activity in the market. 

9. It was emphasised that not only the detailed trading 
information, but ulso total trade/investment by individual FIls 
and the names of the companies along with the extent of FH 
investment is price sensitive and thus cannot bedisclosed. One 
got a feeling that one should not be too much concerned with 
FH investments as the money as well as the risk was after aU 
01 Fils. 

10. This deduction is based on the names of the Fils and 
was asccI1ained from SEBI sources. We have been informed 
thut at present only two categories namely, FA & FD are being 
followed. 

II. Morgun Stanley was among the earliest to tap the local 
market with its mutual fund in 1993-94 after the sector was 
thrown open to private sector. 

12. Though SEBI does not report the corresponding 
figurcs for 19911-99. the fact that Fils would not have con­
tributed in any signilicant manner is evident from the fact that 
out of the total capital raised during the year, the amount 
reserved for banks and financial institutions was only Rs 33.83 
crore. 

13. Out of the net investment of Rs 6.697 crore at the 
all-India level during 1999. Debt accounted for only Rs. 119 

crore. 
14. Total reported FII purchases at the all-India level in 

1999 were reported to be Rs 36.394 crore and sales Rs 29.816 
crore. (See: Bombay Stock Exchange. Stock· Exchange 
Review, January 20(X)). SSE turnover measures one-sHkd 
transactions. i.e .. sales or purchases. In case of Fils. they can 
either sell or purchase from others or from other Fils. The 
transactions of Fils cannot. therefore, be strictly compared 
with the total net turnover of the Exchange. If one averages 
sales and purchases. the share of Fils in 1998 works out to 
about 1.5 per cent of total net turnover of BSE.· The corn:­
sponding share in 1999 was 2.9 per cent. 

15. Companies that have fewer than 500 investors and less 
than $10 million in net assets are not required to tile annual 
and quarterly reports with the SEC. 

16. Out of the total list ofN-30D liIings during 1996 and 
1998. we searched for the words. India. International. Global. 
Asia, Emerging. etc., in the funds' names. The Ii lings of the 
funds thus identified were downloaded. Out of these. those 
having 'India' within the hody of the file were funher 
identified. 

17. The funds' investments in the neighbouring countries 
are negligible both in terms of numbers and value. 

18. The 1998 data generally refers to the post-sanctions 
period. The exercise was not extended to 1999 because 
Pioneer India fund ceased to be India specific and renamed 
itself as Pioneer Indo-Asia Fund. the N -300 fi ling of Jardine 
Fleming was available only for March 1999 and India Fund 
Inc. is no longertraceable at the SEC website. In any case. the 
years chosen cover an impol1ant period during which the 
substantial shi fts occurred in the industry-wise trading pattern. 

19. Excluding small investments in Pakistan. 
20. For instance. India Fund Inc. Slated: Several event!. 

during the lirst six months IIllluenced the market. The Asian 
economic crisis continued III negatively impact the markets. 
The elections in India resulted in yet another coalition gov­
ernment, continuing the political instability in the country. 
Most significant. however. was the testing ofnudearweapons 
by the BJP government, which triggered economic sanctions 
by the U.S. and other countries. And. Pioneer India Fund 
informed: As the rest of the world looked for a competitive 
advantage so too did India. Economic rcforJncontinued. even 
in the face of political change. Unfol1unately. as this report 
goes to press. India also initiated a series of nuclear tests that 
put the world and the region on edge. 

21. 'Some Aspects of the Indian Stock Market in the 
Post-Liberalisation perioll'. 

22. For instance. expl:lining their investment strategy. Sun 
F&C Mutual Fund said. 'Contrary to belief. SOIl\,' "mailer 
companies do offer tremendous value opportunities. How­
ever, they often bring with them lack of liquidity. Companies 
with reasonable levels of liquidity. on the other hand. allow 
us the freedom of buying and selling the value shares as and 
when we want. TIII'e.l'tmelll ill small CllI/lp(/lIie.~ is, Iher~,,(},.e. 

I'e.~tl'icted lOCI slIIal/pel'cell/age l!f'thefilllt!· (clnphasis added). 
The fund is managed by Sun F&C Asset Management (India) 
Pvt. Ltd .. a joint venture of Foreign and Colonial Emcrging 
Markets Ltd .. UK with Sun Securities (India) Pvt. Ltd. See: 
www.sunfc.com/invest/fllctsheet.html. On its pan ING Sav­
ings Trust said '(T)he ponfolio IS designed to have concen­
trated holding within rea~onable risk limits. rather than an 
unproductive and excessive diversification'. Sec: tbe Monthly 
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Updale for December 19<)9 al: www.ingsavings-
Irusl.wm/tel:hnical tin/sub/mark2.html. 

2~. For the das~ilicalion of companies and description of 
Ihe Spedtied Group. sce Ihe accompanying paper: 'Indian 
Stock Market in Ihe Post-Liberalisation Period: Somc 
Insights' in this issue of this Journal. 

24. Since value of investment varies with share prices. 
IlIIerpretation in lenns of exposure lIIay be more appropnate 
ralher Ihlln treating the amounts as investment. 

25. These lire Indill Fund Inc.: Jurdine Fleming India Fund 
Inc.: and Morgan Swnley India Investment Fund Inc. 

26. The relevallllile al SEC is: moosl) 1554-98-00105.1x\. 
27. In the case of Jardine Fleming India Fund Inl:. it was 

SI.5(X) a month and for Morgan Stanley it was $22.000 a year, 
or SI,833 per month. 

28. This is in sharp contrast to the country-wise distribu­
lion presented earlier. and which indicated that only one out 
of the 472 Fils furnished a Maurilius address. Indeed. we 
carm:acrossotherfunds whkh·were using the Maurilius route. 
For instance, Fleming India Fund of Luxembourg operates 
through a wholly-owned Mauritius subsidiary. 

29. Joint wnture of Aditya BirlaGroup and Capital Group 
of Companies Inc. USA. . 

30. Based on the information downloaded from Ihe 
respective fund managers' web sites. Further evidence tllthis 
phenomenon can be seen from the sectoral composition of 
investments by FFF-Fleming India Fundal the end of February 
1999. IT acc.:ounled for 27.7 per cenl of Ihe inveSlmenls 
followed by Consumer Non-durables with 19.6 per cent alld 
Pharmaceutic.:als with 12.1 per cenl. Similarly, the top five 
holdings of JF India Trust as on February 26, 1999 were 
Hinduslan Lever (I).X per cent>. Salyam Computer Services 
(X.6 per cent). ITC Ltd. (6.6 per cent). Infosys Tech. (5.X pcr 
ceno and VSNL 14.Y per cent), 

.~ I. SEB I is reported to be concerned that shares of some 
"I' Ihe I:ompame> which changed Iheir names showed high 
volatility and had advised the stock exchanges 10 cxammc Ihc 
maller, SEBllighlencd the issue norms for companies in the 
IT sector later in October 1999. In casc the company going 
for an initial public offer docs not have distributable profits 
in three oul of five preceding years frolll out of IT activitics. 
In case the company fails to fulfil this criterion. it can access 
the market if Ihe issue is appraised and financed by a hank or 
tinuncial i11Slillltion. The same condilions apply 10 a lisled 
.:ompany which changed its nallle to reflect activities in the 
ITseclor. 

~2. The idea scems to be catching on fast. Kothari Pioneer 
was reported 10 have planned two funds Kothari Pioneer 
FMCG FUlld and Kothari Piolleer PIll/mill FlIllt!. 

~_l Exlrac.:led frolllihe dcscription oflhe PrudenliallCICI 
FMCG Fund downloaded from web site of thc Prudential 
ICiCI Asset Management. 

34. Some of the foreign affilialed MFs arc: Alliance 
Mutual (Alliance Capilal Asset Management. USA); Birla 
Mutual Fund (Sun Life Assurance Co .• Canada); Cholaman­
dalam CazeDove (Cazenove Fund Management. UK): Credit 
(Lazard Group. UK and Edinburg Fund Management): DSP 
Merrill Lynch (Merril Lynch. USA); Dundee MF <Dundee 
group. Canada): Kothari Pioneer (Pioneer Group Inc .. USA); 
Morgan Sian ley MF (Morgan Stanley. US): PrudentiallCICI 
(Prudential Corp. UK): Sun F&C (ForeIgn & Colonial Foreign 

& .:olonial. UK): Sundaralll MF (Ncwlon Investllleni Man­
agemenl, UK): Tala MF (Dresdner ReM Global Inveslor 
Holdings, UK): and Zurich India MF (Zurich Financial 
Services. Switzerland). 

35. Sec: www.indiainfoline.comil11ufuincws/2lJhulIl. 
30. For delails sec: UTI's wchslle www.unHlrusrlo.in­

dia.colll. It was estlillated IT. Pharmaceuticals :lnd FMCG 
accoul1led for closc to,10 per CCDtllt' lJS-64 exposure tnequily 
in Decclllher 1'.199. Exposure of olhl:r ,ehl'IIICS Ill' UTI 10 
information technology is also quile high at I ~ per cent (in 
December 1<)99). II is relevant 10 nllte in Ihis rcspccl Ihc 
sialelllent of UTi Chairlllan that '(W)c mighl havc enlered a 
hit late, hut we have entered big'. 

37. Somcolhcrfunds with 40 percent Of ilion: of their nct 
assets in compuler software and hardware cOlllpanies during 
Dec/Nov Y9-Feb. 2000 arc Tata Tax Saving Flind: ING 
Growth Porlfolio: Alliance 95: IL&PS Growlh & Valuc: 
Kotak Mahindra - K30: and SBI MagnulII Ta .... Gain '<)J 

38. See the accompanying paper 'So/lle A'pC,IS .,f Ihe 
Indian Stod Market in the Posi-Liheralisation Pcriod·. 10,)1 
nOle70. 

~9. II was suggeslcd Ihal Just four "OlllpaIllC' Iniosy,. 
NIIT. Satymn compuler" ami Z.:c Tddihm w(lulu dallli a 
tiny pCI' cent weighlage in the Scnscx. 

40. Indian MFs haw. howevcr. hCl'n allowed in Scptelllh~r 
191)'.1 10 inwsl in ADR/(lDR i,slIt" of Indian (olIIpallies.IVlh 
an; pcrmillcd to invest in AIJRs/GDI{, i nilially wilhin overall 
limil or US$ 50() IIIn. An individual MF should nol exceed 10 
pCI' ~enl of Ihe nel assCls managed hy th~1II ,ubicci to a 
minimum of USS 20 IIIn. and a maxilllulIl of US\, 51i IIIn 

41. Chid Investment Officer "f SHI Mutual Fllnd w," 
reported 10 have Said: 'R unnillg wilh IllL' Na"laq IS a I'ad. hut 
I sec it as a short-IeI'm phCnl)lllc'IHlll' . 

.:12. For instancc, India Fund IlIc .. ill ib rL'port for Ihc period 
cnding Junc 30. 1l)')X inft"'nIL'd Ihal 'IT)he Fund's slratl'g) "I' 
lIlainlaining positllJns In lkknsil'e ,,'ctors 01' thL' t:COlU"lI~ 
such as conSUlller nOIl-durahlc, and pharmaceulicals '" \\l·1I 

as its strong ovcrweighling inlhe lechllology ,eclor .:onllllllcd 
to generate out perfllflnanec·. Sec 
OOOOX9I 554-<)X-OillI ()5.txt. the relevant filin~ wilh Ihe SEC. 

.:13. President of Morgan Stanley India h;vesllllcnt Flind 
Inc .. said in his letler tu the shareholder, than Ih.: investors 
base hmh local and il1lcrnalional is Inokinll tllihis ~Il\'ernmcnl 
to kick-start the reform process. whicl; shOll!!' selYC as a 
poinler to the direclion where the poliL'\, fraillework of the 
governmcnt is headcd.lfthecurrem gOI'.:;nlllcnt can "l'lhli,h 
its reformisl credentials, then the Inark..-I' ,viII inlpro" 
qUickly. If, for any reason. this govenllllcni I'al" shOl'l and 
fails 10 deliver 011 the reforms agenda or on IS'UC' such as 
rerorms in IIIsurance industry. It:gi,lalion on patents or 
aCl:cicrating invesllnenl in inrraslrllclurl'. then India as a 
country runs the risk of having waslcd anolher veal'. Sec: The 
Fund's liling wilh Ihe SEC: namely. 
()()() I 04 7469-99-008656.t XI. 

44. II was indeeu c1uillled thatlh~' IT ,,'Clor 011 whollllhc 
Indian stock market is placlIIg heavy -:lIlpha"is has !l111L- III {(', 
with the localc(lllditilllls. Th-: Chief Inn'stlllcllI Olficl'r 01 
Jardine Fleming was n:porled to havc ~aid that 't 1)t'" fairlY 
obvious. IT companics arc uifferent: Ihc\ don't ho .... ow fiUI;1 
local hanks. Iheir custolll.:r.' arc illlernat~"IJ;11 alllllhcll' stll.:, 
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don't <1t <111 depend on what happens in India'. Similar was the 
vicw allrihuted to HC'L group head. According to him: '(O)ur 
futurc has lillie to do with the Indian market'. 

ADB 
AMC 
AMFI 
BJP 
BSE 
FMCG 
Fls 
FC'Cs 
FCC 
FDI 
Fils 
FPI 
FA 
GDRs 
GNP 
IDPAD 

Ire 
FD 
JFIM 
NRls 
ODA 
PVC' 
Fe 
PE 
RBI 
SEBI 
SEC 
TNCs 
UTI 
VSNL 

ABBREVIATION 

Asian Development Bank 
Asset Management Co. 
Association of Mutual Funds in India 
Bhartiya Janata Party 
Bomhay Stock Exchange 
I;lst moving eonsulllcr goods 
Financial Institutions 
fon.:ign-controlled companies 
Foreign Collahoration Company 
Foreign direct investments 
Foreign Institutional Investors 
Foreign portfolio investments 
fund advisers 
Global/American Depository Receipts 
Gross National Product 
Indo-Duch Programme on Alternatives in 
Development 
International Finance Corporation 
invc,tllient funds 
Jardine Fleming International Management Inc. 
Non-residential Indian 
Official Development Assistance 
paiu-up equity capit:J1 
pension funds 
price-earning 
Reserve Bank of India 
Securities and Exchange Board of India 
Securities and Exchange Commission 
TransnatIOnal corporations 
Unit Trust of India 
Vitlcsh Sanchar Nigam Ltd. 
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FISCAL STRESS AND FISCAL DEPENDENCY OF INDIAN STATES 

S.N.V. Siva Kumar 

This paper analyses finances of the state governments in India with the objective ofassessillg 
the nature, causes and extent of their dependency. It tries to compute the states' Fiscal Dependency 
alld Fiscal Stress Ratios that highlight the need for the fiscal correction at the state level, in order 
to maintain the fiscal discipline in the Indian economy. The calculated Fiscal Stress and Depelldellcy 
Ratios reveal that there has been I/O perceptible change in the dependency (~lstates Oil the ("elltre to 
.finance their needs during the past one and half decades. Among the lIoll-special category st(/tes. the 
backward states like, Bihar, Madhya Pradesh, Uttar Pradesh alld Orissa continue to lag behind and 
have higher dependence on the central assistance. Unless the central governmellt diverts its capital 
investments in to these backward states, the dependence of these states on centralassisf(/flCl' would 
continue. Similarly, stllfe.l' also need to take proper measures to attract foreign capital i/~tl()ws by 
creating suitable environment in the states, pril'Utizillg state-owned los.I' making lIllits, increase ill 
the user charges of state provided public utilities. This would help thelll to step up tIll' growth rates 
(SDP) ill the states alld increase the il/ternal resources ill the{orlll.l· o( tax lind I/O/I-ta.\' revel/ues ./il/" . 
the states. 

I. Introductio/l 

The fiscal consolidation at the central gov­
ernment and the reduction of Fiscal Defkit had 
been initiated in India as a part of the liberalisation 
programme initiated in 1991. The federal issues 
Ihat have been unresolved in the economy and 
also some or the special structural features orthe 
nation need to be taken into account before 
Implementing Ihe IMF-proposcd model of fiscal 
correction. The slate government finances pose a 
dilTicult problem to carry oUI smooth exercise of 
fiscal con sol idation. The general fcatures or 
Indian slates' finances are: large deficits in pop­
ulous (and backward) states and poor revenue 
colleclion in some states, the continuous 
depcndelll.;e of the special category slates on 
I..'entral funds (nearly 10 slates and UTs) and the 
regional disparities in terms of per capita State 
DOlllestic Produci (rich and poor stales), political 
lonbying of states with Ihat of central government 
(political economy of finances), etc. In spite of 
the functioning of two Commissions, namely 
Planning and Finance Commissions, to undertake 
the exercise of recommending for allocation and 
distribution ofrcsoun.:es from centre to the states 
and among the states (vertical and horizontal 

transfers), there have been a persistence of 
grievances among states. Given all these facts, the 
present study tries to follow a positive approach 
to analyse the state-level finances and provide 
some suggestions for the policy formulations. 

The paper is organised in the following way: 
Section II explains the method used to computl' 
the Fiscal Dependem:y Ralios (FDRs). and the 
interpretation of the FDR~ and Fiscal Siress 
Ratios (FSR). Section I II interprets Ille tahles and 
the wmpuled FDRs and FSRs. and section IV 
draws conclusion. 

II. Method (~f' COII/pIt tillg FOR (II/d FSR 

The Reserve Bank orIndia has been punl ishi ng: 
the data relaling to vurious incasures of resource 
gaps of both central and slale governlTlents. These 
pertain 10 revenue, capital and overall gaps. The 
gaps arc the Net Fiscal Deficils and Ihe modes or 
financing them, Primary Revenue Balance and 
own deficit both adjusted and unadjusted for the 
statutory transfers. The Gross Fiscal Deficit 
(GFD) indicates the 10tal borrowing requ iremcnts 
of the states. The GFD however, fails to highlight 

S.N. V Siva Kumar is .. R~'scar,h Scholar in Ihc Dcparlmcllt of E.;onomi.;s. Univcrsny or Hydcrahatl. HYlkrahau. This 
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restrictions imposed by the Constitution on the 
states and also the central assistance, which 
imposes a ceiling on their expenditure. 

There have been a number of measures used 
in the accounting the resource gaps of the states. 
The overall gap and its decomposition into the 
revenue and capital account deficits give an idea 
anout the states' resource position. The GFD is 
the difference between aggregate dishursements 
net of deht repayments and recovery of loans, 
revenue receipts and non-debt capital receipts. 
The Net Fiscal Deficit (NFD) is the difference 
hetween the GFD less loans and advances. Net 
Primary Ddidt is computed as the difference 
between tlK~ NFl) net of interest receipts. The own 
deficit l)f states is of two types, viz .. unadjusted 
lind aojusted for statutory transfers from the 
centre. 

internal debt net of market loans (c) provident 
fund. reserve funds and deposi ts and other capital 
receipts. The BRG3 is obtained as the difference 
between the total expenditure and (i) total own 
revenue and states' share in central taxes and 
statutory grants from the <.:entre ( i i) internal deht 
net of market loans and (iii) provident fund and 
reserve funds. deposits and other capital receipts. 

After computing these resource gaps of states. 
the next aspect is to find the financing llfthelll oy 
the union government and other institutions. The 
BRGI is finan<.:ed by the states' share in central 
taxes; total grants from centre (hoth statuIlll'Y and 
non-statutory), capital receipts and Ways and 
Means Advances (WMA) (in the ex post sense). 
BRG2 is financed by the states' share in central 
taxes, total grants from centre. market louns.loans 
and advances from centre. The BRG3 is financed 
by the non-statutory grants from centre. market 
loans, the loans and advances rrom the centre. 
Among these three measures, BRG3 has agreater 
analytical importance. as all the four components 
invol ved happen to he exogenous to a state. si nee 
they arc at the discretion of the centrc or arc 
largely influenced hy the centre as the institutIons 
involved in financing the BRU3 happen to he 
owned and managed hy the central government. 

Due to the inherent weaknesses of some orlhe 
existing measures-hoth conceptual as well as 
practical (due to changing RBI' policies relating 
to ovcrdraft. pursuance urthe Fiscal Stahilization 
Prllgralllflle as advised hy the IMF).there is a need 
III add it kw more measures. The present exercise 
\.·ol1lpute~ additional measures like. Basic 
Rcsoun:e Gaps. Fiscal Dependency and Fiscal 
Stress Ratills of the state governments in order to 
assess the corre<.:t fiscal status of the State gov­
crnments. 1 The Fiscal Stress Ratio (FSR) is oOtained as 

the ratio of BRG3 to BRG I. The State Domestic 

The Basic Resource Gap (BRG) is a measure. Product is used in the analysis for computing thc 

whil'h indicates the estimation of the volume or FDRs. 
L'xpenditure of the states suhject to the sources of 
finl.mcc. This measure is further extended into 
three variants as BRG I. BRG2 ami BRG3 by 
induding more cmnponents of revenue and other 
receipts. That gives an idea ahout the depenoen<.:y 
of a state on the centre. the RBI and other 
institutions.~ BRG I is thedilTcrence between the 
total expenditure (revenuc and ~api tal) and tutal 
own resources (hoth tax and nOll-tax). The BRG2 
is computed as the differcnce betwecn total 
expenditure less (a) total own revenues (b) 

The Fiscal Stress Ratio analysis carried out 
here follows the work of Patnaik ct a111994, Pp. 
315-3671· Howcvcr, there are two distinct 
improvements. First is to make a state-wise 
analysis for majm Indian slates instead or all 
states' dcpendency. which enahles onc to 

understand the state-specific dcpcndenl:y and 
problems. The hi furcation of states into Spec ial 
and Non-special categories hclps to (lOseI've I he 
relative dcpcndemy of each group un I:cnlre anJ 
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external funding. Second is that the present 
analysis gives an insight into the extent of regional 
imhalam:cs as an alternative to SOP analysis. 

The following variables are used 
in the analysis. 
RR = Revenue Receipts 
OT AR = Own Tax Receipts 
SeT = States' share in Central Taxes 

ONTR 
SGFC 
NSGFC 
RR 
RE 

JPC 
MB 
CR 
ID 
Ll\C 
RLA 
ML 
PFS 
RFD 
OCR 
TE 
CD 
LAS 
DID 
RLC 
IP 
II{ 

CJRARBI 
WMA 
TR 
GFD 
NL 
NIP 
PO 
POI 
PD2 
NPD 

PRB 
NPSTRS 
ML 
NSTG 

= Own Non Tax Revenue 
= Statutory Grants from Centre 
= Non-statutory Grants from Centre 
= Revenue Receipts 
= Revenue Expenditure 
= Interest Payments to Centre 
= Market Borrowings 
= Capital Receipts 
= Internal Deo! 
= Lllans and Advances from Centre 
= Recovery of Loans and Advances 
= Market Loans 
= Provident Funds 
= Reserve Funds 
= Other Capital Receipts 
= Total Expenditure 
= Capital Dishursements 
= Loans and Advances hy States 
= Discharge of Internal Deht 
= Recovery of Loans to Centre 
= Interest Payments 
= Interest ReCl:ipts 
= Grants from RBI 
= Ways and Means Advances 
= Total Receipts 
= Gross Fiscal Deficit 
= Net Lending 
= Net Interest Payments 
= Primary Delkit 
= Primary Deficit I 
= Primary Deficit 2 
= Net Primary Deficit 
= Primary Revenue Balance 
= Non plan Statutory Transfers 

= Market Loans 
= Non Statulory Grants 

OCR = Other C"rital receipts 

Using differenl identities the BRG I. 2, J are 

com pUled. The FDR and FSR arc then calculated. 

BRGJ 
BRG2 

BRG3 

FSR 

FDRI 

FDR2 

FDR3 

== (RE+CD) -(OTAR+ONTR) 

== (RE+CD) - [(OTAR+ONTR) 

+( ID-ML)+(PFs+RFD+OCR) J 

== (RE+CD)-I(OTAR+ONTR+SCT 
+SFGC )+( ID-ML)+(PFs 

+RFD+OCR)j 

== BRG3!BRGI 

== BRGl/SDP 

== BRG2/SDP 
= BRG3!SDP 

III. Imerpretatiol1 o{ COIII{JIITl'd Va/llc.1 

All states' revenue rel:Cipls and revcnue 

expenditures have increased enormously during 

the period covering IlJXI-llJ91. While an insig­

nificant revenue surplus was ohtained prior \0 

1985. the later period is marked hy revenue 

deficits. The defidt slat-ICd growing sharply after 

the mid I 990s. The states' own lax rl"venuc as a 
proportion of total receipts have risen dunng (he 

period; while there is no pen;cptihle rhangl' 111 the 

other variahles. In case of grants. the statutory 

grants have hecome insigni ficaOl and the non­

statutory grants hnve heen forming hulk of the 

grants transferred to the states. In case (If the 

capital accounl.the staLes as a whole. had deficits 

during the early 1980s. Since theil, their l:apital 

receipts exceeded dishursemcnts showing WI 
ever-increasing surplus. In case of the inlernal 

deht of stales. the market loans l:om]1onent has 

heen the most dominant Sl,lUrCC, whil:h aCl'OUIHed 

for ahoul 65 per cent of the internal debt. For the 

year 1987, the states' market loansaccountcd (ill' 

over9gpcrcentoftheirinternal dchl. The capital 

dishurscments, as (l percentage of total e.xpendi­

lure, fell considerably from over 34 per cent 

during 1981 to about 17 per cent by 1998. 
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Table I gives the Fiscal Dependency Ratios table indicates that FDRI for 1982-83 for states 
(FDRs), which are computed as the ratio of the like Bihar, Orissa and Rajasthan arc significantly 
corresponding BRGs and the State Domestic higher compared to others, The FDR2 and FOR3 
Product (SDP). FDR I shows the extent of values. arc lower than that of FOR I uniformly for 
reliance on external sources of states' financing. all states. which is expected. But these three states 
FDR2 measures the extent of market borrowing continue to have relatively higher values. which 
to finance the gap. FDR3 captures the extent of indicate the higher dependency. The fiscal stress 
non-statutory transfers on which the states would ratio, which is the rutio ofBRG3 and BRG I. is in 
rely after external and market borrowings. The the range of 45.45 to 79.63. 

Table I. State-Wise BRGs and FDRsfor 1982·83 

STATE BRGI BRG2 BRG3 
(I) (2) (3) (4) 

A.P. H95 863 502 
HHR 1,487 LJ93 871 
GlJJ 955 917 706 
HAR 388 360 287 
KAR 562 521 281 

KER 473 401 215 
MP. 1.029 917 545 
MHR 1.381 J .300 878 
DRS '>35 895 679 
PNJ 4l!6 486 387 

RJN SI5 753 537 
T.N. 1.120 1.062 705 
U.P. 2.207 2.162 1,35Y 
W.B. 1.:103 1.269 H8Y 

N()l~': HI~G, in rs.:r am] PDRs and FSR ill pcrct:nlagrs. 
Soum:: IUlIIJul/elll/, \·anllw. issues. • 

Tuhlcs 2. wnsists of BRGs and FDRs for the 
year IlJX5-X6. A similar trend prevailed. with MP 
a~d UP joining the above three states showing a 
hIgher dependence. The I:cduction in FDR3 is less 

F()RI FDR2 FDIG FSI{ 
(5) (Ii I I7l (Xl 

9.22 6.43 1.61 .'iO.09 
18.Y9 11.60 3.82 58,57 
10.92 7.97 2.91 73.9~ 
9.69 638 2.35 73.97 
7.58 4.<>6 1.37 50.nO 

10.15 6.23 1.77 45.45 
13.31 8.2J 2.05 .'\2.96 
7.56 4.<)0 1.52 h.U!i 

2·UJ 15.08 7.m T!..61 
8.37 5.84 2.~1 79.6.l 

14.74 9.82 2.')4 65.X9 
12.70 7.76 25() 62.Y5 
12.43 R.B 2.75 6UX 
12.21 8.02 2.!W 68.23 

compared to the earlier year. Tahle 3 for the vcar 
I 99()-c,) I reveals thm FDks for the states or Bihar. 
Orissa, UP and Rajasthan possess relativclv 
higher values implying a higher dependence. . 

Table 2. Slale·Wise 8RGs and "'URs for 198:;-116 

STATE BRGI BR(J2 BRC;] fDRI FDR:! FDR.\ l'SR 
(I) (2) (.1) (41 (5) (6) (7) 1.1l1 

A.P 1.707 1.648 1.35J 12.29 12.29 1(1.09 79.26 
BHR 2.264 2.0'JO 1.190 17.41 17.41 9.<)1 .~2.5to 
lIUJ 1.212 1.161 81C IO.()lJ W.Ol) 7.ho 7277 
HAR 561 505 0117 11.95 K!J5 7..W 7~.3.1 
KAR 1.541l 1.41l7 1.049 1-1.15 14.15 'l.'lX fl7.76 

KER 1.217 1.(Jl)7 X7!J 17.<J.I 17.(l.J 1.1.66 72.2.\ 
M.I'. 1.79.~ 1.679 1.100 15.0X 15.01; 9.XI{ flUS 
MHR 2..l04 20335 2.215 8.XO X.XO K42 92.97 
ORS 1'()57 991 6;'>9 16.69 10.6') 11.10 62 .. ~5 
I'N.J 1.16.~ 1.112 979 13.:17 I.U7 I 1.77 X.J.IX 

RJN 1.320 1.2.16 911 16.12 16.12 Il.XI( 6Y.02 
T.N. 1585 1.526 996 11.15 11.15 7.2101 6!.K4 
U.P. 15X7 3.484 2.215 1-1.07 14.m 11.94 61.75 
W.B. I.N09 1.76'.1 960 11.18 Il.IX 6.()7 :nm 

N()I~: BReis III rs cr and fDRs and 1-'5R in pcrcclllagcs. 
SnUfn:: RI3I /Jull.'lill. vari"ul< issue,. 



VOl .. II No..J FISCAL STRESS AND FISCAL DEPENDENCY OF INDIAN STATI-;S 653 

Table 3. State-Wise BRGs and FURs fur 1990-')1 

STATE HRGI BRG2 BRG:I 
II, !21 (:I) H) 

A.P. ],047 ].022 1.714 
BHR 4.:l10 4,009 2,1]9 

GUJ 2.672 2586 2,279 

HAR 814 652 464 

KAR 2.1]2 1.'.180 1.315 

KER 1.x:~6 1502 ')52 

M.P. 3341 3,()38 I.lJ49 
MHR 3.907 3582 2,50l! 

ORS 2,176 2,028 LBO 
PNJ 1.821 1,698 1,450 

RJN 2,61J3 2,481 1,592 
T.N. .l102 2,S4l! 1,831 

U.P. !UM 7,SOn ),13K 

W.B. 3.667 :JAIS 2,309 

Nole: HRGs in rs cr amI FJ)R~ and FSR in percemagcs. 
Source: IUJI Bullelill, v:lriolls issues. 

IV. CO/lcll/sioll 

The .:alculated Fis.:al Stress and Dcpendency 

Ratios reveal that there has heen no perceptihle 

change in the dependency of slales on the .:cnlre 
to finance their needs. Among the non-special 

category states, the hackward states like, Bihar, 

Madhya Pradesh, Uttar Pradesh, Orissa continue 

to lag behind and depend on the central assistance. 

Unless the central govcrnment diverts its capital 

investments into thesc hackward states. the 

dependence of these states on central assistance 

continues. Similarly. states also need to take 

proper measures to allral:t foreign capital inflows 

hy I.:reating suitahle environment in the states. 

This would help them to step up thc growth rates 

r()R I FDR2 FI>R~ FSR 
(5) (6) 0' 0,) 

Y.78 Y.70 5.50 50.25 
18.88 17.56 9.37 -Il).63 

11.00 10.65 'U8 85.2') 

6.65 5.:n .1.7l) 57.00 
10.36 Y.62 6.:W 61.68 

15.08 1234 7.82 :\ 1.85 
12.5') 11.44 7.34 .58.34-
6.7Y 6.22 4.36 64.1') 

2252 20.99 D.76 61 12 
10.85 10.12 ~.64 7'H,3 

14.73 1357 8.71 W.12 
11.02 1(l.11 6.50 W.03 
16.90 15.76 10.58 62.61 
11.55 10.76 7.27 62.97 

(SOP) in them and increasl.! thl.! internal resourcl.!s 
in the forms of tax and non-tax re\'l:nue~ for the 
slates. 

I. Sec for delailed discussioll of lh~ dclicils and ralios. 
Patnaik cl a1111.)1J41. 

2. These include the RBI. Lie. HUDCO. el<:. 
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CORPORATE STATISTICS: THE MISSING NUMBERS 

N. Shanta and J. Dennis Raja Kumar 

This paper reviews the current status of Indiall cOI]JoTale statistics. It makes a critical eval­
uatio/l of the various sources of data such as AS!, RBI, ICICI, IDBI, ESE, CMIE and DCA in terms 
of comprehensiveness, reliahility and timelilless. In this process it identifies the R{IPS ill the data and 
gives suggestions for improvement taking into account the increasing del1land j(Jr datti .fiJllowing 
g/o/Jali.mtioll. II elllphasizes the role olfi"rm level/ illdll.\·tr\"-wise /sflIle-wiJe /si:;.e-ll'ise data Oil a 
eel/SUS basis. 

1111 roductioll 

Liberalisation measures introduced gradually 
since the mid 1980s have far-reaching implica­
tions for the growth and behaviour of the private 
corporate sector in India. For any meaningful 
analysis of their implications, the most important 
pre-requisite is a sound database. Unfortunately, 
statistics in the area arc quite confusing and 
wanting in several respects. Besides, statistics for 
the corporate sector as such do not exist. I so much 
so, that much of the work on the corporate sector 
has heen on methodological issues relating to and 
building up of population estimates for this sector 
with lesser attention to the substantive issues. 
This state of affairs needs to he changed partic­
ularly in the context of the growing significance 
of the corporate sector in the economy. 2 It 
therefore seems relevant to make a critical 
assessment of the datahase of the private corpo­
rate sector with particular reference to its com­
prehensiveness and usefulness so that the gaps in 
thl' data can be identified. What is the nature of 
the data availahle? What are its problems? How 
can they be improved to make them more useful? 
This paper addresses these issues. 

We confine ourselves to the non-government 
non-financial private corporate sector. In this 
category. we include public limited companies 
private limited companies. foreign controlled 
rupee companies, and hranches of foreign com­
panies.~ The survey of different sources of data 
for these sub-sectors of the private corporate 
sector is confined to the important sources of 
puhlished data. 

This paper is divided into three s<.:ctions. 
Section I deals with the major sources ofdala and 
identifies the gaps in them. Seclion 2 outlines 
how these data sources have been used. Sel:tiol1 
3 gives suggeslions for imrroving the datahase. 

SECTION 1 

Major Sources (~r Data: 

The corporate sector can be analysed at. firm 
level. size-wise. industry level. aggregate level 
and state-wise. The study of significant issues at 
each of these levels requires detailed data. The 
main published sources of data for analysing the 
private corporate sector are the data published by 
I. Central Statistical Organisation (eSO). 
2. Reserve Bank oflndia (RB I). 
3. Industrial Credit and Investment Corpora­

tion of India (lCICI), 
4. Industrial Development Bank of India 

(IDBl). 
5. Bombay Stod Exdange (BSE). 
6. Centre for Monitoring Indian Economy 

(CMIE). and 
7. Department ofComrany Affairs (DCA). 

The level of aggregation, the variables for 
which information arc given. and the period for 
which it is avai lablc varies Ul:ross these sources. 

Central Statistical Organisation: 

At the outset, it must he mentioned that most 
of the databascs of the private corporate sector arc 
in the form of financial statcments tmd give data 
only in value terms. This in turn h<ls determined 
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the type of studies undertaken in this area. Per­
haps, the oldcst data relating to private corporate 
sector was an exception to this. The oldest dala 
~ourcc on the private corporate sector was pub­
I ished in C (;,IISlIS (~f Malll!l'acfll rillg Industries 
(CMI). The CMI gave information by type or 
ownershir~ at the aggregate level, that is, for the 
clllire manufacturing sector for the years 1951 to 
1955. Variables for which information was 
available induded productive capital, persons 
employed, salaries. wages and henefits to 

employees. gross output, materials consumed, 
and value added. Since 1954. this information 
wa~ given at the industry level. This was. how­
ever. availabk only up to the year 195~. One 
rna;ordmwback of this data source was that it did 
noi distinguish hetwecn government and non­
government companies. It also did not distin­
guish between workers and salaried-class. The 
Allllilal Survey of'lndustrie.\' (ASI) replaced CMI 
in 1959 and bn;ught changes in the format and 
coverage. These changes were useful in several 
ways but affected corponlte statistics adversely. 
To be explicit. the provision of information hy 
type of ownership ceased to be published and, 
therehy, a major source of information to analyse 
corporate sector cel.lsed to exist. 

To a certain extent, this was compensated by 
the publishing of the document titled, SWIIlIl£lfY 

R(~SIII1S pJl' tile F{lctol)' Sector. It gives infor­
mation by type of ownership and organisation 
since 1973-74. The information provided 
includes the number of factories, fixed capital. 
productive capital. invested capital (since 
1 YKO-K 1 j, workers (since 1979-80), cmployees. 
wages to workers (since 1979-80), total emolu­
mcnts, lOtal input (since J 978-79), gross output, 
depredation (since 1979-80), net value added. 
rent paid (since 1993-94) and interest paid (since 
1993-94). The major problem with this source 
of data is that it docs not directly give information 
on the private corporate sector as such. Estimates 
for private corporate sector have to be prepared 
hy combining information given by type of 
organisation and by type of ownership [Appendix 
II. This is fraught with number of difficulties 
I Shanta, 1 994a, Pp. 1,874-76]. In particular, the 
results could be overestimates or underestimates 

depending upon the method used for arriving at 
the estimates. Another problem with the use of 
this data is that the details of each are not made 
~'xplicil. For instance. since 19KX-X9 some 
changes have been made in the presentation of the 
data, A separate category. namely. Joint Family 
I Hindu Undivided Family I has heen sepllnltely 
enlisteu. No mention is made. howcver ... IS to 
where this category had been included hitherto. 
This makes comparability OVl~r timc difTiwlt, 
Again, neither industry-wise nm state-wise 
analysis is possible with this dal4l source. 

Resen'l' Halik Of'lJll/ill I RBI /: 

Another SOlIl'l:C of data for aggr~gatL' analysis 
is the data published hy the 1m I. It is also the 
most commonly used ,(lW'I:C ().fd;H~1 for corporate 
analysis:' Data puhlished hy RBI is cssentially 
sample data. The RB I provides data on company 
finances consistently from 1950-51 onwards, It 
is essentially hased on the finane ial statements of 
companies, that is, Balance sheets and Profit and 
Loss accounts and, therefore. gives information 
only in value terms. It provides information for 
the various sub-sectors of the corporate scctor 
such as Medium and Large Puhlic Limited 
Companies. Large Puhlic Limited Companies 
(from 1965-66).(' Small Public Limited Com­
panies,? Medium and Large Private Limited 
Companies (from 1955-56 l. Small Pri vate 
Limited Companies.s Foreign Controlled Rupee 
Companies and Branches of Foreign Companics," 
and Financial Performance of Private Corporate 
Business (from 1993-1)4).10 

Data was provided on a quinquennial hasis 
unti 119~O-~ I." since then it is provided fur lhree 
years. From the financial year 19K2-8J I RBI 
Bul/etin. 19871. the survey of Medium and Large 
Public Limited Companies and that of small 
companies were mcrgcd and was puhlished under 
the title 'Finances ol'Public Limited Companies'. 
So also is the case with pri vute lim ited companies. 
Although the specificity of compllnies induded 
in the sample and the chunges in them \)Ver time 
are not clearly known:" this data is useflll for time 
series studies hased on ratio analysis. Aggregatc 
time series analysis can he carried out aftcr 
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blowing up. The RBI also gives industry-wiseD 
and size-wise data. 14 Public and Private Limited 
Companies are classified under six broad industry 
groupS.I~ Data are also available at a more 
dis<lggrcgated level of industry classification for 
Public Limited Companies, but not for Private 
Limited Companies. Size-wise or industry-wise 
data is available with RBI but not published. 

Since RBI data source is essentially based on 
sample data. estimation is involved for studying 
the wh(lle of the corporate sector. Also. all the 
problems associated with using data set do arise. 
One important and most commonly accepted 
method of estimating for the whole is the blow up 
method. For this. information for the corporate 
sector as a whole aggregate data with respect to 
any v<lri<lble becomes very important. The DCA 
provides aggregate data with respect to number 
or compunies and paid-up capit<ll for public and 
privatc limited companics. lfi By suitably adjus­
ling for government and financial companies, it 
is possible to work out the aggregate puid up 
capital for non-government non-Iinancial public 
and private limited companies. It also makes 
available industry-wise. For making any aggre­
gate estimates, we will have to rely on this 
information. 

The variable commonly used for blowing up 
is the paid up capital. The method of blow up is 
as fl)llows: first work out a blow up factor. which 
is the ratio of total paid up capital oral! companies 
to paid up capital of sample companies. And then 
multiply the v~\riables with this factor to arrive at 
aggregate figure. 17 For example, 

GFAr= GFAs:l< /PUCT/PUCsJ or 
GFA,. = IGFAsfpUC.d >I< PUC,. 

Where 
GFAT = Gross fixed assets or total population 
GFAs = Gross fixed assets of the sample 
PUCT = Paid up capital of total population 
PUCs = Paid up capital of the sample 

In the case of foreign companies. information 
on total assets held by all branches in India is 
available and this could be used to work out blow 
up factor. lft Coverage for this set of companies is 
in terms of net assets. 

As industry-wise total paid up capital is 
available, it is possible to blow up the sample data 
at the level of major industry groups. This will 
take care of the inter-industry differences. while 
building estimates for the corporate sector as <l 

whole.I!1 This process can be expressed in a 
formula as follows: 

II 

GFAj = L GFAjj(PUCp/PUC",> 
,=1 

Where 
GFAji = Gross fixed assetsl industry in ilhycar: 
PUCp,i = Total puid up capital oft industry in ilh 

year; 
PUCsjl = Sample p~Iid up capital olTh industry in 

ilh year 

As mentioned above. the blow up method 
requires information on the coverage of the 
sample in terms of the paid up capital or the blow 
up factor. While RBI provides the c()vcrage~1I fur 
the sample as a whole. it does not give such 
infornwtion ft)r industry-groups or size-duss~·s. 
This precludes any scctuml and structural anal­
ysis at the aggregate level. Alternate sources like 
the DCA and eel may perhaps be used for 
arriving at blow up fa~t()r but they huve their 
limitations. 

Shanta [ I 991 J had evolved an alternate to the 
blow up method. She proposed a method of 
estimation by taking the ratio oflhe variable to be 
estimated of newer companies (nonllally 
enlarged samples) to the older samples of over­
lapping year and multiplying it with the corre­
sponding variable of previous years uflhe sample 
period.21 After a series is constructed using this 
procedure. she linked it to the aclual value of each 
variable for all companies availuble from RBI 
census data.21 This method though overcomes the 
limitution of using paid up capital .• IS H blow up 
faclor for all variables. is dependent on Ihe 
availability of Census data.~> 
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The main problem with this data source is that 
it is based on sample data and the sample size is 
changed every 5 or 3 years. So there are breaks 
in the series. Since it is sample data it is more 
suited for ratio analysis than for aggregate anal­
ysis. Ratio analysis deals with proportions and 
cannot reflect the magnitudes. iJ:tvolved. It also 
precludes one from making a comparison of the 
relative position of the private corporate sector 
vis-ii-vis other sectors of the economy. We have 
already explained the problems involved in 
building estimates for the whole. Secondly, the 
source of information for RBI is the Registrar of 
Companies and. in some cases. it takes direct 
recourse. This has not only rendered it difficult 
to do scicnti fic sampling [DCA, 1998] but caused 
delay in the publication of results of the study at 
least by three years. 14 Data is also published for 
different subsectors at different times, which 
implies more delay for aggregate analysis. 

IClCllIHd /DBI: 

The Industrial Credit and Investment Corpo­
ration of India (lCICI) brings out an annual series 
titled Financial performance of companies: 
lelCI porffolio.~5 . The companies covered are 
essentially those on its portfolio. The first of this 
series began for 1970-71 covering 543 companies 
including both public and private limited com­
panies. Since 1976-77, only public limited 
companies arc covered. The samples are 
distrihuted according to industry, size, and state. 
There. are broadly 17 industry groups based on the 
United Nations 'International Standard Industrial 
Classification of all Economic Activity'. Gross 
fixed assets were the basis for size-wise classi­
fication.26 The state wise classification is based 
on the location of units. 27 

The Industrial Development Bank of India 
(lOBI) also compiles accounts of its client com­
panies in an annual volume titled Performance of 
IDBI assisted companies in private sector. Like 
~CICI. only those companies on its portfolio form 
Its sample. These companies are public limited 
companies including joint sector companies 

directly assisted by IOBI.~s The financial statis­
tics are available industry-wise and state-wise. 
The basis for industry-wise classification is not 
clear. State-wise classification is based on loca­
tion of the manufacturing units.") 

While both sources have some similarities in 
terms of nature of information furnished, ICICI 
provides some more useful information. in par­
ticular, on industry-wise employment such as 
number of employees [skilled and unskilled] and 
man-days worked. This information. which is not 
available elsewhere, is very useful hut the manner 
in which the data are given. docs not allow one to 

use them fruitfully. Further. lCICI gives the 
coverage of their sample, hut it is not given for 
all years. A bigger problem is encountered when 
one tries to make use of the information on 
employment. The data are collected for a suh­
sample, part of, which is included in the larger 
ICICI sample, but not the whole. lO For sO~le 
years, information on these companies. which 
form part of the larger lClCl sample, are given 
separately, so that one could again make 
approximation to the larger sample and suhse­
quently to the whole. But even this information 
is not given uniformly. The biggest problem 
arises when one comes to the data on man-days 
employed. No information on any other variablc 
for this sample of companies that can he linked 
to other available information for the corporate 
sector is availahle. 

Besides, the coverage of these two sets of data 
is limited since it relates to only those companies 
that have borrowed from them. It is also biased in 
favour of larger companies. The drawbacks of 
sample data for differing cohorts of companies 
for different years applies to this data set also. As 
in the case of RBI data this data set can be used 
for estimating aggregates only if appropriate blow 
up factors are available and, hence. more suited 
for ratio analysis. 

Bombay Stock Exchan8e I BSE /: 

In contrast to CMIIASI, RBI. ICICl and lOBI 
data. BSE deals with company level data and can, 
therefore, be used for firm level analysis. The 
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BSE publishes financial statistics of individual 
companies in its Stock Exchange Ojjicial Direc­
tor\'. Every issue contains data for 10 financial 
ye~rs. The financial statistics provided also 
include Balance Sheets and Profit and Loss 
Accounts, and equity share, closing quotation on 
selected date, and highs and lows of equity share. 
Trend analysis of some worked out financial 
ratios is also presented. 

Besides financial statistics, the directory also 
provides for each company information on the 
oojectives and activities of the company, place of 
its incorporation, registered office and address, 
directors' name and some important dates and a 
description of the companie's activities over the 
years. To study at firm level, this is one of the 
best available sources of data, which can be 
obtained from the carly 1960's. The main 
drawback of this data is that it is confined to 
quoted public limited companies only. 

Centrefor Monitoring Indian Economy rCMIEJ: 

The CMIE' s provision of corporate statistics 
is larger in scope. It gives financial statistics and 
market shares. The publications of CMIE rele­
vant for corporate analysis arc Key.tinaflciai data 
01/. larger husiness units, Trends in company 
./il1t/llce: industr), aggregate, Statistical profile of 
5(){) private corporate giants. What is missing in 
the CMIE's publications is that information on 
any particular category is not brought out con­
sistently. To illustrate, since June 1978, CMIE 
had been compiling financial statistics of 
companies in a volume entitled Keyfillancial data 
on Larger business units. Initially, they started 
with 750 companies of both private and public 
sector having sales of more than Rs 5 crore. This 
gives company-wise income and expenditure 
account. profit and their appropriation accounts, 
assets and liabilities, and total exports and 
imporls. Besides, il also gives particulars such as 
name of the company and ownership, the major 
products of the company including their installed 
capacity and production:'1 the location of plants, 
the major projects on hand, and, board of direc­
lors. In January 1993, information was presented 
separately for top 500 giants covering five 

financial years (1985-86 to 1989-90) and other 
companies numbering 1986 covering three years 
(1987-88 to J 989-90). In January J 994, they 
brought out a separate volume titled Statistical 
profile of500 private corporate giants, covering 
companies in the private sector only for five years 
(1988-89 to 1992-93). The last of this series was 
published in January 1995. 

Since 1986, the CMIE also provided statistics 
at the industry aggregate level under the title 
Trends in Corporate flnallce: {lx,::regate results. 
presenting results for five financial years. The 
data was culled out from Kev .financial data oj 
larger business units. Initially they (;Overed 48 
industry groups, which was later on expanded to 
include 60 groupS.12 Aggregate results were 
presented for different types of ownership.-" 
Selection of companies was based on the criteria 
that more than half of their saleslincomc was 
derived from mining and manufactured products. 
Since November 1992, only companies in pri vate 
sector were covered under the tille. ComplIlIY 
finance: industry aggregates. This series 
included companies engaged in services and 
utility besides mining and manufacturing. The 
last one was published in November 1994. 

Since April 1996, only one volume was 
brought out under the name The Indian Corporate 
Sector, which was later on changed to The Cor­
porate Sector in July 1997. The latest one is 
available for April 1998. They cover eight years 
and provide statistics, mostly in Ihe form ofratios 
by types of industry, ownership, age, and size. 

The CMIE also gives data for about six thou­
sand companies listed in BSE in its computerised 
database known as PROWESS (formerly 
CIMM). The great advantage of this data sci is 
that it is computerised and is timely updated. It 
is useful for cross section analysis. Its utility for 
time series analysis now is limited because it is 
available only from 1988-89 onwards. From this 
data source, it is possible to gain a lot of qualitative 
understanding of a firm regarding the movemenls 
of its share prices, press releases. reports 0 f board 
of directors. shareholding pattern. year of incor­
poration, capacity utilisation, and so on. Another 
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advantage of PROWESS is that the companies 
could be classified according to predetermined 
criteria such as types of ownership, products. 
industry groups. year of incorporation and 
financial performance. Aggregate analysis is also 
possible. As PROWESS is the most currently 
diffused data set. some of the anomalies are being 
pointed Old here to caution the users. 

For instance. the R&D expenditures of firms 
in PROWESS (updated up to 06-04/99) are col­
lected from the report of board of directors of 
respective companies. The R&D of TELCO are 
reported () in the PROWESS. The company. 
however, had R&D ofRs 68 crore for the financial 
year 1994-95. J4 Studies using R&D figut:e, as 
reported by PROWESS, would not consider 
TELCO for analysis because its R&D expendi­
ture is reported to bc O. Given its importance in 
the segment of transport equipment/5 results 
obtained using samples. which excludes TELCO, 
can be partial and misleading. Yet. another 
problem is with regard to classification. For 
instance. Maruti Udyog Limited is classified 
under Foreign Private Sector. but foreign equity 
share holding is given as O. This has not only 50 
per cent foreign participation but also an impor­
tant player in the segment of passenger cars and 
jeeps .. lb The foreign pal1icipation is, however, 
mentioned in the background report. This 
requires that users have to read background report 
of each and every firm under consideration and is 
expected to have prior information as to which 
companies are the major constituents in an 
industry so as to avoid exclusion of that company 
from the samples. Thus. one has to be extremely 
careful while employing the data extracted from 
this types of data set without fully understanding 
not only limitations ofthe data set but definitions 
of variables. And also, it is suggested that the 
conclusion he generalised along with the caveats 
wherever necessary. 

Finally. all these data sets based on financial 
statements of companies. wherein the variables 
are expressed in value terms, have certain lim­
itations in common. While particulars of income 
and expenditure are at current prices. assets are 
reported at their historical prices and do not reflect 

the current value of the assets. This requires 
revaluing of assets. if they have to he related to 
any variable that is being expressed in current 
value. Balance Sheet information pertains to " 
particular point of time of a partkuhlr year (i.c .. 
March 31) and is subject to window dressing. 
Again, financial statements are prepared hased on 
Generally Accepted Accounting Principles 
(GAAP). conventions and some personal judge­
ments. Users should be aware of the items liahle 
to window dressing. Some of these itell1s arc 
inventories. trade credit, depreciation. intangihle 
assets, and provisions. Methods used. while 
preparing financial statements. for valuing 
inventories.calculatingdepreciution etc. can huve 
serious implications for fixed assets. working 
capital, and cost of production. profits. and nlte 
of return. These have to be horne in mind hy the 
users of these statistics. The users should. hence. 
be cautious in deriving conclusions from such 
data. It is suggested to confirm such conclusions 
by taking into account the performance of the 
industry in general or of other firms in the industry 
over time. Above all, the information given in 
the Balance Sheet and Profit and Loss Accounts 
is with reference to a unit of organisation and not 
with reference to a unit of production. This 
reduces its utility for studying production func­
tion or related issues. 

Departmellt of Company Aliai rs ( DCA): 

The main sources of data puhlished by DCA are 
1. Directory of }(Jim S((}c:k Companies pub­

lished annually. 
2. Quillquenllial Directory of Joint Swck 

Companies, 
3. Registration & Liquidation of Joint STock 

Companies ill India published 
annually. 

4. Anllual Report 011 the WorkillX (llId Acilllin­
;stl"lltion of COll/pm/ie.l· Act J c)5fJ, alld 

5. CompclIIY News alit! Notes p/lb/i.vhed 
momhiy. 

The Directory of Joint Stock Compallies gi ves 
information on important financial variables such 
as paid up capital, reserves and surplus. total 
assets. net lixed assets. borrowing. turnover. 
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profit before tax. It also distinguishes between 
government companies. MRTP companies. 
industry groups and state. Since this gives firm 
level information. identification of companies is 
possible. However, the uti1ity of this information 
is lost because it is arranged in the alphabetical 
orderofthe name of the companies. It would have 
been much more fruitful if it was arranged state 
wise and would have facilitated preliminary level 
analysis at the state level ,before one could go in 
for detailed analysis of their respective balance 
sheets and profit and loss account. Of course, 
inclusion of more information on other variable 
is always welcome. It also gives a list ofbranches 
of foreign companies. The last series published 
was in 1990. The data are now available only on 
CD-ROM and can be obtained on request [DCA. 
19881. This can take care of the some of the 
prohlems with the printed data. 

The annual puhlication Registration & Liq­
uidatio/l of Joillf Stock Companies in India con­
tains complete list of companies registered and 
liquidated during the respective financial years. 
Like the Directory. it also gives various particu­
lars of the companies registered. including their 
names. registered address. State in which 
registered. industrial classification code. date of 
registration and authorised capital. List of com­
panies which went into liquidation or whose 
names were struck off under section 560 of the 
Companies Act 1956 is also provided. 

The Alllllwl Report gives very useful infor­
mation. Data relating to registration of companies 
arc provided in terms of number of'companies and 
aUlh',lrised capital. ~~d. Ih~y ~re by ~egjo~. b~ 
puhllc or private. actlvlly-wlSC' 7 and SIze-WIse; 
The main limitation or this data is that since 
activ ity-wise slate-wise registration of companies 
is not available. one cannot distinguish between 
financial and non-financial companies for state 
level analysis. Although, the Statistical Abstract 
puhlished by CSO provides data on Joint Stock 
Companies newly registered according to activity 
and statc,J'I it does not distinguish between gov­
ernment companies and non-government com­
panies. The Company News and Notes gives 
registration of companies state~wise. 

As regards companies at work. the Annual 
Report gives state-wise and activity~wise infor~ 
mation relating to number of companies and paid 
up capital. But size-wise data is not given. Unlike 
newly registered companies. information is not 
available activity-wise state-wise. A state-wise 
analysis of distribution of companies according 
to activity is, thus, not possible. 

Other Sources: 

Besides these. there arc other sources of data. 
which give information on matters relating to the 
private corporate sector. For example. the 
Kothari's Industrial Directol)' oj'lndia [Kothari 
Enterprises, 19961 is availahle since 1936 and 
serves as a useful document to understand the 
growth of the private corporate sector in a his­
torical perspective. It gives the various regu­
lations promulgated from time to time with regard 
to industry, company taxation. stock exchanges. 
etc. In addition, it gives detailed write up of 
several industries along with brief statistics 
relating to individual companies. While the 
statistics for each company is limited and not 
suitable for detailed analysis. the facts regarding 
the industry are very useful and serve to supple­
ment firm-wise analysis based on other sources. 

The Industrial Databook of Centre for 
Industrial & Economic Research [19981 New 
Delhi, provides information relating to installeu 
capacity. annual production. sales. equity. and 
gross profitofa large number of individual firms. 
While this databook classifies firms according to 
the industry group they belong to. it does nol 
distinguish between private and puhlic sector 
companies. 

It is also possible to get informati()n from 
various chamhers of commerce and industry and 
trade associations. For instance, the ASSOCHAM 
Parliamentary Digest published by Associated 
Chambers of Commerce and Industry in India 
(ASSOCHAM) is a vital source of information 
about policy changes related to trade, industry and 
other spheres affecting corporate sector. indus­
trial growth, foreign investment. and so on. This 
is based on the questions and answer of 
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Parliament sessions. Researchers interested in 
industry case studies can obtain information 
related to a particular industry from the associ­
ations concerned and use them to supplement the 
analysis based on other sources of data. 411 The 
EPW Research Foundation, Mumbai collects 
company data and periodically publishes them in 
the Ecollomic and Political Weekly lEPW 
Research Foundation, 1988, Pp. ] ,271-84 J. The 
Institute for Studies in Industrial Development 
[ISID] in New Delhi collects companies' data 
from their respective annual reports. It is made 
available on request and is used for firm-level 
analysis [Basant and Fikkert, 1996, Pp. 187-99]. 

SECTION 2 

How has each of these data sources been used? 

The above mentioned sources of data formed 
the basis for a number of studies of both pri vate 
corporate and non-private corporate characteris­
tics of Indian industry. Studies have used ASI data 
for understanding the growth trends, relative 
performance, and relative position of the private 
corporate sector in India [Bardhan, 1984; Chan­
dra. 1991, Pp. 685-687; Majumdar, 1995. Pp. 
M-25 -M-32: Shanta, 1991]. But, studies based 
on this source have been very few. The RBI 
database is the most widely used and has been 
employed to analyse trends in capital formation, 
savings, sales, value added, profitability, corpo­
rate financing and investment behaviour, im,Rort 
intensity and export performance, and so on. I It 
has been used for building up aggregates as well 
as for ratio analysis. The RBI also makes avail­
able unpublished firm-wise data on request. 
which have been used to examine various issues 
like market structure. productivity, profitability. 
and performance [Kambhampati, 1996; Kumar, 
I 994; Srivastava, 19961. TheICIClandIDBIdata 
have largely been used by the respective institu­
tions to analyse trends in capacity utilisation, 
export performance, and productivity. The BSE 
data have been used to analyse growth, factor 
productivity's, and investment behaviour of 
specific industries at firm level [Anandaraj, 1987; 
Krishnamurthy and Sastry, 1975; Shanta, 1994bl. 
The CMIE PROWESS data is currently widely 
used morc for firm level analysis to study issues 

like factor productivity's, export and import 
intensity, R&D intensity. foreign collaborations. 
impact of FDI on R&D, technology and produc­
tivity, and so on. The DCA data. while used in 
combination with other sources of data. has been 
mostly used for departmental analysis. The issues 
studied include registration and liquidation of 
companies. amalgamations. take-overs and 
mergers, operation of MRTP Act, cases of 
restrictive trade practices, capital issues and so 
on. These studies generally appear in COII/paIlY 
News and Notes of DCA and arc mostly authored 
by Officials of DCA. 

With Iiberalisation, Indian industrial sector is 
likely to undergo structural changes. In this 
context, issues which become important are 
capital structure. investment hehaviour, cost 
structure, wage structure (wages vi.l'-(I-vis mana­
gerial remuneration), R&D intensity. advertisinl! 
intensity, FDI. technology spillovcr. foreig~ 
exchange earnings. import and export intensity. 
mergers, amalgamations, take-overs and acqui­
sition. profitability, competition, employment. 
and so on. These issues can he studied separately 
or in conjunction with one another. Choice of a 
particular data source depends hOlh on its suit­
ability to answer the questions analysed and on 
its availability. Firm-wise data arc often found 
more used in this context. As it has already heen 
pointed out, the users have to understand the 
limitations of these types of data in drawing 
generalised conclusions. 

SI<:CTION3 

Suggestions for improving the dlltllhase: 

Much more structural analysis uf the private 
corporate sector is possible using these setsofdata 
in isolation or in combination. This could be 
gainfully and more easily achieved if the limita­
tions of the data are overcome and the gaps filled. 
In the light of this, we have the followinIT 

. e 
suggestIons to make. 

The ASI's statistics by type of ownership I 
organisation could be made availahlc industry­
wise and state-wise to facilitate state-wise and 
industry-wise studies. The CSO muld widen the 
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pool of information in ASI to include capital 
structure, export, import, foreign exchange 
earnings, etc taking into consideration the new 
demands for data. It would be useful if data are 
given along with definitions of each category of 
organisation and ownership. 

As regard the RBI database, it is necessary to 
have systematic information on blow up factor for 
different subsector, industry groups and size 
classes. Size class could be defined in terms of 
net assets, as it is a better indicator of size than 
paid up capital. Size-wise and industry-wise 
information for private limited companies that are 
available with RBI could be published. As census 
provides benchmarks, RBI should continue to 
conduct census of public limited companies at 
least once in 5 years and extend its coverage to 
private limited companies and foreign compan­
ies. The studies of branches of foreign companies 
should be revi ved, considering the importance of 
this sub-sector under globalisation. Detailed 
industry-wise data for both foreign controlled and 
branches of foreign companics are equally 
important in this context. 

In addition to the existing information, RBI 
could give more information on employment. 
man-day~, and capacity utilisation, and distribu­
lion of samples by state and year of incorporation. 
We understand that these infonnation arc 
available with RBI. In the wake of financial 
liheralisation. it is important to make the sources 
of funds as explicit as possible. It would be useful 
to have institlition-wise instruments-wise sources 
or funds. Further. study of foreign assets and 
liabilities and transactions in foreign currency of 
Indian companies becomes equally important to 
analysc the performance of Indian companies 
under glooalisation. Attempts could also he made 
to reduce the time lags involved in the publication 
orthe RBI studies. 

Some rare information on employment. man­
days worked, etc. is provided in ICICI. but only 
for sub samples. It would he useful to give hlow 
up factors clearly for all the samples and for the 
sub samples in relation to the largc samples. This 

would improve the utility of the information 
provided. The lOBI could also provide such 
information of those companies assisted by them. 

The ESE Official Directory gives data for 
some companies relating to capacity, quantities 
produced, shareholdingpattern. business group to 
which they belong to, and so on. Once this 
information is made available uniformly and for 
a\1 companies, inter-firm and inter-industry 
comparisons could be made. Attempts could also 
be made to add information on exports, imports 
and employment, and to provide more details of 
financial particulars. 

The information presented by CMIE in 
PROWESS should be complete across all com­
panies. The missing values should be pointed out 
hy some method in stead of the cun'ent practice 
of putting 'as' and anomalies taken care of. Again 
it would be useful to give a detailed break up of 
the foreign share holding pattern of a company. 

The DCA could provide paid up capital of 
companies at work, activity-wise by size and by 
state. The size class of above Rs I crorc could 
further be divided into various suh-groups. This 
would enable building up of aggregate estimates 
based on other sources of data I ike RBI and to 
carry out structural analysis. The revised figures 
of paid up capital activity-wise. state-wise and 
size-wise should be given. Now we get only lhe 
provisional figures for this break up, whereas paid 
up capital as a whole is revised. 

Our survey of the database has made it clear 
that analysis of certain crucial aspects of corpo­
rate sector is handicapped due to non-availability 
of firm-wise data on certain aspe<.:ts. In 
particular, mention may be made of the lad of 
data on shareholding pattern, em ployrncnt dctai Is 
and firm eSlimates of revaluation (.)1' fi xed assets. 
It may be mentioned that divulgence of these 
types of data need not necessarily affect the 
inter-fiml competitive position. It is. therefore. 
legitimate fora resean:herto feel that firms should 
be willing to provide such micro level data, which 
can be used for analysing the corporate per­
formance, behaviour, etc. that will have policy 
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implications for corporate development. The 
authors wo.uld venture to. suggest that the gov­
ernment might even consider amendments to 
Companies Act or other relevant legislation 
making it mandatory for companies to divulge 
these particulars as additional information in the 
report of board of directors. 

Further. it is also useful if a central agency 
compiles and presents annual accounts of co.m­
panics following a uniform method. Shetty 
(1998bl had suggested constituting a Statistical 
Authority of India. If censtituting a new insti­
tution is expensive. we would even suggest that 
RBI. being the apex body of the financial system. 
could require all financial institutions including 
Development Financial Institutions and Com­
mercial Banks to supply information relating to 
companies assisted by them. Almost all 
companies have a link with financial institutions 
and, hence, o.btaining information through these 
institutions is possihle. Once this method of 
obtaining information is follewed and codified, it 
would not only be possible to gather other-wise 
rare information like emplo.yment, capacity uti­
lisation, share holding pattern and so on for a 
larger number of companies but helps to reduce 
the delay in the compilation of data. State level 
information on the co.rporate secto.r with impli­
cations fo.r regional development assumes sig­
nificance. Attempt could be made to collect state 
level information through State Level Financial 
Corpo.rations. 

Summing Up: 

In the context of Iihcralisation. study of the 
private corpomte sector has assumed signifi­
cance. This requires a so.und database. Our 
review showed that the different data so.urces 
co.ntain a variety of useful inf()fmation, although 
so.metimes wanting in comprehensiveness, 
timeliness and accuracy. A majo.r lacuna is that 
fiml-wise data are no.t available in respect of 
private limited companies, excepting with RBI. 
To strengthen the utility o.f the private corporate 
statistics o.n the whole, il is suggested 10 collect 
as much information as po.ssi ble both physical and 

financial. taking into co.nsideration the new 
requirements fer info.rmation consequent to the 
globalisation of the economy. Firm level / state 
level/industry level/size-wise data is what one 
should aim at. complemented with periodic 
censes. The growing significance of comparative 
studies of foreign and domestic firms underlines 
the need to gather info.rmation on foreign com­
panies and their activities. that is. industry-wise 
infermation on fo.reign companies will be useful. 
Given the extreme competition between states for 
woeing foreign investment. state level informa­
tion o.n the co.rporate sector with implkations for 
regional development has also hecome very 
important. In this context. it may he worthwhile 
to constitutionalise collection of data under a 
single agency. 

Appendix J 

1'I'III('il'lIl ClltlrtI,'lerl,fIWS /J" "1)1'<' or O,.gllll/.\(/(;Ol/ Will'/' 

1988·X91: 

I. Jndividual Proprietorship 
2. Joint Family (HUF) 
~. Partnership 
4. Public Limited Companies 
5. Privatc Limited Companies 
6. Government Depanment Enterprises 
7. Public Corporations 

Corporate Sector [4+5+6+7) 
8. Co-operative Societies 
9. Others 

Pri/wil'tt! Cllm'llI.'lerislin hI" Tvl'C or O\I"/I('rslllfl 1.IIIIa 
19HII-891: 

I. Wholly Central Governml!l1I 
2, Wholly Statello~al Government 
3. Central and Statellocal Governmcnt Public Sector II +2+ .~I 
4. Joint Sector - Public 
5. Joint Sector - Private Joint Sector 1-1+51 
6. Wholly Private 
7. Unclassified 

FOfl/lll1 Obtllil/edl,), ('11/I/b;lIillg 0/1111 br 7\1'(' IIr O/gtllli.~lIli(J1/ 
(/IUIOW/lff,fllil': 

I. Wholly Private 
2. Individual Proprietorship 
3. Partnership 
4, Co-operative Societies 

PrivlltI' Corportlle Sf'l"/tJI' /1·/1 + J +4) I 



VOL II NO." CORPORA n' STATISTICS: THt: MISSING NUMBERS 665 

NO'rES 

I. The data relating to savings and ~apital formation 
published by Cenlnil Statistical Organization (CSO) in the 
National Accoullls Statistics is an exception. 

2. While the dala buse relating to industrial statistics is. of 
lale. receiving special attention of several researchers) EPW 
Research Foundation. 1998; Ghosh. 1998; Maulik. 19lJII; 
Nagaraj. 1991J. Pp. 350-55; Pradhan and Saluja. 1998. Pp. 
1,263-70]. little allention has been paid to data by the type of 
industrial organization, particularly the private corporate 
sector. Studies which did concentrate on the data base of the 
corporate sector sueh as that of Barman (1998), Department 
of Company .Mfairs [1998), and Shetty )199Ha] have not 
adequately brought out the limitations orthe data or identified 
the gaps in the data. 

3. The CSO, while providing information on savings and 
capital formation by types of institutions. defim:s private 
~'Ilrporate sector III include non-government financial and 
n()n-lillan~ial public and private limited companies. and 
elloperativ.: instillilions. While prescnting Flow of Funds 
acwulll.lhe RBI ddines private corporale s.:ctor as consisting 
of the private corporalc business sector and the co-operative 
non-I:redit ~oo:ielies. The former includes non-gov.:rnment 
nun-linaneiul public and private limited companies (including 
tilreign contml/cd rupee comlJanics) registered under the 
Indian Companies Act 1956. and branches of foreign COI11-

pani.:s ollerating in India. See. the Supplement to RBI 
Bulletin, ()ecl'mbcr I <)XH. 

4. Thl'l'~' wcr.: 5 typ.:s of ownership. namely, Individu:11 
I'llIpriewrs. PUl1l1crship Firm~. Private Limited Companies. 
Puolic L.imited C'OII1I':lIIics. and others. Although CM I usc;, 
thl' tcrlll'hy typ~ of ownership'. il would tx: morc approprime 
to USl' 'hy type of Organizalion'. 

5. Th.: CSO lIses RBI data for estimating capital formation 
lind savings of private eorporllle sector. The Flow of Funds 
iFoF) accoulII for privale corporale sector is also based on 
RB I sUll\plc studies. The FoF account provides aggregate data 
on the sector-wise (including ror the private corporate sector) 
and instruments-wise sources and uses of funds. 

6. Large companies were those with paid up capital of 
1I10re than Rs I crore. First of this survey app.:ared in RBI 
Hul/etin October 1971. covering the second half of 1965-66 
to 1%9-70. 

7. Small companies were those with paid up capilul of less 
than Rs 5 \;Ikh. This survey was available for financial years 
from 1956-57 to 1975-76. 

No Thi." was il\'ailnblc for financial years from 1963-64 to 
1975-76 and covered companies with paid up capital of less 
Ihan Rs 5 lakh. 

l). Fnrcign Controlled Rupec Companies (FCRC) arc 
Indian joint stock compllnies which arc subsidiancs of f\lreign 
.:Ilmpanil's. Th~sl'ar.: companies in which 40 p.:r cent or more 
of the equity capital is held outside India in anyone country 
and colIIl,am.:s in which a fo~ign t:ornrall), or its nominees 
hnld ~5 pCI' cellI or llIore of the equity capitu\. This survey 
excludes Banking, Insurance and Governllu:nt compani.:s. 
Thes.: companies :llso form samples of the t'cgular sludies on 
public :ulll private limited companies. Bran.:hes of Foreign 
COlllllanies (8FC ) are those not registered underlhe loeallaw. 
The statistics on FeRC and BFC used to appear together and 
was available for tinancial years from 1957-58 to 1980-81. 

Since then, only the Finances of FCRCare published. With 
the enforccment of FEHA 1973. which r.:quired foreign 
companies to ~Ol\vert themselves into rupee companies 
rKulUar. 1994). nUlIlberof BFC has reduccdsignifil-antly and 
this conscqut:ntly affected th.: coverage. May be because of 
this,lh.: RBI hus stnpp.:d surv.:y ofHFC )sce RBI Bulletin. 
August 19114: p. 2')8). The last of the series ur FeRC has 
uppcared for thc year I 990-l) I. published in RB I Bulletin. 
Novemher 1994. The latest sludy in Ihis seric!> is entitled 
'Finances of FDI compames: 1l)93·94', puhlished in RBI 
Bulletin. Murch 1999. Information on foreign investmellls 
~an be collected fwm the survey of . Indian Foreign Lmbilitll:" 
and Assets' as well. The last of this is available for the yellr 
1994-95. published in RBI Bulletin. April 1998. 

10. This series is rather a new one. the tirst of which was 
published in July 1995. The latest one is aVllilahlc for Ihe 
timmcial year 1997-98 published in January 1999. This arlide 
is based on Ihe abridged auditt:d f unaudited finandal results 
of companies collected from linancial/ncws dailies and The 
Stock Exchange. MUlllbai. The sludy covers 1I0n­
governmental nOIl-finan.:ial public lillliled L'Ollll'lUlil·S. As 
limited information is provided, thi;. series could be 
~onsidered as a guidepost. This series IS nol discusseJ. 

II . Unlike mediulll and large companies, studies on small 
companies did not have a \(ulllqucnnial sencs. They were I'llI' 
two years. 

12. For inslanl'~. distributinn of st\lllplc according to year 
of incorpoml ion is not k\lown alld, h':IICt', the age t:'lIIlllHsitinll 
of the sample cannot he gauged. 

13. The industry-wise Chlssilicatioll of salllple wmpanie~ 
was based on the Standard Industrial ChlSStlic'atioli of All 
Economic Activiti.:s as adopted by G(lVCI'l1\l1CIII of India. 
A~'c()rdillgly a cOIII(lllny wilh lIIorc Ihan one aClivil) is 
dassilicd under that industr) from which it derived lIIore thall 
half of its still" llr Ill:lin income acwnling \I) the hlt.:sl 
information a\atl:lhlc m thl' timc or ils inclusion in the studi.:s. 

14. The size wise classilication of sample COllljlalllCS wa~ 
based 011 their pllid up capital and was availahle from the 
accounting year 1959. Size-wise Jaw IS available only for 
Public Limited Companies. A quinquennitll ~cnes followmg 
size-wise classification based nnnetasset IS(l\'llilable for sOllie 
years from the tinancial year I 965-66Isec RHI. 19751. 

The si/': classes of paid up capital ,onsist ~ of Rs :'i lakh tu 
Rs 10 lakh. Rs \0 lakh 10 J{s 25 lakh, J{s 251akh IU Rs :;0 
lakh, Rs 50 lakh 10 I~s 1 t'rore, and /{s 1 crun.: (\luI ahO\·l'. 
Since 1970-71. some lie\\, sizc dass.:s were :l\lded. They arc 
Rs I crort: to Rs 2 crore, \{~ 2,\'01'': 10 Rs 5 crore. Rs 5 cnlfe 
to Rs 10 crore. Rs 10 crorc to Rs 25 erore uml \(, 25 ,rul'C 
and ahoVl!. 

15. They ure I) Agricullure and allied aeliyilics; 2) Mining 
and 4uarrying: 3) Processing and m:llIufactllrC - foodstuffs, 
Icxll!cs. tunacco, leather and products thel'cof: 4/ Procc,sillg 
and manufacture· lII~tals. cheltlicals and prndm.'ls thercof. 5) 
Processmg and \lI,\I1Ufaclllrc - not elsewhere dussilicd; and 6) 
Olher industri.:s. 
FOl' Small PunlicfPrivatc Lilllited CnlHpaniC'~. industry level 
data is not available. 

16. CO\lll'llller of Cal'it41llsslles (CCI) used 10 furnish data 
on thl! capitul raised by pl'i\'at~ se,tlll'. Between DCA and 
CCI. RungarujanandPutcl)1979_ Pp. 153-164) rejcclCd DCA 
data in favor of eCI because they ohserved some amount of 
in~'Onsistencies of DCA with that of RBI. For example. the 
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total paid up capital for public limited companies for 1971-72, 
after making adjustment. was found to be almost equal to that 
of sample companies of RBI, whereas RBI claimed only 80 
per cent coverage of paid up capital, 

17. This method, thus, assumes a linear relationship 
between individual items of company accounts and paid up 
capital. 

18. The RBI uses this in their Flow of Funds account. 
19. Another method of blowing up used by Roy Choud­

hury [1992. Pp. 599-653] can also be followed. In the RBI 
sample survey, information is given for a common year for 
two consecutive samples. Roy Choudhury uses this common 
year and adjusts the sample results. The process followed i~ 
to take an adjusting factor which measures the difference In 

thc sample results for the common year in consecutive 
surveys, thut is. adjusting 'the sample data to larger samples 
and ultimately blowing lip to the total. Shc argues that since 
salJJple size has heen gradually increasing, if one starts with 
u recent survey, then such exercise involves a series of 
adjustment ncginning with the most recent overlapping years. 
This adjustmcnt faetor has to be obtained separately for each 
variuble and adjusted accordingly. This makes the whole 
s~rie, cOlllparahk ov~r time having adjusted for gradual 
increase ill sample size and hnving made usc of da!a for 
conllnon ycars. Having adjusted thc data and constructed a 
series, she us~s hlow-up factor based on paid up capital to 
arrive at aggregate estimates. 

~(). The RBI gives its coverage in terms of paid up capital 
hased on DCA's ligures. which is likely to change along with 
DC A reviSIOn. Hence. care should be taken whi Ie comparing 
RB I's claim with the DCA's revised ligures. 

~ I. This mclhod assumes that the v;liable of the enlarged 
sampk dange exactly in the same direction and at the same 
nlte as that of the older sample through the year t-4 to t- J. 

22. This method and the one suggested by Roy Choudhury 
crucially depend upon a wndition that the newer series needs 
to be larger than the previous series. Once this condition is 
not satisfied, the nUlllerator would be smaller than thc 
denominator and, thereby. smaller adjusting factor which 
eventually detlates the series. 

23 The I~BI has puOlished Census of Puhlic Lilllilcd 
Companies for the account years 1970-71 and 1lJ71-7~. 
1Y75-76. and IlJXO-XI and 19MI-M2. This was an extrcmely 
useful source of data. Detailed information, size-wise and 
industry-wise was also available. Since then, this has been 
discontinued. This needs to be revived. at least for providing 
a benchmark. 

~.j. The latest study publiShed in November 199M cm-wed 
the IInancial year 19'1)-%. The latest survey of puhlic limited 
companies a<;counts for. III terms of paid up capital. ~X.X per 
.:cnt of all /Ion-G()vernlllcll! non-financial puhli.: limited 
companie~ as at the end or March 11)96 IRBI Bulletin, 
Novelllhcr 1998J. This wvcragc med to ne ubove X() per cent 
in the initial yeurs. 

25. The other important puhlicatiollS of ICiCI include 
'Capacity Utilization in the Private Corporate Sector' and 
Productivity in Indian manufacturing: Private Corporate 
Sector. 

26. Till the 1982-X3 series. the size duss were as follows: 
Rs I crore and hc1ow: Rs I crore to Rs .'i crore; Rs 5 erorc 
10 Rs I () crore; and Rs I () erore and above. Since 1982-83. 
these size classes wen: changed and remain as follows: Rs 5 

crore and below; Rs 5 crore to Rs 20 crore: f{, 20 crllre tD 
Rs 50 crore; Rs 50 crow and above. 

27. In the case of multi-plant firm, having plants in various 
slates, the state where a unit. having largest share in the total 
turnover is IDeated is treatcd as the state. where the company 
belongs. For the service activities, the location of head office 
is considered. Stute-wise data arc not available since IY90-91. 

28. Assistance includes schemes for Project Finance. Soft 
Loan, and the Teehnology Developmcnt Fund. 

29. In the case of multi-product companies with plants III 
different states, the location of unit assisted is taken into 
consideration and in case more than one unit IS assisted. the 
location of the unit havmg largest share of assistance IS taken 
into account. 

30. Due to gaps in the category wise data or because of 
not getting cnough or timely reply from sample companies. 
some companies which arc normally included in the particular 
series arc excluded. The nUlllher of companies tilr which this 
information is available is. thus, lesser than the number for 
which other financial statistics are availahlc. 

31. The engineering cOllcept of capacity lItilizutioll. that 
is. production to installed capacity. can. tlll;S. he worked out 
at the firm level. 

32. If a product eontrioutes more than half Dr the COIll­

pany's gross sales, it is c1unhed into the IIldustry group tll 
which the product belongs. Those companies that could not 
be c1assitied were grouped under a category callcd . diversl tied 
groups' . 

33. Two bl1lad classilicatiolls include puhliL' sector and 
private sector. The latter is divided into Indian and Foreign. 
The Indian private sector is further divided into large house,., 
and other companies. 

34. See Department of Science and Technology. 1996, (l. 
~~. 

35. During the year 1994-95. TELCO's market share was 
~.) per cent in lIlediulII and heavy cOlllmercial vehicle. W per 
"'lit in light cOllllllereial vehicle. and 10 pcr cent in passengcr 
,ars [CMIE. 19<)8. Pp, 455-4571 

36. During the period betwcen 1991-1)2 and 19%-'17_ 
Mal'llti Udyod LII11tted aecllunted ror67.1)4 per cent I.CV was 
.(2) of market share in passenger car and I.~ I per cent t CV 
was .2M) in jeeps leMIE. 199X. Pp . .j5X-.+60j. 

37. The major activity groups are: I) Agriculture and 
Allied Activities; 2) Mining & Quarrying; 3) Manufacturing: 
3a) Foodstuffs, Textiles. W nod Products. Leather and Prod­
ucts thereof: 3b) Metals and Chemicals and Products thel'cur 
and Machillcry and Equipment; 3c) Electricity. Gas and 
Water: 4) COlIStruction; ) Wholesale and Retail Trade and 
Restaurants and Hotels: 6) Transport, Storage and Commu­
nication: 7) Finance. Insurance, Real Estate and Business 
SCI'vices: X) Community. Social and Personal Services . 

Wholesale and Retail Trade and Restaurants and Hotels 
induded !inancc until 1l)~9-9() since when thiS was cluhh.,d 

with Finance. Insurance. Reul E,tatc tin" Business Services 
JR. The size classes arc: I) Below Rs I lakh: ~ I R!. I lakh 

to under Rs 5lakh; 3) Rs 5 lakh to under Rs 10 lakh: -l) Rs 
10 lakh to under Rs 25 lakh: 5) Rs 25 lakh to under Rs 50 
lakh; 6) Rs 50 lakh to under Rs I crore: ami. 7) Rs I crorc 
and ahove. 

W. The information was based on the return, recclVed 
fmlll Registrars of Joint Stock Companies. 
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40. Addresses of thcse associations arc availabk in 
Kuthan's Industrial Directory of India [Kothari Enterprises, 

1996J 
41. See. Anand. 19Y5: CSO: Krishnamurthy and Sastry, 

IY75: Mani. 19YI. Pp. 1.693-%; Misra, 1989: Raja Kumar, 
1995., Pp. 647-60; RBI: Rangarajan and Patel. 1979. Pr. 
153-64: Roy Choudhury. 1996: Shanta, 1991; Sharma, 1991, 
Pp. 59-109: SiddhUl1han, 1989, Pp. 103-11; Subrahrnanian, 

1987, Pp. 420-46. 
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REPORT ON THE REGULATION OF THE STOCK MARKET IN INDIA 
(One man Committee: P. J. Thomas), 1948 

I Extrelcts ji"()fII this report, partly.li·om the summary of chapters given ill chapter XII (4 the report 
lind partly/i'olll the text, (Ire reproduced be/ow I 

CHAPTER I. 
IIISTOKY ANI) PKES~;NT POSITION 0.' 

nit: STOCK MARKET (SUMMARY) 

Although the first stock exchange in India was 
started in 1877, only three cities in India had stock 
exchanges in 1933. Since then Progress has been 
rapid. especially during World War II; today eight 
cities in Br. India have eXl:hanges (and two in 
Indian States). and the number of stock exchanges 
in Br.India is I X. with a lowlmcmbership ofahout 
2,500 (Paras 3-24). 

The stock market in India is at present in a 
confused condition. In many of the leading cities 
of India there is a strange medley of stock 
exchanges, street markets and independent firms 
all competing with one another for trade in the 
same securities - a situation which cannot arise 
and will not he tolerated in any civilised country 
today. Nor is each city wnfining itself toone stock 
exdlangc. as is the recognised custom in Europe 
and America; in two Indian cities there are as 
many as three or four stock exchanges working 
in the same street or mohul/a, trading in the same 
securitics lind competing with one another. 
Another undesirable feature is that several of the 
stock exchanges permit trade not only in stock hut 
also in hull ion and wmmodities, thereby creating 
serious complications (Paras 25 to 46). 

CHAPTER". 
CONSTITUTION AND MAN,\GEMENT OF 

STOCK EXCHANG~;S (SUMMAR\') 

Stock exchanges in India are either unincor­
porated. private registered associations (as in 
Bombay and Ahmedabad) or, joint stock 
companies (like the Calcutta Stock Exchange). 

Although some of the member- finm in 
Bombay and Calcutta can hold their own with 
similar firms in London or New York. the great 
majority of members of the Indian stock 
exchanges arc ill-equipped for discharging the 
heavy responsibility falling on thcm as brokers, 
and as investment advisers of the pub I ic (Para 17). 

Members of Indian stock cxchanges arc not 
di vidcd into hrokers and jobhcrs. and efforts in 
the past to raise up a class of johhers have not 
succeeded (Paras 2 1-23). 

Some of the memhers on the Bomhay Stock 
Exchange do tarawani work; their business is of 
parasitical nature and causes excessive specu­
lation (Para 24). 

The speculative practices of rCllllSlcrs or 
'half-commission' men have also brought the 
stock market into disrepute (Para 26). 

. The managing boards of stock exchanges arc 
elected once a year from among the memhers of 
the gencral hody. On the Calcutta Stock Exchange 
separate seats are sct apart for Europeans, Mar­
waris, Bengalces. etc. There is no outside repre­
sentation on the governing hoards of stock 
exchanges (exl:cpt Hyder;lh,~d Stock EXl:hange) 
(Paras 27 and 28). 

Complicated problems have arisen In con­
nection with the management of company stock 
exchanges, due chietly lo the diredorate of the 
company being also managing board of the stol:k 
exchanges (Paras 29 and 3D). 

While the memhership of the former is acquired Only two stock exchanges in India have well 
by the purchase of a card, the holding of a share detined and fully wrillen rules approved by a 
is essential for the membership of the latter. The' Government. Others have rules drawn up hy the 
liability of most of the cpmpany exchanges is directorate of joint stock companies. There are yet 
limited hy shares; of two by guatantee. There are other eXl:hanges with partly written and partly 
certain peculiar featuref atta~hing to the shares of unwritten rules. Outside markets work entirely 
the stock exchange eompames (Paras 3-8). under convention and usages (Paras 32-37). 
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The listing regulations of the Bombay and 
Ahmedabad stock exchanges are fairly complete. 
The Calcutta Stock Exchange has also got some 
listing regulations. In the case of other exchanges 
the securities to be traded in arc decided by the 
governing boards (Paras 38-41). 

CHAPTER III. 

THE SECURITIES. THEIR NUMBER, 
VALUE AND IJISTRIBUTION (SUMMARY! 

The data available regarding Indian securities 
are inadequate. as no organised effort has been 
made to collect and collate them systematically 
(Paras I and 2). 

The public securities traded in the Indian stock 
market are the Central Government Loans (non­
terminable and terminable), Provincial Govern­
ment loans. Municipal loans, Port Trust loans, 
Improvement Trust!oans, Indian State loans, etc. 
(Para 4). 

Of (he 14.859 companies working in March, 
1945, with a paid-up capital of Rs 388.97 crore, 
only issues (ordinary. preference etc.) of about 
1.125 compan ies arc I isted on one or the other 
stock exchange. Of these 1 ,057 companies (1,506 
issues) have a paid-up capital of Rs 270.40 crore 
(Paras 6 and 7). 

Of the 14,859 Joint stock companies in India, 
7,851 were trading and manufacturing com­
panies. 2,434 were banks, 1,253 were mills and 
presses. 896 were transports, 70 I plantations and 
5 18 were hotels. accounting in all for 92 per cent 
of the grand total. They accounted for 86 per cent 
of the total paid up capital of all joint stock 
companies. 

8. Listing is given not only to ordinary shares 
bUI also to deferred and preference shares and 
debentures. The issue of preference shares is 
fairly common among Indian companies, but this 
is most pronounced in the case of jute and cotton 
companies. Most of the jute companies have 
issued preference shares and in the case of a large 
number of them such shares form nearly half the 
capital. On the other hand, only a few of the coal 
companies issue preference shares and in the case 

of banks and railway companies. issue of prcf­
erence shares is very rare. Deferred shares. known 
also as founders' shares. receive no <.Ii vidend unti I 
preference and ordinary shares have heen paid 
their prescribed respective dividends. In India. as 
will bc shown in a later dapter. deferred shares 
have lately been used togive toodisproporlionate 
a voting power to promoters or founders of 
companies or underwriters. 

9. Of a different category are bonds and 
debentures. which arc creditor-ship securities. 
When a specific property is mortgaged for a loan 
the security is termed 'bond' while if the security 
of the loan depends Dn the general credit of the 
issuing company it is called 'dehenlure·. Bonds 
are very common in the U.S.A. In India deben­
tures arc more used, but even these arc not very 
popular. 

Information on listed companies on stock 
exchanges was available for 969 out of the 1957 
companies listed. 

The total number of issues listed on the New 
York Stock Exchange at the end of February 1947 
was only 1,343 (less than that on Indian stock 
exchanges), the total number of shares came to 
1986 million and their tOlal market value 68,S39 
million dollars (about Rs 20.700 crore). The total 
market value of all listed shares in India l:ame to 
only Rs 971 crore in March 1947. 

On the Calcutta Stock Exchange are listed 864 
issues (of which 647 are ol'di nary issues) of 62':> 
companies. In recent years increase has been seen 
chiefly in regard to sugar mills, electrical l:om­
panies, miscellaneous. elc. (Paras 13 and 14). 

Since the outbreak of World War II, security 
prices have risen about fourtimes, the highest rise 
being in colton textiles shares, jute shares engi­
neering shares, coal shares and chemical shares. 

The aggregate values of securities. which 
stood at 55 per cent above par value at the 
outbreak of war rose to 436 per cent above par 
values in the middle of 1946. but have since fallen 
greatly (Paras 16-19). 
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It is not possible to state how the ownership of 
securities is distributed between different sections 
of the population. But it is certain that they are 
held mostly in the larger cities and by business or 
professional classes (Paras 19 and 20). 

No doubt, more men of limited incomes have 
l:omc to own securities lately, but no accurate data 
l:an be gathered regarding this (Para 21). 

CUM'TER IV. 
OPERATION (W 'rHE SECURITY MARK.:T 

While the stock cxchanges ofCatculta (excepi 
one), Lahore (5). Nagpur and Delhi l:onfine 
themselvcs to cash dealings. exchanges in 
Bombay, Ahmedabad, Madras and Cawnporc 
~lOd one comp~lny exchange in Caleutta permit 
hoth cash and forward deal ings. The curb markets 
generally follow the system in the nearby stock 
exchange (paras 3-9). 

The Operation of Cash Dealings 

12. As has already been shown, aJl slOl:k 
eXl:hanges in India as also the outside markets 
providc for cash dealings. The rules of the orga­
nised exchanges require that the settlement of 
cash transa<.,tions should be donc by delivery of 
scrips and payment of price within a specified 
shon period. If delivery or payment fails. the 
buying-in rule or selling-out rule as the case may 
be, is to be applied as will be explained later. The 
period for delivery and payment varies from 
exchange to exchange and even on the same 
exchange the practice differs according to the 
class of securities. 

The Operation of Forward Dealings 

I M. Briefly the operation of forward transac­
tions IS as follows:- When the dealings arc' for 
thl: ,1l:C()Unt' the contracts are to be fulfilled only 
on the settling day for which they arc made. The 
settlement may be done either by delivcry and 
payment or by differencing at the 'making up' 
price, on the reversal of the contract. If either of 
these methods is not resorted to the contract can 
be /md/ied by mutual agreement to the subsequent 

settlement. Seulement days for a year are pre­
scribed, and fixed sufficiently apart to provide a 
long period. The long period is a vital facility for 
a future market. In the long period. the price may 
fluctuate and a dealer can lUke advantage to match 
a contract for purchase or sale, by a corresponding 
contract for a resale or repurl:hase, either to make 
a profit or to cut his loss. Therefore, these trans­
actions are called 'time bargains'. Among the 
members the closing of the deal. -through the 
dearing houses, can only be donc at the settle­
ment. But in dealings between a member and his' 
dicnt closing can he done heron:: the settlement 
on the exchange, with a view to redudng thedebit. 
balance. It is these three facilities, namely. the 
long period, settlement hy differencing, and 
budla, whieh lure people to indulge in excessive 
and unhealthy speculation. 

(i) Contracts 

20. Contract plays a prominent part in security 
transactions, especially in the spewlalive trade. 
As the losing parties arc likely to dodge the 
fultilment ()ftran.~actions, il is necessary to render 
the agreement for transaction or bidding valid and 
bonafide. conferring claims or rights on both 
parties. Besides. any control of speculation has to 
start with a control of colllnlcls. 

21. On organised exchanges, the firsl slep in a 
transaction, whether purchase or sal\:, is the 
contract between the parties concerned. No 
transaction can be recognised by ~m eXl:hangc 
without a contract in the prescribed form. This is 
essential whether the transaction is between 
member and member within the exchange or 
between member and non-member outside the 
exchange. The contract note should show the 
nature and terms or the transuctions and should 
be duly stamped in accordance with the Law of 
Contract. A contract note given by a member­
broker 10 a non-member client is HI ways found to 
have a condition that it is subject to the rules of 
the exchange of which the former is a member. 
This practice is found prevalent even where the 
rules are not written and published. 
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22. In some cases like the Madras Stock 
Exchange, the rules of which are written, an 
additional condition that the contract is subject to 
the usages of the exchange is seen with a view to 
making the pusition of the member safer than that 
of the client. There are 4 forms of contract, either 
prescrihed by rules or adopted by usages: (i) 
contracts for settlement issued by members acting 
for constituents as brokers; (ii) contracts for 
settlement issued by members acting with con­
stituents as principals; (iii) ready delivery con­
tracts, members acting as brokers; and (iv) ready 
deli very contracts, members acting as principals. 
In the laller three cases, whether between mem­
oers or oetween members and non-members, 
orokerage. an important factor adding to the price. 
is neYer separately mentioned. Thus a knowledge 
of Ihe brokerage added to the price. is denied to 
the puhlic. as well as the authorities of the 
exchanges. Yel. such contracts are found offi­
cially prcsnibed even by exchanges whose rules 
arc approved oy a Provincial Government. In 
practice. contrm:t between members, on 
exchanges. whether by usages or by rules (as in 
Madras). are always done as principals. Besides, 
contracts in genuine form arc never passed 
oetween members. 'Memos' ur 'notes' are sub­
stlluted for formal wntracts and the practice is 
recognised by every exchange. Such methods arc 
adopteu only to .:ircuruvent the rules regarding 
contract slamps. Concerned ahout the loss of 
revenue. the Bombay Government issued a 
noti fication directing that even the memos should 
be stamped (/(/ valorem in accordance with the 
Contracts Act. But. the action does not appear to 
have been successful. As matters stand. genuine 
C\lntracts duly stamped, arc being passed only 
oetwecn members and their clients outside thl! 
stock exchange. Nevertheless. on two recognised 
stock exchanges of Bombay Province, for trans­
actions passing through their Clearing Houses. 
the presidents used to help the Government in 
getting the stamp duties. It is douhtful if this 
service was rendered fully after the promulgation 
ofD.I. Rule 94C. Thus almost all the transactions 
between members on stock exchanges and the 

entire volume of transaction on the curbs. are 
heing done without proper contracts duly 
stamped. 

(ii) Settlement and Clearance 

23. Contracts, whether for cash or for the 
account. arc fultilled through settlement. The 
mode of settlement has an important bearing un 
the regulation of stock deali ngs. Settlement 
within time limits is essential to prevent accu­
mulation of liabilities of dealers. If liabilities are 
allowed to accumulate dealers may find it difficult 
to discharge them later and thus may lead the 
market to acrisis. Settlement is to be made in some 
exchanges according to written rules. and in 
others according to rules and usages. In curb 
exchanges and unorganised share bazaars. there 
are only a few unwrillen rule~ for this purpose. 
We have seen that the contracts oetwccn members 
and non-member clients arc subject to the rules 
or usages of the exchange to which the former are 
allached. Hence the settlement hetween them too 
ought to be done according to the practice on the 
exchanges. 

24. The way of settlement and the facilities 
afforded for the purpose are the most important 
factors which regulate the speculative activities 
of the members as well as the puhlic. Forexample. 
ifmembers are to take or make delivery in a short 
period of all their purchases or sules. large funus 
will be required anu this may deler them· from 
doing too many transactions. Whereas. if they are 
allowed to settle the bargains hy some device. 
without taking or making delivery or full pay­
ment, it will encourage them to do excessive 
speculation. Similarly, if compromise hetween 
defaulters and creditors is permitted it is bound to 
encourage much undesirable speculation. 

25. The arrangements <lnulhe· procedure for 
settlement arc found to vary among the 
exchanges. On some exchanges like lhe Native 
Stock and Share Brokers' Association, transac­
tions in some securities are to be settled through 
the agency of the exchange. while the rest are to 
be settled only with the knowledge of the 
exchange. On the Calcutta Stock Exchange, 
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though a portion of the transactions are settled 
through the agency, the rest arc fulfilled inde­
pendently of the machinery and knowledge of the 
exchange. On others like that of Madras, the entire 
settlement is done independently of the machin­
ery and knowledge of the exchanges. In the latter 
two cases. an exchange is only to intervene and 
enforce remedial measures in accordance with the 
rules of delivery and payment when failure is 
reponed. Where the transactions are settled 
through the agency, the exchange has provided a 
clearing house. Orthe 21 exchanges in the country 
only three arc now provided with clearing 
houses-the Bombay Stock Exchange from 1921, 
Ahmedabad Share Brokers' Association from 
1925 and Indian Stock Exchange (Bombay) from 
1937. The Calcutla stock Exchange had made 
arrangements for clearing 4 or 5 securities from 
1944 December, but this arrangement was dis­
continued in 1946. Even on the three exchanges. 
clearing is limited to a very few active counters 
as shown in para 9. Clearing arrangements in 
Calcutta have since been discontinued. 

As the mode of settlement differs with the 
nature of the market, the subject may be dealt with 
separately under cash and forward markets. 

Settlement of Cash Dealings 

26. Ready Delivery Contracts enjoin that the 
parlJes should· take or make delivery of the 
securities bought or sold, against payment. 
Settlement in any other way, according to the 
rules of the exchanges, is not permitted. If any 
one party fails either to make of take delivery, the 
securities will be bought-in or sold-out in the open 
market by the Secretary of the Exchange and the 
loss will be realised. In stock exchanges served 
by clearing houses, the securities in the eash list 
arc divided inlo two groups, one· group for 
settlement through the. clearing house and the 
other for settlement by a process of 'hand deliv­
ery'. In the case of, the former, i.e., securities 
which are cleared, members are (0 submit to the 
clearing house one day before the 'delivery day' 
a statement in prescribed form stating their pur­
chases and sales classified according to the 
securities. On the 'dearing day' members are to 

deliver scrips for the balance sale. after crossing 
out purchases and sales. along with the payment 
for the debit balance, if any. in Ihe acwunt. On· 
the day after the clearance day. securities will be 
delivered to the purchasing: members by the 
clearing house and payment to the selling mem­
bers will be credited to their accounts. If any 
member is found to fail either to make or take 
delivery, the securities wi II bc bought- in or 
sold-oul against him. as the case may be. in the 
open market by the secretary of the exchange. The 
damages from such a procedure will be realised 
later from the defaulter. However. since the 
promulgation of D.I. Rule 94C, a new practice 
has come into vogue in the Bomhay and Ahe­
medabad Exchanges in the settlement of contracts 
regarding cleared securities. A delivery rate for 
each security will bc fixed by thl: exchange on the 
clearance day; and members arc permitted to 
settle their contracts hy the adjuslIllent of 
accounts and payment of differences in pricc~. 

Thus, it has been made possible to crk~l:t settle­
ments without the delivery Df scrips and full 
payment of prices. 

27. The settlement of contracts in the case of 
non-cleared securities is elTected through a pro­
cess of 'hand delivery', i.e .. between the melllher~ 
themselves without the intervention of the 
clearing house. In the recognised exchanges Dr 
Bombay and Ahmedabad. though the settlement 
is through hand delivery it comes under the 
knowledge of the exchange. If delivery tickets arc 
not delivered at the purchaser's office before 3 
p.m. on the day fixed for it, the tickets arc to be 
delivered to the purchasers in the settling room of 
the exchange in the presence of an officer of the 
exchange. If any purchaser is ahsent or found to 
refuse acceptance, the otTicer is to endoi-se such 
tickets. Similarly, ifany seller is ahsenl or found 
to refuse the delivery of the tickets. the huyer llIay 
get the 'memo' from the fonner endorsed by the 
officer. In case of absence of either party. the 
seller is permitted to deliver the tickets to the 
purchaser's office later. In the case of refusal 
either of delivery or of an acceptance, the secu­
rities will be bought-in or-sold-out, as the case 
may be, in accordance with the rules of deli very 
and payment. Similarly, on the settlement day .the 
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ddivery of shares with transfer forms and pay­
ments arc to he made in the settling room where 
an officer will he present. If any failure either to 
deli very or to accept is reported. the securities will 
he hought-Ill or sold-out as the case may he ~n 

acwrdancc with the Rules. Thus the settlement 
comes into the knowledge of the exchange. 

2~. On the Calcutta Stock Exchange. however, 
the settlement of contracts in the case of non­
deared securities is not done under the supervi­
sion of the exchange: nor does it come to the 
knowledge of the exchange. Selling memhers are 
to settle their transactions hy delivering the scrips 
til the purchasing memhers' offices against pay­
ment. Only if a failure is reported, is the exchange 
to intervene with remedial measures in 
accordance with the rules. As already mentioned, 
the usual practice is to deliver the securities on 
the 3rd day: and yet, the delivery on the 3rd day 
cannot he insisted on as. the contracts contain a 
dause. "that del ivery shall be made on or after the 
2nd Jay". The time that can be extended after the 
2nd day has not heen specifically defined. In 
practice. however. as in the case of c1elll'ed 
~ccurities. memhers are found to wait for the 
delivery for a week. In case of failure either to 
deliver or accept the securities even after a week. 
the matter Illay he reported to the exchange for 
remedial action. But even for such complaints or 
reports for remedial action, no time limit is found 
either in the rules or in the practice of the 
exchange. Many instances have been noticed 
where the exchange has m:cepted complaints or 
reports for remedial action weeks after the dates 
of cCJIltracts (Many such cases are said to he 
pendin~ in the Calculla High Court against the 
Exchange). However. if failure is one of accep­
tance. the Exchange. after due notice to the party 
concerned, may sell-out the securities in the open 
market against the defaulter in accordance with 
the practice. But if the failure is one of delivery 
the procedure has heen found cumbersome and 
remedial action by buying-in used to he delayed 
for a long time. Several instances have been 
noticed where remedial action has been taken 
illonths after coniract dates. 

29. As regards the settlement on other 
exchanges. two of them. namely. the Lahore 
Stock Exchange and the All-India Stock 
Exchange are found to follow the system for 
non-cleared securities on Calcutta Stock 
Exchange. Three exchanges under C group in 
Ahmedabad have no defined rules or settled 
conventions for the fulfilment of contracts. In 
riractice. however, they are found to sell Ie most 
of the transactions weekly. more hy the payment 
of 'differences' than by actual delivery of scrips. 
Though the settling rate is fixed by the exchange. 
the settlement is done only independently of the 
machinery and knowledge of exchange. On other 
exchanges like that of Madras. though the 
settlement is done only independently of the 
machinery and knowledge of the exchange,the 
period for settlement is dearly defined and 
delivery of scrips and payments for them are 
compulsory. Also if a failure is reported, remedial 
action hy huying-in or selling-oul. as the case may 
he. is to be taken in a specified period. 

Settlement of Forward Contracts 

30. Both equities and Govcrnment securities 
are admitted for forward trade. and on every 
exchange contracts for transactions in the former 
are to he fulfi lied monthly and the latter fort­
nightly. The street markets also follow the same 
practice. The mode of senlement too is the same. 
The settlement dates in a year for either class of 
securities tire fixed in advance, he fore the com­
mencement of the year. Legally, every contract 
enjoins that delivery should he made and paid for, 
on the dates fixed for the purpose. Yet in practice, 
selliement by making or laking delivery in for­
ward contracts is very seldom done. Such trans­
actions are taken up by speculators with a view 
to making profit out of time-hargains from 
purchases and sales during the course lit' the 
settling period. During every settlement, the 
period being long, there will be a numher of 
contracts for purchases and sales hetween mem­
bers. These contracts are crossed out on the last 
day and only the remaining are to he settled finally 
hy one of the ways permitted hy the exchange. It 
has already heen mentioned that three ways arc 
provided. namely. (I) by delivery and payment. 
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(2) by the reversal of contract and payment of 
diflerences in prices based on the make-up price. 
(3) by carrying-over or budlyiflg to the next 
settlement. Ifany one party is not willing to square 
up by the latter two methods, the securities are to 
be delivered and paid for on the delivery day. 
Then, if any party fails either to make or take 
delivery. the securities will be bought-in or 
sold-out against him in the open market and 
damages will be realised. However, settlement by 
thc method of making and taking delivery is done 
only on Madras Stock Exchange. On other 
exchanges forward contracts are generally settled 
only by the latter two methods with a view to 
avoiding delivery of scrips or payment of full 
price which would involve large amounts of 
money or credit. For this, a day before the deli very 
day. for every security the making-up price for 
settlement. and the budla rates for carry-over arc 
fix.ed hy' thc Managing Committee of the 
ex.change aftcr due consideration of the market 
trends and the technical pOSition in purchases and 
sales. The outstanding transactions after the 
elimination of the crossed-out contracts are then 
settled either by the reversal of contracts and 
payment of difterences in prices based on the 
make-up price on the pay day, or are carried over 
to the next settlement by the payment of the budLa 
charge. If any member fails to fulfil his contracts 
either by the payment of difterences or by 
carry-over before noon on the settling day, he will 
be dcclared a defaulter. Immediately after such 
declaration the managing committee will fix a 
'hammer price' on each security and aJl members 
having contracts with the defaulter are to close 
their transactions either by selling or buying the 
sCl.:uritics to or from him, as the case may be, at 
the hammer pricc. But payments are to be claimed 
from the Defaulters' Committee to which the 
defaulter is to surrender all his assets and liabi­
lities. Thereafter the member will be suspcnded 
from further trading on the stock exchange. On 
an exchange where there is a clearing house, all 
forward contracts are 10 be settled through the 
dearing house. On others the settlement is done 

between the members themselves and only fail­
ures are reported to the exchange for remedial 
action. 

(iii) Buying-in and Selling-out 

32. We have seen above that whcn a member 
does not tender or accept 'delivery', the shares 
are either bought-in or sold-out. as the ~'ase lIlay 
be, on his account in the open market oy the Slod 
Exchange and damages realised from him. Thest: 
two are important functions of an organised 
exchange, and power for this is vested in ils 
governing board. The object of these two rules is 
mainly to enforce the fulfilment of the contracts 
when a member does not discharge them volun­
tarily in accordance with the rules. Their rigorous 
enforcement may also deter memhers from 
over-trading and regulate his speculative acti vi­
ties. The timely enforcement of these rules is also 
essential in the interests ofcquity in the relations 
between members. If some membcrs postpone 
making or taking 'delivery' till conditions turn 
favourable to them. it is hound to lead to capital 
depreciation and loss for other members as well 
as for investors. Therefore, these rules are 
essential for the orderly conduct of husiness in 
stock exchanges. 

33. Yet the enforcement under abnormal cir­
cumstances may produce the conlrary effect. For 
example. in an 'over-sold' market undcr a corner. 
if the buying-in is permitted the short sellers may 
be seriously affccted and even ruined. thus pro­
ducing a crisis in the entire market. Similarly in 
an over-bought position under a bear-raid. if 
selling-out is adopted the 'bulls' are bound to 
suffer severely. 

34. Now we will see how these operations are 
being conducted in the different Stock 
Exchanges. In the recognized stock exchanges of 
Bombay and Ahmedabad. failure to fullil the 
transactions is to be reported immediately. The 
buying-in or selling-out should be done on the day 
following the day of fai lure and 110 notice to the 
party concerned is necessary. Nevertheless. the 
Governing Board is empowered to extend the 
time up to J5 days beyond which the right mnnt)t 
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be exercised and the Board is not competent to 
vary, this rule. Also, when an over-sold position 
under a corner is there or is likely to arise, the rule 
of buying-in, may be suspended for 24 hours after 
which an extension can only be made subject to 
the sanction of Government. But, in an over­
bought position under a 'bear raid' the rules of 
selling-out cannot be suspended in these two 
exchanges. In the Indian Stock Exchange, 
Bombay. although the rules are ~imilar, notice to 
the party is necessary and the Board is competent 
to vary the rules according to their discretion. In 
the Madras Stock Exchange, the failure need be 
reported only within one month and thereafter a 
period of 15 days is granted for the operation of 
buying-in or selling-out. The Board is also found 
to possess absolute powers to vary the rules 
according to its discretion. Beside~, there are no 
defined rules in regard to the suspension of 
buying-in or selling-out under abnormal condi­
tions, though the Board can do it under power of 
'objects' in the Memorandum of Association of 
the Company. 

35. The position in the Calcutta: Stock 
Exchange is not quite definite. The rules regard­
ing such important operations, which should 
control over-trading by members, arc not even 
detined. Neither any time-limit nor any definite 
procedure is laid down in the bye-laws, nor 
observed in practice. This Exchange has been 
found to accept reports offailure and application 
for action even weeks or months aftcr the failure. 
After the aCl:cptance of the application, the action 
is too often dclayed for weeks. However, in 
respCl:t of the 4 securities which are being cleared 
since 1945 (out of the 780 securities listed on the 
cxdange), the failures at present are being 
reported weekly, though the buying-in or 
selling-out is often delayed. The position in 
regard to the suspension under corner or 'bear 
raid' is similar to that of Madras. 

36. The V.P. Stock Exchange has a defined 
procedure and almost follows the system in vogue 
at the Bombay Stock Exchange, In addition, this 
Exchange has a rule by which the selling-out 
operation in an over-sold market under a bear-raid 
can be suspended so as to provide protection to 

the Bulls. As regards the other established 
exchanges, although they have precisely defined 
rules for the fulfilment of the contracts, some of 
them habitually delay the remedial actions of 
buying-in and selling-out. For the suspension of 
the rule under abnormal conditions, their powers 
and practice too arc similar to those of Madras 
and Calcutta. In the C group of exchanges these 
rules are very seldom adopted. 

(iv) Budli or Carry over 

37. We have seen that forward contracts can 
be settled in some exchanges by bud/i or carry­
over. This is done when parties, whether members 
or their clients, are unable or unwilling to fulfil 
the transactions by other methods. It generally 
happens when prices do not move according to 
the expectations of the parties concerned. 
Settlement by this method, in fact is not a fulfil­
ment of the bargains. It is only a closure of the 
contract for the particular settlement for which it 
has been made. The obligation to make or take 
delivery on the existing terms is only postponed 
and continued up to the next settlement through 
a new contracl. For, when such new contract is 
between a member and his client, a concession in 
the brokerage too is permitted. The brokerage for 

a budla contract is usually ~th of that mentioned 

in the schedule of minimum brokerage. But, for 
the act of postponement of \Jclivery' or payment, 
the party who wants the obligation is to make a 
payment to the other, known as the 'budlachargc' 
fixed by thc exchange in proportion to the tluc­
tuations in priee aftcr due consideration of the 
market trends and the technical position of 
purchases and sales. But if the prices remain 
static, carry-over is done only on even terms, i.e .. 
without payment of a hudla charge. 

38. In practice, budla at present is being done 
in two ways, (i) by parties accommodating each 
other, (ii) through an intermediary known as 
Budlivala who lends money or security, as the 
case may be. 

(aJ Parties Accommodating Each Other 

39. Here budl; is done by means of two new 
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contracts. A purchase or a bull transaction, is 
carried over by a corresponding sale for the 
current settlement at the 'making up' price and a 
re-purchasc for the next settlement. At the re­
purchase, either the budla charge maybe paid 
separately or may be added to or deducted from, 
the price. Similarly, a sale or a bear transaction is 
carried over by a corresponding purchase at the 
making-up price, and a resale for the next 
settlement. In the resale, as in the first case, the 
budla charge may be paid separately or may be 
added to, or subtracted from, price. Thus the 
original contract in either case is settled in equity, 
hut the fulfilment of the bargain is postponed for 
the next settlement. 

This in fact is only a grant of credit for the 
purchase of settlement to the party who wants the 
postponement of either delivery or payment, by 
the other. In the 'buH' transaction the 'hear' is 
extending acreditto the bull for an agreed interest. 
called iJu(I/a charge, or budligala or contango, 
fixed by the exchange. In the 'bear' transaction, 
it is a lending of shares by the bull to the bear for 
the budla charge or backwardation. The rate of 
budla charge, whether contango or backwarda­
tion, is generally ruled by the technical position 
in purchases and sales. In a heavily over-bought 
market the contango will be very high as it creates 
scarce money conditions in the market. In a 
heavily 'bear-sold' market, though money con­
dition is easy. the backwardation charge will he 
high due to scarcity of scrips. 

(b) Blu/li through all intermediary or Budliva/a 

40. We have seen that budli is done by a Bull. 
because he is either unable due to 'over-bought' 
position, or unwilling to pay and take delivery at 
the settlement for which he has contracted the 
purchase. Thus he is in need of a loan or wants 
someone to take delivery for him. Similarly a hear 
who has 'short-sold' in the market is in need of a 
loan of securities or wants someone to deliver the 
securities for him at the settlement. To help these 
operators there are a number of rich budliva/as 
both inside the slock exchange among the mem­
hers and outside among the non-members, who 
condud the business of lending money as well as 

securities for the purpose of settlement. The party 
who wants the money. or the security as the case 
may be, is to make a contract with the blldliva/a 
for a time loan undertaking the return of the loan 
at the expiry of the period. The period usually is 
the period of settlement on the stock exchange. 
The rate of interest is charged per share, whether 
the Imin is money to take deli very, or securities 
to make delivery. The interest is fixed according 
to the budla charge and may be slightly less than 
thatto attract customers. The bull is to deposi tthe 
securities he takes delivery of with B/ld[ivalll 
against the loan and the Bear is to deposit the 
money he has received on making the delivery 
against the loan of securities, which will be 
returned to them on their respective returns of 
their loans. But neither the Blldliva/a nor the Bear 
is bound to return the identical securities, each 
party is to return only thc salllC amount of secu­
rities. Here, though the original transaction 
hetween the memhers is settled on the exchange. 
it is simultaneously opened up for the next 
settlement with the Hudhala. Thus in fact II is 
only a postponement of the fuilliment or hllclli of 
the original bargains to the next settlement. 

4 J. By the second method budln can he done 
even in cash market operations and the system is 
widely prevalent in Calcutta. 

(v) Transfer of Securities 

42. Stock exchanges, stock dealers. and 
speculators are greatly concerned about the mode 
and procedure of the transrer of ownership of 
securities. In fact, the extent of speculative 
dealings is directly related to the facility for 
transfer. Easy and quick, but safe, transfer of 
ownership is an essential requisite for speculative 
trade in securities. Dealings on the market arc 
done in quick succession to take advamage of the 
fluctuations in price. Purchase and sale and 
repurchase and resale are often done severaltime~ 
even in the course of a few hours. In cash dealings 
we have seen that the maximum time for delivery 
on a stock exchange is one week. Thus even if 
dealings are done strictly in accordance with the 
rules, a particular sel of scrips may have .1 chance 
of changing ownership nearly 46 times a year. as 
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there are 46 deliveries in a year. On exchanges 
like that of Calcutta where the ready delivery is 
to be done in two days, the scrips may change 
ownership more than ISO times in a year. But this 
can be managed only if facilities for quick and 
safe transfer of ownership are provided with. 
Thus, the mode and procedure of transfer has a 
great influence over the regulation of speculative 
trade in securities. 

43. Transfer of securities whether of Govern­
ment or of companies is governed by statutory 
laws. According to the method of transfer, 
securities are of three classes - (a) Bearer Bonds 
and Shares, (b) Inscribed Stock, and (c) Regis­
tered Stock and Shares. The ownership of Bearer 
Bonds and Shares is transferable by mere delivery 
from hand to hand and no other transfer formal­
ities are to be complied with. The bearer is the 
\)wner and he is entitled to get the dividend or 
interest. Dividend coupons are attached to this 
sort of securities and are only to be cut out and 
presented to the paying office for the payment. In 
Indiasuch securities are few and despite their high 
negotiability are not popular on the stock 
exchanges as fraudulent transactions are easy in 
the case of them. Though inscribed Stock is the 
safest for investment, its negotiability is the least. 
Here actual certificates conferring title on the 
owners are nol given; but their names and the 
amount of slock they hold are inscribed in a 
statutory register, kept for the purpose in the 
office of the issuing body. Inscrihed stock can be 
transferred only by declaring and signing in the 
registerhy the owner showing that he has assigned 
his holdings in favour of another. For this, the 
transferor is to he identi-fied at the transkr office 
and his signature in the register should he wit­
nessed. The lransferee I()O is to be introduced and 
identified to Ihe office and sign the Acceptance 
of the stm:k. However, as this sort of security has 
Ihe least negotiability they are nol laken on the 
stm:k market for speculative dealings. 

44. Registered stocks, and shares are the 
securities ;;ostly dealt in on the stock exchanges. 
As their name signifies, they are registered in the 
share or stock register of the company or the 
Government that has issued them. The law, i.e., 

the Indian Companies Act. or the Indian Securi­
ties Act, as the case may be, imposes upon the 
issuing body, whether a corporation or a 
Government, the duty of keeping books orrecord 
and that of making transfers of stock when 
requests are received therefor. Almost all the joint 
stock companies have their capital only in the 
form of registered stock or shares. Aconsiderable 
part of the public debt or Government loans too 
is in the form of registered stock. However, the 
certificates or scrips issued by a company or a 
Government under its seal is not a title deed in 
itself. but is only a statement showing the regis­
tered holder's name and the extent of his holding. 
From the point of view of the company or the 
Government, the change of ownership, therefore, 
cannot be effected by a holder by a mere assigning 
of the scrip in favour of another: but can be done 
only by transfer and registration in the company's 
or Government's books. For the transfer. a regular 
transfer deed duly signed by both the transferor 
and the transferee and witnessed, must he passed 
along with the scrips from the transferor to the 
transferee. The deed is to be stamped with an ad 
valorem stamp in accordance with the law, except 
in certain exempted Government securities. Then 
the transfer deed along with the scrips are to he 
lodged with the company or thc Government, as 
the case may be, for translcr and registration in 
the register kept for the purpose, after which new 
scrips are issued to the transferee in his name. In 
the case of joint stock company securities, prior 
to 1936, there was no uniform and definite pro­
cedure in transfer. The method and procedure of 
transfer was left to the company to incorporate in 
its Articles of Association. As this practice has 
raised much protests and clamour from the 
shareholders as well as spcnllators, the Indian 
Companies Act was amended in ) 936, laying 
down a unifnrm and definite procedure for the 
transfer of securities. 

45. Thus, the transfer of registered securities 
involves expenditure at every change of owner­
ship or transaction by way of stamp duty to thc 
Government and transfer fec to the company. 
Besides, to complete a transaction by transfer and 
registration in the company's books takes a long 
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time. usually a month. and if there is any objec­
tion. transfer may take several months. The pro­
cedure, therefore, involves not only expenditure, 
but it reduces the negotiability of the securities 
considerably. If 'settlement' can be completed 
only by transfer in the company's books. trans­
actions may often be limited to ] 2 times a year as 
the law and postal facilities stand to-day. But, we 
have seen that dealings in the stock market are 
done in quick succession and are settled as many 
as 150 times in certain securities on some 
exchanges and in all securities in certain 
exchanges. This negotiability is imparted to a 
registered security only by the recognition and use 
of Blank Transfer as valid delivery for settlement. 

46. Blank Transfer -In a regular trans fer deed 
we have seen that the seller and the buyer should 
fill in their names and signatures. and the deed 
should be duly witnessed and dated. When such 
a regular deed is executed the buyer cannot obtain 
a right to sell the security again, without transfer 
and registration in the books of the company. To 
overcome this difficulty in practice the seller 
gives only a 'blank' transfer to the buyer. In the 
blank transfer deed the seller only fills in his name 
and signature. Neither the buyer's name and 
signature nor the date of sale arc filled in the 
transft'r form. The advantage in giving such a 
blank deed is that the buyer will be at liberty either 
to sell it again without filling his name and 
signature to a subsequent buyer. In the latter case 
he .:an avoid Ihe payment for the transfer stamp 
and new deed to the huyer. The process of 
purchasc and sale can be repealed any number of 
limes with the hlunk deed and ultimately when it 
reaches the hands of one who wants to retain the 
shares he can fill in his name and date and get it 
registered in the compuny's hooks. For this ulti­
mate transfer and registration the first seller will 
he treated as the transferor even if it happens years 
after his death. On such registration the last buyer 
will be recognised as a shareholder by the com­
pany and the other intervening parties being not 
such shareholders, but only having had an 
equitabJeright in themselves iflhey had so desired 
to be registered as shareholders of the company. 
Besides Blank Transfer serves to pledge the 
shares as a security to get loans from Banks. In 

the absence of Blank Transfer the borrower will 
have 10 execute a transfer deed in favour of the 
Bank to make the shares a valid security for the 
loan. It also helps to get credit in the form of shares 
as well as money for 'carry-over' or Imdli. It is 
the most common method for share transfer in 
speculative dealings in this country. On every 
stock exchange. Blank Transfer is not only 
recognised as a valid delivery. but thai alonc is 
accepted for delivery at seltlcmcnl. In short, 
Blank Transfer helps speculation in four ways:-
( I) It imparts a high degrce of negotiability to the 

security along with safety for dealings and 
enables the share dealers and speculators 10 

do any number of transactions without 
transfer and registration for any length of 
time; 

(2) it lightens the burden of transfer hy avoiding 
payment of stamp duty; 

(3) it helps to procurc loans for further specu­
lation; 

(4) it facilitates blul/a. 

(vi) Margin Trading 

47. In the foregoing sections of this chapler-, 
various facilities for speCUlation have been dealt 
with. namely. long period settlement in forward 
trade. settlement by payment or di ITerences, 
blU/li, blank transfer. etc. These are all availahlc 
to members of stock exchange as well as to the 
puhlil,;. We may now consider certain other faci­
lities which lure outsiders 10 speculation. 
Accommodation for "margin trading" is one such. 
It is acrcdit facility extended by br(1kers andbanb 
to those who have no funds of their own for sharc 
dealings. It is important. as it is alleged 10 be a 
prime market often leading to crises and Ihe 
failure of stock exchange memhers. Further. in 
regard to the facilities mentioned ahove 
exchanges exercise somc supervision, directly or 
indirectly, but there is no such supervision or 
control in regard to margin dealings_ It is entirely 
left to the discretion of the members, and 
exchanges in this country do not intervene til 

regulate this particular relationship between a 
member and his clients or hetween a mcmber and 
a bank granting him credit. 
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48. Margin trading is widely prevalent in 
almost all the stock exchanges in the country. In 
fact. a very large proportion of the total business 
of the exchanges consists of margin transactions. 
Margin trading is not confined to or specially 
connected with forward dealings: on the other 
hand margin trading is more prevalent in the cash 
market. In New York Stock Exchange there is no 
forward market. but margin trading is the most 
common practice there and comprehensive leg­
islation has been carried out for regulating it. 
Similarly. Calcutta Stock Exchange is to be 
classed as an exclusively cash market; yet margin 
trading is widely prevalent there. 

49. Trading on margin implies trading on 
account, but it is different from trading on account 
for selliement of contracts - i.c .. forward trade. 
We have seen that in forward trade, contracts for 
transactions arc entered into with a view to setting 
off purchases by sales or vice versa, during a 
definite period and the balance only paid on the 
settlement day hy any of the methods described 
under the sClllement of future contracts. But, if 
the dclivery is to be taken and if the customer has 
no funds. there too the method of margin trans­
action may he adopted for the purpose of settle­
ment with the hroker. But this accounting is 
different. In margin trade the transaction is 
completed with borrowed moncy or scrips as the 
case may bc. It is a credit transaction, whereby 
credit is extended to a client by a broker when the 
f()fmer has no funds of his own to speculate in the 
stock market. In sueh a transaction the client pays 
only part of the price and the broker will pay the 
balunce and take delivery of the securitics which 
will be held hy the broker himself as a pledge 
against the loan. The part payment the client 
makcs to the broker is known as thc 'margin' or 
·equity'. It may be paid either in cash or securities 
or both. For the margin transaction the client is to 
open an account with his broker. In the account 
his mnrgin deposit is debited, resulting in a net 
debit balance equal to the loan. This debit balance 
is secured only oy the collateral - i.e .. the secu­
rities taken delivery of and kept as thc pledge, 
whose market price is then in excess of the loan 
hy the amount of margin deposited with the 
hroker. If the prices rcmain static Of if they 

fluctuate only in favour or the client the margin 
deposited is sufficient to protect the loan 
advanced by the Broker. But if the prices move 
against the client, the value of the collateral will 
fall and the protection provided by the initial 
margin will dissipate. To protect the broker 
against such a contingcn(.;y the client is usually to 
give an agreement to the formc)" undertaking to 
maintain an agrced margin. 11 is to be done by 
supplementing the initial margin deposit from 
time to time by additional margin equal to thc 
amount of fall in pricc .to provide with the samc 
degree of protcction as has been provided with at 
the outset. But if the prices move up as in a bull 
market in favour of the client, the value of the 
margin will automatically increase and on the 
same margin deposit the dient may speculate 
further by additional purchases. 

50. Thus in a bull markct the margin deposit 
remaining the same, the volume of speculation 
usually will increase and the increasing purchases 
will raise the prke further, drawing more and 
more credit into the market to meet both (he 
increased volume of purchase and the i m:reased 
price. The vicious (.;irdc often works up to a pm Ill, 
where the short sellers may be squce/.ed in tht' 
event of a corner or may result in an intensiw 
'bear raid' bringing down the price pre(.;ipitously. 
In cither case the evil is apparent. In the former 
case the bears may fail and in the hiller the 
purchasing clicnts will have to find more mat'gin 
and their brokers more credit (0 fulfil their con­
tracts. In (he latter case the inability to find lIlorc 
credit may lead to their failure and the murkclto 
a crisis exppsing the \:redi t they havc already 
receivcd from banks to risk and dissipation. Thus. 
margin trade il1\.:reases speculation in hoth ways 
and if not strictly controlled it is always likely not 
only to create crisis in the stol.:k market but may 
beget trouble even in the money markct. 

51. The margin may be viewed from two 
angles. It may be regarded as the ratio between 
the client's equity and the value of (he collateral 
or as the ratio between the equity and the amount 
of the loan, i.e .. in brokerage accounting. the deoit 
bnlanee.1t may be figured in points orperl.:cnHlgc 
0)' both. However, prices in stock market always 
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being dynamic the value of margin too varies. A 
tlat margin therefore cannot afford safety to the 
credit involved in transactions. The requirements 
of equity should necessarily be tlexible and reg­
ulated. not only to protect the credit already 
involved in the transaction, but also to prevent the 
client from uver-trading, involving more and 
more credit in a vicious circle of operations. 
Usually the credit is not entirely supplied by the 
broker; he may have many clients doing margin 
trade and his resources may be inadequate to 
finance all. In practice he may advance sometimes 
part of the capital and the rest is obtained from 
hanks with which the securities taken delivery of 
arc hypothecated as collateral for the loan. 
Besides. clients are not the only margin operators 
in the market requiring credil. As there is no 
functional dassi fication among the members of 
the Indian stock exchanges hrokers themsclves 
arc agents as well as dealers. Brokers also usually 
do margin transactions when they trade on their 
own account with credit obtained hom banks or 
other rinanciers. But there is one difference 
between the margin transaction ora client and that 
of a hroker. The broker does not give an under­
taking to maintain a percentage (or flexible) 
margin to a Bank that s~lppljes him the credil. The 
Bank usually deducts a suitable nat margin from 
thl' market price or the securities under hypoth­
ecation hefore granting the credit. Thus. a very 
large volume of sl]()rt term credit is required and 
involved in margin transactions. 

Short-selling 

52. Short sale. as defined by the Securities 
Exchange Commission. is "any sale of a security 
which {he seller docs not own or any sale which 
is consummated oy the delivery of' a security 
horrowed by. or for the account or. the seller". Its 
purpose generally is to take advantage of an 
anticipated decline in the market price of a 
security. The short seller hopes to 'cover' by the 
purchase at a lower price thus making a profit. 
Bul. if after the short sale the security rises in 
price. the short seller has to 'cover' by purchase 
at a price higher than the sale price and thus will 
have to incur a loss. Like margin dealings. short 
selling is a form of speCUlation. hut while the 

margin dealer hopes to gain through a rise in 
prices, the short seller counts on gaining by a fall 
in prices. 

53. Short selling like other forms of specu­
lation fulfils a legitimate purpose. When there is 
too great a rise in prices, short selling tends to 
restrain it; conversely the covering of short sales 
tends to keep prices from going down too fast and 
too far, and thus 'cushions' the fall. On the these 
and other grounds, the "Twcntieth Century Fund" 
analysis of security markets recommends that no 
general prohihition need be placed upon the 
practice of short selling. "One or the most 
essential functions of organised markets is to 
reflect the competent opinions of all competmg 
interests. To admit only opinion looking to higher 
prices is to provide a one side market. To bnng 
together an open express i on of hoth long ah-d shorl 
opinions is to provide a two sided market and if 
properly done belter rel1ection o/" prevailing 
conditions will be shown in (he price structure". 

54. Short selling. however. is not without 
defects. Excessive short sell ing gives rise to 
corners. A 'corner' arises when more shares than 
are availahle for delivery on the day of selllement 
have heen sold and the huyer holds the ,c\lers to 
ransom. i. e .. as the shares come to he held hy an 
indi vidual or a syndicate the short selicI' wi II have 
to huy the shares at prices dictated to him by those 
who corner. Analysis of the Wall Street Crash of 
I 929 hy American statisticians has shown that 
short sales did not actually provide the two 
advantages claimed for them. i.e .. restraint on 
rising prices and cushioning price fall. Moreover. 
there has always heen an inherent opposition to 
people selling what they do not possess. and 
although the advantage of forward sail'S in com­
modity markets has long hecn recognlscd. similar 
advantages have not been conceded for short sales 
in the security market. 

55. From carly days, efforts have heen made 
at controlling, even prohibiting. short sales. ror 
instance, in England, Burnard's Acl (1773) pro­
hibited short sales altogether and a similar pro­
hihition was attempted in Germany in IX96. But 
ooth these attempts were later ahandoned. in 
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England in 1860 and in Germany in 1909. In the 
U.S.A. the wiser course of regulating short sales 
has been attempted and in this respect the practice 
of the New York Stock Exchange is notahle. The 
ohject of regulation has been chielly to prevent 
·bear-raids·. In 1935 the exchanges in America 
adopted the following rule on the.recommenda­
tion of the Securities Exchange Commission. "No 
memher shall use any facility of the exchange to 
efl'eu nn the exchange a short sale of any security 
in·the unit of trading at a price helow the last 
'regular way' the sale price of such security on 
the exchange". 

56. It has hecn generally found necessary to 
suspend short-selling for limited periods to pro­
tect the interest of short sellers and of the public. 
I n New York short sales were entirely suspended 
in Septemher. 1931 when the U.K. went off the 
gold standard. hut the suspension remained only 
for two days. The Bomhay Stock Exchange has 
made provision in its regulations to make a 
temporary suspension of short selling in the 
puhlic interest. hut such suspension can he 
clTective only for 24 hours. and for any longer 
peri()d only with the previllus consent of the 
Government. The Atlay Committee howevertook 
the stringent view that short scllers should he left 
to ray the penalty in the absence of any fraud and 
recolllll1cnded the London Stock Exchange 
practice. namely. that all contracts entered into 
lllr the sale or purchase of shares must he fulfilled 
by the delivcr! of shares or hy the payment orthe 
pun.:hase price. And. if he who has sold again on 
the day ofsettlclI1enl, the shares which he has sold, 
he must suomit to the ordinary rrocedure of the 
exchange whcreby the shares arc bought in 
against him in open market, unless he can prove 
to the complete satisfaction ofthc Committee that 
he has heen the victim of fraud. The Morrison 
Committce, however, recognised the need for 
protel:ti ng the sci lers and thus recommended the 
view that the Board should be permitted to sus­
pend the buying-in rule. so that the buyer may not 
utilise the machinery of the stock exchange to 
drive prices to an altogether an unwarranted 
height. Provision for this was then made in the 
rules of the Bombay Stock Exchange. 

CHAPn:R V. 
THE SECl'RITY MAKKfT AS IT SIIOL:/./I 1lE. 

We have in the previous chapters dealt with 
the constitution, management and technique of 
the stock market in India. It is now possible to 
enquire into the alleged defects or the stock 
market as it now functions. and to see how they 
affect the interests of the puhlic and of the national 
economy as a whole. Only then can we he in a 
position to judge if the demand lately made for 
Government regulation isjustiried. It will then he 
for us to see what kind of regulation may he 
necessary to enable the stock markel tn ful fil its 
proper functions. 

Raison d'etre of the Security Market. 

2. At thc outset, it is necessary to clarify what 
those purposes are which the slock market has to 
carry OUl. In other words. what is its raisoll d' etn:,:' 
This has hecome necessary. cspcl:Hllly hecausc 
there arc many persons who think that this insti­
tution has no legitimate purpose to flll fil. Nnt only 
a drastic reform. hut even the lOt al ahol iii on of thl.: 
stock exchanges has heen advocaled in recent 
years. Resolutions have been repeatedly put for­
ward hy influential memhers of the Indian Leg­
islative Assemhly demanding the aholition or all 
stock exchange~. 

3. The stock markel isallcssCnliall:ol1colllitant 
(lfthe capitalistic system or eC()n1l1llY _ at any rate. 
of that form of capitalistic system al which most 
countries have now arrived. C()rpnrate enterprisc 
is esscntial for thl.: proper functioning Df this 
system; it brings together large masses of I:apilal 
neccssary for the economic development of a 
country. Although the first acculllulation of 
capital in joint stock companies is done chiefly 
by underwriting firms. investment hankers. elc .. 
it is chiefly the !-.1ock market that carries out the 
redistrihution of those sCl:urities. which is also an 
essential function. The presence of stock 
exchanges where securities can he sold produces 
an interest in the sel:urities on thc pari of the 
public. In other words. the stock market gives 
mobility to property represented by stocks and 
honds. It is true that most or the trade on the stock 
exchanges is of a short-term character and highly 
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speculative. but such transactions can help i~ the 
now of long-term capital into the most frUItful 
channels. A well-regulated security market can 
also serve as a barometer of general business 
conditions and could indicate. by price move­
ments. the economic prospects of the different 
industries in the country. It also helps investments 
abroad and facilitates intcrnational payments 
without shipping gold. 

4. Similarly. the stock market is necessary for 
the raising and management of the public debt. 
which is important especially in countries like 
India where economic development in many 
fields is in the hands of public authorities (Central 
Government. Provincial Governments. Munici­
palities. Port Trusts. etc.). 

5. A stock market is therefore bound to arise 
wherever wrpol'Ute capitalism is functioning. 
Whether there is an organised market or not, 
certificates representing Government loans and 
shares of ownership of corporate capital will be 
bought and sold. If this market is properly orga­
nised. it will serve its purpose well. and exert 
oeneficent reactions on the national economy as 
well; if. on the other hand. it is neglected. mis­
chicvous manipulators will usc it for their selfish 
ends. to the serious detriment of puhlic interest. 
The aholition of stock exchanges will not there­
fore solve the prohlem; it will only make matters 
worse. Trade in securities will in any cuse go on, 
and unbridled speculation may arise causing 
serious risks to financial security. 

6. Especially when a country is launching on 
a plan of industrial development. a healthy 
securities market must he considered as a nec­
essury adjunct. Industrialisation involvcs large 
scale investment. CapitalJor such investment. if 
raised at home. must come from the savings of a 
large number of persons. If investment is made 
risky hy too wide fluctuations in share prices. 
savings would go into safer investments like land 
and gold hoardings. This has long been one of the 
causes why investments in industry arc scanty in 
India. although annual savings have not been too 
small. The jugglery i)f company promoters and 

the manipulations or share dealers have under­
mined to some extent the incentive for invest­
ment. But with well-organised stock exchanges 
workin o ina reguluted manner. much more of the 
annual ~avings can be made to now into industry 
and business. 

FUNCTIONS 0 ... ,\ SECURITY MARKET 

7. We will now sec how the security market 
helps in encouraging investment. The following 
functions can be discharged by a security markct. 
if it is properly conducted:-

(I) It gives securities sufficient marketahility 
and price continuity necessary (0 servc the 
needs of investors. 

(2) It can set prices for securities reflecting their 
investment worth as closely as possible; in 
other words, it can bring ahout a cmrcct 
evaluation of securities. 

(3) It provides safety for. and equity in dealings. 
(4) It induces. directs and allocales the now of 

savings. into the most productive channels. 

Liquidity alld Price ContinuifY 

8. The fundamental object of the stock market 
is to impart sufl'icient marketability to securities 
so that under normal conditions they can readily 
he hought or sold. It should enahle the investor to 
withdraw his capital from his investments just 
when he requires il. with least possible loss to irs 
value in terms of its investment worth. In other 
words. it shouldensurc convertibility or liquidity 
to the invested capital without significant depre­
ciation in real values. To this end a continuous 
market and price stability are essential. Huebner 
has. defined a continuous market as one. "where 
<I security may he hought or sold during hus!ness 
hours at comparatiVely small variatinns from the 
last quoted pricc". For facilitating short-term 
investments. a ready and continuous market is 
necessary. and this can be achieved only through 
imparting negotiability to the certificates repre­
senting the invested capital. The market. there­
fore. should provide. (I) liquidity. 2) price 
continuity and (3) negotiahility to capital locked 
up in investments. 
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9. It must be noted, however, that the sto(;k 
market is able 10 provide su(;h liquidity and pri(;c 
l:ontinuity only for the shares of joint stock 
enterprises which are accepted for trade on the 
sto(;k ex(;hanges. Owing to fairly stril:t listing 
regulations, the scrips of a large number of joint 
stock wncerns are not admitted to dealings on the 
stock exchange and therefore their capital is not 
rendered liquid nor given price continuity, and as 
is well-known, a large number of businesses are 
finun(;cd on a proprietary, partnership or private 
limited company basis and even among the joint 
stock companies only a small number get the 
advantagc just mentioned. 

10. Nor (;an the stock market provide liquidity 
<tnd pri(;c continuity in times of national or 
international (;rises like the two World Wars or in 
times of poJitil:al or communal upheaval as has 
lately happened in this country; for in su(;h times 
there arises a gencral preferen(;e for liquid funds 
as against sc(;urities, and the marketability of the 
Jailer remains only at the expense of pri(;e wnti­
nuity. Thus the service rendered by the stock 
market is in a very limited field, but in that limited 
field it is real and worthwhile. 

EI'li/uatioll 

I I. The wrrect evaluation of securities is a 
very i mporlant function expected of an organised 
and regulated stock market. The market, there­
fore, should provide the economk machinery by 
whi(;h values are set upon securities. "It should 
produce through its continuous process of eval­
uation, prices for securities as close as possible 
to investment values, based on present and future 
income-yielding prospects of the various enter­
prises, capitalised at the natural rate of interest". 

12. SUl:h pril:e-fixing from time to time is 
essential to investors as well as l:reditors. The 
investor is in need to know the worth of his 
holdings at any given time so as to utilise his 
earnings in his best interests. The creditor wants 
to asse~ss the security against which he advances 
money or aedit to his clients. But evaluation can 
bc done only if three factors are known, namely, 
( I ) the net income from year 10 year, (2) the rate 

of capitalisation, nnd (3) the ultimate hreak-up 
value or assets in the event or a winding-up of the 
enterprise. All thesc are variahles and arc diffk:ult 
to be known at any given time. Net income cannot 
be measured hy ahsolute standards and depends, 
among other factors, much upon managerial 
discretion. Besides, it may vary from year to year 
due to changing fortunes of business and general 
economic conditions. Hen(;e, a discounting of an 
unl:ertain future trend of business risk hccomcs 
essential. The rate at which new capilal can he 
obtained may again be different. The natural rate 
of interest is a complicated fa(;lor. It is a rate 
"which will prevail if and when aJlthe mailable 
liquid savings arc employed" into produ(;tive 
application, The ultimate breuk-up value depend!> 
on the remaining assets and general e(;onomic 
conditions at the time of the winding-up. 

13. Yet, the price of securities should always 
represent as closely as possihle their intrinsi~: 

worth, or a capitalised value or disl'oUllted future 
earnings. This can be achieved. if at all possihle, 
to some degree of accuracy only by intelligent 
anticipations of many; and here speCUlation and 
a continuous process of purchases and sales arc 
essential. But over a wide field of investments, 
such evaluation and discounti ng or the future is 
not possihle owing to the altogether I illlited scope 
of stock market us stated ahove in para X. 

SafetY./l'/'lIIul El/U;ty ;11 Dealings 

14. An organised and well-managed security 
market is necessary to provide safelY for dealings. 
One of the objects of the security market is "to 
maintain a high standard of cornmerdal honour 
and integrity among its members and to promote 
and inculcate just and equitahle principles ol'trade 
and business." With this cnd in view, it must work 
under a code of well-defined rules and regulations 
so as to minimise the dangel' inherent in specu, 
lative dealings and manipulations whkh are 
bound to arise when a large number of speculators 
scramble for profits, Membership of the stod 
market must therefore be strictly guarded; deal­
ings must be regulated under dcti nite rules and 
the contracts made among memhers and bet ween 
them and customers must be enfor(;cd under the 
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unbending authority of the governing body. In 
other words. for ensuring safety in dealings. an 
organised and well-managed security market is 
essential. 

/)irecfiol1 of SlIl'ill/i.l' into the Most Productive 
Cl!ulIl1e!.\· 

15. Another important function which a 
o.;l:curity market could perform is to Il10hilisc and 
harness capiwl and direct its now into the most 
productive- channels sO as to serve in the best 
possihle way the intcrests of inveslOrs and of till: 
national economy as a whole. It serves to allocalc 
only just enough funds for any line of industries 
and checks the flow of capital just when an 
industry begins to show a diminishing Of uneco­
nomic return. 

16. Nevertheless, this function is more a result 
or the other three functions descrihed in the 
previous paragraphs. and it is only indirectly 
performed by the stock market. No stock 
exchange directly collects any capital either for 
any industry or for Government. The original 
issue or capital is genci'ally done either through 
issue houses Dr under-writing corporations. and 
it is directly suhscrihed to hy the public whether 
as speculators or as investors. An exchange per­
mits only trading in old issues when it is satisfied 
that the proposition is sound and the capital 
cngaged will produce sOllie profit. 

17. But. the stock exchange provides a sec­
ondary market for the final distribution of such 
stocks. The issue houses. or under-writing firms 
Ill' speculators initially ahsorb the issue only with 
a vil:w to finally passing on to lhe hands of the 
investllrs. Such speculators undertakc to shoulder 
the risk in the initial stage with thc hopc of 
realising a profit at a later stage. The invcst()fs 
subscribe only if they feel confident that they can 
liquidate their holdings without loss just when 
they require it. Thus. though the original financ­
ing usually takes place nutside the organised 
exchanges. where thl! 'seasoning of securitics' 

takes place, exchanges are essential for raising the 
necessary capital for productive purposes. Even 
an announccment that the company concerned 
has applied for listing on stock exchanges usually 
facilitates the supply of capital. 

I X. Sometimes a more direct method is also 
adopted in New York and London. In such a case 
the original issue is not dircl:tly offered tD the 
puhlic hy the 'prospecius method.' The issue wi II 
he taken up entirely hy syndicates or under­
writing houses or Industrial Banks and suhse­
quently it may he enlisted on an l:xchange and 
gradually passed into the hands of the investors 
or other speculators through trading un the 
exchange. 

II.), Whether thl: exchange plays a primary or 
secondary role. the ready and continLioLis market 
provided. the negotiahility imparted to the secu­
rities and l:OITeet evaluation given to them from 
time to timc. facility for prolllotlllg liquidation or 
holdings without significant loss. and the sakty 
rordealings assured. makes the capitall1lobik and 
available for the purposes or investment. Even 
banks and people who keep money for coil! i ngcn t 
usc will not hesitate to pUIThase the shares or 
companies. Thus, even through shorl-tel'ln 
in vestments. capital will he \11llhilised Stl as II> 

serve Inng-term uses. 

20. Morcover, hy a process Ill' conti 11 Ull u.-; 
evaluation the organised market serve~ to deter­
mine the directioll of now of capital and allocatc 
funds for different lines of industries_ This is 
achieved through the help of the pricc Jl1()VCIllWls 
on the exchanges. When a rise in the pri!.:c or the 
securities of a particular industry is permanent, it 
indicates that more capital can be ahsorhed in that 
line. Similarly, when the price indicates a per­
mancntdcdinc. it shows that no more capital can 
he used in such a linc with advunt.lge and the flow 
of capital in that line can he arrested. Thus. it 
discounts fULUrc business (;onditions and allocates 
funds according to the return as between indus­
tries. 
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SPElTLATlON 

SpecullitiO/1 has its use 

21. For discharging most of these functions, 
speculation is necessary. What is 'Speculation' '! 
It has to be dct'ined along with the allied term. 
. investment.' I nvestment implies purchase of 
securities for realizing the maximum income 
consistent with safety. marketability and other 
factors. By speculation is meant trading in secu­
ritie~ with a design 10 make a profit out of the 
changes in their market price. Cynics may say that 
investment is a successful speculation and spec­
ulation is an unsuccessful investment. 

22. There is no douht that speculation in stocks 
if properly pursued can discharge an important 
economic function. It has been shown ahove that 
liquidity and price continuity are essential for 
capital to now freely into industry and husiness. 
But these cannot he without a large and contin­
uousvo!ume of transactions A large number of 
huyer~ and sellers should be ready to trade at all 
times duriftg husiness hours and this is only 
possible if there is speculation. Those interested 
in pure investment are necessarily few and their 
meagre transactions are not adequate to render the 
market liquid or continuous. Therefore. confining 
the market to investors' transactions is bound to 
defeat the ohject in view. If thus speculation is 
necessary for liquidity and price continuity. it is 
even more so for the correct evaluation of secu­
rities: Speculation helps in stabilising: the price to 
provide price continuity which is essential for 
protecting the credit structure. Speculalion also 
helps to mohilise capital and direct its flow into 
the most productive channels. It can also he of use 
in successfully discounting the future trend of 
husiness conditions. Therefore, if speCUlation is 
(;()lJ]plctcly wiped (lut, the interest of the investors 
and the very ohject of the stock market may he 
frustrated. 

Importance (~lspecl/{(J.lhm has been exaggerated. 

23. But the importance of speculation has heen 
grossly exaggerated hy a host of American writ­
ers. many of whom wrote to further the interests 
of the stock exchanges. Their no\)ks and 

pamphlets have neen given wide puhlicity ny 
interested parties. They huv(' heen widely used III 
India too. especially in Bomhay. for finding 
arguments against Government efforts at stock 
market regulation. The case madl: out for specu­
lation on the ground that it helps to maintain 
liquidity and price continuity (If the capital 
represented hy stock will he readily conceded hy 
most responsible people: hut when it is assumed 
that a dcfence ()f speculation is also a defence of 
the forward market. a serious mIstake is made. 
seeing that speculation can operate very actively 
in cash markets too. as has heen demonstrated by 
the New York Stock Exchange. 

Spentiarioll ill COJ}II/u)(liri('s Vs. SpeC'lI/ariol/ ill 
Stock 

24. In particular. when people USL' the argu­
ments justifying speculation in cOllllllodities to 

justify HI so specuiati()J) in stock. it is nccessaJ')' tu 
enter a caveat. There is indeed a clear case for a 
futures market in clll1lll1ndities like colton and 
whel.lt which are grown in field!'> suhj~ct hI 

weather conditions. which are marketed in \:crtai 11 

season, which arc <,:omullleu rL'gulm'ly and which 
therefore must he rationed for the hcnefit of 
consumers in times of scarc ity. In the case of 
commodities again. the necessity for fahricatiull. 
transportation and storage makes delayed deliv­
ery necessary and thus gives a legitimate oppor­
tunity for futures transactions. Can any such 
justi fication for forward deal i ngs be ri ghtly 
claimed in stocks and shares. whid1 do not tah 
any time to grow or to he processed Dr even to he 
transported? A real utility arises ()ut of hedging 
on the commodity exchanges which permit the 
processor to transfer to the spl'culator the risk of 
price changes while the goods are ill process. hut 
is there any similar functioll performed hy futures 
in stocks? On the other hand. is nnt the manipu­
lation of prices of entire issues. say hy shul'!­
selling. a much more serious danger in the case 
of stock than of c()Jllll1odities'~ The fact is. the 
justification 1'01' any speculation in stock stands 
on much more slender grounds than that in 
commodities. But, when people go further and 
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advocate a forward market also as essential in the 
national interest, they have neither theory nor 
practice on their side 

SIJeculatiol1 call he misused. 

25.ln spite of such exaggerated daims, it must 
be admitted that speculation can perform a useful 
function but only if conducted by well-informed 
and disciplined businessmen, who are equipped 
for correctly interpreting business conditions, so 
that they may be able to accurately evaluate 
securities at their real worth and to anticipate 
future investment demand safely. I f, on the other 
hand, speculation is left to unscrupulous manip­
ulators and ignorant 'outsiders', violent and 
sudden Iluctuations in prices will be caused and 
the result will bejust the contrary of what has been 
stated above. Well-informed and shrewd traders 
skilled in forecasting prices correctly are.a real 
aid to the security market in discharging its 
disc()unti ng function; and undue price tluctua­
tions will thus Ot' avoided. In fact, the profits made 
oy such speculators are justified oy the 
discounting service rendered and hy the risk taken 
oy them in buying and holding securities. But 
large sections of speculators even in New York 
and London are uninformed outsiders, with no 
real capal.:ity for forecasting the future. They arc 
gencrally susceptible to tips and rumours and 
often bCl.:ome the tools of professional pool 
operators. It is the sales and purchases of such 
traders that exaggerate the price movements 
begun by professionals. In the late twenties, such 
were the great majority of operators in the U.S.A. 
and hence the tremendous tluctuations in security 
prit.:cs whkh culminated in the stock market crash 
ufllJ29. 

26. Thus. speculation which, if wisely 
employed, can greatly help in securing the f(lur 
funt.:tions of the stock market mentioned above, 
has frequently run riot owing to the ignorance and 
self-regarding instincts in traders. In this way the 
objecti ves of the stock market have been defeated. 
Wide lluctuations in stock prices which result 
from unwise speculation lead to a break-down of 
liquidity and an erratic valuation of sel.:urities. A 
proper evaluation of securities must result in a 

comparative stability of prices as earnings from 
business do not show violent variations. There­
fore, wide Iluctuations in stock pril.:cs must he 
taken as an index of the failure of the purposes 
for whkh the stock market exists. 

27. Liquidity is tndeed valuable. but unless 
price continuity is maintained to invested capital 
at a valuation based on investment worth, and 
unless at the same time safety for and equity in 
dealings are also provided, liquidity cannot he of 
any use; thus the result may be diametrically 
opposed to the interests of the investing public. 

28. Transactions in the speCUlative market 
always take plat.:e in quick sucl.:ession; often 
several times even in the course of an hour. And 
in the absence of adequate regulation. a tr<lin of 
evils and malpractices will follow as a result of 
the scramble for profits. The objcl.:ti ve of safety 
for and equity in dealings will disappear, and 
proper evaluation and price continuity will thus 
be frustrated. Under such cirl.:ull1stanccs. mar­
ketaoility would serve only to deprive the unwary 
investor of his life's earnings. and would only 
enrich the unscrupulous spenllator who has large 
resources for manipUlation in the market. 

29. But the cvil will nol stop there. The erratic 
prices resulting from speCUlation will nol only 
ruin the speculators (whether memhers or 'out­
siders'), but may also endanger the credit strU(;­
ture of the country. Banks arc inextricably bound 
up with the stock market and any crash there will 
affect banks whit.:h invest largely in securities and 
advance loans hased on securities as collateral. 
The collapse orbund pricl:s in the U.S.A. in 1·931 
resulted in the banking crisis of 1933 which led 
to the ruin of 15,000 banks, or nearly half the 
number of banks oflhal country. N()t only banks. 
but insurance companies and endowed benevo· 
lent institutions like schools and universities. 
I.:hurches and hospitals, arc also affel.:ted by 
violent Iluctuations of pril.:cs, and in this way the 
whole nation is affel,;tcd. 
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30. One of the chief functions of the stock 
market is to direct the flow of the nation's savings 
into the most productive channels. This is also 
utterly defeated by the violent price fluctuations 
~aused by inordinate speculation. Wrong dis­
counting of values necessarily leads to the mis­
direction of the flow of capital. By breeding a 
hope of making easy and quick profit in the form 
of quick capital appreciation in a fluctuating 
market, without the need for waiting any long 
time for return after investment in real worth, 
much of the investable capital is diverted from 
productive agencies. It thus results in the con­
centration of capital on existi ng enterprises, or old 
issues. bringing down the yield, and taking away 
the attraction for industrial investment. 

SEl'V Hrrv '>),\RKET AS IT SHOVLD BE 

31. Therefore. speculation must be brought 
underwntrol, so as to keep it within proper limits. 
This is what all advanced countries have done 
aftcr cxperiencing the dire evils of uncontrolled 
speculation. Human nature is everywhere the 
same more or less. Hence the need for men 
willingly imposing certain controls on them­
selves. But India which has also experienced the 
worst of these evils for many years has not so far 
plal:ed any effective cheek on speculation. Nay 
worse, a large section of people who have fattened 
on the illegitimate fruits of speculation have even 
come forward to argue that any curb on specu­
lation will mean the end of economic progress! 

32. How can speculation be kept within limits? 
This question may be answered by giving a 
picture of the security market as it should be. It is 
not merely ao ideal system, but based on the actual 
working of the security market at present in many 
advanced countries. 

33. Firstly, the entire security market should 
be organised and regulated, not only the stock 
exchanges but also the outside markets in what­
ever form. If people are to be permitted to 
assemble in groups to bid and enter into 
speculative contracts according to a common 
practice, they should have an organisation to 
maintain such practice. Every such organisation 
should have a legal entity to sue and to be sued in 

a court of law. This is highly essential as specu­
lative biddings are always susceptible to many 
fraudulent practices. Such practices are to be 
prevented; and fulfilment of contracts are to be 
enforced if parties try to opt out when they incur 
losses. Also, defaulters are to be sued in a court 
of law when they refuse to surrender their assets 
to answer their liabilities. Besides, all the orga­
nisations or institutions forming the market 
should be similar from the point of view of 
management and practice, though the actual 
proprietary rights may be vested in any body such 
as a voluntary association as in most countries, or 
as a limited liability company as in some cities of 
India, or as a quasi-government institution as in' 
France and Japan. 

34. All the sections of the security market 
should work under a code of uniform, clearly 
defined and fully written rules. The rules, regu­
lations and bye-laws must cover every phase of 
the stock market, every type of transaction. They 
should be particularly aimed at providing equity 
to the transacting parties, whether between 
members, or between members and clients, or, 
between parties through members as agents. They 
should give protection not only to the members. 
but also to their clients and the publie as a whole. 
for whose benefit the market is supposed to exist. 
In the U.S.A.. with this aim in view, the Securities 
Exchange Act of 1934 has provided rules to 
regulate 37 relationships between buyers, sellers. 
short-sellers, lenders, their brokers and the Stock 
Exchange and the stock clearing corporation. 

35. The rules and practices on the exchanges 
should be published for the guidance of their 
members as well as the public. This requisite is 
particularly important, if contracts between 
members and their clients are subjected to the 
rules and practices ofthe ex(·hange. Theexchange 
should set standard practices in the market and 
should maintain a high standard of commercial 
honour, principles and integrity among its 
members. By rules, the public should have access 
to the management of the exchange to seek 
remedy against the wrongs done by its members. 
Under such circumstances. the exchange should 
settle disputes between members and theirclients, 
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if the former's contracts with the latter are sub­
jected to the rules and practices of the exchange. 
Besides, rules and practices should be calculated 
to regulate the volume of speculation with a view 
to serving only the needs of liquidity and price 
continuity. 

36. The management should be firm and 
should put down all sorts of manipulations by 
members, orby others through them. The normal 
course of supply and demand should not be 
interfered with, in the sectional interest of traders, 
whether 'Bulls' or 'Bears'. But the management 
ought to intervene when extraordinary circum­
stances. such as a 'corner' or unjust 'bear-raid', 
threaten cquity in dealings. Besides, culprits 
should he adequately punished and discipline 
should be maintained. The executive head of the 
exchange should not himself be a professional 
trader in the market, so that he may be in a position 
of vantage for administering the rules scrupu­
lously and firmly. 

37. There is a great responsibility attaching to 
(he membership constituting the exchange, seeing 
that almost all the capital of the public companies 
is traded on the stock market, and in addition a 
large volume of bank credit is used in speculative 
dealings. Moreover, members apart from trading 
on their own account, are also advisers and 
broking agents of the public. The public is gen­
erally guided by the brokers' advice, given orally 
or through periodic circulars. Therefore, the 
regulation of the volume of speculation, however 
strict the rules may be, depends much on the 
cooperation, moral standards, integrity and 
experience of the brokers. The rules regarding 
membership are therefore most important and 
those must be strictly enforced. 

38. For discharging such heavy responsibili­
ties, the membership must be limited to men of 
high financial standing, and experience in the 
profession. A period of apprenticeship and 
training may be enjoined as a necessary qualifi­
cation to membership. Any mode of selection for 
membership may be adopted - and methods vary 
in various countJ;ies; but what is wanted is that the 

training, experience, moral standards and finan­
cial status must be adequate to cope with the heavy 
responsibilities of membership. Broking, and 
dealing activities must be regulated. whether hy 
separation as in the U.K., or by detailed restric­
tions as in the U.S.A. 

39. Aboye all, members' relationship to cus­
tomers should be defined and enforced by the 
exchange. Credit facilities to members. and hy 
members to clients l11ustbe strictly regulated with 
a view to preventing oyer-trading. A schedule 01 
minimum hrokerage should he fixed and 
enforced. Settlement of contracts Illust he 
supervised by the exchange. Scttlement hy 
compounding with other memhers through pri­
vate compromise in the event of dillicultie,. 
should he forbidden at all costs. Failures. 
misconduct and undesirable activities by mem­
bers should be widely published for the knowl­
edge of the puhlic. Daily reports of the volume of 
transaction should be insisted on from members. 
Auditing and periodical examination of mem­
bers' books must be undertaken by the Exchange 
authorities so that fraudulent transactions may be 
prevented. The financial stability of members to 
fulfil their contracts should be maintained, and 
this may be done by the principle of .\'o/id(/rite as 
in France, or by a guarantee fund as in Holland 
and Japan or by a strict auditing system as in the 
U.K. and U.S.A. 

40. The value of the stock market as an agency 
for correct evaluation of securities and dis­
counting of uncertain future trends of husincss 
depends largely on the prompt suppl y to the publ ic 
of accurate data regarding securities and the 
condition of their issues, especially companies. 
Therefore, there should be an efficient informa­
tion servi2e for the use of the buyers and sellers 
as well as of the pUblic. Not only should pdce 
quotations be published daily but all relevant facts 
regarding securities also should be peri od ically 
published. The withholding of relevant informa­
tion regarding the state of companies has in the 
past enabled some persons, in collusion with 
some members of the exchanges, to make selfish 
use of inside information. Therefore, provision 
must be made for the prompt publication of' all 
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inti)rmalion regarding companies whose scrips 
arc traded on the stock exchange. so that facts 
regarding the condition of the company, its div­
idend. ctc .. may he common knowledge of the 
public and not he used anti-socially by a sci fish 
few. 

CHAPTER VI. 

TH}: INllIAN SECURITY MARKET AS IT IS 

How far docs the al.:tual condition of the Indian 
security market fit in with the picture drawn in 
the previous chapter'? There has heen for some 
time a growing complaint that stock exchanges 
have not heen working satisfactorily. 

Wild Fluctuations in Stock Prices. 

2. The principal charge is that owing to 
excessive spewlation, wide and wild fluctuations 
in stock prices have taken place frequently, with 
the result that price I.:ontinuity of securities has 
not been maintained. and that they have not been 
evaluated at their true investment worth. 

Who is to Blome? 

3. The reality of' such fluctuations and the 
mischief they do are not douhled. The question 
is, who is to blame? The Stock exchange autho­
rities generally disclaim responsibility for the 
vihlcnt price tluctuations. Such has been the 
attitude of exchange authorities in other countries 
too. 

4. The authorities of Indian stock exchanges 
put the blame on outside brokers and speculators 
who deceive the gullible public by their manip­
ulatory tactics. There is no doubt that outside 
operators, whether free-lance brokers and 
speculators. and influential syndicates of them, 
have also been instrumental in carrying out the 
manipulations which led to violent fluctuations in 
stock prices, but it is by using the exchanges that 
they carry out their nefarious operations, and as 
it is well- known that nearly all our stock exchange 
transactions arc initiated and whipped by the 
members themselves. manipulations cannot have 
been possible without the co-operation of the 
stock exchange members. And it is a well-known 

fact that many members of our leading stock 
exchanges participate in the operations of the 
neighbouring curb markets, which have greatly 
helped in pushing on manipulat ions. 

(M STOCK EXCH,\~(a:s 

Defects ill the System olSettlel1lellf in Force 

6. As has been made clear in Chapter IV, the 
principal defect of the Indian exchanges is in the 
system of settlement. Legally each contract is to 
be fulfilled by delivery of scrips and payment of 
price. If this is enforced and settlement o I' bargains 
is made within the time limit fixed. an orderly 
market will be maintained and speCUlation will 
serve a useful purpose. But it is easier to make a 
settlement of contracts by payment of di fferences 
in price, and this is what too frequently happens 
even on well-orgmlised stock exchanges. It is this 
that serves as the main racil ity for over­
speculation. 

7. The main defect of the settlement in force 
is the facility for postponement of contracL by 
bud/a. The operation of fmd/{I has heen explained 
in Chapter IV. It is in fact the worst form of credi I 
facility that can be given to a speculator. The real 
defect of bud/a consists in the advance of credit 
without any adequate pledge or security. Thus 
bud/a transactions not only add to the volume of 
speculation: they also encourage speculators 10 

over-trade, and thus endanger the entire credit 
structure. 

Eas . ...,. Credit Facilities 

8. Besides bud/a, there, are other credit faci­
Iities" available to speculators. Those are: (i) 
accommodation for margin trading extended by 
brokers as well as by many banks; (ii) advances 
by money-lenders and certain banks on low 
margin and sometimes without any margin (as in 
budla) : (iii) facilities for short-selling; and (iv) 
the use of blank transfer. All these direl.:tly or 
indirectly lead to excessive speculation. 
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9. Blank transfer enables easy credit to be 
raised from banks and thus much money is made 
available to speculators. But the credit thus 
advanced is often without adequate margin, and 
the banks and budliwalas who thus advance credit 
are therefore ex.posed to serious risks. If the 
market in the meantime moves down, heavy 
capital depreciation will result and all ex.cept the 
short-sellers, will stand to lose. 

10. It is the easy availability of credit facilities 
that make the Indian stock market fall a ready prey 
to over-trading. 

Private Compromise 

1 I. A principle which has to be strictly stuck 
to for orderly trade on a stock exchange is that a 
bargain once entered into in the market shall be 
implemented regardless of consequences. This 
may mean great inconvenience and hardship to 
individuals, but common good must take prece­
dence. This is the principle relentlessly enforced 
in London and other markets. But in India, private 
compromise is very common, and in spite of rules 
to the contrary, it is going on even on the recog­
nised stock exchanges, and it is learnt that even 
the exchange authorities use pressure on 
unwilling creditors to compromise with their 
debtors. 

Put-through Business 

12. The practice of 'put-through' business, 
prevalent among members of Indian stock 
exchanges, is found to foster inordinate specu­
lation, often resulting in defaults and failures, and 
even crises some time. The ostensible object of 
this practice is this. A member who may have 
received a substantial order from a client who 
purchases or sells securities is deterred from 
executing such order in the name of his own firm 
by reason of his belief that the market will be put 
up or down against him and that his client wiIJ 
consequently be aloser. To obviate this difficulty, 
different members are employed to execute the 
business in the trading ring. 

13. As the Morison Committee points out, such 
practice is legitimate when inspired by an honest 
desire to serve the best interests of the non­
member, but it has led to serious abuse in more 
than one way. It is through put-through business 
that cornering is successfully effected in any stock 
market. When purchases are made through so 
many different brokers, the development of a 
corner may not be noticed by exchange authorities 
and the technical position of the market may not 
be visible to them before the clearance day. 
Further, when an influential broker resorts to 
put-through business for executing large orders. 
through many brokers, often the same parties. 
usually the smaller brokers, may purchase or sell. 
leading them into a technically difficult position, 
wherein they are not able to liquidate their com­
mitments. Often this has been found to be the 
reason for the failure of many small brokers. 
leading the market to crisis involving large 
amounts of credit. 

14. Although put-through business is resorted 
to ostensibly in the best interests of the client, it 
often causes loss for him by being charged double 
brokerage, often without his knowing it. The 
principal broker thus gets a payment, although 
doing hardly anything for the client. 

15. Another serious evil of the system is that 
it gives opportunities for authorized clerks to 
trade on their own account with the help of other 
firms, without involving their own pri ncipals. 
This also is bound to lead to commitments by 
people with inadequate resources to answer their 
liabilities in the event of transactions ending in 
loss. 

Speculation in Cash and Forward Markets 

16. From the descriptive accounts of the 
market given in chapter IV. it must be clear that 
speculation can be done more easily in the for­
ward market; it is in that market that speculation 
is more liable to get out of control. It is the long 
settlement period and the temptation for specu­
lation on time bargains in the meantime that cause 
the trouble. Each contract should end on the day 
fixed, by delivery and payment, but in practice 
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this seldom happens. because it is for making 
profit out of time bargains by successive pur­
chases and sales crossing each other during the 
interval between two successive settlements that 
speculators carry on forward dealings. Therefore. 
in effect. most transactions are only settled by 
payment of differences in prices. Moreover. many 
contracts are also closed for the'current settlement 
by the process of budlying. This is specially the 
case in the forward markets of Bombay and 
Ahmedabad. 

17. The result has been excessive speCUlation 
in those markets. 

19. It is of course in times of crisis that the 
forward market causes the worst evils. The need 
for suspending it in times of war has been 
recognised; but it can be equally injurious in times 
of political uncertainty and national panic like 
those we have lately passed through. Especially 
in May 1947. the prices of scrips in the forward 
list of the Bombay Stock Exchange went down 
continuously under pressure of persistent bear 
raids. The bears were thus allowed to rob the 
investing public mercilessly and a serious finan­
cial crisis was threatened. The crisis has passed 
for the time being by the improvement in the 
political situation. but such situations have 
recurred and may recur. and the wicked bear raids 
should not be allowed to go on against the 
interests of the investing pUblic. 

Equity in Dealings 

20. An important function of the stock market 
is to provide equity in and safety for dealings. As 
stock exchanges in India are only organised for 
the benefit of their members. no adequate pro­
tection is provided to the public (i.e., clients 
dealing with members), whether in the 
constitution or in the rules relating to the conduct 
of the trade. It is true that in the case of two 
recognised stock exchanges, the object clauses in 
the constitution and certain rules and bye-laws 
make some provision for some kind of protection 
to the pUblic. But it is doubtful whether in practice 
these objectives have been properly carried out to 
any appreciable extent. In regard to the other 

exchanges. mostly of joint stock companies. 
protection to the public has not even been men­
tioned among the objects of the exchange. 
Members of exchanges are expected to do 
brokerage work for the public; but in practice, no 
exchange in India has been found to insist on their 
members executing agency contracts with clients. 
In fact, every contract with a client is only a 
dealer's contract and the client has no means of 
knowing what price his broker has obtained for 
his sales or paid for his purchases. Similarly, no 
brokerage is separately mentioned in any con­
tract. Thus a client, be he investor or speculator, 
is denied the opportunity to know the real price 
at which his purchases or sales were made. Except 
in the case of a few reputed firms. this privilege 
of members has been found to be abused and this 
has caused serious annoyance to the pUblic. 
Numerous cases of sharp practices by members 
have come to my notice in the course of the 
enquiry. 

21. In regard to the deli very of scrips, although 
every exchange has got rules and bye-laws gov­
erning the conduct of trade between members, no 
exchange has any strict rules 'to regulate the 
relations between members and their clients. In 
the result, in a rising market delivery to clients is 
often found postponed and in an unfavourable 
market the members are found to insist on the 
acceptance of delivery by clients. Many cases of 
brokers defaulting to pay to clients the prices of 
shares sold, even running away with the clients' 
money. and also instances of clients' securities 
being pawncd by the brokers have been brought 
to light in the course of this enquiry. Especially 
mofussil clients have incurred mUl:h loss this way, 
and this has brought stock exchanges into evil 
repute. 

22. Sharp practices are prevented on the 
London Stock Exchange by the strict di vision of 
the members into brokers and jobbers. But as the 
functions ofbroking and jobbing are combined in 
Indian exchanges, a clash of i nlerests between the 
two parties is bound to happen, when clients' 
orders are executed by members. This has been 
the principal complaint of many members of the 
public, whether investors or speculators. In fact. 
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it is believed by many influential persons that a 
separation of the two functions will rectify all the 
evils in the Indian stock market. 

.. 23. In the U.S.A .. where such distinction 
between broking and jobbing is not strictly 
enforced, evils similar to those in India prevailed 
formerly·, and consequently the Securities 
Exchange Act of 1934 has made provision for 
stamping out such shady practices. Although on 
the American exchang~s there is no clear-cut 
division of functions between broking and job­
bing as in London. provision for equity to the 
public has neen made by members being strictly 
prohibited from and entering into dealers' con­
tracts with their clients. Thus, in the practice of 
the New York Stock Exchange. contracts are 
strictly divided into agency contracts and dealers' 
contracts. If any broker wants to trade with his 
clients he is to take a written agreement from the 
client permitting him to do so an9 this has to be 
submitted to the exchange authorities for their 
timely information. Besides, by the provision for 
strict periodical auditing and examination of 
members' books both by the exchange authori ties 
and by the officers of the Securities and Exchange 
Commission, such abuse of the privileges of a 
mem ber agai nst the cI ients' interests is preven ted. 

24. While a two-fold protection is thus pro­
vided to the puhlic in the U. S .. firstly. by the 
supervision of the S.E.C. and secondly. by the 
exchange authorities themselves, hardly any 
protection is provided in India from any source. 

The net result of all the above is that equity is 
often denied to the pUblic, whose benefit ulti­
mately is the sale justification for the existence 
of the stock market. 

Lack of 'Rules alld Laxity ill Enforcement 

25. In the case of some stock exchanges, 
short-comings in the conduct of business may be 
due largely to defects in the rules and regulations 
of the exchange. In the case of well-established 
stock exchanges. however, there arc elaborate 
rules drawn up. hut they are often not enforced or 
their violation is connived at. All long­
established exchanges have rules prohibiting 

private compromise. but as shown above this is 
honoured more in the breach than in the obser­
vance. In respect of many rules, enforccment on 
the Calcutta Stock Exchange is found to be very 
lax. To take up one instance: the rules of that 
exchange insist on memhers not pursuing other 
professions. Yet it has been found that in practice 
several members freely engage in other occupa­
tions also. thus making them liahle to serious 
risks. Rules also prohihit memhers from trading 
on other exchanges. and these have also been 
frequently and glaringly violated. Even more 
serious is the nonenforcement of thc rule, 
regarding delivery. The Calcutta Stock Exchange 
permits only cash dealings and del ivcrics arc 
supposed to take plaee on the third day of the 
transaction. but actually deliveries have been 
unduly delayed, taking umbrage under the vague 
wording (11 the rule "on or after the second day 
from the date of the contract." Deliveries have . 
heen ill actual practice delayed. not ror weeks hm 
even for months, and especially after the c1caring 
work by the Allahabad Bank ceased. the position 
has hecome much worse. Facilities for exccssi ve 
speculation arc thus provided and memhers are 
also enabled to profiteer at the cost of their clients 
in several ways, thus violating the equity between 
the members and the public. 

Weakness o/,the Man(l~illg Boards 

26. Such laxity in the enforcement of rules is 
generally due to the weakness or the exchange 
authorities. The managing hoards of even the 
leading exchanges arc weak and in some cases 
unwieldy, and are constitutionally averse to 
enforcing rules when it proves inconvenient to 
them as members. There arc few members on the 
board who could take an independent line and are 
able to pull up the hoard when a wrong decision 
is taken. and the chairman hi Il1sclL ncing drawn 
from among the members in most cases and 
depending upon pcri()dical election ny his 
fellow-members. is oftcn unable to perform his 
duties with a firm hand. It is no wonder thai even 
in the caseofthe Bombay Stock Exchange several 
responsible mcmhers according to very reliahle 
authority refrain from seeking election to the 
governing hoard. II' this is true of the BOOloay 
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Stock Exchange, which has been working under 
rules recognised by a Government, what must be 
the position of the many inadequately organised 
ex.:hanges that have lately sprung up'! 

The Services Rendered hy the Stock Exchanges 

27. In spite of all these defects of the organised 
stock market, it must be said that it has helped in 
mainlainingcontinuous marketability although to 
a small number of securities, and if this has been 
often at the expense of price continuity and if 
wrrcct evaluation of securities has not often been 
inade. the hlame for this cannot be laid entirely at 
the door of the stock exchanges. In many ways. 
this has to be answered by other sections of the 
stock market. as will be shown presently. 

It is also·fair to recognise that owing to lack of 
investment banks and underwriting houses in this 
country, it became necessary for the members of 
the stock exchanges to take up such functions 
also. Company tlotations and the primary sale of 
securities would have heen greatly handicapped. 
had it not been for the active co-operation given 
hy the stock exchange members in this matter . 
lllthough this work has not been done by them as 
members of stock exchanges. Thus. the stock 
exchanges. in spite of their defects. have proved 
hcncficilll in harnessing capital for productive 
purposes. and for imparting liquidity to a part of 
it (listed stock) and if m()re has not been d()ne, 
part of the hlame must be borne by Government 
which hilS so far done very lillie to guard the 
investment market from nefarious influences. 
some of which will be detailed in the rest of the 
chapter. 

(II) STKEF.T i\lARKETS AND SHARI-: BAZAI\RS 

2S. The curh markets in India still work in 
streets. with no legal entity nor any proper con­
stitlltion. They also trade in the same securities as 
the stock eJ(.chan!!es. rather in the more "ctive 
COUnters amon,r them. [n these street markets. 
hundreds of bl~)kcrs and dealers participate in 
speculative group bidding according to some 
common practice. Their contracts arc settled by 
payments of differences at dosing; delivery of 
scrips is neither given nor taken. In other words, 
their business is gambling, pure and simple. 

29. Such being the nature of the street markets. 
it is no wonder that their turn-over of business 
became large. especially in war-time when 
intlation ran wild and much black market money 
was floating about. Thus, hundreds of speculators 
have come to congregate in these dens. lured by 
the urge to make quick profits. At the Katni 
market of Calcutta. it is believed that more 
business is carried on than on any stock exchange 
in India. It works from morning till late in the 
evening. while the stod exchange works only for 
two hours, from 12 noon to 2 p.m. A vast 
concourse of people meets there and carries on 
business in great excitement. using quaint sym­
bols with the help of fingers. 

30. These street markets have hardly any legal 
status. They have no deed of association to bind 
them for maintaining the common practice 
whether for their own good or lor the safety ofthc 
people who deal through them. It is true that most 
of them have their own private committees for the 
management of the affairs and settlement of 
disputes. Nevertheless they are neither legally 

. authorised nor competent to cxen:ise any disci­
pline nor to maintain an equitable practice in the 
market. 

31. None of the recognised qual il"ications for 
the membership of II stock exchange arc required 
for heing a member of share hazaars. Any (JOe can 
enter as ~I hroker ell/II dealer in the street market 
if a few others arc willing to traoe with him. Then. 
he becomes a recognised broker CltIIl dealel- and 
is able to obtain credit facilities from hudlivalw 
and even from members of a stock eXChange. as 
the latter too do business through such people. It 
is learnt that smaller banks too onen give credit 
facilities to these curb dcalers. In this way street 
markets and share bazaars have given rise to a 
large numbel' of irresponsible professional spec­
ulators, with no rules to bind them and with no 
authority to curb them. 

32. Serious results havc come out of such 
developments. These street markets have proved 
most injurious to the public and to thcmorc honest 
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among the brokers themselves and they have 
become a menace to the organised security market 
and to the credit structure as a whole. 

33. Firstly, these street markets have been 
instrumental in lowering the commercial morality 
in the stock broking trade by conniving at, if not 
abetting, many fraudulent practices which 
unscru.pulous dealers have been resorting to in 
their scramble for profits. It is the lack of defi nite 
rules and practices that enables brokers to deal 
with clients as it suits them. Many instances have 
been noted. of brokers opting out of contracts. not 
fuitilling stipulated engagements with clients at 
the appropriate time. but all the same, insisting on 
fulfilment by clients in times unfavourable to the 
latter. In such cases the position of the broker is 
protected in every way against legal remedy 
because of the vague generalized condition, that 
the contract is "subject to the practice and usage 
in the market". Further, according to usage, 
'contracts to clients are entered into by brokers, 
only as dealers (not as agents). and that too 
without time limit for the performance of making 
or taking delivery. But in the event of a client's 
non-fulfilment or default, the broker is not only 
enabled to enforce the contract through the law 
courts, but has also alternatively a quick remedy 
to make good his loss by appropriating the margin 
or the advance of the client. Thus in this vicious 
system, the broker gets ample chances to defraud 
his client at every turn in the course of an 
operation, taking umbrage under the Contract 
Law, while the safety for and equity in dealings 
to the client is entirely left to the good sense of 
the broker. Many defaulting brokers thus escape 
without surrendering their assets to answer their 
liabilities, as remedy cannot be effectively sought 
in a court of law. Several instances of such 
fraudulent practices were noticed in the course of 
the enquiry, for instance. in the dealings of the 
shares of the Indian Aluminium Company. 

34. Many innocent people have thus been lured 
into the meshes of these brokers through their 
enticing advertisements, circulars, market 
reports. touting and seemingly generous provi­
sion of facilities for credit and margin trading. In 
addition, large-scale group bidding has also been 

going on in these street markets without proper 
contracts between dealers and these have been 
found to cause (in addition to colossal loss of 
revenue to the Government, of which see later) 
frequent defaults and failures in the market with 
serious repercussions on the economy as a whole. 

35. Secondly, the curb markets have contrib­
uted to rapid fluctuations in share prices leading 
to serious crises in the security market as a whole. 
This may be seen from what lately (since Sep­
tember, 1946) happened in J-espect of active 
counters. like Indian Irons. to the violent 
fluctuations of which recently reference has been 
made. (It must be noted that the Katni has for long 
concentrated on one or two shares like Indian 
Irons). 

36. Thirdly, the operation of these street 
markets has greatly affected the organised secu­
rity market in the country. This is inevitable, 
because these street markets deal mostly in 
securities listed on the stock exchanges and 
actively traded in them. Further, many. or the 
broker-members of the stock exchanges operate 
also in the street markets, especially as the street 
markets work in the close vicinity of the stock 
exchanges. and work li'om morning till late in the 
evening. In this way the two markets get inter­
meshed and the erratic price movements on these 
create disturbing repercussions on to the 
organised stock market also. The low hrokeragc 
on the curb has also seriously affected the busi­
ness of the organised market. Thus. these street 
markets have become a serious obstacle to the safe 
working of stock exchanges, and no reform of the 
latter will be effective unless the former are closed 
down or thoroughly reorganised as to be com­
plementary to the latter. 

37. Fourthly, the jumbling of irresponsible 
professional speculators and stock exchange 
members in the integration of the curb markets 
has been found detrimental to safety of the credit 
structure as a whole, and this can be seen from 
what happened in Calcutta quite recently in regard 
to the numerous banks which had advanced lib­
eral credits for share dealings in and outside the 
organised market. 
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I C) INDEPENJ)ENT FIRMS & OUTSIDE BROKERS 

38. Although the turn-over of business of 
independent firms and outside brokers (who form 
the 'over-the-counter market') may be less than 
that of the street markets and share bazaars, the 
activities of the former are found to be much more 
injurious to the orderly functioning of organised 
slock exchanges and are greatly more responsible 
for swindles in the share trade. In many cases, the 
manipulations on the organised exchanges are 
engineered by private dealers. 

39. Although dealing in stock is a highly 
responsible occupation, there is nothing to pre­
vent anyone in India, whatever be his financial 
stability or integrity, from engaging in such 
dealings, and therefore numerous private share 
dcalcrs have sprung up all over the country, 
especially during World War II. Some are private 
proprietary concerns orpartnerships; but latterly 
the tendency has been to organise for limited 
liability companies, whether private or public. It 
may be seen from what follows that this prefer­
ence to corporate form is due to the facilities 
provided by it for raising funds with the greatest 
ease. 

40. The husiness of the independent firm is 
generally of a comprehensive character. They do 
not confine themselves to stock dealings; many 
of them also carryon speculation in bullion and 
commodities and some do even banking and 
managing agency work. They can act as broker 
or agent, or as dealer or as underwriter or issue 
house, and do all such functions simultaneously. 
Nor is there anything to prevent such combination 
of functions in this country, however strict the 
provisions against it may be in other countries. 

41. Taking only the business of stock dealings, 
the firm is entitled to trade in any security listed 
on any stock exchange in the country. It can also 
trade in securities not listed on any exchange. 
Thus, the field of activities of these firms is almost 
unlimited compared to that of the stock 
exchanges, whose scope of business is severely 
limited by rules. The result of such unrestricted 
freedom is appalling. There are today private 
dealers and finns nol only in large cities but even 

in the smaller towns. In the larger cities they 
function side by side with stock exchanges and 
street markets, and are a serious hindrance to the 
orderly working of the organised security market. 

42. These independent firms, especially joint 
stock companies which have taken up this work, 
have gathered large funds forcffcctively pushing 
on their share speculation. They collect funds in 
several ways, chiefly by issue of shares. They 
often issue different kinds of shares having 
varying rights to profit. The ordinary shares, fully 
or largely paid-Up, are unloaded on the unwary 
public, but along with this are also issued deferred 
shares which, while having only a small paid-up 
capital, are entitled to full dividends, and of course 
these shares! are retained by the management and 
their friends. These companies raise funds from 
the public in other ways also, e.g .. hy offering high 
rates of interest for deposits, or even receiving 
deposits on a profit-division hasis. In this latter 
case. the margin of profit ofTered is higher than 
the interest allowed by banks or even the invest­
ment yield from securities. Sometimes they 
combine fixed interest with a share in profit. They 
attract such deposit by alluring advertisements by 
which they make the puhlie helieve that high 
profits will come from the capital appreciation 
resulting from intelligent speculation. By offering 
such baits to the unwary but gullible public, they 
raise funds for their speCUlative ventures. It has 
been found that not only limited liaoility com­
panies but also partnerships Ilnd propri etary firms 
are collecting deposits in this way by drawing into 
speculation a great deal of capital which ought to 
go into productive activity. They are evidently 
doing the greatest injury to the national economy. 
But such anti-social activities are not the concern 
of any public authority in the country. 

43. Unlike the members of stock exchanges. 
these outside dealers are nol precluded from 
sending out open circulars and they make full use 
of this freedom. They advertise widely in news­
papers and issue their own financ ial bulletins, etc. 
In this way they collect orders for speculative 
share purchases. By offering .credit facilities on 
attractive terms to those who speculate through 
them, and even by accommodating thcir clients 
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by taking their orders on account they have drawn 
into the vortex of stock market speculation large 
number of persons of small means and some of 
these have already burnt their fingers. 

Connection with Stock Exchanges 

44. We have seen thaUhese private firms are 
absolutely independent of the stock exchanges. 
but it does not follow that their operations are 
unconnected with the work of the organised stoe k 
market directly or indirectly. But the connection 
between the two is subtle. Several of these pri vate 
dealers are found to work as agents of stock 
exchange members. This is done extensively in 
up(;()untry places, but this also goes on even in 
cities where there arc exchanges. Legally this 
action can be construed as mere clientship; but in 
reality it is a partnership in the brokerage busi­
ness. The private dealer is often found doing the 
work of the tout, canvassing business for the 
members of the stock exchange on a half­
commission or half-brokerage basis. The busi­
ness thus brought is mostly of a speculative 
chanu,;(er. It is such dealers that rope in unwary 
persons of the middle class - teachers. lawyers, 
derks, and others of small means - into the 
speculative business. They are attracted hy the 
lure of vast profits hut in most cases the result is 
the loss of their life's earnings. 

45. But the connection of the private dealers 
with stock ex<.:hanges is much more than mere 
agency. In fact. they constitute adifferentdivision 
of the market trading in the same securities. They 
too arc found to concentrate on active counters on 
the organised exchanges. This not only adds to 
the volume of speculation in the same counters; 
it also nullifies to a large extent the disciplinary 
effect of whatever collective regulations obtain 
on the exchanges. 

MuniplI/ati(JII.I' 

46. These outside hrokers are often also 
Illanipulatorsin the stock market. They are found 
frequently to create disturhanees in the stock 
market hy interferencc with supply and dcmand 
to suit their own ends. Corners of the exchanges 

arc often created by them. They have (;erLain 
special facilities for such manipulations. Firstly, 
they have large resources raised by several 
methods as shown ahove. Secondly, like invest­
ment trusts they <.:an hypothecate the securities in 
their hands for raising further credit and use it 
again for more purchases. Thirdly. as independent 
firms. they can work up cornering by means of 
put-through business without the knuwledge of 
others. Neither the members nor the management 
of the exchange will know that the same party is 
purchasing from the market. But if members or 
the exchange individually or as a group attempt 
a corner secretly, this is likely to leak out. Further, 
the exchange auhorities will have only some 
warning of this from the dearing house where 
there is one and therefore they can take timely 
action to prevent a crisis. But independent firms 
or dealers can work up a corner without the 
management of the exchange coming 10 know or 
it, although the operation is done through its 
members. Remedial action therefore is not pos­
sible in time and consequently attempts at cor­
nering by private dealers can throw the entire 
organ ised markct out () f gear. It is even possi hie 
for them in such situations to insist on fulfi Iment 
of contracts and thus extort much money from 
members and speculators and even investors. 
Sometimes such activities may produce even a 
crisis in the market and thus jeopardize the sol­
vency of the memhers. When memhcrs fail. 
investors will also suiTer losses. Only one party 
remains unh1lrt - the private dealer - and hc can 
extort money from his clients at every stage. 

47. Even during their normal operations. these 
firms create wide Iluctuations in stock prices. By 
suddenly putting thousands of scrips on the 
market or withdrawing large quantities from it, 
the dealer is ahle to rig up or bring down pril:cs 
as it suits him. find with sud operaliDns at 
convenient levcls through put-through m;lion. 
they can extricate themselves from the current 
they create, hut can draw others into it. In this way 
they have heen repeatedly Illulcting innocent 
people of their hard-carned money. and this has 
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caused serious emoarrassment to institutions like 
insurance companies, trusts, banks, benevolent 
societies, etc. 

Their Bear tlnd Bull Tactics 

4l{. We have seen that these firms carryon a 
multiple trading: sLOck, bullion, commodities, 
banking. etc. Such interlocking of stock dealings 
with commodity speculation has been upseuing 
the orderly functioning of the security market in 
many ways. When speculation is found more 
profitable in any other line, such as, bullion or 
cotLon orjute or oil-seeds, by a rise in their prices, 
they suddenly liquidate their holdings in stQck to 
take advantage of the upward trend in other 
markets. This sudden over-supply of scrips causes 
a precipitous fall in prices in the stock market. 
Even in the falling market thus created by them­
selves. they arc often found to take advantage of 
bear-selling, thus making the fall in price all the 
steeper. Such action generally creates. panic 
among the real investors and they too rush into 
market to liquidate their investments. Naturally 
this results in a loss to the genuine investor. 
Morcover. credit institutions like banks and 
insurance companies who often want to convert 
their short-term investments into cash in order to 
answer the demand from the depositors or cred­
itors, often sutTer heavy capital depreciation, on 
such occasions. 

49. On thc other han(J, when there is a rise in 
stock prices. private dealers put on the reverse 
gear; they liquidate their holdings in bullion and 
commodities and rush into the stock market, this 
time as bulls. Here again, they lry to corner and 
rig up the market with a view to profit by price 
lluctuations. Watching the upward trend of stock 
prices, speCUlative investors 100 are attracted. 
Even ~cnuine investors also may be tempted to 
buying stock in such circumstances. After h~lving 
the markets rigged up to unwarranted heights. 
they suddenly release the corner. Thus at e.very 
turn they arc found to upset the orderly tu~c­
tioning of the market and at every such /luctuall<)~ 
they, being experts. loot the real investors .. credlt 
institutions and speculators of lesser expenence. 

50. Even if these manipulators fail in their 
nefarious activities, the actual loss will not be on 
them. It has already been mentioned that the bulk 
of the capital they use for their speculation is 
obtained from the public, by the issue of shares, 
by accepting deposits and raising credits from the 
banks. If the manipulators lose in the transactions. 
the loss is transferred on the public; but if they 
gain, a large portion of the profit is invariably 
appropriated by the management. Thus, in either 
case, the public is defrauded. 

A rhitragillg 

51. These independent firms also carry Dn 
arbitraging between markets. They skilfully 
wateh the trcnds of priccs in di ITeren I markets and 
benefit by them. In towns where stock cxchanges 
and curhs exist side by side they directly partic­
ipate in the business on the street markets and 
indirectly do business on the exchanges through 
members on half-commission hasis. It is these 
unregulated facilities coupled with the lack oj' 
rules lO maintain a minimum schedule of oro­
kcra"c and to enforce ddivery and payment on 
the s~reet markets and over the-counter markets. 
which breed so much of undesirable arbitraging 
between the organised and ullorganiscd market. 
Often such unregulated arbitraging is found to 
give rise to a train of malpractices in the security 
;llarkel. Usually it nullifies to a large extent the 
effect of collective regulations on the stock 
exchange. The practice of such unhealthy arhi­
tra"in o is found to influence the price movements be. 
to the detriment of honest investors and credit 
institutions. Often the members of the puol ic are 
also led into the vicious circle of such unhealthy 
speculation. 

52. Not satisfied with their copious gains from 
stock market manipulations. these privtltc firms 
and dealers have also operated in the ric\d of 
company prol1lotion and share pushing. and they 
have had some part in the sta,gging operations that 
have been going on in many Indian cities since 
1942. In complicity with certain managing 
agencies and stock cxchange members thcy have 
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been playing a part, not only to rig up the price of 
the new issues of shady ventures, but also to get 
such issues listed on stock exchanges. 

(01 MANIPULATIONS BY OUTSIDE OPERATORS INCLUDING 
COMPANY PROMOTERS AND DIRECTORS 

What is Manipulation? 

53. By manipulation is meant "a planned effort 
by an individual or group of individuals to make 
the market price of a security behave in some 
manner in which it would not behave if left to 
adjust itself to uncontrolled or uninspired supply 
and demand". The object of manipulation is 
usually to force the price of a security upward so 
that holders of large blocks of shares may be 
enabled to dispose of their holdings advanta­
geously to themselves. Manipulations may also 
be organised by forcing the market price down. 
either as a part of the campaign on the short side 
of the market or to facilitate covering of genuine 
small commitments already outstanding. Thus 
manipulation deliberately interferes with the free 
play of supply and demand. Generally groups of 
individuals or corporations combine temporarily' 
into a pool for carrying out manipulations. 
Options are widely used by these pools. Such 
manipulations had been very common in the 
United States in the nineteen twenties and early 
thirties. Manipulations have been employed very 
widely in connection with company financing as 
also the secondary distribution of stocks. Some 
of the American manipulations, - the Radio Pool 
(\ 929). Fox Theatres Pool (1928-29). etc. - have 
become notorious. Manipulations in America are 
generally carried out on the floor of the 
exchanges. but some were operated outside the 
exchanges. Many of the operators were not 
members of the stock exchanges but they were 
able to use the machinery of the exchanges. 

Manipulations in India 

54. In India also manipUlations have been a 
common feature for many years. They are worked 
up mostly by members of exchanges, and some-· 
times by outsiders. Syndicates are often formed 
for this purpose. In India too the operators have 
been working on the gullibility of the public by 

using various tactics for creating artificial market 
activity - such as 'wash sales' and 'matched 
orders' intended for creating a false or misleading 
appearance of market activity. False rumours. 
collusions. fake transactions and the like have 
been employed, as also publicity through the 
press and through news bulletins, market reports. 
etc. Those who have followed the course of the 
Indian Irons racket in 1937 will realise what 
ingenuity could be employed in carrying out 
manipulation and for working on the gullibility 
of the pUblic. 

55. Manipulations have becn worked up also 
by the directors and other officers of companies 
with the help of stock exchange members using 
inside information; they rig up ordown the market 
in the shares of their own companies. and make 
large profits. This has been done chiefly at the 
first sale of securities; it takes place also in their 
subsequent sales. 

Sharp Practices ill Company Promotion 

56. Although securities come into the orga­
nised stock market only after issue and first sale, 
these latter are also as much a part of the security 
market in the wider sense. Further. as shown 
above. owing to the absence of investment 
bankers and issuing houses, members of stock 
exchanges perform some of those functions (al­
though not by virtue of such membership). The 
issue and first sale of securities are therefore 
greatly intermeshed with the working of the 
organised stock market. and a great deal of 
manipulation has taken place in this field 

57. Sharp practices by promoters of com­
panies and their friends at the stage of issuing and 
fresh sale of the companies' securities have 
become very common in India. especially during 
the last few years when large numhers of com­
pl:mies were floated for utilising the big war-time 
incomes reaped by some people. Although 
several of the companies were flouted with highly 
inflated capital structures, <l tremendous demand 
for shares arose among the credulous puhlic. 
owing to the flush of idle money in their hands. 
An appetite for company shares was also whipped 
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up by the glowing accounts appearing in pro­
spectuses and in newspaper notices regarding the 
new issues. Thus, before allotment, even before 
issue sometimes. shares came to be sold privately 
at a high premium. This gave an opportunity to 
company promoters to carryon "stagging" 
operations of the most objectionable kind and thus 
reap large profits. Subsequently, the facts came 
to be known and prices suddenly slumped, but 
before this, manipulators had sold away their 
holdings and the gullible public was left to 'hold 
the baby'. 

58. The ingenious technique employed by 
these clever company promoters to hoodwink the 
public takes many forms, and considerable 
information about these has reached me. They 
show clearly that in this country there cannot be 
any safety t(, the investor, so long as such day­
light burglary is allowed to go on. The poor man 
is sent to jail for committing a petty theft. but those 
who make millions by deliberately deceiving the 
public arc seldom hauled up. 

59. The predatory practices of these mischie­
vous company promoters ought to have been 
nipped in the bud by a vigilant Government. 
Indeed there has been a Capital Issues control by 
the Central Government since 1943, but that 
control pursued the matter only till the consent 
for issue was given - and even that control has 
been concerned chiefly with the anti-inflationary 
motive and has not proved very effective in 
detecting the tricks used by many promoters for 
deceiving the public. In any case. what happened 
after the consent was no concern of any authority. 
No doubt certain returns have to be submitted 
periodically to the Registrar of Companies of the 
Provincial Governments, but this has been alto­
gether ineffective in stamping out the sharp 
practices by which company operators have been 
deceiving their unwary fellowmen. In the result, 
the financial dealings of companies - so important 
from the point of view of industrial development 
- arc almost as unregulated as the dealings in their 
shares, and it is futile to attempt such regulation 
by a haphazard system of capital issue control or 
by a half-hearted provision for an annual return 

to an over-worked Provincial Registrar who has 
neither the equipment nor the lime for such 
difficult work. 

Unequal Voting Rights 

60. Company promoters have also been 
employing various devices to keep voting power 
in their own hands. A device commonly used for 
this purpose is to issue" deferred," or" founders'" 
shares of low value with voting power equal to 
that of ordinary shares. thus vesting controlling 
power in a ring. The justification given out for 
such grossly disproporti()nate voting rights is that 
this was meant to prevent men who worked hard 
for starting a concern from being ousted by 
outside financiers who might buy up the shares. 
But the remedy is worse than the disease. 
Although the unfairness of this was patent, it was 
thought that Government was not justified in 
using a war-time emergency power like Capital 
Issue control for effecting drastic reform. what­
e,ver be its desirability. However. some limit was 
indirectly placed on the Directors' freedom in this 
matter, by laying down the rule that "issues shall 
not be allowed in which (disregarding debentures 
and cumulative preference shares, the holders or 
which have special rights which they can set off 
against any disadvantage in the mailer of voting 
rights) it is possible for parties who have sub­
scribed less than 25 per cent of the capital of an 
industrial concern (and 33.1/3 per cent capital of 
other concerns) to have more than 50 per cent of 
the votes". Government also ()bjccled in principle 
to issues including shares of a value of less than 
Rs 51- each. 

61. Company promoters have also been try ing: 
by various tortuous practices to undermine the 
power of the shareholders by interlinking of 
companies and by various other methods. It may 
not be necessary in this report to deal with all this, 
seeing that an enquiry into the defects of the 
Company Law is under way in the Commerce 
Department. 
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62. It must be pointed out here that at least one 
stock exchange in India has, by insisting on strict 
listing requirements, discouraged some of the 
practices mentioned above. The listing regu­
lations of the by the Bombay Stock Exchange 
insist on voting rights being proportionate to the 
amount of capital subscribed, and an offer to the 
public of alleast 50 per cent of the new issues and 
equitable terms of managing agency. 

U/~t'air Use (d Inside !I~f(mnati()1/ by Directors 
(lnd other Officers of Companies 

63. Directors, agents, auditors and other offi­
cers of companies have been found to use 'Inside' 
information for profitably speculating in thc 
securities of their own companies. This has been 
possible because, these persons obtain informa­
lion before every body else regarding changes in 
lhe economic condition of companies, and more 
particularly. regarding the size of thc dividends 
to be dedared or of the issue of bonus shares or 
the impending conclusion of a favourable con­
tract. With such knowledge in their possession it 
becomes possible for them to speculate profitably 
in the company' s shares. 

64. In the U.S.A. effective provision has been 
made against this in the Securities Exchange Act 
of 1934. by the insistence undcr Section 16, that 
directors and officers of companies and stock­
holders who own .more than 10 pCI' cent of any 
registered issue or stocks have to file with the 
Securities Exchange Commission and the 
exchange concerned a statement of each sueh 
security. together with such changes of low of 
ownership as have occurred during each month. 
Morcover, any profit realised in this manner by 
sm:h parties by using inside information is 
recoverable from them. In Canada also full pro­
vision is made for prompt and public disclosure 
of such transactions. In the O.K. enquiries 
recently made by the Cohen Committee disclosed 
serious tlaws in the company law in this respect 
and this Committee has strongly recommended 
that all such transactions by directors and other 
officers of companies must be disclosed promptly 
and an amendment of the company law in this 
regard is already before the Parliament. 

65. In India, such special legislation has not 
been carried out and no provision exists in the 
present company law to bring to book dircl:tors 
and managing agents of companies who make 
such unfair use of inside information. Stod 
Exchanges could insist on listed companies giv­
ing publicity to material events like declaration 
of dividends. but their admonition often falls on 
deaf ears. The President of the Bombay Stock 
Exchange, in his speech on 14th June. 1947. gives 
glaring instances oflead i ng compan ies ne glecting 
to give prompt puhl icily to declaration of divi· 
dends and issue or honus shares. In the case urthe 
latter, the President stales that "in each and ewry 
case where bonus or 'right' shares have heen 
issued, in formation has leaked out well in advance 
of the official announcement". In the result the 
reaping of unjust profits by -inspircd' operatl>rs 
has been very common. It is a pity that this has 
not caused the public indignation that it deserves. 
This is largely due to the lad of understanding of 
the fact that the profits thus made by company 
directors and their friends are extracted from the 
pockels of the investing puhlic. Such 'inspired' 
operators are no betler than the common thief. 
and must be put down in the public interest. This 
may not be possible by merely amending the 
company law; incessant co-operation of stod 
exchanges is necessary for carrying this (Jut and 
such co-operation can only be effective if carried 
out under the au..pices of some competent 
authority. as in the U.S.A .. which has the per­
sonnel and the data necessary for scrutinizing the 
predatory activities of 'inspired' operators, from 
time to time. In spite or organised efforts made in 
the U.S.A., mischievous action by company 
directors has not been altogether stopped in that 
country. How much more helpless will be the 
condition of the investing public in India if no 
such precautionary measures are taken? 

CHAPTER VII. 

ECONOMIC RESUI.TS (W THE 
INDIAN S}:CURITY MARK.;T ISl'MMARY) 

In jUdging whether the slock market in India 
has fulfilled its functions, we have to study first 
the trend of security price lluctualions. A study 
of the price data discloses the prevalence of 'wide 
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and wild' Iluctuations in stock prices. Fluctua­
tions in India arc found to be much wider than in 
other countries (Paras 2 and 3). 

An analysis Df the aggregate prices of len 
leading securities shows that pril:es have behaved 
erratically (Paras 4-8 J. 

The effect of price Iluctuations is best exem­
plified in the period after World War II when a 
noolll in .~t()ck prices was followed by a slump 
(Paras l)- II ). 

Thl' \'iuknce 01 stock market nuctuations in 
India calls fur special concern (Paras 13 and 14). 

There is no proper safety for stock market 
dealings in India; nor equity between parties (Para 
15 ), 

II iSillsodoubtful ifthestock market has helped 
in ful rilling the function of directing the flow of 
,avll1gs into thc most productive channels (Para 
16), 

Large funds ha ve in recent years gone intojoint 
stnd enterprise. hut this is not so impressive 
having regard to the vast increase in money 
incomes in war years. On the other hand. the sharp 
practices of company promoters and directors and 
excessive Ilucluations in stock prices have dis­
couraged investment in corporate enterprise 
(Paras 17 and 18). 

Speculation in the stock market has been a 
potent factor in the inflationary situation in India 
in war-time and after <Paras 19 and 20). 

Bank advances for stock dealings have greatly 
increased in recent years; the banking crisis at 
Calcutta in the middle of 1946 was due to too 
liberal advances on stocks (Paras 2 1-24). 

Widespread tax evasion has been going on 
under contract stamps. transfer stamps and 
income-tax (Paras 25-29). 

[n the result. the stock market in India has 
failed to fulfil to any reasonahle extent the funl:­
tions which are expected of il. This is chid'l}' due 
to two causes. namely. lack or experience and 
training among the great Illa,lori ty of stock broker!-. 
and a general craze fOJ' speculation and gamhling 
among certain classes of peoplc in this country, 
Even those of them who have taken lately to 
industry have not shown so much interest in 
making production efficient as in profiting by 
clever company flotalions and spewliltive share 
transactions (Paras 30-40). 

CII,\ I'TEN V I", 

SHOLl.1> T"E SElTlun 
\'I,\RKET 111-: lu:(;n.ATEIl'! 1St :\IMAIlY, 

The abolition of st<'>ck exchanges or even of all 
speculation is not advantageous as dealings are 
bound to go on unregulated and therefore more 
harmfully. The only alternative is wise regulation 
(paras 1-4). 

The opposition 10 regulat ion on the ground that 
it is an invasion or private rights is unjustiried. 
having regard to thl' Important repercussions or 
the stock market on the nanking system. credit 
structure. trade and commerce and general eco­
nomic security of the country. The stock market 
is a barometer of general husiness conditions and 
is a powerful influence both as a depressant and 
as a stimulant of business activity. To leave in 
private hands, which means in the hands of 
speculators themselves. an institution so closely 
intermeshcd with the gears thut drive the wheels 
of industry and cOlllmerce. is a serious omission 
of puhlic duty(Parwi 5-9), 

Another line of criticism is that Government 
is not properly equipped for exercising intelligent 
control. The lie direct to this has been given hy 
the outstandi ng success 0 f the Securities and 
Exchange Commission in U.S,A. (paras 10-13). 

A third argument is that stock market control 
will hit industry. especially in the undeveloped 
state of India' s economy , Yet Japan established 
striet control over the stock market as early as 
1893 when the economic development of that 
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country had only started. A regulated stock the London Stock Exchange, but no other country 
market would be a great help to carry outa healthy is in this respect able to follow the British example 
economic development (Paras 14 and 15). (Paras 3-7). 

Stock exchange authorities favour control, 
provided, of course, the control is on outside 
brokers and street markets and manipulators only 
(Paras 16-19). 

They forget that stock exchanges also have 
blemishes. Clearly, some Central authority is 
necessary for preventing unlicensed persons or 
bodies from maintaining stock exchanges and for 
ensuring a reasonable uniformity between exis­
ting stock dealers in regard to rules of business 
(Para 20). 

In the present circumstances, Government 
regulation must go further and tone down the 
excessive price Iluctuations, especially in times 
of panic and political uncertainties as lately wit­
nessed (Paras 21-26 ). 

The ultimate aim of regulation must be to make 
regulation unnecessary by strengthening the 
internal discipline within stock exchanges (Para 
27). 

Government regulation in Bombay since 1926 
has been ineffective owing to serious defects in 
the law and the lack of a competent authority to 
administer it effectively (Paras 28 and 29). 

War-time control of forward dealings under 
D.I.R. 94C has been even more ineffective owing 
to various causes (Paras 30-32). 

CHAP'fER IX. 
ME'fHOJ)S OF CONTROL IN O'fHER COUN'fRIES (SUMMARY) 

In other countries also stock markets had been 
in the past full of blemishes, but firm action taken 
by Government has greatly rectified them (Paras 
1 and 2). 

In London the regulation is largely confined to 
outside dealers whose sharp practices had in 
recent years evoked public criticism. There has 
not been any need for stringent regulation over 

In Paris. the main stock exchange (Parquet) is 
almost like a department of Government, mem­
bers being appointed by the President of the 
Republic and the managing board working under 
the supervision of the Ministry of Finance; the 
supervision of Government extends also over the 
curb market and the free market (Paras H-12). 

In Germany stock exchanges are subject to 
very detailed Government regulations. On the 
Berlin Stock Exchange a State CommIssioner 
appointed by Government is responsihlc for 
administering all laws and regulations (Paras 
13-15). 

In Tokyo Government regulation of stock 
market is even more complete. Government 
approval is necessary for the appointment of all 
stock exchange officers, and Government has 
power even to inspect the books of the exchanges 
and of the brokers. A guarantee fund has also to 
be deposited with the Government by every 
exchange (Paras 16 and 17). 

In the U.S.A. federal legislation started only 
in 1934 after a wide-spread public agitation for 
the same. Since then a comprehensive regulation 
has been carried on by a high-powered body. the 
Securities and Exchange Commission. This 
Commission administers not only stock exchange 
law but also company law and the laws relating 
to public utility-holding companies. trust inden­
tures, investment companies, investment advis­
ers, etc. There was considcrable opposition to 
Government supervision when it began, but 
subsequently, ham10nious relations have pre­
vailed (Paras 18-23). 

Conversion of the stock market into a semi­
Government department as in France is not rec­
ommended for India, but comprehensive 
supervision is essential. We may draw many 
lessons, especially from the U.SA. (Paras 24-26). 
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The position of the stock market in India today 
has much in common with that of the American 
stock market before 1934 (Paras 27-36). 

CHAPTERX. 
NATURE OF REGULATION (SUMMARY) 

Regulation in India must cover the entire 
market. stock exchanges, curbs and private 
dealers. Manipulations must be controlled by 
various methods. Dealings in the shares of a 
company by its own directors and agents must be 
regulated, as also the share pushing activities of 
promoters at the tlotation stage. The crux of 
regulation is the setting up of a competent 
authority to administer the law. Mere legislation 
and leaving it to be administered by Provincial 
Government is bound to be futile in rectifying 
mailers (Paras 2-4). 

It is here that the example of the U.S.A. is most 
helpful for us. Effective action has been taken in 
America to put down manipulations, to discour­
age the unfair use of inside information by com­
pany directors, to control the over-the-counter 
markets and to reorganise exchanges, and this 
entire work has been done by the Securities and 
Exchange Commission (Paras 5-18). 

The problem in India is analogous. Provincial 
a<.:tion <.:annot he effective as a large part of the 
trade is in mter-market counters, as manipulations 
and pool activities operate on an all-India scale. 
Further, the uniformity in rules of business is 
essential and not to have this would only drive 
business from regulated to unregulated markets. 
To leave the administration of such a matter to 
the Provin<.:ial Governments will therefore defeat 
the objective in view. They will be helpless in 
carrying out the urgently needed reform (Paras 
19-21 ). 

Norhasany existing department of the Central 
Government the convenience or equipment to 
carry out this work. Only an independent and 
quasi-judicial authority with fullest powers of 
supervision could discharge this work effecti vel y. 
A National Investment Commission is therefore 
necessary (Para 22). 

The planning of investment on the lines pro­
posed by the Finance Member (Sir A. Rowlands) 
is neither feasible nor urgent; even in the U.K. a 
similar proposal had to be shelved; what is urgent 
in India is to make investment safe, in the interests 
of social justice as well as of attracting more of 
the year's savings into corporate enterprise, rather 
than be hoarded as formerly. Therefore. to attempt 
a balanced investment in the altogether confused 
and insecure state of the investment market in 
India is like puuing the cart before the horse (Paras 
23-26) 

The first step must be basic legislation in 
regard to stock market regulation. The stock 
market has not been expressly mentioned in the 
Central, Provincial and Concurrent list of the 
Government ofIndia Act, 1935. Assuming that it 
comes under the provincial head. trade and 
wmmerce in the province, permission from the 
Provincial Governments has been obtained by the 
Central Government to legislate under Section 
103 of the Act. But, if this will not empower the 
Centre to administer the law, the very object of 
legislation will be defeated, and therefore, the 
right step will be to seek a declaration by the 
Governor General under Section 104 of the Act 
thereby placing stock dealings in the Concurrent 
list (Paras 27-33). 

The legislation urgently needed is to empower 
the Government of India to (i) regulate the stock 
market by licensing stock exchanges and other 
dealers in stocks, and to make rules and bye-laws. 
(ii) to register securities seeking to be enlisted on 
the stock exchanges and insist on certain peri­
odical returns regarding them, (iii) to impose 
restrictions on budla. blank transfer and other 
objectionable practices. (iv) to administer laws 
relating to the securities trade. by setting up 
suitable agencies for the purpose, (V) to fix 
margins for stock dealings from time to time, (vi) 
to call for books of member-firms, and to examine 
the financial position of, and call for explanation 
from brokers, and (vii) to levy a sales tax on sales 
of stock (Para 34). 
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For asslstmg the Commission or other 
authority set up. it may he advisable to have a 
standing Council of Stock Exchanges. composed 
of representatives from leading stock exchanges 
(Para 36). 

Itis hoped that control of stock market dealings 
will be included among the powers of the Union 
in the Constitution to be soon drawn up (para 37). 

CHAPTER XI. 
LINES OF KEGlJI.ATlON-PROPOSALS 

If it is decided to set up a National Investment 
Commission, as suggested in the previous chap­
ter, it will be best to leave to that body the drawing 
up of rules and regulations regarding the 
conditions of registration of stock exchanges and 
outside dealers, and the conduct of business to be 
insisted on. These matters will have to be decided 
in consultation with the stock exchanges. It is 
therefore proposed to deal in this chapter with 
only a few salient points. 

No Rigid Control Recommended 

2. The need lor bringing stock exchanges and 
outside brokers under regulation has been 
stressed in the previous chapters. But the ()b~ect 
of the regulation, let it be noted, will not be served 
by bringing the stock exchanges under a rigid 
control which may deprive them of the initiative 
necessary for conducting exchanges successful I y. 
In order to enable stock exchanges to discharge 
the functions expected of them, we have to see 
that, they are properly organised with suitable 
rules of business; we have also to free them from 
the vexatious competition of curb traders and 
frce-Iance brokers; which has lately been one of 
the chief causcs of confusion in the stock market. 

Re-organisatioll A Pre-requisite 

3. It must be our aim, firstly. to reorganise the 
stock exchanges and revise their rules, in order to 
bring them up to reasonable standards and to 
strengthen their governing boards for enabling 
them to enforce their rules effectively, especially 
in times of emergency; secondly, to apply more 
or less the same rules in regard to the outside 

markets. and thirdly. to see that cw.:h SCt:ti()(l of 
the market is allotted a definitc sphcre of trade. 
so that unhealthy competition Illay not take plat:e 
between the two. 

4. For carrying out these objectives, the most 
essential thing to do is to give a monopoly in each 
city to one stock exchange for the tradc in their 
listed securities. In those cities where any legiti­
mate need is felt for asewnd stm:k exchange with 
a different list of securities they mn also be given 
permission to trade. on the lines ofcurhext:hangl!s 
in the U.S.A .. provided they also work under 
approved rules and will not bUll inlOthe legitimate 
sphere of the principal stock exchange. There can 
also be room for independent firms 10 do over­
the-counter nusiness, bec'ause large numhers of 
companies will not have their stock listed on the 
stock exchange or even on thl! curb cx.:hange. In 
the U.S.A .. it is estimated thai a vastly greater 
number of securities (although not larger in dollar 
value) are traded over the counter than on thc 
exchanges. and in the case of bonds. the great hulk 
of trading is over the counter. But they must also 
come under strict regulations and these need not 
be stricter than those now governing over-the­
counter firms in the U.K. - a country noted for its 
non-intervention policy. 

5. This will need a drastic modification of the 
present position. The present freedom - rather 
licence - must cease. in the interests of all. 

6_ The above steps may be possible in the 
principal cities which have their exchanges 
already. But what about the smaller cities and 
towns where there are no stock exchanges to cater 
for the needs of the public'! In India distances arc 
extremely large and thcre arc numerous towns 
which cannot afford to have their own stock 
exchanges. Should demand arise for stock and 
share dealings in such towns. this has to be met 
either by local brokers being allowed to deal in 
all shares irrespective of whether they arc listed 
in the nearby stock exchange or not; or, in the 
alternative, the member firms in the large cities 
must be allowed to open branches in such towns. 
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Rt'gistratio/l of {Ill Exchanges and Ol/tside 
Brokers and Dealers 

11 No stock exchange, curb market, outside 
brokers or dealers should be permitted without a 
licence. Trading in stocks and shares without such 
registration must be made illegal. 

J 4. All stock exchanges, curb markets and 
independent brokers must take out licences 
authorising them to trade in stocks and shares. 
Licences must he given under prescribed rules 
which insist on certain standard practices being 
\lhscrvcd. Only with the previous consent of the 
Commission ~h()uld stock exchanges suspend the 
buying-in rule or suspend short-selling or close 
the market for more than 24 hours. Propercontracl 
forms should he prescribed and enforced. Ful­
filment of contracts hy payment and delivery 
should he en forced whether on organised 
exchanges or in the outside markets. The rules of 
liccnsing. howe vcr. may have to vary as hetween 
dilTcrenL sections of the stock market. A reason­
able fee must also be charged at the original 
registration and every renewal of licence. 

15. Members of a registered stock exchange 
need not take out separate licences from the 
Government. It is true that in France and Japan, 
members as well as the stock exchanges have to 
take out licences. But this is not necessary in the 
conditions of India. 

17. As expressly stated in their objects, stock 
exchanges are organised "to furnish exchange 
rooms and other facilities for the convenient 
transaction of business by their members as 
brokers". It is therefore more like a private club. 
Hence the other object enumerated: "to maintain 
a high standard of commercial honour and 
integrity among the members and to promote and 
inculcate just and equitable pri nciples of trade and 
business". In other words, a stock exchange does 
not directly deal with the public, nor transact any 
business in its own name. Therefore, incorpora­
tion is not essential. The body that runs the stock 
exchange may be either incorporated or not; it 

may be a joint stock company. or it may be a 
voluntary association. Uni formity is not essential 
in this respect. 

Rilles alld Regulations 

18. Uniformity, however, is essential in the 
methods of business on the stock exchanges and 
other constituents of the stock market (curb 
exchanges. independent firms. etc.). In othcr 
words. whatever may he the nature of their 
organisation. stock exchanges must work under a 
code of uniform. clearly defined and written rules 
and regulations approved by Government. Gov­
ernment must have also the ultimate power to add. 
to alter or rescind any of the rules. It may be best 
to provide the stock exchanges with a set of model 
rules. In the event of an exchange failing to 
observe any of the rules, Government should have 
the power to enforce such rules. even by super­
seding as in the case of municipalities. The rules 
should provide access to the public for rcmedies 
against their members. on an undertaking by the 
public that the verdict of the exchange will be 
accepted without demur. Equity should be pro­
vided to the transacting parties. whether between 
members and clients or between parties through 
members as agents. The relation between 
broker-members and their clients should also he 
defined in the regulations, so as to provide safety 
to investors for whose benefit the market is 
provided and even to general public who have a 
large stake in the concern. 

Should Members Provide Security:' 

18A. Certain fundamental rules musl be 
insisted on in the Act itself as a condition to 
licences being granted to Stock Exchanges. One 
of them is regarding securities to he taken from 
members. Provision for members of stock 
exchanges giving sureties or security and con­
tributing to a guarantee fund exist in the legis­
lation of many countries. 

Outside Representation 011 the Coverning Bow-" 

19. Should the governing board have on it 
representatives from outside the stock exchange? 
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Opinions have often been expressed that it is 
advantageous to have on the governing board 
representatives of important commercial bodies 
and banks. It is however, doubtful if such outside 
representation will be effective for counter-acting 
the self-interest of the inside members, as mem­
bers from out-side may not always be available 
to attend meetings, especially emergency 
meetings; the need for which may frequently arise 
in the course of the stock exchange business. The 
suspension of cornered scrips or timely action to 
prevent a corner or a hammering when it is in sight 
cannot wait till members from outside assemble 
for a quorum. The usefulness of outside repre­
sentation will largely depend also on the nature 
of experience possessed by the outside 
representatives. If suitable persons can be found 
on the spot. outside representation may be useful. 
It may be advisable, for instance, to have on the 
governing boards of stock exchanges one repre­
sentative of the shareholders' association, if any 
and of the Provincial Government, Finance 
Department. This will at least serve as a 
restraining influence. 

PresidellT 

20. Perhaps more necessary than outside 
representation on the governing board'j's that the 
President should be one who can have enough 
independence for enforcing rules against the 
pressure of powerful vested interests within the 
stock exchange. How this is to be managed is to 
be carefully considered. In any case, president­
ship, at least in the larger stock exchanges must 
be a full-time appointment for a.term of years and 
the holder should not function as member during 
his period of office. It is also for consideration 
whether the appointment and removal of the 
President should have the sanction of Govern­
ment. 

Powers of the Governing Board 

21. One of the crucial issues connected with 
the working of stock exchanges is regarding the 
powers to be vested in the governing board to 
interfere in the normal operation of the market. A 
fundamental principle of stock exchange 

administration is that except in certain clearly 
definable circumstances there should be no 
interference with the natural course oflhe market. 
As the Morison Committee put it: "Every bargain 
must be regarded as a contract to deli ver or to take 
delivery of a stated amount of stock at a stated 
price and within a stated time", and any failure to 
implement fully such contract on the terms of that 
contract, by bona fide money payment, must 
automatically and without exception be followed 
by a public declaration of default. 

24. The Committee, however, agreed that it 
was necessary to give the Board power to suspend 
buying-in of securities when circumstances 
appear to them to make such suspension desirable 
in the general interest. When the market is subject 
to bear raids, it cannot be said that the natural 
forces of the market cease to operate. But when 
an "effective corner" has been established, the 
natural forces do so cease to operate, and settle· 
ment of bargains can only be effected at prices 
which will not be dictated by indi viduaJs or group 
of indiVIduals who may have successfully 
brought about a corner. The Committee. however, 
pointed out that on any stock exchange which 
realises its responsibilities. resort to suspension 
of the buying-in rule is only had in very excep· 
tional circumstances. So far as Mr. Morison's 
recollection went, this power had been utilised in 
London only once in thirty years and that was to 
deal with a situation created by a temporary 
comer. 

25. The Committee also thought that in the 
interests of the general public, in periods of 
emergency the Board should have power to sus· 
pend short-selJing in any scrip or scrips with the 
least possible delay. But such power should be 
restricted to occasions when the general body of 
investors throughout the country have to be pro­
tected from the anti-social activities of unscru­
pulous individuals who might attempt to utilise a 
grave national or international situation to their 
own advantage. 
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26. It was the view of the Committee that in 
order to ensure against any improper use of the 
power of suspension of buying-in and short­
selling, that power should be exercised only with 
the previous consent of Government. But the 
Board should have the power to close the market 
for twenty-four hours without the consent of the 
Government; but if closing is necessary for a 
longer period the consent of Government must be 
obtained. 

27. The above recommendations were in the 
main accepted by the Governing Board of the 
Bombay Stock Exchange. On the whole. they 
have worked satisfactorily, and may well be 
adopted by other stock exchanges. 

Forward Dealings and Budla 

28. It has been shown in Chapter V how 
facilities for forward dealings have been a potent 
cause of excessive speculation. It is not claimed 
that speculation would cease by the adoption of 
the cash basis. Nor is it our aim to stop all 
speculation; what we are interested in is to adopt 
a system which is comparatively less liable to be 
used for excessive speculation. The term settle­
ment by the very nature - the long period al lowed, 
facility for differencing and carry-over (budla) -
lends itself to excessive speculation, and lures 
people to it. as explained in Chapter IV. The 
speculator may buy for the long account and sell 
short during the same period. with the hope of 
making a profit out of time bargains. The long 
period provided will lead to excessive speculation 
hy memhers. and when prices move contrary to 
expectations, it may lead either to objectionable 
practices. such as. settlement by payment of 
differences or may necessitate budla involving 
credit without appropriate security for its safety. 
The undesirable results of term settlements have 
been reaped in London also (see Chapter IV. para 
7). in spite orthe peculiar genius of the British to 
make the best of even bad systems. America, 
therefore, abandoned the term settlement system 
long ago, and Amsterdam after careful consid­
eration decided not to ado(>t it. 

30. It is true that the two Bombay Committees 
did not recommend the abolition of forward 
dealings. They indeed recognised its evils, but 
apparently took it as a necessary evil to be put up 
with, owing chiefly to the undeveloped character 
of the Indian stock market. This can no longer be 
considered a valid ground for continuing a sys­
tem, which lends itself to undue speculation in a 
country where the temptation to gamble is very 
strong among a large group of persons. Further, 
New York has shown how under proper regu­
lation the best results can be obtained from an 
exclusively cash market. 

31. In these circumstances. it would be in the 
best interests of India in future to establish an 
exclusively cash marketas was done at New York 
and elsewhere. This may be a drastic change if 
introduced abruptly; it may also lead to other 
reactions. In the meantime, therefore, forward 
dealings may be limited to a few special scrips 
appropriately selected for the purpose. Eventhese 
should be aIlowed only under strict controls. and 
under the special supervision of the Commission. 
Under no circumstances should scrips of credit 
institutions like banks be permitted for forward: 
trading. In periods of panic and uncertainty - not 
only war. but political and communal troubles 
like those that occurred after September 1946 
(which let us hope will not recur) - the forward 
market must be suspended after due consideration 
by the Commission or other authority appointed 
to administer the law. 

Read)' Delivery Contracts 

33. One of them is the period of the contract. 
It is therefore essential that uniform rules 
regarding the performance of ready delivery 
contracts should be made and enforced. not only 
on all stock exchanges but also in all sections of 
the stock market. 

34. The wide divergence in rules between the 
various exchanges is also a matter for urgent 
rectification by the promulgation of uniform 
rules. 
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Listing Regulations 

35. The necessity for tightening up the' listing 
regulation of our stock exchanges has already 
neen urged. Official quotation on a stock 
exchange does not guarantee the value of any 
security; but at least it ensures to the public full 
knowledge regarding the affairs of the company. 
Leading stock exchanges like those of London 
and New York have exerted powerful influence 
on company promoters and directors by insisting 
on certain minimum standards being maintained 
by them in the interest of the investor. In India, 
something like this has been done by the Bombay 
Stock Exchange. But most of the stock exchanges 
have not taken a firm line in this matter and 
there fore some doubtful companies have obtai ned 
official quotation on some of them. It is therefore 
necessary to insist on uniform listing regulations 
being maintained in al\ stock exchanges, leaving 
unseasoned securities to prove their mettle on 
curb exchanges, if any, or in the over-the-counter 
markets. 

It was with a view to helping the stock 
exchanges in .this respect that under the Securities 
Exchange Act of the U.S.A., all securities listed 
or seeking to be listed on the national security 
exchanges have to be registered in the office of 
the SEC. Not only has complete information 
regarding the working of the company to be filed 
initially, but returns have to be made from time 
to time regarding all material changes in company 
affairs. A similar step is essential in India and 
provision should be made for this in the forth­
coming legislation. 

Compulsory Margins 

36. It has been shown in Chapter IV that 
margin trading is practised in India. The larger 
firms insists on margins being deposited by their 
customers, but such insistence is not widespread 
owing to the keen competition among the eager 
brokers. It has been held that the introduction of 

compulsory margins would be desirable as a 
means of preventing the excessive use of credit 
and of controlling speculation and over-trading. 

37. On the New York Stock Exchange, margin 
regulation have been in existence for a long time. 

38. While it may be true that compulsory 
margins have helped in reducing unhealthy 
speculation on American stock exchanges, they 
have not been effective in eliminating specu­
lation. 

40. In India, the question of margins has been 
under consideration inBombay. Mr. A. D. Shroff. 
in his evidence before the Morison Committee, 
urged Government to take power to permit for­
ward trading only under prescribed margin 
requirements. It was not enough to fix an initwl 
margin; there was also need to maintain the 
margin at the required level as the transactions 
increase. He went further, and urged the need for 
every broker submitting daily a list of transactions 
at the overnight closing time. in order that the 
stock exchange authorities may see that the 
required margin is maintained. 

41. The Committee was convinced that mar­
gins are necessary. but many of the proposed 
schemes were found too complicated for a market 
unused to such a system. The Committee sug­
gested (i) a percentage margin on the initial 
bargai n price, ( i i ) an add i t ional percen tage In arg i n 
on the make-up price at the first settlement if the 
contract is carried over. and (i ii) for the additional 
percentages as supplementary margins at each of 
the following settlements. 

42. The margin on the initial bargain price may 
be fixed at 40 per cent. and the maintenance 
margin at 35 per cent or the current market price. 
Margin may be either in cash or in approved 
securities. 

43. Should margins be provided by non­
members only or by members also'! Having 
regard to the large volume of transactions hy 
members, it may be advisable to insist on meJl1-
bers forproviding margins_II is true thatl1lembers 
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of some stock exchanges have to keep a 
compulsory deposit with the exchanges. But such 
deposits are at present not very large (Rs 20,000 
in Bombay, Rs 5,000 in Madras). Further such a 
pra(;ti(;e does not obtain in many stock exchanges. 
If the deposit is made compulsory for members 
and if the amount fixed up is sufficiently large, 
members' margins may perhaps be reduced if not 
altogether dispensed with. 

44. It is not enough to prescribe margins for 
those who deal on the stock exchange. Safety 
demands that strict margins should be prescribed 
in respect of banks' advances on stocks and 
shares. As this is primarily a concern of the 
Reserve Bank, it would be for that authority to lay 
down rules in regard to such margins. 

Brokers and Jobbers 

45. A vexed question. mooted for long, is 
whether the functions of broker and jobber should 
he separated. In India both functions are per­
formed by the same persons. In fact, some hrokers 
are not only jobbers, but also underwriters. 

46. It would be a great convenience if jobbers 
and brokers can be separated. But there arc great 
difficulties for such separation in India. There 
must be a much larger number of listed securities: 
the number of members must also be larger and 
there must be a sufficient number of members 
with large resources who are able to take up the 
exclusive function of jobbing. None of these 
conditions at present seem to obtain in India. It is 
on the larger stock exchanges in India - those of 
BDmbay and Cakutt.l - that any attempt could he 
made in this direction, but attempts so far made 
have proved futile. 

Control (~lj{)bbillg by Brokers 

47. What is more required in the conditions of 
India is to strictly regulate the broking and dealing 
activities of the members, in the interest of the 
pUblic. As things arc now, there is necessarily a 
conflict of interests between a member's broking 
business and his own jobbing. In other words, it 
is extremely difficult for a member to trade for 

himself without prejudice to the best interests of 
his customers. This point has been urged by 
several prominent persons who supplied infor­
mation in the course of this enquiry. One remedy 
proposed is to prohibit members from trading 
with their clients as principals. They should not 
be pennitted to purchase from clients' securities 
or sell their own holdings to their clients. In the 
contract, the member should state from whom he 
has purchased or to whom he has sold securities. 
Brokerage should be separately stated in the 
contract. whether the contract be for the cash 
market or the forward market. Besides. !1lembers 
doing 'tharawani' work as in Bombay and 
Ahmedabad, and the 'shuniers' of Calcutta, 
should be brought under stric t control by adequate 
measures, as their activities are positively unde­
sirable. One of these. as suggested by the Morison 
Committee, is the fixation of a large unit of trading 
as jobbers. 

47A. In connection with the proposals in the 
above para, Section 14 of the S. Africa Stoek 
Exchange Control Aet is worth noting. "Any 
stock broker who has been instructed by any 
person to buy any stocks or shares on his behalf 
shall not, in connection with the purchase of those 
stocks or shares, enter into any arrangement 
where by a lien of buying those stocks or shares 
from any other person, he sells his own stocks or 
shares to such first mentioned person, unless he 
has obtained his consent thereto and disclosed to 
him in a note of purchase and sale thnt the stocks 
Of shares are his own". Similar provision has also 
been made in regard to sales of securities through 
brokers. Having regard to the serious misgivings 
in the public mind regarding sharp prices by 
brokers. it may be advisable to make a somewhat 
similar provision in our legislation. 

Minimum Brokerage 

48. As the custom of cutting rates of brokerage 
has in the past caused various evils, a schedule of 
minimum brokerage should also be fixed and 
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enforced by the exchange. so that variations in 
stock prices between broker and broker may be 
avoided. 

Needfor Special Training for Membership 

49. It has been shown in the course of this 
report that the lack of training for membership has 
~en a serious hindrance to the maintenance of 
proper standards by member-firms and th~ir 
functioning investment advisers to the pUblIc. 
One way of remedying this will be to insist on a 
minimum educational qualification and five years 
of apprenticeship in a member-firm as essential 
qualifications for membership. Provision must 
also he made for a special course oftraining being 
given to those intending to take up a stock market 
career. 

50. A few memberships of the London Stock 
Exchange are reserved for authorised clerks who 
come up to certain standards of proficiency, and 
opportunities are also given to them for obtaining 
training. II is essential that such opportunities 
should be given to auhorised clerks on the Indian 
stock exchanges also, and it will be desirable to 
make provisi;m for the really competent among 
them heing elected to membership. It may also be 
advisable to select every year a certain number of 
the clerks for the training mentioned ahove, so 
that by the time they become eligible for mem­
bership, they may become well equipped for 
discharging their responsibilities properly. 

Holidays 

51. Apart from the habit of keeping stock 
exchanges closed when it suits the convenience 
of the governing board, there is an inclination to 
have ~oo many holidays on stock exchanges in 
India. Rules may be so modified that the market 
will only be closed for purpose of holidays, on all 
Sundays, all bank holidays declared by the 
Government under Negotiable Instruments Act 
(which are themselves too many) and special 
religious holidays considered essential in the 
particular area. 

Clearing Houses 

52. One serious obstacle to the establishment 
of clearing house is its heavy cost. Nor can 
Government be expected to incur expenditure for 
this purpose. If, in our two largest cities, the bulk 
of the business comes into one stock exchange, 
the maintenance ofa clearing caring house should 
become economical. In centres where clearing 
houses are not available, settlement may be done 
in the stock exchange halls during fixed hours 
under the supervision of its authorities. 

Blank Transfer 

54. The causes for the popularity of blank 
transfers have been dealt with in Chapter IV. This 
question has given rise to an acrimonious con­
troversy. In countries where every company has 
an office at the headquarters where the 
predominant stock exchange is located, transfers 
can be easily effected. This is the case in the U.K. 
But in India, head offices of many companies arc 
located in distant cities and towns, and commu­
nication between them take a long time and 
involves much cost. In these circumstances. if the 
blank transfer is made bad delivery, as suggested 
by the Morison Committee. it would greatly 
impede the work of stock exchanges and under­
mine liquidity, which is essential for investment 
and capital formation. After all, blank transfer has 
not been abolished in any country; it has been held 
valid delivery even by the Privy Council. We 
should devise some method by which the facilities 
for over-speculation and tax-evasion can be 
greatly reduced, without undermining the 
liquidity of securities. 

55. Various steps can he taken forthis purpose. 
The first step must be to sec that dividends of 
companies are distributed to registered share­
holders only. The position is quite different now. 
Secondly, we must limit the currency of the blank 
transfer, say to two months, and for this purpose 
Government must insist on the use of transfer 
forms emhossed with stamp fee and date of issue. 
The buyer then will have to take steps to register 
the transfer with the company within two months. 
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Uniform rules must be adopted by all stock 
exchanges in this matter, and they will have to be 
strictly enforced. 

56. One of the factors that have encouraged 
blank transfers in the past is the high stamp duty 
charged by the Government, and the large transfer 
fees by some companies. It is for Government to 
see if both these charges are reduced. Thereby it 
may also be possible to reduce evasion and to raise 
larger revenues from these items. 

Over-tile-Counter Market 

57. So far. we have dealt with the organised 
stock exchanges. Much as we may desire that 
trade in stocks and shares should be concentrated 
in organised stock exchanges, there may still be 
private firms and dealers. They have special 
facilities in dealing with certain classes of scrips, 
especially new issues, and such issues which for 
some technical reason or other may not be 
accepted for trade on the stock exchanges. 
Especially in towns not served by stock 
exchanges. dC;!alers are bound to spring up to meet 
the needs of local people. All these have to be 
compulsorily licensed as otherwise business is 
bound to !low from regulated to unregulated 
areas. The regulation of these pri vate markets is 
essential. seeing that serious abuses are rampant 
and frauds widely practised in this section of the 
stock market. 

58. Stringent rules have been drawn up by the 
Board of Trade in U.K. for the licensing of private 
dealers. We in India may with advantage draw on 
these rules. The following are the conditions of 
licensing in the U.K.:-

(i) The giving of true infonnation as prescribed 
and substantiated by a statutory declaration; 

(ii) The provision of reference as prescribed; 
(iii) The provision of sureties as prescribed; 
(iv) Undertaking to comply with prescribed 

conditions as to the conduct of rules; and 
(v) That the applicant is not an undischarged 

bankrupt or has not been convicted of any 
offence involving fraud or dishonesty. 

59. If, as in the U.S.A.. when any association 
of private dealers is to be formed. it should be 
registered and licensed as a stock exchange. 

Reform afCompany Law 

61. With a view to discoUl"aging the malprac­
tices. regarding share dealings, of promoters and 
directors of companies. provision should be made 
for the following in the amended Act:-

(i) In the case of new flotations, information 
regarding distribution of holdings at the 
time of allotment should be reported to the 
National Investment Commission or other 
authority established for stock market 
regulation. 

(ii) Immediately after the issue and original 
sale of shares a separate statement con" 
taining detailed information regarding 
allotment to directors, their relations and 
friends, and underwriters, if any, for the 
purpose of holding beyond the period 
agreed to for underwriting should also he 
sent to the above authority. For such 
reporting a definite period should he stip­
ulated in the Act. 

(iii) Any change within a period of six months 
in the holdings of shares of a company by 
any of its directors or officcrs or even its 
auditors, directly or indirectly, should be 
forthwith reported to the said authority by 
the secretary of the company. 

(iv) Stagging by the dircctors or other officers 
of the company. directly or indirectly in the 
names of others, whether relations or 
otherwise, should be prohibited and even 
penalised by the forfeiture of such office. 

(v) Any purchase or sale of securities of a 
company by any of its own directors or 
officers or even its auditors, directly or 
indirectly, at any time within six months 
prior tothe declaration of dividend, whether 
the security is registered or held in blank. 
should be reported to the said authority hy 
the company as well as by the person 
concerned with the transaction. 
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(vi) Declaration of dividends should be com­
municated to the said authority and the 
various stock exchanges, telegraphically or 
otherwise in minimum time. so that it may 
be published simultaneously in the differ­
ent trade l:cntrcs. 

(vii) Companies should be statutorily required 
w submit quarterly balance sheets. 

62. With a view to discouraging blank transfer 
and allied evils, the following measures are 
desirable: 

(i) Translcr fees chargeable by companies 
should be statutorily fixed and should be on 
the same ad valorem basis, i.e., it should 
not vary among the companies. 

(ii) A period for completing the process of 
transfer and registration of shares by the 
wmpany should be statutorily fixed. 
Deviations or evasions should be penalised 
hy a right to claim damages or loss. The 
pcriod for transfer should be so fixed as to 
make the limitations of life of blank transfer 
pral:ticable. 

(iii) Similarly a period for splitting or sub­
division of scrips should he deli ned and 
fixed. 

(iv) Companies should issue certificates in 
Illmkctable lots as prat.:tised on recognised 
stock exchanges. 

(v) Scrips in respect of new issues of com­
panies should be issued within a specified 
time after the date of subscription of capital. 
(Long delays have happened in some cases 
on the ground that printing was delayed). 

Supply o/Stat;stics 

66. It is essential that Government should have 
power to collect statistics from stock ext.:hanges 
and dealers. One of the conditions of licensing 
must be the scnding of certain periodical returns 
tu Government. and provision must also he made 
for the supply of any additional statistics that may 
he ~alled for. 

67. It should be a condition of registration of 
stock exchanges that they should supply statistics 
regarding their volume of business weekly to 
Government. For this, purpose every member 
must file with his stock exchange an account of 
his daily purchase and sale within an hour of the 
closing of market. Members who give wrong 
information or neglect this duty must he severely 
penalised by stock exchange authorities 

A Sales Tax OIl Secl/r;ty Tmll.I'lICf;o"s 

p8. For undertaking a proper regulation of the 
stock market on any lines, funds will he required. 
It is but fair that such funds should he raised fl'Om 
the securities trade and not from the pocket of the 
general tax-payer. No douht a part of these will 
come from the licence fees levied from stOl:k 
exchanges and outside dealers. hut this cannot he 
adequate. Further, so widespread and important a 
business as slOck market has a duty to t.:onlrihulc 
to the general revenues apart from whatever 
contribution it may he making to the int.:ol1le-tax 
and the new capital gains tax. 

70. I, therefore, recommend that a sales tax on 
share transactions should he levied every time a 
st.:rip is sold. The proper procedure will be for 
every member of the stock exchange to suhmit LI 

list of his sales every evening \0 the committee Dr 

the stock exchange with a full amount or tax as 
fixed by Government, The tax may he levied at 
either of the 1/2 per cent of the market value of 
the shares sold or 2 per t.:ent on the par value of 
the shares whichever is higher. 

71. This tax may not be regarded as a serious 
burden and will be passed on to buyers just as 
sales tax is now passed on. An advantage of this 
tax is that it will also be a curb upon speculation 
but a premium on investment. Those who spec­
ulate on shares will have topay duty several times, 
over and over again, but the investor will have 
only a light burden. At the same time the burden 
on the speculator is not heavy enough lo dis­
courage him altogether. Therefore, it may serve 
as an clastic source of revenue. or murse, the tax 
will have to be levied, not only from members of 
the stock exchanges hut also from pri vate dealers. 
Strict provisions will have to be made for this in 
the regulation of the over-the-counter markel. 
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{The Summary ofollly Chapter IV ()l the report is presented below./ 

CHAPTER IV. 

CAI'ITAL MARKET 

24. The amount of capital raised from new 
issues. on an average, has been of the order of Rs 
58 crorcs per annum during the decade ended 
31.3.1980. There has, however, been a sharp 
increase in the quantum of capital raised from new 
issues in 1981-82 due, inter alia, to liberalization 
of investment policies and procedure by the 
Government. 

25. Thc favourable public response to issues 
of such shares is, however, mostly confined to 
well established companies. Issues by new con­
cerns continue to be unattractive even if the 
prqjects are considered to be viable. 

. 26. In the case of debentures, the over­
subscription has been confined mostly to con-
vertible debenturcs. and almost all 
non-convcl1ihle debentures were 
under-subscribed and some of them heavily so. 

27. Apart from new issues, the companies have 
been raising capital by means of right issues and 
through company deposits. The amount raised 
through right issues has recently become quite 
substantial. Company deposi ts hold a crucial 
position a1; a significant source of finance for 
meeting the working capital requirements. 

28. Mobilisation of resources by the private 
corporate sector has not been commensurate with 
the growth in the household savings. Measures 
would need to be taken in order to draw a larger 
proportion of the household savings by way of 
company securities. To this end, the Study Group 
has made a sct of recommendations intended 

a) to improving the attractiveness of the 
instruments to the savers and 

b) to strengthening the infrastructure of the 
capitlll market. 

29. Shares of companies promoted by new 
entrepreneurs have not found favour mainly due 

to lack of return in the initial years. In order to 
mitigate this problem. the Study Gruup feels that 
such companies should be enabled to go in for 
public issues only at a stage ncar the completion 
of the project. Till that time. the financial insti­
tutions could provide the required funds by way 
of project loans. This facility may be extended 
mainly to medium sized and large projects pro­
moted by non-MRTP and non-FERA companies. 
The details and modalities Oflhc implementation 
of the scheme may he worked out by the financial 
institutions. 

30. It has been represented to the Study Group 
that in addition to the above there should be a 
scheme under which investors in new equity can 
be assured a reasonahle return by way or interest 
on the amount invested, pending earning of suf­
ficient profits by the company 10 dedarc divi­
dends. There is considerable mcrit in the principle 
underlying the suggestion but there arc some 
problems in the implementation oj' (his sug­
gestion. The Study Group would rel:omlllend that 
the proposal may be examined in detail and a 
practical alternative scheme he evolved. 

31. The proportion of capital raised by way of 
preference shares has steadi I y come down over 
the years. In part, this rhenolllCllon appears to he 
the result of more allracti ve instruments of 
securities now available to the investing puhl ic. 
With a view to correcting this. the Study Grour 
recommend that the ceiling rate on dividend un 
preference shares may be raised to 159;. 

32. Stock Exchanges playa crUl:ial role in the 
mobilisation of savings for investmcnt in indus­
trial securities and in strengthening the capital 
market. The spread of stock exchanges is rather 
limited and their functioning has left much to be 
desired. Thc Study Group re<.:ommcnos lhat the 
functioning of the stock exchanges needs to he 
studied in depth by a High-rowel-cd Committee 
very urgently with a view to ensuring that the 
working of the stock exchanges is not disrupted 
by recurrent crisis, that they are ahlc tocfficiently 
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handle a much larger volume of instruments and 
that their management is broad based so as to be 
representative of all the interests whose activities 
are influenced by the functioning of these 
exchanges. 

33. The existing procedure for raising capital 
by companies from the market is both time 
consuming and expensive. There would seem to 
be a need to consider the streamlining of the 
existing procedures and requirements with a view 
to making the issue of capital simpler and less 
expensive. 

34. The restrictions on the duration of transfer 
deeds arc reported to be impeding the fresh flow 
of transactions of stock exchanges, The Study 
Group feels that there is a need to extend the 
period of the validity of the currency of the 
transfer deeds. 

35. A factor which seems to inhibit the 
development of an· active secondary market in 
debentures is the high rate of stamp duty on 
transfer of debentures imposed by some State 
Governments. The Study Group recommends that 
the rate of stamp duty be uniformly fixed by all 
State Governments at 50 paise for Rs. 100/-. The 

Group further suggests that the stamp duty should 
be related to the consideration amount and not to 
the face value of debentures. 

36. Return of the excess application money in 
time is necessary to ensure flow of funds into the 
corporate sector. The Study Group recommends 
that Section 73 of the Companies Act be amended 
providing for payment of interest on the excess 
application money at a penal rate of interest for 
the period of delay beyond 10 weeks from the date 
of closure of the SUbscription list till the date of 
despatch of refund orders. Pending an amendment 
of the Companies Act, the Group feels that the 
Ministry of Finance may consider the feasibility 
of issuing a suitable guideline to the stock 
exchanges. 

37 .. The Study Group had received a numher 
of other suggestions which it has not found 
possible to accept. These pertain to liberalisation 
in regard to grant of loans against shares, raising 
of debt-equity ratio, raising the rate of interest on 
debentures and increasing the ceiling on the 
amount of deposits that can be accepted by 
non-banking and non-financial companies. The 
Study Group feels that in all these cases, the status 
quo should continue. 

REPORT OF THE HIGH-POWERED COMMITTEE 
ON STOCK EXCHANGE REFORMS 

(Chairman: G.S. Patel, India, Ministry of Finance, 1986.) 

/The Summary of the main recommendation of the committee are presented be/ow. The separate 
Sl//ll1nary of amendments to the related laws and rules. presented in the report, (Ire not reproduced 
since they are referred to in the different chapters.] 

I Organisation and Management of Stock 
Exchanges 
Form of Or ganisati Oil o/the Stock Exchallges 

The Committee recommends that it would be 
appropriate to have a uniform model for the 
organisation of the Stock Exchanges in the 
country on the lines of the companies limited by 
guarantee without share under the provisions of 
the Companies Act, 1956. 

Once a uniform model of organisation is 
adopted, all the Stock Exchanges should be 
required to have common Memorandum and 
Articles of Association. In this connection, it is 
suggested that the Memorandum and Articles of 
Association of Madras and Pune Stock 
Exchanges which are organisations limited by 
guarantee may be taken as a model with suitable 
modifications as may be required. 

The Committee is of the opinion that besides 
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regulating the working of the Stock Exchanges, 
it is also important to regulate the activities of all 
others associated with the Stock Exchanges. The 
Committee, therefore, recommends that either a 
separate legislation be enacted or comprehensive 
amendments to the Securities Contracts (Regu­
lation) Act may be made providing for the 
incorporation and regulation of the Stock 
Exchanges and for regulating the activities of 
those concerned, directly or indirectly with the 
securities industry. 

Pending amendments to the Securities Con­
tracts (Regulation) Act or the enactment of a 
separate legislation, the Committee recommends 
that hereafter the Government should grant rec­
ognition only to such Stock Exchanges consti­
tuted as companies limited by guarantee and 
licensed under Section 25 of the Companies Act, 
1956. Also, in respect of existing Stock 
Exchanges which are unincorporated associ­
ations of persons, they should switch over to the 
new form of corporate organisation by following 
the procedures laid down in the Companies Act, 
1956. As regards the Stock Exchanges which are 
companies limited by shares, they should follow 

limited by shares, rather than wait for these Stock 
Exchanges to complete the formalities for reor­
ganisation on their own volition. 

Management of the Stock Exchanges 

The Committee recommends that immediate 
steps should be taken by the Government to 
broadbase the existing GO\,l:rning Bodies of the 
Stock Exchanges to make them fully repre­
sentative of various interests. 

The Governing Body of each of the Stock 
Exchanges should consist of elected and non­
elected members on a 50:50 basis not exceeding 
18 in number, excluding the Chairman and the 
Managing Director. Additionally, the financial 
institutions should have a right to appoint their 
nominees not exceeding 2 in number on the 
Governing Body of any Stock Exchange which 
avails of financial assistance from them. 

The Committee further recommends the fol­
lowing conditions for the elected Directors: 
(a) The elected Directors should he from 

amongst the existing members of the Stock 
Exchanges. 

(b) the procedure for reorganisation as laid down in 
Sections 391/394 of the Companies Act, 1956, by 
obtaining the approval of their members at a (c) 
general meeting and also of the High Court for 

1/3rd elected Directors should retire every 
year by rotation. 
The elected Directors may have a maximum 
of 2 consecutive terms of 3 years and after 
a minimum break of onc term, they may be 
eligible for re-election of further 2 terms of 
3 years each. Thus no member can hold the 
Office of Director for a period exceeding 12 
years in the aggregate. 

the reduction of capital under Sections 100 to 104 
and thereafter seek the approval of the Central 
Government under Section 25 of the said Act. 
Where the existing Stock Exchanges are com­
panies limited hy guarantee but with share capital 
incorporated under the Companies Act, 1956, 
they should take suitable steps to get themselves 
licensed under Section 25 of the said Act. 

With a view to expediting the reorganisation 
of the existing Stock Exchanges the Committee 
recommends that the Securities Contracts (Reg­
uhltion) Act should be amended expeditiously so 
as to empower the Government to bring about the 
recommended changes in the organisational 
structure of the Stock Exchanges which are 
presently association of persons or company 

The nominated members of the Governing 
Bodies should be nominated hy the Government 
from the Government departments, development 
banks/institutions, investment institutions. the 
Reserve Bank of India, economists having nec­
essary expertise in stock and capital markets, 
industrialists and professionals from J'ecognised 
bodies such as Institute of Chartered Accountants 
ofIndia, Institute of Costs & Works Accountants 
of India, Institute of Company Secretaries of 
India, Institute of Management. etc. The terms 
and conditions of services of such nominated 
members should be decided by the Government. 
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The nominated members should be adequately 
compensated by the Stock Exchanges. The 
position of the President of the Stock Exchanges 
may be dispensed with. Instead there should be a 
Chairman of the Governing Body to be appointed 
by the Government of India. 

As regards the appointment of Chairman of the 
Governing Body, the Committee recommends 
that a panel of 3 names of independent persons 
may be recommended by the Governing Body of 
the Stock Exchange concerned, In case, however, 
the Government docs not approve of any of the 
names on tho panel suggested by the Governing 
Body for the Chairmanship, the Government may 
appoint any person of their choice in consultation 
with the Governing Body. Such a Chairman of 
the Governing Body should be an independent 
person not having any direct or indirect interests 
in the trading activities of the Stock Exchanges. 

The tenure of the Office of the Chairman 
should be for a period of 5 years and he should be 
eligible for reappointment foronly one additional 
term of 5 years. 

The Committee recommends that there should 
also he a post of Vice-Chairman which may be 
filled up by way of election by the Governing 
Body from among the elected Directors. 

Each of the Stock Exchanges should have a 
Managing Director who should possess the req­
uisite expertise in the field and who should not 
have any direct or indirect dealings in industrial 
securities. The terms and conditions of service of 
sueh a Managing Director should he determined 
hy the Government. The Managing Director 
should have a term of 5 years which may be 
further extended from time to time at the discre­
tion of the Government hut not beyond the age of 
6S. 

The Stock Exchanges should also have spe­
cialised ,departments dealing with different 
aspects of their business activity. 

In addition to the defaults commillee. arbi­
tration committee. etc., the Stock Exchanges must 
have at least 2 other committees one for planning 
and development of securities business and the 
other for the purposes of audit. It is recommended 
that the Governing Body of the Stock Exchanges 
should co-opt eminent persons on such commit­
tees. The Committee also recommends that the 
defaults committee and aroitration cOIllmittee 
should eaeh be headed by an eminentmdepcndent 
Chairman. 

The Governing Body of the Stock Exchanges 
should be vested with adequate power and 
authority to institute civil and criminal proceed­
ings against the members and non-members for 
any hreaeh or violation of any of the provisions 
of the Securities Contracts (Regulation) Act. 
Rules, directives, etc. The Securities Contract 
(Regulation) Act, the Rules framed there-under. 
etc .. may be suitably amended. 

Overall Admil/istratiol/, SltpelTisiol1 and Control 
of The Stock Exchal/ges ill the COl/lltry 

The Committee docs not favour setting up of 
a Commission on the lines of Securities and 
Exchange Commission as in USA. The Com­
mittee recommends that an apex hody called the 
Council for Securities Industry be established 
instead (The functions of the proposed Council 
have been enumerated in the Chapter), The 
composition of the Governing Body of the 
Council for Securities Industry should be a~ 
under: 

Number of members: Mouc of selection: 
4 Chairmcn '01' the Stock E\,hangcs. at least one of 

whom should Il!; a Chairman of a smull Stod 
EXLhangc. . 

4 Independent mClllhers t'nUll Government officials. 
expens from the liell! of corporate tinanLc. ,0111, 

mcree, accountancy, managelllellt and luw «nOl IIUlfC 

than two from Government official),). 
2 One memberea,h from Investment and development 

finance institutiom whidl would hc ,ol1tnbuting 
towards the initial capital of the Council for Securilles 
Industry. 

10 Tol-al Members 
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Additionally. the Govcrning Body of the 
Council should he headed by a whole-time 
Chairman-cum-Managing Director. 

Institute of Chartered Accountants or Comp,my 
Secretaries. Cle .• by the financial institutions. 
Universities or the Institutes of Management. The 
Institute can also offer a special diploma course 

The appointment, tenure of the Office, terms ofayear's duration rorthose seeking membership 
and conditions of service of the members of the of the Stock Exchanges as also for the existing 
Governing Body of the Council including its members, authorised assistant clerks and for the 
Chairman-cum-Managing Director may be persons working in the Stock Exchanges, 
determined hy the Government. . investment and financial institutions. 

The Council for Securities Industry should be 
a statutory body with adequate powers, embodied 
III the statute to enahle it to function effectively. 

The Council. to begin with. should have 
Regional Offices where the principal Stock 
Exchanges arc situated. Later, if need he, Branch 
Offices wuld be established at other centres 
where the Stock Exchanges are situated. 

The initial funding for the establishment of the 
proposed Council should be done by the financial 
institutions, particularly the investment institu­
tions by way of subscription to its initial capital. 
Subsequent expenses of the Council can be met 
from the levy on the turnover of the Stock 
Exchanges, surcharge on the listing fees, etc. 

The strength of the Stock Exchange Division 
of the Ministry ofFinancc should be considerably 
increased and upgraded. 

II Membership of the Stock Exchanges . 
El/llcafional and Professional Qualifications 

(i) The Committee recommends that for the 
present the minimum basic educational standard 
should be pegged at XIIth standard or equivalent. 
After 5 years or so. the Question of raising the 
minimum educational standard to graduation 
could be examined. 

(ii) The Committee further recommends 
establishment of a separate Institute designated 
as National Institute of Investment and Financial 
Analysts in the country. This Institute should he 
established on an All-India level on the lines of 

(iii) The Committee has separately recom­
mended the cstablishment or a Council for 
Securities Industry. Thc Committee is of the 
opinion that this Council. in collaboration with 
Institutes of Management or Institutes of Char­
tered Accountants/Company Secretaries or India 
or the Universities. should organise diploma 
course of a year's duration through the Stock 
Exc~anges for those desiring the membership of 
Stock Exchanges. 

Candidates seeking memoership or the Stock 
Exchanges must as a pre-requisite qualify for the 
diploma offered either hy the National Institute 
of Investment and Financi'll Analysts or by the 
Council for Securities Industry. The Committee 
also recommends that there should be no excep­
tions as regards the completion or this diploma 
course, for persons succeeding to the established 
business of a diseased or retiring member of the 
Stock Exchange. 

(iv) With a view to professionalising the 
existing members. all Stock Exchanges must 
conduct. from time to time. pari-time refresher 
course of 6 to 8 weeks' duration. 

(v) The Council for Securities Industry should 
. also organise induction courses periodically for 
sub-brokers licensed securities agents and 
licensed dealers for canvassing business for 
industrial securities. 

(vi) Members of the Stock Exchanges and 
others associated with the working of the Stock 
Exchanges should have reasonable background in 
economics, corporate finance. tax.ation, etc. 
Further. these persons must be reasonably con­
versant with the provisions of various Statutes. 
Securities Contracts (Regui:ltion) Act. 1956, 
Securities Contracts (Regulation) Rules. 1957. 
Companies Act, 1956, Capital Issues (Control) 
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Act. 1947, Income Tax Act. 1961, Monopolies 
Restrictive & Trade Practices Act, \969, policies 
of financial institutions, etc. 

Experience and Practical Trailling in the Busi­
ness 

(i) In case of candidates desiring membership 
of the Stock Exchanges and who have passed at 
least XIIth standard, the minimum experience 
should be as under: 

(a) three months in case ofMBAs, Chartered 
Accountants, Cost Accountants, Com­
pany Secretaries or post-graduates In 

commerce or economics; 
(b) Six months in case of others. 

(ii) Other candidates who are presently 
working as authorised assistants/clerks or 
apprentices of a member who do not have the 
required minimum educational qualifications but 
have qualified for the diploma! certificate course 
organised by the National Institute ofInvestment 
and Financial Analysts or the Council for Secu­
rities Industry, must undergo practical trai ning for 
two years with a stock-broking firm. 

(iii) Each Stock Exchange must have a panel 
of approved members who are in a position to 
impart adequate knowledge and training to the 
aspirants for membership. 

Filllll/cial Soil'elle." and Vii/hi lit.\' 

(i) Security Deposit: 

The Commillee recommends fixation of 
security deposits (for doing business only in 
non-specified shares) per member for different 
Stock Exchanges as under: 

Bombay Slllck Exchange 
C.liculla Siock Exchange 
Deihl SIOl:k Exdange 
Madras Sind Exchange 
Ahmedabad Siock Exchange 
()Ihcr SlOck Exchanges 

I,OO,O(X) 
75,O(X) 
75,()(X) 
50,()(X) 
50,O(X) 
25,000 

Security deposits should be further stepped up 
by 50 percent if the member wants to do business 
in 'specified shares', It is also recommended that 
such security deposits should preferahly he taken 
in cash, and only in exceptional cases they should 
be taken in approved liquid securities with a 
margin of 25 percent. However, in no event, the 
membership card or the sharcls of the Stock 
Exchanges should be considered to he an 
approved security, Only such memhers who have 
paid the security deposit in full should be per­
mitted to conduct any business in industrial 
securities. However. in case of new memhers, the 
facility of payment of the security deposit in t w() 
installments may be given in deserving cases with 
such restrictions as the Governing Body may 
Impose, 

The Stock Exchange authorities may, in their 
discretion, collect from any member additional 
security deposit. 

(ii) System of Net Capital Requirements or 
Liquidity Margins: 

The Commillee feels that there should be a 
linkage between the volume of husiness and 
owned funds of a memher in his business. It. 
therefore, recommends that in addition to security 
deposit as aforesaid, a system of 'net capital 
requirements' Of 'liquidity margins' should be 
evolved by the Stock Exchange and limits fixed 
for each memher in relation thereto, for doing 
separate types of business such as cash husiness, 
forward business, underwriting business, etc. 
Details of this scheme may he worked out sepa­
rately by the Council for Securities Industry. 

(iii) Annual Subscription: 

Annual subscription for membership should 
be minimum of Rs 2,5()O per annum for smaller 
and new Stock Exchanges. In m,~jor Stock 
Exchanges the same should be ,II least Rs 5,(}OO 
per annum. 
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Publicity by Members 

The Committee is of the opInIOn that the 
members of the Stock Exchanges may be allowed 
to issue advertisements in any media, provided 
the advertisements are within the guidelines 
framed for the purpose. Besides, copies of all 
advertisements should be preserved by the 
members for three years as the same should be 
available for inspection wheneverrequired by the 
Stock Exchange authorities. 

Other Issues 

Provision for admission to membership": 
(i) In view of the changes suggested in the 

educational and professional qualifications, 
experience and training, present rule regarding 
election to the membership, being approved by 
the two-thirds of the votes cast in the meeting of 
the Governing Body, would be redundant. 

(ii) Candidate for membership should be asked 
to give relerences of two reputed persons, one of 
whom may be a member of the Governing Body 
or any other member having at least 7 years 
standing or a member under whom he has 
received his training. 

(iii) Membership may be approved by a simple 
majority of the members of the Governing Body. 
In the event of the candidature being rejected by 
the Governing Body, the candidate shall have the 
right to appeal to. the proposed Council for 
Securities Industry whose decision shall be final 
and binding. 

(iv) The Committee is of the view that it would 
not be advisable to make financial institutions and 
commercial banks eligible for the membership of 
the Stock Exchanges. 

Right of nomination/transfer of shares: 
(i) The committee recommends that the 

membership should be always open to any person 
who is quali fied, having adequate experience and 
has also qualified for a professional diploma 
indicated earlier in the Report. 

(ii) At present, the entry into stock broking 
business is very easy for members, close relatives, 
etc. There cannot be any objection to such persons 
being admitted as members. However, with a 

view to professional ising the membership of the 
Stock Exchange, it is recommended that the 
norms of eligibility for membership in regard to 
educational qualification, experience and practi­
cal training, etc., as recommended above, should 
also apply to those acquiring membership on a 
hereditary basis or through nomination. 

(iii) With a view to allowing the heirs of a 
deceased member or'the resigning member the 
benefit of the goodwill of the business, it is 
recommended. that 50 percent of the prevalent 
admission fee should be paid to the nominee/heir 
of the deceased member or resigning member as 
compensation." This facility should also be 
extended to the existing members as well. The 
Securities Contracts (Regulation) Act Rules may 
be suitably amended for the purpose. 

Inactive members:' 
(i) The Committee recommends that the pro­

visions of the Securities Contracts (Regulation) 
Act Rules may be amended to enable the 
Governing Body of the Stock Exchanges to ter­
minate memberships which are dormant for a 
period of one year or more. 

(ii) The Committee further recommends that 
the Ministry of Finance or the proposed Council 
for Securities Industry should lay down norms 
defining the minimum amount of business (incl­
uding subscription to new issues. buying and 
selling of scrips. underwriting, etc.) to be done by 
each member to remain in business. These norms 
should, however, vary from one Exchange to 
another and may be reviewed from time to time. 

(iii) In the event of termination of inactive 
membership where the membership card is held 
by the heir/nominee of a deceased member or in 
the case of a member who has retired from active 
operations, in all such cases the card holder or the 
successor must be paid 50 percent of the admis­
sion fee prevalent at the time of termination. 

Corporate membership: 
The Committee is of the view that the com­

panies may be allowed membership of the Stock 
Exchanges on the lines suggested by the 
Government, provided: 
(a) The company is formed in compliance with 
Section 322 of the Companies Act. 1956. 
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(b) All the Directors assume unlimited liability, specialists and evolve a suitable scheme of 
and encouragement as is done in the case of new 
(c) A majority of the Directors are members of entrepreneurs. 
the Stock Exchanges and also shareholders of the 
corporate member. 

Multiple membership: 
(i) With a view to encouraging all the Stock 

Exchanges in the country and facilitating arbitrate 
transactions. interflow of information, etc., it is 
suggested that to begin with multiple membership 
may be permitted in major Stock Exchanges. A 
member of a minor Stock Exchange may, how­
ever, be permitted to be a mem ber of a major Stock 
Exchange as well. 

(ii) Members of Stock Exchanges should be 
encouraged to open branch offices at different 
places excluding centres where minor Stock 
Exchanges are situated. 

Increase in membership: 
The constitution of Stock Exchanges should 

be suitably amended so that the present inbuilt 
hurdles which prevent continuous increase in the 
membership of Stock Exchanges are removed. 
For the purpose. the Committee recommends that 
the existing Stock Exchanges should be recon­
stituted as companies limited by guarantee and 
that the Stock Exchanges to be established in 
future should also be similarly constituted. The 
Securities Contracts (Regulation) Act may be 
amended to give powers to the Government to 
direct the Stock Exchanges to increase their 
membership. 

Specialist members: 
(i) The Committee recommends that a class of 

specialists members be created who would spe­
cialise in buying and selling of some securities, 
particularly the inactive ones, allotted to them on 
the Stock Exchanges. 

(ii) These specialists should be allowed to keep 
inventory of securities in which they specialize. 
To augment their financial strength for the said 
purpose, Reserve Bank of India may be requested 
to permit Commercial banks to grant liberal 
advances to such members on the strength of 
certificates issued, by the Stock Exchange 
authorities. Also the financial institutions may be 
requested to give lines of credit to this class of 

Authorised assistants/c lerks: 
(i) The members must be made fully respon­

sible for any business transacted by the authorised 
assistants/clerks irrespective of any private 
understanding or arrangements amongst them. 

(ii) All existing and future authorised assis­
tants/clerks should be asked to place a scwrity 
deposit as under: 

Centre 

Bombay 
Delhi 
Calcutta 
Ahmedabad 
Madras 
Other Stock Exchanges 

Amount (Rs) 

to,OOO 
7.500 
7,500 
7.500 
S.O()O 
2.5()(l 

In case the authorised assistants/clerks also deal 
with public and procure orders for the members, 
besides trading on the Iloot:. they may he required 
to pay additional security deposit to the extent of 
lOOper cent ofthe aforesaid amounts. 

(iii) Authorised assistants/clerks who arc 
badge-holders should pay annual subscription to 
the Stock Exchanges as under: 

Centre 

Bombay 
Delhi 
Calcutta 
Ahmedabad 
Madras 
Other Stock Exchanges 

Amounl (Rs) 

5()O 
250 
250 
250 
250 
I!)() 

(iv) Members of the Stock Exchanges sh<)uld 
be required to take suitablc insurance wyers in 
respect of the acts and omissions of their autho­
rised assistants/clerks. 

(v) After 1987, all authorised assistants must 
qualify for a diploma/certificatc course to be 
conducted by the Council ror Securities Industry. 

Sub-brokers: 
The dealing with the suh-hrokers should he 

effectively regulated and controllcd and they 
should be brought under the discipline of the 
Stock Exchanges. Further, the member broker~ 
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should be madefully responsible and accountable member fixed by the Body administering the 
for the dealings and the acts and omissions of the fund, depending upon the period of membership 
sub-brokers attached to them. of the deceased member. 

Licensed dealers: 
(i) Dealers in securities should be licensed 

from one of the recognised Stock Exchanges in 
or nearhy their place. 

(ii) The licensed dealers should be of sound 
financial means and should pay a sel:Urity deposit 
or Rs 25,000. 

(iii) The licensed dealers must be required to 
undergo an induction programme of a fortnight 
or a month's duration within 6 months of their 
being licensed to act as a dealer. In addition, they 
should undergo such training programmes or pass 
such examinations conducted by the Stock 
Exchanges or the proposed Counci I for Securities 
Industry within a period of three years of their 
becoming dealers as may be prescribed. 
Exemptions may, however, be given in case of 
highly qualified licensed dealers. 

Licensed securities agents: 
In the opinion or the Committee it will be 

useful to have an additional class of licensed 
securities agents situated at places where there arc 
no Stod Exchanges. The functions of these 
agents should only be to canvass new issues of 
industrial securities and to assist the investors in 
documentation relating to transfer of securities, 
filling up of application forms, consolidation of 
holding, etc. In this context, the Committee rec­
ommends that the agents of the Unit Trust of 
India, Life Insurance Corporation of India and 
General Insurance Corporation of India and its 
subsidiaries may be licensed for the purpose. 

Audit of the accounts of the members: 
The Stock Exchange authority should under­

take. whenever deemed necessary, audit and 
inspection of the books of accounts and 
documents of any member and 'sauda' books of 
authorised assistants. For the above purpose, a 
special task force may be created by each of the 
Stock Exchanges and the reports thereof should 
be placed before their respective Governing 
Bodies at regular intervals. It is also suggested 
that the Stock Exchanges should establish a panel 
of outside auditors for the purpose. 

Disputes amongst members or Stock Exchanges: 
In the event of disputes or claims/counter­

claims between members of different Stock 
Exchanges the same will be referred to the 
proposed Council for Securities Industry and its 
decision should be final and binding on the 
parties. 

Other recommendations: 
(i) It may be provided in the Securities Con­

tracts (Regulation) Act that the penlling orders of 
the clients on the books of a broker will be 
executed first before any order on account of the 
broker himself or on account of his partner or 
employee is executed unless the intention behind 
such an order is to earn commission only. 

(ii) The contract note issued by a member must 
separately give the price at which the security is 
purchased/sold, time at which the purchase was 
put through and the brokerage charged. It must 
also be indicated therein. whether the hroker is 
dealing with the client as a dealer or as a broker. 

Gratuity fund: III Listing of Industrial Securities on Stock 
The Committee is of the 0pwlOn that the Exchanges 

gratuity fund for the members may be established 
and every member whether existing or new or 
active or not, should be asked to contribute a 
certain minimum amount towards the fund. In the 
event of the demise of a member, a fixed sum may 
be paid to his family, over and above the amount 
rep~esented by voluntary contributions per 

A company seeking enlistment on u',Stock 
Exchange, at present, has to apply for the purpose 
to the regional Stock Exchange as well as to the 
other Stod Exchanges where it wants enlistment 
along with the prescribed documents. The pro" 
cedure is not only time consuming but \llso 
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involves considerable unnecessary expenditure 
for the companies. The companies seeking 
enlistment on more than one Stock Exchange 
may, therefore, approach only the regional Stock 
Exchange for approval of the listing application. 
For purpose of enlistment on other Stock 
Exchanges, the companies need to submit only a 
simplified listing application. Upon approval of 
the regional Stock Exchange. the companies 
would be automatically listed in the other Stock 
Exchanges where the applications have been 
made for enlistment. 

The main listing application form, the sim­
plified application form, the listing agreement and 
the practices adopted by the Stock Exchanges for 
grant oflisting should be uniform for all the Stock 
Exchanges. In order to ensure, inter alia, proper 
scrutiny of the listing applications, all Stock 
Exchanges should have a qualified secretary as 
the secretary of the Exchange. The Stock 
Exchanges should not take more than 3 working 
days for admission of securities to dealings on the 
Exchange once the listing application is complete 
in all respects. 

A guidance cell should be set up in every Stock 
Exchange and a uniform check-list containing 
standard set of norms required by the Stock 
Exchanges in respect of formalities to be com­
pleted by the companies regarding listing be 
prepared. 

The powers conferred on -the Government 
under Section 21 of the Securities Contracts 
(Regulation) Act should be invok~ to compel the 
unlisted companies to get their sec!lrities listed in 
the following cases: 

(i) where the companies propose to raise term 

case the companies had made losses in the last 
two years, such companies might either be 
exempted from the compulsory listing or they 
may be given more time for listing of their 
securities. 

The Companies Act or the Securities Contracts 
(Regulation) Act may be amended suitably to 
ensure compliance of these provisions. The 
existing bonus guidelines may he reviewed at 
least with regard to companies requiring to list 
their securities as per the aforesaid net worth 
criterion having a small capital base but, with 
large reserves, so as to permit them to issue bonus 
shares in the ratio exceeding I: I . 

Whenever such companies seek institutional 
finance, the institutions should disburse funds 
only after obtaining the necessary Board reso­
lutions of the companies to list their securities 
within one year of disbursement of loans from the 
financial institutions. 

The minimum paid up capital of a company 
for eligibility for listing should be raised from the 
existing level of Rs 20 lakh to Rs 50 lakh. The 
Minimum paid up capital of non-bahking finan­
cial companies coming under the purview of the 
RB I should be fixed at Rs I crorc for listing 
purposes. 

A listed company ~hould be delisted after 
giving six months' notice if the number of public 
shareholders falls below five for every Rs 1 lakh 
of capital offered to the public or if the public 
shareholding falls below 50 per cent of the public 
offer. These requirements will not be applicable 
if the infractions are due to the holdings of the 
public financial institutions. 

loans (excluding foreign currency loans), Any violations of the provisions of the listing 
debentures from the financial institutions (all .. agreement should be made an offence punishable 
India and State level) or raise resource~ by way by the Stock Exchanges by levy of fine by them 
of issue of. shares/debentures of Rs 3 crores or directly under their bye-laws or by instituting 
more in the aggregate, outstanding any time! and .suitable proceedings in aCourt of Law . In the later 

(ii) the .companies have a net worth of more case, prior approval of the Government must he 
than Rs I crore or have made profits (before tax) obtained by the Stock Exchange. Suitahk pro­
in at least three years out of the last five years. In visions should be incorporated in the Securities 
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Contract (Regulation) Act in this regard. Annual uniform as given below for all the Stock 
listing fees payable by companies should be Exchanges: 

Size of Companies Rupees 

Companies with paid-up share and/or Debenture capital, upto Rs I crore 
Above Rs 1 erore and upto Rs 5 crores 

3,000 
6,()OO 

10.000 
20.O<X) 
30.0(X) 
5.0.()OO 

Above Rs 5 crores and upto Rs 1 0 ~rores 
Above Rs 10 crores and UplO Rs 20 ~rores 
Above Rs 20 crores and upto Rs 50 crores 
Above Rs 50 crores 
Initial lisling fees 

The scale of listing fees for Stock Exchanges 
other than the first two Stock Exchanges, 
including the regional Stock Exchange, should be 
50 per cent of both initial and annual listing fees 
mentioned above. 

The. companies having a capital of Rs 5 crores 
and above should be required to be listed on at 
least two Stock Exchanges, inc\udingthe regional 
Stock Exchange. Further, all existing listed 
companies should statutorily be required to be 
listed compulsorily on the Stock-Exchange of the 
State/area where the registered office or the main 
works/fixed assets of the company are situated. 

All companies which raise capital through 
prospectus should statutorily be required to get 
their securities listed compulsorily provided their 
paid-up capital meets with the minimum 
requirements prescribed in this regard. 

The existing provisions in Clauses 19 and 20 
of the listing agreement have to be amended 
suitably to make them foolproof to ensure that 
companies furnish timely and complete infor­
mation regarding consideration and recom­
mendation of bonus shares or right shares or 
declaration of dividend, to the Stock Exchanges 
so thai there is no scope for misuse of such price 
sensitive information by anyone. 

Suitable provisions should be incorporated in 
thc listing guidelines/consent issued by the 
Controller of capital issues to the effect that the 
promoters/management group of the companies 
should not sell/transfer/hypothecate their shares 
at least for a period of 3 years from the date of 
enlistment on the Stock Exchanges and that the 

5.000 

companies concerned will make suitable 
endorsement to this effect on the share certificates 
issued to the promoters/management group of the 
companies. 

All listed companies should be required to 
furnish unaudited financial results on a half­
yearly/quarterly basis within two months of the 
expiry of the period. for the information of the 
public. 

Suitable guidelines for private placement of 
securities should be evol vcd for the protection of 
investors. Apart from certain information being 
furnished to the Government in the matter, the 
shares subscribed by the original pmmoters 
should not be transferable for a period of the first 
three years. This facl should be 'prominently 
superscribed on the share certificates. 

The feasibility of development of an unlisted 
securities market (U.S.M.) on the lines of such a 
market in the U.K. may be explored to enablc. 
medium and small sized companies which do not 
get their shares listed for one reason or the other 
to come into the listing fold. 

Co'mpanies having provisions in the Articles 
of Association which are not in tune with sound 
corporate practice. such as some specified 
directors having powers or veto tantamounting to 
overruling the majority decisions of the Board. 
should not be listed unless the Articles of Asso­
ciation of these companies are suitably amended, 
to ensure that the majority decision of the Boards 
of Directors shall always prevail in ~11l matters 
relating to the affairs of the companies. 
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The Committee feels that there should be free 
transferability of shares as a matter of principle 
in case of all listed companies. However, some 
problems may arise in companies. However, 
some problems may arise in curtailing the right 
of the Board of Directors of companies to refuse 
tt'ansfer of shares. Nevertheless, the Board of 
Directors of a listed company should nol refuse 
to register the transfer of shares to the nominal 
value of Rs 10,000 subject to the condition that 
the total holdings of the transferee either indi­
vidually or jointly shall not exceed the nominal 
value of Rs 25,000. The Committee is, however, 
glad to note that the Securities Contracts (Regu­
lation) Act has since been amended providing for 
free transferability of listed securities subject to 
inadequate safeguards against undesirable take 
over-bids ordestabilisation of managements. The 
amendment also provides that in case a company 
wishes to refuse transfer of securities on the 
ground that any requirement under law has not 
been complied with, it has to notify the transferor 
and transferee of the same within two months 
from the date of lodgement of the instrument of 
transfer. In other cases, the company will have to 
make a reference to the Company Law Board and 
act according to the directions of the Board. 

The Stock Exchanges should bring out an 
updated brochure on matters relating to listing, 
The Stock Exchanges should make an annual 
review of the compliance of the provisions of the 
listing agreement, publicise the names of the 
companies which have not complied with these 
requirements and submit a report to the Govern­
mi.'ml in this regard. 

With a viewto minimising the cost of servicing 
the shareholders' it is suggested that the minimum 
lot of transfer and sub-di vision corresponding to 
the market unit of trading should be stipulated. 

Companies must be riloliluired to pay interest on 
the amount to be refunded at the ratc of 15 per 
cent per annum from the expiry of ten weeks from 
the date of closure of the subscription list till the 
actual date of posting of the refund order. 

Section 73 of the Companies Act, I 956 may 
he amended empowering the regional Stock 
Exchanges to extend the period for admitting the 
securities of the company for deal ing heyond tcn 
weeks from the date of closure of the subscription 
list in suitable cases on merits. 

The listing agreement may also be amended to 
provide for noti fication to the Stock Exchanges 
any acquisition or disposition by the company or 
by its subsidiary of shares of another company 
resulting in such company becoming or ceasing 
to be a subsidiary company, delivering to the 
Stock Exchanges copies of the Chairman's 
address or other announcements. etc. 

Rule 19(2) (a) (iv) of the Securities Contracts 
(Regulation) Rules relating to forfeiture of 
unclaimed dividends may he amended so as to 
bring it in consonance with the provisions of 
Section 205A of the Companies Act, 1956. Rule 
19(2 )(b) of the Securi ties Con tracts (Regulation) 
Rules may be amended to provide obtaining 
approval of the Government under the said rule 
only by the regional Stock Exchange. which 
should automatically apply to the other Stock 
Exchanges where the securities of the company 
arc proposed to be enlisted. 

Whenever bonus or right shares are issued hy 
a company it should as far as possihle he done in 
such proportions that the issue of fractional cer­
tificates is reduced to the minimum. Even the 
residual fractional certificates required to be 
issued to the shareholders need not be issued. 
Instead they may be paid the proportionate 
amount in cash. 

IV Measures to Reduce the Cost of Public 
Issues of Capital 

The financial resources which arc expected to 
be mobilised, through thcchanne I orthc new issue 
market would reach a level of at least Rs SOOO 
crores per annum in the next few years. Rcwg-
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nising the vital need for minimizing the cost of 
raising these resources the Committee has made 
the main recommendations as under: 

[I]. MANDATORY COSTS: 

I. Underwriting and Brokerage 

The Committee is of the view that there is a 
need to rationalise the charges payable towards 
underwriting commission and brokerage and 
making the same consistent with the need to 
ensure that resource mobilisation through the 
medium of the Stock Exchanges is not adversely 
affected. 

A. Underwriting; 
(i) Whenever a company makes a public issue 

of securities at a premium of25 percent or more, 
no underwriting arrangements should be per­
mitted; 

(ii) In respect of public issue of securities by 
existing companies which have earned net profits 
in any 3 out of last 5 years or where the premium 
is less than 25 per cent of the face value, the 
underwriting arrangements should be optional to 
the companies concerned; 

(iii) In such and other cases the Controller of 
Capital Issues/All India financial institutions 
should usc his/their discretion to decide about .the 
extent of underwriting to be permitted to a com­
pany in view of the size of the issue, nature of the 
industry, background of the promoters, 
anticipated response of the investing public, etc. 

(iv) There may be cases where the projects are 
velled hy the financial institutions and they are 
agreeable to provide financial assistance by way 
of term loam and/or underwriting of the issues. 
Even in such cases, there may be unfilled gaps of 
underwriting of the issues. If the financial insti­
tutions agree to provide standby arrangements to 
take-up unsubscribed portion of an issue in the 
event of its under-subscription there may not be 
any need for underwriting arrangements. The 
financial institutions, if necessary should put in 
their applications on the last day of the closure of 
the issue, in case thc minimum public subscrip­
tion has not been received by then. This would 
ensure compliance with the minimum 

subscription requirement under Section 69 of the 
Companies Act, 1956. 

(v) Underwriting commission on equity shares 
should be reduced from the existing rate of 3 per 
cent to 2.5 per cent. Further, there should not be 
any distinction between the amounts devolving 
on the underwriters and amounts suhscribed by 
the public: 

(vi) Underwriting commission payable to an 
individual underwriter for preference shares, 
convertible and non-convertible debentures 
should be at the following rates: 

(a) For amounts uptn 
Rs 51akh 

(b) For amounts in excess 
ofRs 51akh 

On amounts On AmounlS 
Devolving on the Subscribed by 

Underwriter the Publk 

1.5% 

2% 1% 

(vii) It may be clarified by way of circu­
lar/notification by the Control ler of Capital Issues 
that the rates of underwriting commission fixed 
by him are the ceiling rates, within which any 
company is free to negotiate the same with the 
underwriters; 

(viii) Underwriting comlnission should not be 
payable on the amounts taken up by the promot­
ers' group, employees, directors, their friends and 
business associates; or by the depositors and the 
debenture holders of the companies in case of 
preferential allotment: 

(ix) In the case of equity issues upto Rs I crore, 
the financial institutions could consider taking up 
the entire issues on a consortium basis. so that the 
smaller new companies may not have to go to the 
market for those issues, if they so desire. The 
institutions may also, at their discretion, consider. 
taking-up equity issues above Rs I crore. Later, 
when the companies reach the stage of profit­
ability, these issues may be olT-loaded by the 
institutions to the public in a manner which does 
not destabilise the existing management. For this 
purpose, the financial institutions be exempted 
from complying with the public issue formalities, 
and when they offload the shares of such com­
panies to the public, the benefit ofSeetion 80 CC 
ofthe Income Tax Act, 1961 as available to the 
public at present in respect of equity issues of the 
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new companies, should continue to be extended 
to the investing public for such issues_ This 
recommendation is. made taking into consider­
ation the fact that the initial taking up of the entire 
issue by the institutions is a mere postponement 
of the issue to the public and does not tantamount 
to a public offer by itself. 

According to the Committee. a better course. 
however. may be to establish a separate institution 
by the consortium offinancial institutions. banks, 
State Industrial Development Corporations. etc., 
lo takc up the new issues of capital made by the 
Non-Monopolies Restrictive Trade Practices and 
Non-Foreign Exchange (Regulation) Act Com­
panies. 

B. Brokerage: 
(i) Brokerage rates applicable to all types of 

public issues of industrial securities should be 
fixed at 1.5 per cent irrespective of whether the 
issue is underwritten or not; 

(ii) It should be clarified by the Controller of 
Capital Issues by way of circular/notification that 
the mailing cost and other out-of-pocket expenses 
should be borne by the brokers and no separate 

. reimbursement ofthe same should be made by the 
companies. A clause to this effect must be 
included in· the agreement to be entered into 
between the broker and the company; 

(iii) The listed companies be allowed to pay 
brokerage on private placement of capital. by 
whatever name it is called. @ 0.5 per cent only. 
It should be clarified by a circular that the cost of 
public issue includes the costofprivate placement 
of issues, if they are out of public issues sanc­
tioned by the Controller of Capital Issues; 

(i v) Brokerage incase of public issue of capital 
or in case of private placement out of such public 
issue should not be payable in respect of pro­
moters amounts taken up by the directors, their 
friends, business associates, the employees, 
depositors and debenture-holders of the com­
panies in case of preferential allotment and the 
rights issues taken up or renounced by the existing 
shareholders or the debenture-holders. Unless 
they are offered to the public, no brokerage 
should, however. be paid on the amounts taken 

up by or placed with the financial institution­
s/banks out of the right issues offered to the 
public; 

(v) Brokerage should not be paid when the 
applications are made by the financial institu­
tions/banks against their underwriters' commit­
ments or on the amounts devolving on them as 
underwriters consequent to under-subscription of 
the issues. This also applies in case of the right 
issues offered to the public and underwritten by 
the institutions/banks: 

(vi) The licensed securities agents which may 
be appointed to canvass the public issues of 
capital may also be paid a brokerage of 1.50 per 
cent. 

2. Fees afthe Managers to the Issue 

The companies should be free to appointment 
one or more agencies as managers to the issue. 
but the aggregate amount payable as fees to such 
persons should not exceed the following limits: 

(a) For issue upto Rs 5 crore: 0_5 percent: 
(b) For excess over Rs 5 crore: 0.25 per cent. 

Further, managers to the issue should not be 
paid any fees in respect of the following: 

(a) Amounts agreed to be taken by the financial 
institutions and the amounts devolving on the 
financial institutions as investors/underwriters. 

(b) Amounts taken up by promoters. 
employees, directors. their friends and business 
associates, depositors. debenture-holders in case 
of preferential allotment. 

(c) On amounts subscribed on rights basis_ 
(d) In the case of rights issues offered to the 

public. on the amounts underwritten (taken up by 
or placed with the financial institutions and 
banks). 

3. Official Brokers 

Provision regarding compulsory appointment 
of official brokers to the issue from each of the 
Stock Exchanges should be deleted from the 
listing agreements between the Stock Exchanges 
and the companies. 
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4. Statutory Press Announcement 

Statutory press announcements released in the 
newspapers should not exceed half a page. 

5. Listing Fees 

The Committee does not see much scope in 
reducing the expenses related to the listing fees. 

[Ill. VARIABLE COSTS: 

I. Printing and distribution cost ill respect of 
Prospectuses & application forms 

(i) Given the limited practical utility of the 
prospectus in its present form from the point of 
view of the investor and the cost involved in its 
printing and distribution. it is recommended that 
Section 56 of the Companies Act, 1956 requiring 
every application to be accompanied by a pro­
spectus may be amended and the companies may 
be allowed to issue an application form gIving the 
main highlights of the issue as duly approved by 
the Controller of Capital Issues/ financial insti­
tutions/Stock Exchanges. However, a copy of 
prospectus. as required to be issued at present. 
may be made available to any investor on demand 
from the offices of the company concerned. Stock 
Exchanges. underwriters, managers to the issue, 
bankers to the issue. etc. 

(ii) The formal, sizc and the contents of the 
prospectus itself should be SImplified by incor­
porating only the vitally required details which 

Sr. 
No. 

(I) 

(i) 
(ii) 

(ii) 
(iii) 
(iv) 

Category Public Issue 

(2) 

Mcmbers of the issue 
Stock Ex.:hanges 
(a) UplO Rs I crore 
(h) Ahove Rs I crore 
Underwriters 
Managers of the issue 
Stock Exchanges 

** For every Rs I lakh of capit;1I underwrittcn. if demanded. 

are not otherwisc available in the Memorandum 
and Articles of Association. application form of 
a company. etc. A suitable statement be included 
in the prospectus and the application form to the 
effect that the. company has complied with the 
statutory requirements. 

(iii) The free supply of application forms and 
prospectuses should be restricted as under: 

(a) The members of the Stock Exchanges 
should be given 100 application forms and pro­
spectuses each for issue upto Rs ) crore and 200 
application forms and prospectuses each for 
issues about Rs I crore; 

(b) Underwriters should be given. if 
demanded, 1000 application forms and prospec­
tuses for every Rs I lakh of capital underwritten: 

(c) The managers to the issue and each orthe 
Stock Exchanges should be gi ven :iOO application 
forms and prospectuses. 

(iv) For additional supply of appl ication forms 
and prospectuses. over and above the free quota 
as enumerated ahove. the same shou Id he supplied 
on payment of actual cost not exceeding 25 ps. 
per application form and Re I per prospectus and 
the company should keep a proper record thercof; 

(v) All agencies concerned with the m arketi ng 
of the publi<.: issue must place firm orders for the 
supply of application forms and prospectuses 
with the company sufficiently in advance of the 
opening of puhlic issue; 

(vi) The free quota of application forms and 
prospectuses to he supplied by the companies 
should be reduced as under after the amendment 
of Section 56 of the Compan ies Act. 11)56: 

Size of the forms 
(3) 

Any size 

Any size 

()uantll) 

Appliwtioll 
(4) 

100 

:wo 

1000*-
500 
500 

Prospect uses 
(5) 

10 

20 

5()** 
SO 
SO 
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2. Advertisement and Publicity 

(i) The provisions of the listing requirements 
need to be re-examined with a view to imposing 
restrictions in respect of the number of adver­
tisements given in the newspapers for the benefit 
of the investors. the type of newspapers in which 
the advertisements should be released, the size of 
the advertisement, etc. 

(ii) There is a need for discipline in respect of 
expenditure incurred on account of the brokers 
and investors' conferences in posh hotels at 
metropolitan cities. It would be more useful and 
productive if such conferences are organise~ in 
semi-urban and rural areas to evoke WIder 
investors interest and response. 

(i ii) Expenses being incurred by the com pan ies 
to mobilise non-resident savings being rather 
high. such expenses need to be controllcd by the 
companies concerned. 

3. Expenses of Registrar to the Issue 

. Proper planning, better co-ordination. close 
monitoring and· follow-up between the company 
and the agencies involved with the colIecting 
bankers would help reduce delays which in turn 
would reduce incidental costs of raising capital. 

(a) Centres for acceptance: 
(i) In respect of public issues of securities not 

exceeding Rs 5 crore, the centres for acceptance 
should be all the recognised Stock Exchanges and 
the prescribed centres in the State where the 
regional Stock Exchange is situated and the 
centres in the State where the nearest major Stock 
Exchange is situated. 

(ii) In respect of public issue of securities 
exceeding Rs 5 crores. the centres for acceptance 
()f applic;tions should be all the recognised Stock 
Exchange centres and all the centres prescribed 
by the Government. 

(b) Minimum Subscription\Allotment: 
The applications for securities be invited from 

the public for a minimum amount ofRs 1000 ( 100 
shares of Rs 10 each or 10 shares/debentures of 

Rs 100 each) with a minimum allotment of 100 
shares of Rs 10 or 10 shares/debentures ofRs 100 
each. 

(c) Adjustment of excess application 
money/number of calls: . . 

The companies may be permitted to adjust 
excess application money at the time of allotment 
and if no such excess application money is 
available. call money notices for the balance 
amount be allowed to be issued at the time of 
allotment. Further, the companies should also be 
permitted to invite applicatio.n mone~ at 50 p~r 
cent or 100 per cent of the Issue pnce at theIr 
discretion. 

(d) Minimum olTer period: 
For minimising workload and expenses 

involved in heavy over suhscription, the suh' 
scription list should preferahly be allowed to be 
closed at the end or the first day of the opening 
of the issues in case the same is oversubscribed 
by that day. However. to begin with, theminimum 
period to keep the subscription list open be 
reduced from the present level of 3 days to 2 days. 

(e) Despatch of instruments/documents: 
The companies should despatch inslrumenl~ 

documents by means of 'Recorded Delivery' 
instead of 'Registered Post' However. with the 
implementation of the suggestion ahoye. there 
may perhaps he an increase in the instances of 
instruments/documents being lost in transil. The 
companies should. therefore, re-examine thcir 
procedures for the issue of duplicate shares/de­
bentures certificates and/or any other instru­
ments/documents to simplify thcm to avoid 
inconvenience to the investors. 

(fl Intimation of basis of allotmcnt: 
The basis of allotment of the issue nceu not he 

intimated to the applkants and it should su ITice 
if the companies publish the same in a widely 
circulated newspaper. 

(g) Centralised servicing centre/issue house: 
The Committee is of the opinion that the 

Government should examine. as early as possible. 
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the setting up of a centralised servlcmg cen­
trelissue House by the financial institutions and 
investment institutions in collaboration with the 
commercial banks and/or Stock Exchanges. Such 
an Issue House/[servicing centre 1 should have 
branches at important centres in the country and 
should act as registrar to the issues, share transfer 
agents and trustees for the securities. 

4. Measures to minimise delays in processing (~r 
application.\' and realisation of application 
moneys 

(i) The Committee recommends that the 
application moneys should be collected only 
through the prepaid instruments like demand 
drafts. postal orders or a new lype of an instrument 
I:alled 'security cheques' or even cash. With this 
systcm the company would be able to draw out a 
list of successful allottees without encashing the 
application moneys received from the applicants. 
The application moneys received in respect of 
successful allottees alone should be encashed. 
The unsuccessful applicants should be returned 
the financial instruments tendered by them as 
their application money. However, in case of 
partial allotment or in the case where application 
money has been given by way of cash. the present 
procedure or refund order should be continued. 
To implement the above proposal suitable 
amendments to Sections 69 and 73 of the Com­
panies Act. 1956 may be made, if necessary. 

(ii lIn addition to the introduction oflhesystem 
of payment of application moneys through pre­
paid instruments, the Committee also recom­
mends modification in the present format of the 
application form. With the proposed modification 
in the application form, the companies would be 
in a position to expedite processing of the appli­
cations received without waiting for the collec­
tion of the application moneys received in respect 
of all applications tendered at various branches of 
the receiving bankers. The new procedures would 
facilitate quick processing, easy reconciliation of 
applications and moneys received, early allot­
ment of securities and expeditious despatch of 
refunds to the unsuccessful applicants. 

[III]. FIXATION OF OVERALL CEILING 
ON THE COST OF PUBLIC ISSUES: 

The Committee realises that there are a number 
of variable and imponderable factors which come 
in the way of evolving a clear cut formula for 
fixing ideal standard norms for the overall 
expenses to be incurred by the companies in 
respect of their public issues. All the same in the 
larger public interest the Committec recommends 
the following overall ceilings on the amount of 
expenditure incurred by the companies in respect 
of their public issues of capital: 

Particular,/size of the issuc Limits of the cost 

(a) Equity & COllvcl1ibk Deben­
tures: 
UplO Rs 5 crore Mandatory costs +5'fi. 
In excess of Rs 5 crorc Mandatory costs +2'7<· 

(0) Non-Convertible Dehentures: 
Upto Rs 5 crore Mandatory costs +2% 
In excess of Rs 5 erore Mlllldatory costs + I % 

Expenditures incurred beyond the above limits 
should not be allowed for deduction for the 
purpose of taxation. This would require suitable 
amendment to the relevant provisions of the 
Income Tax Act. 1961. 

The auditors of the companies concerned 
should be required [0 quali fy the reports suitably 
if the cost of public issues of the concerned 
companies exceeds the overall limits as men­
tioned above. 

The above limits could be reviewed and 
revised suitahly from time to time in the light of 
prevailing conditions. 

It has to be emphasised that every agency 
connected with the public issue has an equal 
responsibility in the mailer and should extend 
maximum co-operat ion to the companies con­
cerned to minimise the cost of public issues. Of 
course, the companies should be conscious of the 
need to minimise the cost of public issues. In the 
ultimate analysis there is no substitute. Of for that 
matter there cannot be any. for selr restraint, self 
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discipline, consciousness on the parI of all con­
cerned with the public issues about the need to 
minimise such costs. 

V Recommendations Relating to Trading in 
Securities and Measures to Ensure Smooth 
Functioning of the Stock Exchanges 

Trading for Settlement Business 

Trading for settlement business is necessary 
for the purpose of ensuring liquidity and price 
continuity of securities on the Stock Exchanges. 
However, to ensure stability in the Stock 
Exchanges, it is necessary that such trading 
should be allowed in a regulated manner. In this 
context, the Committee is of the opinion that the 
ban on trading for the settlement in general should 
continue and the trading for settlement business 
in certain specified shares which is presently 
permitted should be properly regulated and con­
trolled. 

DiscloslIres by the Investors 

(i) Every investor must disclose, at the lime of 
plm:ing order for purchase or sale 'of shares, 
whether he wants to take or give deliveries of 
shares or is interested only in trading for settle­
ment business, 

(ii) The stockhrokers will he required to issue 
two Iypes of contracts - one, for cash, and the 
other. for sealement transactions, the contracts 
issued hcing in distinct and different colours for 
~'asy identification. This system will assist the 
gelluine investor and would facilitate the Stock 
Exchangc authorities to know the volume of 
transactions on a cash or a carryover basis. which 
in turn would enable them to take timely measures 
to deal with emerging situations. 

Spec(f/ed Shares 

(i) The criteria for inclusion of scrips in the list 
ofspecified shares should be made more rigid and 
uniform for all Stock Exchanges. 

(ii)The list of specified shares should be under 
constant review and periodically revised by 
excluding the dormant scrips and by including 

some of the active scrips from the non-specified 
group. 

(iii) There is no justification for preventing any 
scrip from being included in the specified group 
on more than one Stock Exchange. In fact, the 
Committee is of the opinion that the proposed 
Council for Securities Industry should finalise a 
common list of speci fied shares and should frame 
suitable guidelines and procedures which would 
be applicable to all the Stock Exchanges for 
trading in such specified shares with a view to 
ensuring that transactions in specified shares arc 
effected in a regulated and controlled manner. 
Such a step would actively encourage imer­
market arbitrate business, paving the way to a 
national securities market. 

Financial Resources of the Illvestor 

(i) Anyone who wants to buy or sell shares of 
listed companies on the Stod Exchanges must 
have sufficient financial resources to back up his 
business commitments. Every investor. must 
therefore, pay front-end margins he fore huying or 
selling equity shares in the markets. Front-end 
margins should be applicable both in respect of 
transactions on a cash basis and a settlement 
trading basis. 

(ii) In case of cash transactions, every indi­
vidual investor must pay 25 per cent of the 
contract value at the time of placing order for 
purchase as front-end margin. In the case of sale 
of securities, on a cash basis. deliveries should be 
effected by the individual investors within 710 10 
days of placing the order for sale. I n the case Ill' 
non-fulfilment of the stipUlations, suitahlc pen­
alties should be imposed on the investor con­
cerned. 

(iii) If an investor wants to huy or sell specified 
shares for trading for settlement husiness he 
should pay front-end margin money of minimum 
20 per cent at the time of placing the order for 
purchase or sale of shares. This I.:an be stepped up 
further if the situation so warrants. 

(iv) The front-end margin money collected 
should be deposited with the Slock Exchanges by 
the stockbrokers immediately. 

(v)~n investor must beproperJy introduced to 
the stockbroker. If an investor sells or purchases 
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equity shares of more than Rs 10,000 face value 
for settlement trading, he should have a satis­
factory reference from a scheduled bank. 

No Dealings with Defaulting Clients 

A stockbroker should not deal with any outside 
party which has failed to honour its business 
commitments with any other stockbroker of any 
Stock Exchange. For this purpose, the names of 
defaulting clients should be reported by the 
member to the Stock Exchange authorities 
immediately. 

Minimulll Liquidity Margin 

(i) To ensure smooth and healthy functioning 
of the Stock Exchanges and to prevent excessive 
speculation, the Committee recommends that the 
volume of business and trading of every member 
stockbroker should be linked to his financial 
resources. It is further recommended for the 
purpose that a system of minimum liquidity 
margins should be introduced whereby each 
stockbroker would be required to maintain suf­
ficient financial stake in the business and his 
volume of activity in different fields, such as 
business in sewrities, underwriting, etc., would 
be related to his financial resources. The proposed 
Council for the Securities Industry shall frame a 
suitable scheme on the lines of the broad outline 
oflhe scheme gi ven in the annexure to the Report. 

Distillctioll between COIl/mo.\' .If)/' Tn/ding.J(JI' 
Settlemel11 Business {/Jill COll/mels .If)/' Genuine 
Investments 

There should be a distinction between con­
tracts for trading for sculement business and 
contracts for genuine investments. This calls for 
amendments to the present Bye-laws and RCl1u-
I 

. e 
allons for making specificprovisions for deli very 

and payment of shares. At no time, any investor 
should be made to suffer in receiving delivcrics 
of shares against payment or sale pro(;ceds of 
shares delivered by him. 

Carry-over of Transactions 

0) The Commillee recommends that the 
carry-over of transactions should be allowed for 
not more than 4 settlement periods of 14 days 
duration each with the aggregate time span 0160 
days. If the delivcry of shares is not completed 
within the stipulated time and at the contracted 
pricc, the member broker should he deemed to 
have defaulted and the shares should be acquired 
by auction and delivered to the investor. In such 
'cases, the difference in price should be recovered 
from the defaulting member. Strict penalties 
should be providcd in the Bye-laws and Regu­
lations against carry-over of transactions of cash 
scrips. 

(ii) Every membermust settle hisacCDuntsand 
square up his positions once in 60 days and a 
certified statement to this effect must be filed by 
the member with the Stock Exchange authorities. 

Disclosure of Information by the Stockho/- Trading Dours 
ders/Stock Exchange Authorities 

(i) Every stockbroker must report to the Stock 
Exchange, on a daily basis, scrip-wise list of 
names of parties who have purchased or sold 
shares of the market value of more than Rs I lakh 
in cash o~ settlement basis. 

(ij) All Stock Exchanges should publish, on a 
weekly basis, in leading newspapers, information 
regarding volume of business in specified shares 
and non-specified securities for the information 
of the general investing pUblic. 

The Committee is of Ihe OpInion that the 
trading hours of all the Stock Exchanges should 
be increased to 5 hours a day. in a phased manner, 
and there should be separate sessions for cash 
business and for settlement husiness. 

Outside Finance 

0) The stockbrokers should not be allowed to 
arrange for finance from outside by offering 
shares under purchase with blank transfers as 
security for speculative trading on their own 
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an;ount. 
(ii) Atthe end of each settlement period, every 

stockhroker should submit to the Stock Exchange 
authorities, details regarding the quantum of 
monies he has horrowed from outside and the rate 
of interest at which the money has been raised by 
him. 

(iii) Non-banking finances used for 'had/a' 
and speculative purposes by non-member oper­
ators should be brought within the purview of 
Usuriolls Loans Act or Money Lender's Act or 
should be regulated hy the Reserve Bank of India 
as is done i ncuse of fixed deposits. operations of 
chit funds, etc. 

(iv) It may be prescrihed that necessary returns 
detailing the names of the parties uoncerned. 
quantum of moneys in volved, rate of interest at 
which money is borrowed, securities offered. etc.. 
arc filed with the Stock Exchanges and the 
Reserve Bank of India, in case of large deliveries 
exceeding Rs 5 lakh in market value, given or 
taken through the clearing house or through the­
s(ockhrokers direc\. 

Option Trading lind Kerb Trad;ng 

(i) The ban on option trading should he con­
tinued and persons indulging in this activity 
should not be allowed toenterthe Stock Exchange 
premises during the trading hours. 

Oi) Option trading is a cognizable offence 
punishable with an imprisonment of 2 years and 
expUlsion from the memhership of the Stock 
Exchange. This should speci fically he brought to 
the notil.:e of the stockbrokers. 

(iii) A vigilance squad should be established 
in each of the Stock Exchanges to detect the 
members who indulge in Option and Kerh trad­
ing. 

(iv) Stol.:k Exchanges should ensure that 
transactions done in Kerb do not get recorded on 
the next day or later, officially. 

(v) Orders placed by an investor after the close 
of official trading hours should be accumulated 
hy the stock broker and executed during the 
trading session on the next working day. 

Closing Quotations 

No closing quotation of any scrip should he 
recorded officially if it is put in the last fifteen 
minutes unless it is for more than 250 shares of 
Rs 10/- each or 25 shares of Rs 100/- each. 

Spread in Two- Way Quotations 

The spread in the two-way quotations of equity 
shares should be reasonahle and he regulated by 
the proposed Council for Securities Industry. 

Undes;rahle ACTivities 

Any <ll.:tivity on the pari or the members of the 
Stock Exchanges whkh is undesirable and which 
would adversely affect the general health of (he 
stock markets and the orderly functioning thereof. 
such as manipulation, false trading, markct rig­
ging, insider trading, Kerb trading, etc .. should be 
treated as civil and criminal offences punishable 
with heavy fines and imprisonment upto 5 years. 
For this purpose, the Securities Contracts (Reg­
ulation) Act may be amended suitably. 

Disclosure of b~forl1latioll by Companies 

To prevent speculation on the basis of rumours 
regarding the current funl.:tioning of the com­
panies, . it should he provided in thc listing 
agreementthat all companies must publish at least 
their unaudited working results on a half-yearly 
basis, and on a quarterly hasis if their paid up 
capital is Rs 10 crores or more. Also, any price 
sensitive information should always be included 
in the agenda of the Board Meetings of the 
companies which is required to he cirl.:ulated to 
the Stock Exchanges well in advance. 

Insider Trading 

Insider trading must be made a punishahle 
offence with severe penalties or lines or even 
imprisonment. Suitable provisions may be 
incorporated in the Securities Contracts (Regu­
lation) Act on the lines of a draft annexed to this 
Report. 
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Trading in Securities Before Listing 

(i) The time span between the offer of shares 
to the public and grant of listing should be 
reduced. The Committee is of the view that it 
would be better if provisional listing is granted to 
facilitate official trading. It should be examined 
whether trading in securities can be permitted 
frum the date of issue of the prospectus. The 
Bye-Laws should be amended to permit such 
trading with suitable regulations. 

(ii)Thc regulations framed for the purpose will 
be applicable to all the persons in charge of 
nwnagement and their merchant bankers man­
agers to the issue. 

System of Mllrgin.\· 

(i) Besides introducing a system of front-end 
margins as suggested earlier, the Committee 
recommends that a carry-over margin should be 
levied uniformly at the rate of 10 per cent. 
However, if the price ofa scrip increases by more 
than 5 per cent during a settlement period and by 
more than I () per cent as compared to the previous 
marking-up price of the settlement preceding the 
current one, the carry-over margin should then be 
20 per cent. These margins can be stepped up 
further when circumstances so warrant. 

Iii) Carry-over margin money should he col­
lected only in cash. 

OperaTioll of the System of Marginsjor Reasoll­
able Periods 

All the margins collected from the members 
should be retained by the Stock Exchanges till the 
time the actual outstanding transactions for which 
the margins have been paid get settled or alter­
natively the technical position of the market 
bewmes stable. with the discretion vested with 
the Managing Director of the Stock Exchanges. 
Once the margins arc imposed, they should be in 
operation for a reasonable duration so that their 
impact is not allowed to he whittled down by fresh 

bouts of speCUlative activity. Even withdrawal of 
margins, when decided upon. should be permilled 
in a phased manner. 

Disclosure (~l1nf()rlllati{)11 ill TraJl.l'lIctiolls by the 
STockbrokers 

With suitable amendments in the Bye-Laws 
and Regulationsofthe Stock Exchanges, it should 
be made obligatory on the part of the stockbrokers 
to make full disclosure of the information 
regarding the transactions effected by them as and 
when and to the extent required by the Stock 
Exchange authorities. 

Powers of the Stock E:rchuliRes alld Olher ftll'i­
tiTies A vailable to Them 

(i) Stock Exchanges should also he vested with 
adequate authority to ask for reports on the 
activities of any authorised clerks or 'Taravani­
wallas' and to take disciplinary action against 
them, if required. 

(ii) Stock Exchmlges should he empowered hy 
suitable amendments to the Bye-Laws and Reg­
ulations to direct the members to maintain such 
books of account as may be required by them. 
Additionally, the Stock Exchanges should also be 
empowered to introduce compulsory audit or to 
conduct on the spot surprise audit and inspection 
of the books of account maintained by the stock 
brokers. 

(iii) Stock Exchanges should have well orga­
nised secretariats and research and statistical 
divisions to collect and interpret necessary data. 
to judge trends in trading, to monitor acti vities of 
the brokers, etc. 

Orxanisation and Managemellt of the Stock 
Exchanges 

The organisation and management of the Stock 
Exchanges should be revamped as recommended 
sothat the Boards orthe Stock Exchanges become 
professionalised and more effective in curbing 
excessive speculative activity in the stock mar­
kets. 
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Pursuit of Common Policies, Practice.I' (llld be made to offer part of their shares to the public 
Procedures to comply with the requirements of the listing 

agreements. 
For the purpose of effecting better control on 

speculative transactions, the Stock Exchanges 
should follow common policies and there should 
be uniformity in the practices and procedures 
covering all aspects of trading amongst the dif­
ferent Stock Exchanges, such as common dates 
of settlement of transactions, closure of transfer 
books. marking of securities ex or cum rightl 
bonus/dividend basis. fixation of uniform rates of 
margins. trading hours, etc. Additionally. all 
Stock Exchanges must adopt uniform measures 
for regulation and control of trading for settlement 
husiness and micro-processors and computers 
should be used by the Stock Exchanges to handle 
the growing volume of business. Other infra­
structure facilities available to them should be 
improved. 

AugmellWtioll ()!,Supply of Equity Shares 

(i) Closely held unlisted cj)mpanies should be 
encouraged to get their shares listed, as recom­
mended. 

(ii) 50 per cent of the total funds raised by the 
public limited companies from the capital market 
should be in the form of fresh equity. This, 
however. should be achieved not by preventing 
debenture issues but by encouraging well man­
aged companies to raise funds by issue of equity 
shares. 

(iii) Development Institutions. Life Insurance 
Corporation of India and General Insurance 
Corporation of India and its subsidiaries should 
also be active sellers of equity shares in the Stock 
Exchanges. 

(iv) Institutions should establish a suitable 
machinery for consultation and co-ordination of 
the acti vities for the sales and purchases of shares. 

(v) Norms of debt-equity ratio in case of 
project financing should he reviewed by the 
development institutions so as to facilitate larger 
issue of equity capital rather than rely on debt 
rinance by the entrepreneurs. 

(vi) Entrepreneurs who corner the shares of the 
companies after listing to disturb the proper 
distribution of shareholding to the public, should 

Capital Gains Tax 

Minimum period of holding in respect of 
industrial securities, to get exemption from the 
Capital Gains Tax, should be reduced from 3 
years to I year provided the net proceeds of the 
industrial securities arc reinvested within a period 
of one year in any other industrial security of the 
listed companies. 

Revision ill BOl/us Guidelines 

The Committee recommends that companies 
may be allowed to issue bonus shares as and when 
their reserve position permits them to do so. The 
present guidelines in respect of bonus issue 
which. amongst other matters. specifics that there 
should be alleasl3 years' gap between 2 issues 
of bonus shares and in a period of 5 years a 
company cannot issue bonus shares on more than 
2 occasions, should be suitahle amended, 

Turnover Levy 

Turnover levy should be levied @ 0.05 percent 
on the volume of transactions effected by the 
brokers on a gross basis. 

Improvement in the Self Discipline of the Stock­
Brokers and Their Awareness of Their SOcllll 
Rpsponsibilities 

Improvement in the selfdiscipline and ethical 
behaviour ofthe stock brokers and awareness on 
their part of their social responsihilities brought 
about through upgrading of their technical skills 
and knowledge and the desired changes in their 
mental outlook and approach through proper 
education, training and experience and formula­
tion of code of conduct will not only heIp the 
Stock Exchange authorities to moderate 
speCUlative excesses in the markets hut also in 
resolving many other problems faced by them. 
The Committee has recommended necessary 
measures in this regard. 
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VI Simplification and Minimising Delays 
Relating to Stock Transactions 

Publicatioll oj' Pal11phlets and Hand-outs 

The Committee is of the opinion that in order 
that an investor is made aware of the mechanics 
Df trading on the Stock Exchange so as to enable 
him to choose the best type of order he can place, 
Stock Exchanges should publish pamphlets and 
hand-outs explaining all these matters in an easily 
understandable manner. Such publication would 
help in protecting fully the interests of investors. 

IlIIprovemellts in the Practice 

(I) As instantaneous availability of informa­
tion relating to fluctuations in prices and volume 
of securities traded is of vital importance for 
dTicient trading and close monitoring of the 
transaction on the Stock Exchanges, the Com­
mittee recommends that the present method of 
recording the transactions and prices by the 
stockbrokers only in the Sauda Book and there­
after the prices being broadcast or written on the 
black-board should be replaced by an electronic 
system whereby there is an instantaneous record 
of transactions and prices for the use of the offices 
of thc stockbrokers and the Stock Exchange 
authorities. On the basis of the keyed-in infor­
mation different types of data can be built up, 
manual work-load and documentation reduced, 
procedures simplified and considerable 
improvement achieved in the efficiency and 

. functioning of the Stock Exchanges. The Com­
mittee also recommends that there should 
simultaneously be an instant display of prices in 
the trading hall and at all the other places, both in 
the Stock EXl.:hange and elsewhere. 

(ii) The Committee also recommends that the 
Stock Exchanges should use their good offices to 
exhort their members to make increasing use of 
the computer or micro-processor facilities either 
on an owned basis or on pooling arrangements or 
time-hire basis for a speedier disposal of work in 
their offices. 

(iii) The Committee is of the view that the 
Bye-laws of the Stock Exchanges should be 
suitably amended to provide for the compulsory 

issue of contracts to the clients. These contracts 
should not only gi ve the price of the contract and 
brokerage and other charges separately but must 
also indicate the time of the execution of the 
contract so that-the client is able to verify the 
veracity of the prices. 

(iv) The Committee is of the opinion that the 
members in· their returns to the Stock Exchanges 
should give the code numbers of their clients as 
regulation in respect of matters like collection of 
margins, etc., is related to the gross open position 
of a member. Besides, this will also help in 
working out the accounts of members vis-a-vis 
their customers. 

Settiemellf (~fTral1Sacti(}lIs 

At the request of the Committee, the Unit Trust 
of India commissioned Tata Consultancy Ser­
vices (TCS) to make a study on the feasibility of 
automation of the operations on Stock Exchanges 
in India. The TCS has suggested that the present 
system needs to be replaced by the timely capture 
of the data relating to each transaction by elec­
tronic devices. TCS has suggested the following 
approaches in this regard: 

(i) Instantaneous daily data collection hy Stock 
Exchange personnel for immediate data entry into 
computer system through the terminals installed 
in the Trading ring. For this purpose, onus of 
reporting may have to be fixed on one of the 
parties to the transaction, preferably the seller. He 
should be required to keepwithhim apadof"sauda 
slips in triplicate wherein he would fill the details 
of the transactions like the code number of the 
buyer broker, the code num ber of the security, the 
quantity, the rate and the time of transaction as 
soon as the transaction is entered into. The selling 
member can deposit one copy of the Sauda sl ip 
into a receptacle in the trading hall from where 
the information will be directly keyed to the 
personnel. He can give one copy of the Stock 
Exchange Sauda slip to the buyer for his record 
and retain the other copy. 

(ii) Use of screen projection nfYDU contents 
for the continuous display of security prices and 
volume information in the trading ring. 

(iii) Use of Star Network of Communication 
lines for the purpose of communication among 
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the Stock Exchanges, To start with, this com­
munication system would be used for exchange 
of information on price fluctuations, company 
news and announcement. In the long run, the 
Network would also be used for recording inter­
exchange deals with brokers, 

The Committee endorses the suggestions of 
the Tala Consultancy Services, The second phase 
of the study by the Tata Consultancy Service 
would deal with the technical details, cost aspects 
and other related matters. The Committee is of 
the opinion that after receipt ofthe second part of 
the Report from the Tata Consultancy Services, 
the details of the whole Scheme should be worked 
out by the proposed Council for Securities 
Industry in consultation with any reputed com­
puter agency selected for the purpose and 
implemented as soon as possible. 

VII Measures to Improve Overall Service to 
Investors 

Part A: Measures to Improve Services to the 
Investors 

Memhers of the Stock Exchanges should have 
adequate financial resources and infrastructural 
and research facilities to offer appropriate ser­
vices to the investors. With this end in view, it is 
recommended that as far as possible, stockbrokers 
of small means should be persuaded to merge with 
others so that they can form viable and efficient 
units which could render more meaningful ser­
vice to the investors. Excessive speculative 
activity should be curbed and stockbrokers should 
be made to concentrate more of their attention on 
genuine investment business rather than on 
specl!lative business. 

Disclosure on the part of stockbrokers and pro­
hihition of certain transactions: 

(i) The stockbroker should be prohibited from 
matching the transactions of his clients in his 
office. All orders of sale/purchase should be 
executed only on the floor of the Exchange. 

(ii) The contract notes issued by the stock­
brokers .should indicate the prices' at which the 
securities are bought or sold; amount of 
commission charged, whether the stockbroker 

has actcd as an agent or principal. the time of 
execution of the hargain, and whether the secu­
rities bought or sold are cum or ex-dividend. 
bonus or rights, 

(iii) The Stock Exchanges should strengthen 
their cadre of floor governors who should con­
stantly monitor and ensure that the transactions 
taking place on the noor of the Exchangt' .Irc 
promptly and properly reported and recorded and 
no manipulation takes place therein, 

(iv) Closing quotations of prices should not be 
allowed to be recorded unless transactions are for 
a sufficient number of securities, (This point has 
been dealt in detail in Chapter 7). 

(v) The Stock Exchange authorities should 
conduct surprise audit and checks to ensure duc 
compliance of the ahove and also of the Bye-laws 
and Regulations by the stockbrokers. 

Kerb trading: 
Kerh trading should not be allowed to take 

place and it should be ensured that transactions 
done in kerb are not rcgularised. 

Prompt deHvcries/payments: 
(i) Severe penalties, including suspension of 

membership, should be levied in the event of a 
member not effecting timely deliveries or pay­
ments to his clients, 

(ii) Stock Exchanges should publish in widely 
circulated newspapers, details regarding settle­
ment programmes giving dates for delivery of 
shares and pay-ins and pay-out, list or securities 
which are cum or ex-dividends, rights or bonus. 
etc. 

(iii) The moneys and securities of a client 
should not be mixed up with that of his stock­
broker. For the purpose, the stockhroker con­
cerned should maintain separate hank accounts 
and safe custody accounts for depositing his 
client's moneys and securities. 

Squaring up of transactions: 
If an investor wants delivery of shares in 

respect of which he has placed an order. squaring 
uv of such transactions should not be allowed. In 
the event the stockbroker is unable to effect 
deliveries at the contracted price, the shares 
should be acquired through auction within a 
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spccified period and delivered to the investor. The 
differem:e in the contracted price and the auction 
price should be recovered from the defaulting 
stockbroker. The Bye-laws of the Stock 
Exchanges regarding closing out of contracts 
need to be suitably amended for the purpose. 

Rcsponsibility for the actions of sub-brokers: 
The stockbroker with whom a sub-broker is 

associated should be wholly and· directly 
responsible for any ads of commission or omis­
sion on part of the sub-broker, notwithstanding 
any agreement or arrangement entered into 
hetween the stockbroker and the sub-broker. 

Bad deliveries: 
Strict disciplinary action including suspension 

should be taken against members of the Stock 
Exchanges who have effected 'bad' delivcries 
and who do not co-operate in thc removal of the 
()bjections and other infirmities in the docul1l~nts 
delivcred by them. 

Bank finance for some transaction of stockbro­
kers: 

(i )Thecommercial banks should provide loans 
against non-convertible debentures pledged with 
them hy the stockbrokcrs. Also credit facilities 
should be granted against securities of cash price. 
However security margins in respcct or finance 
made available against cash scrips should be 
much higher as compared to the margins appli­
cable in respect of non-convertible debenturcs. 

(ii) The banks should provide loans to thc 
specialists (this point has been examined in detail 
in Chapter 4). 

(iii) Loans should be granted to stockbrokers 
for purchase of office equipment, furnishing of 
the premises, etc., at reasonable rates of interest. 

(iv) Adequate working capital facilities should 
be provided by the banks to the members of the 
Stock Exchanges to augment their business 
finance to facilitate paymentrcquirementsoftheir 
clients. 

(v) At thc time of sanction of issues of capital 
for bonus or right shares or convertible 
bonds/debentures to the existing shareholders, it 
Illay be ensured by thc Controller of Capital Issucs 
that the quantum of fresh capital allowed to be 

raised does not, as far as possible. result in odd 
lots. 

(vi) The basis of allotment of shares in respect 
ofpubJic issues should, as far "IS possible. be done 
in a manner which results in issue of marketable 
lots. 

(vii) The class of market makers known as 
'specialists' which is recommended to be created 
for dealing in infrequently traded and non-activc 
shares should also deal in odd lots of shares on a 
fixed commission basis .. Spl'l'ialists' should be 
extended the facility of bank finance for their 
operations, as stated earlier. 

(viii) If three certificates or odd lots of share~ 
together make a marketable lot and if requisite 
number of transfer deeds are tendered, the 
dclivcryof documcnts should be acceptcd even 
though the shares represented by the III may stand 
in the names of up to three diffel'ent persons. The 
Stock Exchanges may cxamine tllis suggestion 
and amend the concerned Regula'tion. if neces­
sary. 

(ix) In case thc odd lots of shares which 
aggregate to a marketable lot or more, are 
tendcred for transfers, the companies themselves 
should effcct consolidation and issue certificate 
in marketable loIs to Ihe cxtent possible. 

(x) Thc (';ompanies should take the initiative 
and request the shareholders to tender their odd 
lot holdings for cncashment. These odd lot 
holdings should then be consolidated into mar­
ketable lots in the namels of the assigned nomi­
nce/s appointed for the purpose hy the Boards of 
thc companies and sold in the Stock Exchanges. 
The salc proceeds thereof should thereafter be 
distributed to the original odd lot shareholders on 
a pro-rata basis. 

(xi) The quotations in respecl of odd lots 
should also be separately reported in the news­
papers. 

Formalities and procedures of transfer: 
(i) The validity of the transfer deed should be 

two months from the date of stamping or one 
month after the re-opening of the Register of 
Members of companies, whichever is later. Sec­
tion 108 of the Companies Act. 1956 may be 
suitably amended. 

(ii) The Committee does not favour deletion 
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of Section 108. of the Companies Act, 1956. 
(iii) The period of notice' to be issued by a 

company for Closure of Register of Members 
should be increased from 7 days to 30 days. Sych 
a notice should also be given to the Regional 
Stock Exchange. Section 154 of the Companies 
Act 1956 may be suitably amended. 

(iv) The seller of shares should effect delivery 
of shar~s 21 days before the closure of Register 
of Members as against before 14 days, as at 
present. Rule of the Stock Exchange in this regard 
may be suitably amended. 

(v) The transfer deed and the application form 
for new issues should provide a column giving 

. uctaii of thc-existing portfolio number, if any, of 
the shareholders/applicants. The investors should 
also have the benefit of getting their divi­
dend/interest warrants or refund orders directly 
credited to their bank accounts. For the purpose. 

" suitabl'c sp.ace for giving particulars of the bank 
accounts of the shareholders applicants sh(mld be 
provided in the transfer deed and in the share 
application form. 

(vi) Companies should "accept the signature of 
the transferor if his signature is duly attested on 
the transfer deed hy any of the following: 

(a) Bank officials of 'the rank of Branch 
Managers and above;" 

(b) Gazetted Officers; 
(c) Honorary Presidency Magistrate; 
(d) Notary Public; and 
(e) Managing Director of the Stock Exchange 

(recommended in the revised organisation 
structure of the Stock Exchanges in the Com­
mittee's Report on the subject). 

Signatures in all Indian languages and also 
thumb impressions, if they arc attested by any of 
the. aforesaid designated officials. should be 
accepted for the purpose of transfer of securities. 
The relevant provisions of the Companies Act 
1956 may be suitably amended, if necessary for 
the above purposes. 

(vii) With a view to insulating the companies 
against any financial liability resulting from 
fraudulent attestation of the signatures of the 
transferors. the companies should obtain an' 
in~urance cover for the purpose. 

(viii) In the event of the company not accepting 
a transfer of securities on account of infirmities 

in the documents executed or for'any otherreason. 
the company's decision in the matter should be 
immediately communicated to the transferee and 
to his stockbroker. Additionally. dividends. 
bonus, rights issue of shares/debentures or right 
entitled letters should not be despatchcd in respect 
of such shares, debentures to the seller of the 
securities (i.e. in whose name the securities stand 
registered). Such dividends, bonus sharcs, rights 
shares/debentures or right entitlement letters 
should be withheld by the company, in trust, for 
the purchaser till such time the matter is resolved 
between the transferor and the transferee. The 
Committee also recommends thal the voting 
rights in respect of such disputed shares should 
also be frozen. The companies should be required 
to record all such disputed cases in a separate 
register. Suitable legislative changes may he 
made in the concerned Act. 

(ix) In case duly executed transfer deeds 
together with share/debenture certificates arc 
'posted' to th~Dmpany before the date of closure 
of the Register of Members but are received by 
the company after the date of closure. in such 
cases, the companies should accept the docu­
ments. In other words, if the documents lodged 
for transfer are not received by the company 
concerned before the closure of hooks due to 
postal delays, the delay in such cases should he 
condoned. Section 108 (I A) (b) or the Companies 
Act, 1956 should be amended to substitute the 
word 'delivered' by the word ·posted'. 

(xy In principle. there should be free transfer­
ability of shares. However, for the prescnt, when 
the aggregate holding of a shareholder does not 
exceed beyond a specified amount. free trans­
ferability should be ensured. 

(xi) If in case the signature of a transferor on 
the transfer deed differs from his specimen sig­
nature recorded with the company. the power to 
say so should vest only with the Secretary nf'the 
company. 

(xii) Guidelines -regarding procedures to h~ 
followed in case of death of a shareholder. loss of 
share/debenture certificates, etc., should be uni­
form and be simplified. Such guidelines should 
he framed hy the proposed Council for SCL'Urilies 
Industry. 

(xiii) The stamp duty on transfer of sel:urities 
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should be made uniform throughout the country 
and be levied at 25 per cent for every Rs 100 or 
part thereof. of the market value or consideration 
amount both in respect of shares and debentures. 

(xiv) Stock Exchanges should be permitted to 
use franking machines for, the purposes of pay­
ment of share transfer stamp duty. Additionally, 
share transfer stamps should be made available at 
all post offices, 

Facilities provilied by the stock exchanges and. 
their general functioning: 

(i) With a view to improving the services to 
the investors the Stock exchange authorities must 
ensure that there is strict observance of the Rules, 
Bye laws and Regulations on the part of their 
memhers and if there is any violation. prompt and 
strict disciplinary action should be taken. 

(ii) It should be ensured that speculative 
activity and other harmful activities relating to 

securities business are kept under strict obser­
vance and control so that crises do not emerge in 
the stock markets. 

(iii) Membership of the Stoek Exchanges 
should he increased commensurate with the 
sccurities husiness. 

(iv) The Arhitration Committees must look to 
the interests of the investors. These Committees 
should be headed hy outside persons with a view 
lO ensuring impartiality and they should meet 
more often to avoid delays. 

(v) All Stock Exchanges should follow uni­
form practices and procedures relating to marking 
of quotations, cum and ex-rights or bonus. cum 
and ex. dividends (on the datcs of closure of 
transfer hooks). settlement periods, trading hours, 
clearing systems, electronic display on the notice 
hoards of prices prevailing on other Stock. 
Exchanges. imposition of margins, etc. Also all 
Stock Exchanges should be connected to elec­
tronic network facilitating simultaneous display 
of prices at all Stock Exchanges. 

(vi) Greater reliance should he placed on the 
mechanical aids such as computers, micropro­
I:cssors. ctc .. hy the Stock Exchanges. 

(vii) The grievance cells proposed to he 
established at each of the Stock Exchanges should 
he managed hy the senior executives of the Stock 
Exchanges. 

(viii) One of the measures to prevent excessive 
speculation would be to require each broker to 
make full disclosure of the volume of transactions 
and the prices to the Stock Exchanges. Consoli­
dated information of the same should bc complied 
by the Stock Exchanges and released for the 
general information of the pUblic. In case of large 
purchases/sales the Stock Exchange should call 
for the disclosure of the name of the parties on 
whose account the large transactions have taken 
place. 

(ix) Companies should be made to disclose the 
names of the persons/group of persons' who 
directly or indirectly have acquired 5 per cent of 
the paid-up capital or the company. This disclo­
sure should he immediately made to the Stock 
Exchanges and also advertised in at least two 
newspapers of the region where the registered 
office of the company is situated. Besides. 
disclosure of the name of the purchasers the prices 
at which the shares have been acquired. from time 
to time should also be disclosed. 

Services to be offered hy companies: 
(i) Staff of the share departments of the com­

panies should he made. "lware of their responsi­
bility to the shareholders and their working should' 
be toned up and made more elTicient. 
Management of companies should take keen 
interest in such matters. 

(ii) The Chambers of Commerce. Merchant 
Chambers and other such assOl:iations should 
evolve a code of conduct for thc companies to 
follow in matters relating to proper service to the 
share debenture holders. . . 

(iii) Institute of Company Secretaries of India 
should issue suitable guidelines for the Secreta­
ries of the companies to tone up the. effil:iency of 
the Secretarial and Share departments of the 
companies and also to help the managements to 
simplify and streamline the proceuures and 
practices connected with the work of the share 
departments. 

(iv) The Stock Exchanges should monitor due 
compliance by the companies of the listing 
requirements relating to scrvil.:e to share deben-
ture holders. . 

(v) Companies should publish their unaudited 
working results on a half yearly basis and on u 
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quarterly basis, if their paid up capital is Rs 10 
crores or more and also publish frequently news 
items about other important developments having 
a hearing on their working for the information of 
the shareholders and the investing pUblic. 

(vi) The companies, should make divi­
dends/refund orders/interest pay orders payable 
at par at all the branches of their banks. 

Part R: Measures to Encourage Investors in 
Sell/i-Urban alld Rural Areas to Invest in II/dus­
trial Securities 

Instruments to be offered: 
(i) The investors in the semi-urban and rural 

areas should be educated about the benefits of 
investment in industrial securities. 

(ii) It would be appropriate that, for the present, 
the investors from such areas are not exposed to 
equity issues of new companies. They should 
rather be encouraged to invest in safe instruments 
like units of Unit Trust of India or cumulative 
convertible preference shares. 

(iii) Development Institutions may consider 
issue of participation certificates of the minimum 
face value of Rs 10,000 each offering reasonable 
yield and buy-back arrangements to the investors 
in such areas. 

(iv) Measures should also be taken to 
encourage public sector companies to issue 
debentures with buy-back arrangements to the 
investors in these areas. 

Reservation of issu.es for rural and semi-urban 
investors: 

To begin with 20-25 per cent of the public 
issues in respect of convertible and non­
convertible debentures and equity shares of well 
managed dividend paying companies should be 
reserved for subscription by the investors in the 
semI-urban and rural areas with a population of 
1,00,000 and less. Condition to this effect should 
be incorporated in the consent for the issue of 
capital given by the Controller of Capital Issues. 

Publicity for creating awareness: 
(i) Publicity in different forms in regional 

languages should be undertaken by the proposed 
Council for Securities Industry or by other 

agencies with a view to creating awareness and 
highlighting the benefits of investment in indus­
trial securities. 

(ii) Within a regulated framework. the 
stockbrokers, investment consultants, merchant 
bankers, etc .. may be allowed to advcrtise to 
promote investment in industrial securities. 

(iii) The Government may consider publicis­
ing over radio and TV. the henefits o\" investment 
in industrial securities and also the quotations o\" 
prominent scrips of the Stock Exchanges. peri-

" odically. 
(iv) Puhlicity Cumpaigns undertaken by 

stockbrokers and others connected with the 
securities industry, over radio and TV may be 
allowcd at concessional rates, suojcct to the 
contents of the advertisements being within the 
guidelines laid down for the purpose. 

(v) Concessions should be granted on postal 
tariff in regard to the distribution of various types 
of investment literature. to the investors. Such a 
step would further the cause of investment in 
industrial securities. 

(vi) Seminars, leL:tures. press confCren<.:cs 
should be organised in scmi-urban and rural areas 
at different intervals hy the Stock Ex.ehanges. 
Establishmcntof Investors· dubs and Investors' 
Bureaus should also be encouraged hy the Stock 
Exchanges. 

Stock Exchange Centres: 
(i) Stock Exchanges should be established. in 

a phased manner, in all the non-mctropolitan 
centres having a popUlation of.5 lakh or more. In 
the alternative, to ocgin with. the existing Stock 
Exchanges may be allowed to open their branch 
representative offices in such centres. However. 
such offices of Stock Exchanges should hmc 
adequate facilities of simultaneous display of 
stock prices and other vital investmcnt informa­
tion. In the early stages. th~ C,overnmcnt may 
consider subsidising the l·ost of the electronic 
link-up so required amI subscqucnt Iy the samc 
could be financed hy stodbrokcrs and other 
operators working in the branch/represental ivc 
offices of the Stock Exchanges. 
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Network of sub-brokers and agents: 
(i) Stockbrokers should be encouraged to 

enlarge their network of sub-brokers, particularly 
residing in semi-urban and rural areas. 

(ii) Sub-brokers who are located in semi-urban 
and rural areas should be allowed to undertake 
other gainful activities to augment their income. 

(iii) Stockbrokers should be encouraged to 
open their branch offices in centres where there 
arc no Stock Exchanges. 

(iv) Services ofthe agents canvassing business 
for Life Insurance Corporation of India, Unit 
Trust of India. national savings certificates, etc., 
should hc utilised for spreading the message of 
industrial securities and should be given the same 
rate of brokerage as payable to the members of 
the Stock Exchanges. The services of security 
dealers which may be licensed should also be 
enlisted for the purpose. 

Use of services of post offices and Commercial 
Banks: 

(j) Services of post offices should be utilised 
lor the distribution of literature in industrial 
securities. application forms, etc. 

(ii) The services of commercial banks oper­
ating in the rural and semi-urban areas should be 
utilised for canvassing of investment in industrial 
securities in thesc areas. 

(iii) The hank branches situated in semi-urban 
and rural areas should encourage their account 
holders and othcr investors to hold corporate 
,ccLlnties either Joi ntly in the name of the hank or 
in the name of the bank only as their power of 
attorney holder or custodian. This will facilitate 
the rural and semi-urhan investors in overcoming 
irksome hurdles and avoid compliance with for­
malities on their part. 

(i v) The hank hranches should also encourage 
the investors to open accounts with them and 
ohtai n mandates from them so that they can render 
services to them like applying for new issues. 

collection of dividends and interests, etc. The 
banks may levy a nominal charge for rendering 
such services. The staff of the banks will have to 
be trained, if necessary, in the knowledge about 
acquisition and dealings in securities. 

(v) If the commercial banks are not willing to 
undertake this work, the help of the Cooperati ve 
and Rural Banks with adequate branch network 
should be solicited. 

(vi) The Committee does not favour. for the 
present, establishment of a separate Institute or 
utilisati'on of the services of the proposed service 
Institute Issue House for the purpose. 

Investment advice and services: 
(i) Intensive research and in depth study should 

be undertaken in regard to the securities business 
preferably by the proposed Council for Security 
Industry and the information compi led there from 
should be freely circulated to the Stock Exchange 
and at subsidised price among the stockbrokers. 
sub hrokers. agents. etc .. who in turn would 
distrihute the same to their clients. 

(ii) The stockbrokers and others connected 
with the securities business should develop nec­
essary expertise and have adequate knowledge on 
various inter-related matters so as to offer proper 
investment counsel to their clients. 

Protection to Investors: 
As Already Recommended 

0) Investors' Protection Fund should be 
created with a view tocompensating the investors 
in the event ofloss incurred Oil acwunt of defaults 
committed by their stockbrokers. 

(ii) Each member of the Stock Exchange 
should obtain insurance covers with a view to 
protecting the investors against the loss of doc­
uments in transit or hy fire and in the event of 
fraudulent acts committed by the staff members 
or others associated with him. 



REPORT OF THE HIGH-POWERED STUDY GROUP ON 
ESTABLISHMENT OF NEW STOCK EXCHANGES 

(Chairman: N. J. Pherwani, India, Ministry of Finance, June 1991) 

[Section I afthis report is taken from Chapters II ojthe Study Group's report alld Sectiollll is taken 
from Chapter III oj the Study Group's report and Section 11/ is reproduce from Chapter 8 (~tL.c. 
Gupta's Book, Stock Exchange Trading in India: Agenda for reform, 1992. L. C. Gupta was (I member 
ojthe committee.] 

I. Review of Existing Stock Exchanges* 

Areas of concern 

The Committee initially reviewed the per­
formance of existing Exchanges. with a focus on 
those that were established between 1980 and 
1990. Major areas of concern were identified,. 
which the Committee believes have directly 
affected the interest of the investor. and have 
rendered transactions in the capital market to be 
a costly. risky and dilatory affair. 

The Committee has identified five major areas 
of concern: 
( I) Lack ofliquidity: The explosive growth of the 
Indian capital market over the last decade ..... has 
largely been confined to the stock exchanges at 
Bombay, Delhi. Calcutta, Madras and Ahmeda­
bad. In most of the other markets, there has been 
a relative lack of' liquidity, in terms of depth and 
breadth .... There is evidence to suggest that as a 
direct consequence of this lack of liquidity, 
investors in regions serviced by the smaller 
exchanges have not been able to fully exploit the 
recent boom conditions in the capital market. 

This lack of liquidity is reflected by an inad­
equate supply of stocks/tradeable scrips on the 
one hand. and inadequate demand on the other: 

(a) Smaller stock exchanges have faced con­
siderable difficulties in inducing companies to list 
on their exchange. Consequently. these 
exchanges have been unable to also provide 
aoequate infrastructure and services to their 
rllembers and investors. 

(b) On the demand side. the absence of large 
institutional players in the smaller markets has 
affected the liquidity at these exchanges. 

(c) A further problem contributing to the lack 
of liquidity in smaller markets, has been the 
absence of market-making, especially for the 
medium and small sized companies listed on the 
exchange. 

As a consequence. a large percentage of listed 
securities are either traded infrequently. or not at 
all. with volumes concentrated on a relatively few 
number of scrips. 

(2) Lack of i'~fmst,.ttcture facilities: All stock 
exchanges are faced with- the problem of inade­
quate infrastructure facilities. like adequate office 
space. effective computerisation. 
telecommunication systems, etc.. Consequently. 
exchanges have not been able to provide members 
with the facilities needed for efficient trading. 
back-up olTice for members. lihrary ami other 
administrative requirements. 

The level of computerisation across stock 
exchanges has been inadequate. resulting in lower 
operational Ilcxibility or stock exchanges and 
brokers to handle sudden surges in volumes. The 
absence of computer linkages between stock 
exchanges and its members has also hampered 
effective inter-market operations. monitoring of 
trading and post-trading operations. as well as the 
free flow of information on an intra- and intcr­
exchange basis. 

This has in turn restricted growth across 
exchanges, and the ability of exchanges to handle 
increasing trading volumes. 

(J) All inefficient and olltdatl'd tmt/;ng systeJJl: 
The poor infrastructural facilities at exchanges 
has also resulted in eXl.:hanges following inelTi­
l'icnt and outdated, trading systems. A major 
drawback has been the ,'lhsence of un-line 
transaction rel'ording systems. This has led tl) a 
lack of transparency in trading operation. In 
addition, it has \cd to delays in settlement. whil'h 
in turn has affected investort:onfidencc. and aded 
as an impediment to the spread of the equity wIt. 

(4) An outdated selflement system: A major 
shortcoming of the existing settlement system is 
the need for the physical transfer Df stocks. This 
has resulted in enormous paperwork. had and 
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improper delivery or stock, and delays in regis­
tration and transfer of scrips, Objections raised 
during registration of transfers results in further 
delays in settlement. 

The settlement system in existence today is 
also grossly inadequate to meet the growing 
volumes of business, and has led to settlement 
delays and aggravated the loss in market liquidity, 

(5) Lack of' {/ single market: Due to the inability 
of the various stock exchanges to function 
(;uhcsivcly, the growth in husiness in anyone 
exchange or region has not been transmitted to 
lither exchanges, The limited intermarket opera­
tions have only increased the costs and risks of 
investors in the smaller markets. This prohlem has 
oeen aggravated hy the lack of whesion hctween 
exchanges in terms of legal structure and regu­
latory framework, trading practices. settlement 
procedures. johbing sprcads, etc. 

Inadequacy of investor service 

It is dear that exchanges, particularly the 
smaller ones, have been unahle to service their 
investor hase adequately, and have been ahle to 
make a limited contribution to the spread or the 
equity cult in their region. 

The inadequate infrastructure and inelfective 
trading practices/ settlements has also resulted in 
a lack of NRI confidence in the Indian capital 
lIlarkets. Major Indian corporates today need to 
diversi fy their sources of capital. and seek the 
din:ct part icipation of foreign investors, The areas 
llfconcern detai led herei n would effectively deter 
su(;h direct foreign currency investments. The 
upgradation of existing stock exchanges thus has 
to he viewed as an integral component of the 
increasing glooalisation of the Indian economy. 

Impro"ing investor access to capital markets 

In view of the foregoing, the Committee felt 
the need to widen the perspective of the Study in 
order to arrive at a 1110re halnnced and strategic 
view of its terms of reference. The explosive 
growth of the capital market and the extension of 
the investor hase to regions outside those served 

hy the existing stock exchanges, argue the case 
for first improving the access of investors to the 
capital market. 

However, it is a moot point as to whether SUd1 
access can be best provided by establishing new 
exchanges, or through some alternative mecha­
nism. In evaluating this issue, the Committee has 
per force kept in mind that the ultimate o~iecti ve 
is to ensure that investors should directly ocnefit 
from the emergence of any new system, and that 
this benefit in turn should he transparent to the 
investor. 

The Indian capital market has witnessed an 
explosive growth in the last decade. The numher 
of stock exchanges, the number of listed com-
panies, ..... market capitalisation, ..... and trading 
volumes, ...... havcall grown suhstantially. In line 
with this growth, the investor base in the country 
has also grown in size and geographical spread. 

In spite of the increase in the numher or stock 
exchanges, there are sti II a large numhcr or 
regions, where interest in the primary and sec­
ondary markets is evident. hut where aeccss tll 
exchanges is difficult for a variety or reaSlll1S, 
Poor liquidity in regional exchanges, ahsem:e Ill' 
broker and/or security Imuse networks, and 
inefficient telecommunication racilities have 
largely contrihuted to this prohlelll. Conse­
quently, the furthcr spread or the equity cull is 
hampered hy these factors, with a cll'ar harrier 
arising hetwecn the primary and the sec()mlar~ 
markets. 

The scope for increasing the investor hase is 
considerahle. Although market capitali/.ation has 
increased significantly from Rs 25.0()O crores in 
19XO to as mllch as Rs. YO,OOO ames in 19l)O, it 
still accounts for only 20Cic of GNP, It must he 
noted that in USA and Japan, the CDrresp()ndin~ 
figures are 5M'r and 12?C1r respectively. More­
over, the numher of shareholdL'rs as a percentage 
to total population remains insignifiL',lllt a1 2.5o/c 
as against 200/1 in USA 
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The scope in this regard is evident from the 
relatively low incidence of financial assets 
amongst households .... 

II. The National Stock Market System* 

Establishing new stock exchanges 

The Committee determined that eXistIng 
exchanges have not met the objective ofliquidity 
to any reasonable extent. and have provided a less 
than adequate level of service for the smaII 
investor. The Committee determined that despite 
the suhstantial growth in the capital market. 
exchanges. especially the smaller ones. have 
found it di ITicult to meet the objective of liquidity 
to a reasonable extent..... In conjunction with 
other factors. this has resulted in poor levels of 
service for small and regional investors. In view 
of the foregoing. the establishment of new stock 
exchanges must be predicated on setting into 
place a set of conditions that would ensure that 
exchanges operate elTiciently. are liquid and are 
financially viable. This would perhaps be the only 
approm;h to improving service to investors. 

Afterconsiderahle discussions. the Committee 
arrived at the conclusion that the setting up of 
additional stock exchanges would in itself not 
serve the purpose of spreading the equity cult, or 
enhancing liquidity in the secondary market. 

In line with international trends. the Com­
mittee is of the view that a systemic improvement 
can only be achieved by establishing closer links 
hetween exchanges. 

The Committee is of the opinion that the issue 
of estahlishing new exchanges. and the criteria 
thereof, can he meaningfulIy examined only in 
the context of streamlining the operations of the 
existing exchanges. and their ultimate networking 
to estahlish a National Swck Market system. 

International trends are clearly towards a lesser 
number of exchanges, and in fact. several 
developed economics have closed down a numher 
of exchanges .... This is essentially due to the 

extremely efficient communication links and the 
high degree of automation avai lahle in these 
countries. 

Need for a National Stock Market System 

The Committee is of the view that in the 
ultimate analysis. the problems enumerated 
herein can only be addressed with the emergem;e 
or an integrated Stock Market System. with each 
stock exchange in the system streamlined and 
possessing the necessary telecommunications 
and related infrastructure. Indeed. the Committee 
submits that there is an extremely strong case for 
the creation of an integrated National Stock 
Market System. 

Underthis system. all exchanges in the country 
would be inter-linked to facilitate the easy flow 
of transactions between them. The national inte­
grated system would comprise several distincti ve 
but intcr-relateu clements. The miljor 
pre-requisites for the effect ive functioning of 
such a system include: 

(I) greater degree of automation within stock 
exchanges; 

(2) 'net-working' between stock eXL'hanges: 
(3) estahlishment of National Clearing and 

Settlement Facilities and a Central Depository 
Trust under the aegis of a single nodal Corpora­
tion: 

(4) the establishment of a Securities Facilities 
Support Corporation to oversee the net-working 
of all stock exchanges. 

Gi ven the experiencc deri ved by more devel­
oped economics, the establishment of such a 
system can he accomplished in India in a 
relatively rapid time frame, not exceeding 3 years. 
In the meantime. to cater to the increased investor 
hase. the Committee recommends. suhjectlo the 
criteria presented in Chapter V of the (Study 
Group) Report, the selling up of a few more 
exchanges in thc . high potential' investment 
regions. *The CommiUee recommended new 
stock exchanges at only four places. viz. Nagpur. 
Gwalior. Chandigarh and Shimla. This is apart 
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from the recommendation for setting up the NSE 
at the New Bombay to provide computerised 
securities trading with all-India coverage. 

Once the integrated national system is in place. 
it would not be necessary to set up any additional 
exchanges. Indeed under the proposed system it 
would be possible for investors in remote loca­
tions to access major markets easily. 

The proposed national system would achieve 
an over-all improvement in the working of stock 
exchanges, whkh would directly lead to better 
service and protection to investors This would, in 
turn, facilitate the further growth of the capital 
market. 

It is with this perspective that the Committee 
recommends that the estahlishment of new stock 
exchanges he regarded as part of an overall 
scheme of developing the country's capital mar­
kets. A large number of stock exchanges, working 
in isolation, would only fragment the market, and 
create investor dissatisfaction, leading to con­
siderable inefTiciem:y in the system. Steps thus 
need to he taken to achieve an integrated system. 

The COllcept ()/Nutiollal Stock Market System 

In the ultimate analysis, a liquid market is the 
only means of providing every investor the 
opportunity to trade securities freely. It is only a 
large and liquid stock exchange market that would 
he viable in terms of cost, efficiency and 
sophistication of infrastructure needed to provide 
the quality or service required by the investor. 
Thus, a large number of independent small 
exdanges would not, hy itsell", provide the nec­
essary impetus to capital market growth. 

The Committee is thus of the view that such a 
murket can only he provided within the frame­
work of a nationally integrated Stock Market 
System. Under this system, all I!xchanges would 
be inter-linked. facilitating an easy now of 
transactions and resources. It would also be the 
most cost effective and efficient solution to the 
present prohlems be-setting the smaller 
exchanges. 

* Members of the Group were: M.J. Pherwani 
(Chairman), K.U. Mada, D.K. Bhatia and L.e. 
Gupta. The report was submitted to the Govern­
ment of India in June 1991. The following 
recommendations of the Study Group have been 
reproduced from Chapter g of L.c. Gupta. Stock 
Exchange Trading in India: Agenda for Reform. 
Society for CapIlal Market Research and Devel­
opment. 1992. 
* This part is taken from Chapter 2 of the Study 
Group's Report, pp. 5-9. 
* This part is taken from Chapter 3 of the Study 
Group's Report. pp. 10-12. 

III. Promotio/l (~lth(' National Stock Erdlllllge 

The Bomhay Stock Exchange (RSE) is the 
largest Slock exchange In the country. with (lver 
2,600 listed scrips and an ever increasing volume 
of trading. The BSE today m:counts for 70(;;" of 
all transactions. and has provided the underpin­
ning for the exponential growth of the capital 
markets. It has played the role ofa leader in setting 
the pace of the market. and in recent times. has 
provided unprecedented liquidity in all major 
counters. This is, indeed, laudable, given that the 
Exchange is housed in a congested location. and 
lacks adequate space for llIemhers and a modern 
truding ring. 

The larger companies listed on the Exchungc 
have been serviced well, with XO'}( of trading 
concentrated in (he 'A' category where carrying 
forward of transactiolls is allowed. Daily trans­
actions arc carried nut in about 250-30{) com­
panies. However, due to the physical ~~onstraints 
referred to earlier, other scrips arc either traded 
very infrequ.ently Df not traded at al I. Thc 
Exchange has also been unable In de\'\.: lop a dcht 
market. due tl) shortage oj" space. and the apparent 
unwillingness or mcmhers to act i.I~ lTlarkl..~t 

makers. 

The Committee has ohserved that the deht 
market, especially for long-dated fixed income 
securities, in fact accounts for the major propor­
tion of the volume of trading in more developed 
economics. It is this availahility of a secondary 
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market in deht that has provided the m~~or 
impetus to capital formation, especially in the 
USA and the UK. 

In view of the foregoing, the Committee 
strongly recommends that a new Stock EXl:hange 
he promoted immediately at New Bombay as a 
. Model Exchange' and to act as a 'National Stock 
EXl:hange' (NSE). The NSE would provide 
ul:cess to investors from all across the country on 
an equal rooting, and work as an integral com­
ponent of the National Stock Market System. 

Prillcipal featllres 

The NSE could limit itself to listing only 
medium-sized companies ..... [andl focus on crc­
atim! a market for debt instruments ..... Wholly 
ncglected by the BSE as well as other existing 
exchanges ..... 

The Exchange could he promoted by financial 
institutions and mutual funds. and financed on U 

self-sustaining hasis through levy of membership 
fees ..... 

At least SOW of the Managing Board of the 

Exchange should comprise of professionals who 
arc not members .. " ... 

The Exchange should he I:ompletcly automa­
ted in terms of both trading and settlemcnt pro­
I:edures. The implementation of the automated 
trading and settlement procedurc should be 
planned on a priority hasis . 

In addition to the admission of professionals. 
corporate memhers and institutions. representa­
tion should he permitted li'om across the country. 
and not limited to the city ofBomhay. This would 
allow for direct access to the market 10 p()tenti~\1 
investors and professionals from othcr invest· 
ment centres of the country. Mcmbers of existing 
exchanges would be limited 10 259c of the total 
number of individualmcmhers of the NSE. The 
balance 75 clc would be new professional memo 
hers. 

The Commillce urges the introduction of the 
I:onecpt of compulsory market makers(johbcrs in 
the NSE - a role that would eminently suil 
institutional memhcrs. This roll' is in fal:l essential 
to ensure liquidity to all scrips listed on the 
EXl:hange. 

REPORT OF THE COMMITTEE ON REVIEW OF DISCLOSURE 
REQUIREMENTS IN OFFER DOCUMENTS 

(Chairman: Y.H. Malegam, Mumbai, Securities and Exchange Board of 
India, J nne -.. :)95) 

/The SIIIIIIIIlII:r (~lthe recolI/mendation (~lthe ('OIIlJ1lillee. lIS given ill AlIf/cxurc-G olthl' rl'lJ(JI't are 
reproduce he/oil'. J 

The Securities and Exchange Board of India 
(SEB!) constituted a Commillec under the 
Chairmanship of Y.H. Malegam to review the 
existing disdosurc requirements in offer dOl:u­
ments and recommend addilions thereto and 
modifications thereof so that disclosures assist in 
achieving the ohjects for which SEBI has heen set 
up. namely to protect the intercst of investors and 
10 promote the development of and regulate thc 
securities market. This Committee finalized its 
report towards the end of June 1995. Summary of 
the Recommendations of the Committee as given 
in Annexure-G to the Report is reproduced 
hereundcr:-

I. All or SEBI's requiremcnts on disdosurc 
should he I:onsolidated in a single document 
issued in loosc-Ieaf form whkh can he periodi­
cally updated in a systematic fashion, 

2. The Prospectus sh()uld disclose thl: actual 
expenditure incurred on the project upto the date 
of filing thc draft prospCl:lUS with SEB lor upto a 
date falling two months beron: the date of filing 
the prospectus with the Registrar of Companies 
whichever is the later and the sources from which 
such expenditure is financed as also a ycar-wise 
hreak-up of the expenditure remaining to he 
incurred on the project. 

3. The Prospectus should disclose the "bridge 
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loan" ur other financing arrangement, if any. to 
incur expenditure on the project and whil:h is 
expel:ted to he repaid out of the proceeds of the 
Issue. 

4.ln rcspel:toffinancial informutiondisclosed 
in th\.' Pmspectus. adjustments needed musl. 
wherever possihlc. he made in the statement of 
a~scts and )iabilities and in the statement of profit 
and loss itself and not indicated hy way of notes. 
)n partil:ular: -

(i) All incorrect al:counting practices or 
failures to make provisions or other adjustments 
which resulted in audit qualification should he 
rectified and an:ounting figures he recomputed; 

(ii) the material amounts relating to adjust­
IlH:nts relating to previous years he identified and 
adjusted in arriving at the profits of the years to 
which they relate irrespective of the year in which 
the event triggering the profit or loss occurred: 

(iii) where there has been a change in 
accounting policy. the profits or losses PI' the 
earlier years and of the change be recomputed to 
rdlect what the profits or losses of those years 
would havc heen if a uniform ul:wunting policy 
had been followed in each of those years; 

(iv) the statement of profit or loss should 
disclose the profit or loss before eXtraordinary 
items separately from the profit or loss after 
ex traord inary ite illS. 

5. In theslall:ment of profit or loss. the turnover 
disclosed should be hifurcatedinto: (i) turnover 
of products manufactured hy the company and, 
(ii)turnovcrofproducts traded in hy the company. 
and if the turnover of traded products is in respect 
of products not normally dealt in by the company 
the same should he separately discussed. 

6. The Prospectus should disclose details of 
'Olher Income' in all cases where such income 
(net of related expenses) exceeds 207r of the net 
profit hefon: laX. 

7. The prospectus should disd()sL~ the signifi­
cant factor affecting tax provisions in any year, 

X. The statement of assets and liahilities 
disclosed in the prospectus should he prepared 
after .deducting the amount of 'revaluation 
resl'/'Vl" frolll hoth fixed assets and reserves to 
arrive al the Net W orlh. 

9. The Prospectus should disclose m"lterial 
changes (with LJuantification wherever possihle) 

in the activities ofthe issuer which lIlay have had 
a material effect nn the statement of profit! loss 
I'lli' the five years disclosed in the prospectus. 

10. The Prospectus should disdllse ~t11 signi f­
icant accounting policies followed in the pr\.·pa­
ration of the financial statements. 

I I. The Prospectus should d isclos\.' sales llI' 

purchases hetween companies in the prllllllltel 
group when such saIes or purchases e,CL'cd in 
value in the aggregate IO(1l of the total sales or 
purchases of the issller and also material items of 
income or expend itun:: arising out of transaction 
in the promoter group. 

12. The Prospectus should disclose specified 
m:counting ratios for each of the m:counting 
periods fur which financial information is gi"en. 

13. All rinanc ial in fOl'm:ttinn givcn in the 
Prospectus including accoullting ratios should he 
audited. 

14. In respect uf all cOIll)lani~s clllblirkin~ Oil 

major expansil)lls or new proj~L'ts. the PI'llSP(;du~ 
should make disclosure regard ing (i) Tcdllwlogy. 
Oi) Market. (ii i) Cllmpctition. (i\) Managerial 
competence. and (V) capacity build-up. 

15. Normally the Prospectus ,Iwuld not dis­
close projections oi'futun: profits. Disclosure may 
be made in respel.:t of-

0) New companies. (Ii) EXlstlllg Clllllpamcs 
embarking on a Ilew project. (IIi) Existing COIll­
panics embarking on an expanslOll which is Llis­
proportionately large in relat ion to the existing 
husiness. 

16. Where projectiolls or futurc profits arc 
disdosed in the prospectus, such disclosure must 
be governed hy specified conditions. 

17. The Prospectus should nmtai n a statement 
hy the directors whether there have. in their. 
opinion, arisen since the date of the last financial 
statements disclosed in the pmspectlls any ci r· 
cumstances that materially adversely afrect the 
trading or profitability of the issucr or the value 
of its assets or its ability 10 pay its liahilitieswithin 
the next twelve months. 

18. The Prospectus should contain a forecast 
of the estimated profits for the financial year 
ending immediately before the date of the oller 
document (if such information is not already 
given in the prospectus) and for the financial year 
cnding iml11ediately after the date Dr olh.'ring 
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document duly supported by an auditors' certif­
icate which lists the major assumptions on whi~h 
thc forecast is based and gives assurance on the 
arithmetical calculations derived from such 
assumptions. 

19. The terms 'Promoter' and 'Promoter 
Group' should be dcfined for the purposes of the 
disclosure requircments in the Prospectus. 

20. The Prospectus must disclose - 0) the 
aggregate shareholding of the Promoter Group 
amI of the directors or thc Promotcr, (ii) the 
aggrcgatc number of shares tradcd in by the 
Promoter Group and thc dircctors during the six 
months prior to the date on which the Prospectus 
is rilcd with the Registrar of Com panics together 
with the maximum and minimum price at whieh 
purchasc and salcs wcre made and the date on 
which such minimum and maximum prices were 
delcrmincd. 

2 I. When disclosure is made in thc Prospectus 
()f the aggrcgate holding of the Promoter Group, 
a list of the persons who constitute thc Promoter 
Group and their individual sharc holdings should 
be filed with SEBI. 

22. The disclosurc rcquircd in the Prospcctus 
regarding other vcntureskompanies promotcd by 
the promotcr should bc restricted to ccrtain spc­
cified mattcrs. 

Thc Prospectus should disclosc -
(i) stock markct data separately for cach 

period which commenccs with a change in capital 
structure. 

Oi) the markct value immediately after the 
date on which the resolution of the Board of 
Director concerning the issue was passed, 

(iii) thc volumc of business for each month 
during thc six months prcceding thc issue. 

23. The disclosurc required in the Prospcctus 
concerning outstanding litigation should be 
confined to -

(i) litigation against the company or against 
all} othcr company whose out.:ome could have a 
materially adverse effcct on the finandal position 
of the company. 

(ii) litigation against the promotcrs or 
directors involving violation of statutory rcgu­
lations or criminal offcnce. 

24. The bifurcation of disclosure in the 
Prospectus or "risk factors" into "internal" and 

"external factors" on the one hand and "man­
agement perceptions" on the othcr should be 
prohibited. 

25. Projected Earnings should not be used as 
a justi fication for the price. 

26. The Prospectus should disclose as justi fi­
cation for the issuc pricc -

(i) EPS pre-issuc for the lasl three years \ as 
adjusted for changes in capital). 

(ii) PIE pre-issue and comparison ther~or 
with industry PIE where availahle. 

(iii) avcrage return on net worth in the lasl 
three years, 

(iv) minimum relurn on increased net worth 
rcquired to maintain pre-issue EPS, 

(v) NAV based on lasl halance sheet, 
(vi) NA V after issue and comparison thereof 

with the issue price. 
27. The accounting ratios disclosed in the 

Prospectus in justification of the isslle price 
should bc calculated after giving effect to the 
conscquent increasc of capital on the assumption 
that the option to subscribe for additional capital 
will be excrcised. 

2X. Thc Prospectus must disclose specified 
information regarding parties with whom tech­
nical and financial agrcements have been entered 
into. 

29. The Prospectus should disclose Manage­
ments' discussion and analysis of the financial 
condition and results of the opcrations presented 
in thc financial statcmcnts. 

30. Thc Prospectus should disclose ,I Capi­
talisation Statement. Wherc there has been a 
change in the share <:apital since thc datc as nr 
which the financial infonnalion has been dis­
closed in the prospcctus, there should be a nolc 
explaining the nature of the change. 

31. The Prospectus should disclose all "buy­
back" and "standby" and similar arrangcments. 

32. Thcre should be special dis<:losllre 
requirements in thc Prospectus for specialised 
industry groups. For the time hcing specified 
disclosures should he required for financial SCI-­

vices companies. 
33. The Prospcetus should disclose specified 

details regarding major shareholders. 
34. Every prospcctus should havc an index 

which idcntifics the contents of prospectus. 



1'01 .. II NO. ., RU'ORT OF THI:" COMMI1TE/: ON RI:VII:W OF f)JSCU)SURI, RI:"{}l!II<J:M/:NIS 751 

35. The draft Abridged Prospectus should be 
filed with SEBI and scrutinised by SEBI before 
an acknowledgment card is issued. 

36. The Ahridged Prospectus should disclose 
specified items presently required to be disclosed 
in the Prospectus. 

37. The Abridged Prospectus should also 
disclose specified items, disclosure whercof in the 
Prospectus has heen suggested. 

38. The Ahridged Prospectus need not disclose 
sped fied information regarding associated com­
panics. 

39. The disclosure of financial information in 
the Abridged Prospectus should be in the same 
manner as in the Prospectus. 

40. Companies should be authorised to levy 10 

the hrokers a nominal fce for every copy of the 
Abridged Prospectus. 

41. The Application Form should in all cases 
he a perforated part of the Abridged Prospectus. 

42. The reproduction in an advertisement of 
any information or language contained in thc offer 
dllcument should be reasonably complete dis­
dosing all relevant facts included in the offcr 
doculm:nt and nnt restricted to certain extracts or 
restricted information only from the offer docu­
ments in relation to that item. 

43. The guidclincs on advertisement should 
apply to all advertisements issued after the 
acknowledgment card is issued by SEB!. 

44. It should be clarified that:-
(i) no advertisement regarding the closure 

of an issue can he issued unless prior to the 
issuance of the advertisement the lead manager is 
satisfied on the hasis of a certificate issued oy the 
Registrar that atlcast 90 per cent of the issue has 
heen subscrihed for; 

(ii) no advertisement that the issue is over­
subscribed can be issued until the issue has 
actually closed. 

45. A provision similar to the provision gov­
erning issue advertisement in The Securities 
Regulation, 19M3, in New.Zealand be introduced 
in the Securities (Regulation) Act. 1956, but until 
this is done:-

(i) the puhlishers of a newspaper or maga­
I.ine, the advertising agents and other media 
should be required to he registered with SEBI like 
any other intermediary; 

(ii) after an acknowledgment card is issued 
by SEBI, the issuer must be required to isslle 
advertisements only through such registered 
intermediaries; 

(iii) no advertisement can be issued hy the 
registered intermediary unless a certificate in the 
prescribed form signed by a director of the 
company and the lead manager is filed with the 
intermediary. 

46. In the case of a rights issue. disclosures 
should be confined to specified items 

47. With a view to eliminating unnel.:essary 
detail. thc disclosurc requirements in the Pro­
spectus for specified item oe modified as under:­

(i) details regarding underwriters he giVL~n 
only for major underwriters: 

(ii) disclosure regarding rights or memhers 
and restrictions on transfer he conrined to those 
articles of association which are at material 
variancc with the provisions of the regulations 
contained in Table-A. 

48. Disclosure required in the Abridged Pro­
spectus in terms of Clause V(h) (ii) and Clause V 
(j) of Form 2A be not required. 

49. The Lead Manager should he required to 

rile with SEBlthe followinl! I.:ertifil.:ates:-
(i) a "due diligencc" I.:~rlificate when riJin~ 

the draft prospectus: 
(ii) A "due diligence" certificate that allthL' 

amendments suggested hy SEBI on the basis of 
the ohservation Icttcrs have been made in the 
Offer Documents; 

(iii) A final "due diligence" ~ertifi<.:ate when 
filing the doculllent with the Rq!i-.;trar or Com" 
panics or before issuing the "Ieuer of ofkr" as the 
case may he; 

(iv) a certificate immediately before thc 
opening of the issue that no L'orredivL' actioll i~ 
needed; 

(v) A final "compliance certificate" hefore 
the issue is closed. 

50. SEBI should examine the Annu:.11 Reports 
issued by the issucr for the t Wll financial years 
ending after the date of Ofk:r Document to 
determine whether there is anything therein 
which is inc()nsistL~nt with what is Slated in thl' 
Offer Document or anythIng is stated thL're in 
which should have he en stated in the Offer 
Document but was not stated. 
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51. The time taken by SEBI for vetting of the 
draft prospectus should be reduced to 21 days. 

52. The period of notice to be given tothe Stock 
Exchange for the fixation of a 'record date' in the 
case of a rights issue should be reduced to 30 days, 

53, In the case of a public issue the period 
which must elapse between the date on which the 
prospectus is approved by the Registrar of 
Companies and the opening or the issue should 
he reduced to 14 days, 

54. Where SEBI has evidence that certain 
hanks or certain branches of banks have been 
consisll:nt dcl'aulters in processing applications, 
it should refuse to approve such banks or branches 
as authorised agendes for collection of applica­
tion forms and monies, 

55. For rights issues, the mandatory period 
provided in the list ing agreement for issue of share 
certificates should be reduced to 30 days. 

56, There should be an undertaking by the 
issuer lhallransm:tions in shares by the' promoter' 
the 'promoter group' and the immediate relatives 
or the 'promoter during the period between the 
date of filing the prospectus with the Registrar or 
Companies or the letter of offer is issued and the 
date of closure of the issue' should he reported to 
the concerned Stock Exchange within 24 hours of 
the tl'anslH.:tion, 

57. (i) As soon as a draft prospectus or letter 
of uffer is filed with SEBI, an intimation shuuld 
l1l'sent by SEBlto the concerned stock exchanges 
where the share is listed with a request that 
tnmsaetions in the shares he monitored and all 
ullusualll10vements in volumc or price promptly 
rcported to SEBI. 

(ii) As soon as the above intimation is 
rel:eived oy the concerned stock exchange. trad­
ing in thL' share should he put on the screen based 
trading system, 

\iii) In respect of stock exchanges where 
~crccn hased trading has not yet been introduced, 
tradIng in the share should be allowed only 011 a 
, spot' basis, 

58. All proceeds of an issue should be sepa­
rately invested outside the business in any form 
which is decided by the Board of Directors and 
disdosed in IheProspeclus but which provides 
liquidity needed to ensure that the funds will be 
available for usc when required for the ohjects 

specified in the issue. 
All unutilised monies oulof the issue must be 

separately disclosed ill the Balance Sheet of the 
Company indicating the form in which such 
univested funds have becn invested. 

There should he an annual auditors' certificate 
confirming, that funds have been utilised only I'DI' 

the specified ohjects and indimting the funds 
remaining to be utilised and how the same have 
been invested. 

59, Funds which cannot be used for the purpose 
specified can be used for other purposes only with 
the prior approval of the shareholders. 

60. SEBI should publish periodically the 
names of the Companies and details of the issue 
for which a draft prospectus or letter of nffer is 
filed with SEBI. 

61, The minimum share capital to he offered 
to the public for obtaining a listing on tht: stock 
exchange should hc 25 percellt of thc issued 
capital or capilal of a face value Ill' Rs, I .8 ~rores 
(but not exceeding Rs 5 crores of issue value) 
whichever is higher. 

62. An Issuer which has a capital of less than 
Rs. 10 crores and which has not been in W111-

mercial operation for more than 2 years or which 
makes an issue with the obje~t of fi nancing a new 
line of business which has not heen in commercial 
operation for more than 2 years should not be 
allowed to make a public issue exceptlhrough the 
OTe Exchange ()f India or it must be required to 
first place the offering with a group of under­
writers who will subsequently offer the shares in 
the market. ' 

63, Where authority is given to the Board of 
Directors to fix a price at which the issue should 
be made within a specified price band, the price 
should be fixed by a resolution to be passed hy 
the Board of Directors at a meeting of the Board 
of which 4X hours notice is given to the Stock 
Exchange, 

64. The right to an unlisted Company to make 
a first issue at a premium should he availahle only 
when the net worth of the company before the 
issue represents not less than 20 per cent of the 
net worth of the company as it would be aftcr the 
issue is made and the unlisted company has a net 
worth before the issue of n()lless than Rs, 3 crmes. 

65. The right to an unlisted Company to issue 
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shares at a prclll ium should also be available 
where a division of a company is spun off into a 
separate company and the track rccord of profit­
ability of the division (established of thc basis of 
an auditor's certificate) should be considered in 
thc samc manncr as for a partnership converted 
into a company, 

66, SEB I should. in consultation with the Press 
Council of India. cvolvc a code of conduct for 
financ i al journal ists, 

67, SEBI should in consultation with the stock 
c xchanges and thl: Association of Merl:hant 
Bankers evolve a l:ode of conduct for brokcrs, 
kad. managcrs. etc,. in respect of communica­
tions to diel1lS on new issues and rights issues, 

68. The olTer documents should be required to 
l:arry a clear warning to the reader that the issuer 
accepts no responsibility for statement made 
otherwise then in the otTer document or in the 
advertisement issued by the issuer and that any­
one placing reliance on any other source of 
information docs so at his peril. 

69, When an unlisted company has mergcd 
with a listed wmpany the continuancl: of thc 
listing of the merged company should he made 
subject to specified conditions. 
Source: Chartered Secretary. Vol. XXV. No. X. 
August 1995. Pp. 759-762, 
Tahle-A not included here, 

SECURITIES AND EXCHANGE BOARD OF INDIA 
(}'OREIGN INSTITUTIONAL INVESTORS) 

REGULATIONS, 1995 

{TIleSi' regulatiolls as amended upto October 7. ICJ99 (Ire reproducedfro/1/ SeCllririe.\' lind Erchallge 
Board ()lIndill website: File/iil3.html 

CHAPTER I. 
I'REUl\IINARV 

.-;lion ririe alld COl1lmellCement 

I, ( I) These regulations may he called the 
Securitics and Exchange Board of India (Foreign 
Instllut ional Invcstors) Regulations. 1995. 

(2) They shall come into force on the date of 
their puhlil:ation in the Official Gazette Defi­
nitions 
2. In these regulations, unless the context othcr-

, , 

wise requires. -
(a) "Act" means the Securities and Exchange 

Board of India Act. 1992 (15 of 1(92); 
(b) "certificate" means a certificate of regis­

tration granted hy the Board under these regu­
lations; 

(e) "designated bank" mcans anybank in India, 
which has heen authorised hy the Reserve Bank 
of India to act as a banker to Foreign Institutional 
Investors; 

(d) "domestic custodian" includes any person 
carrying on the activity of providing custodial 
servil:es in respect of securities; 

(e) "enquiry officer" means any llfficer of the 
Board. or any otherpl:rson appointed by the Bnard 
under Chaptcr V of these regulations: . 

(I') "Foreign Institutional Investor" means an 
institution estahlished or i ncorporatcd outside 
India which proposes to makc inveslImnt in India 
in securities; 

(g) "form" means a form specified in thc First 
Schedule to these regulations; 

(h) "Goyernment of India Guidelines" means 
the guidelines datcd September 14. 19Y2 issued 
hy the Government of India for Foreign Institu­
tional Investors, as amended from timc to time; 

(i) "institution" includes eyery artificial 
juridical person; 

(j) "schedule" means a schedulc to these reg 
ulations; 

(k) "sub-account" indudes those institutions. 
established or incorporated outside India and 
those funds. or pl)rlfolios. cstahlishl:d outside 
India. whether incorporated or not. nil whose 
hehal f investments arc proposed to he made III 

India hy a Foreign Institutinllallnvestor. 
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CHAPTER II. 
R.:GlSTRATJON 0 .. FOREI(;!\; INSTITUTIONAL INVESTOR 

Application for certijicate 

3. ( I) No person shall buy, sell or otherwise deal 
In securities as a Foreign Institutional Investor 
unless he holds a certificate granted by the Board 
under these regulations. 

(2) An application for the grant of certificate 
shall be made to the Board in form A. 

0) Notwithstanding anything contained in 
sub-regulation (2), any Foreign Institutional 
Investor who has made an application for the grant 
of a certificate to the Board prior to the com­
mencement of these regulations shall be deemed 
to have made an application under sub-regulation 
(2) and the application shall be accordingly dealt 
with under these regulations. 

(4) Notwithstanding anything contained 
hereinabove, any person who has before the 
commencement of these regulations, made an 
application for registration and has been granted 
registration by the Board under the Governmcnt 
of India Guidelincs to act as a Foreign Institu­
tional Investor shall he deemed to have made an 
application under suh-regulation (2) above may 
(.;ontinue to huy, sell orotherwise deal in securities 
subject to the provisions of these regulations, till 
the grant or refusal of a certificate under these 
regulations. 

Furnishing of il!/ormatioll, clarificatioll, and 
personal representation 

4. (I) The Bomd may require the applicant to 
furnish such further information or clarification 
as the Board considers necessary regarding mat­
ters relevant to the activities of the applicant for 
grant of certificate. 

(2) The applicant or his authorised reprc­
sentative shall, ifsorequired by the Board, appear 
before the Board for personal represcntation in 
connection with the grant of a certificate. 

AppliclItion to cOl1form to the requirements 

5. Subjeclto the provisions of sub-regulation (3) 
and suh-regulation (4) of regulation 3, any 
application, which is not complete in all respects 

and docs not conform to the instructions specified 
in the form or is false or misleading in any material 
particular. shall be rejected by the Board. Pro­
vided that, before rejc(.;ting any such application. 
the applicant shall be given a reasonahle 
opportunity to remove, within the time specified 
by the Board, su<.:h ohject ions as may he indicated 
by the Board. 

Consideration (d appl icatio/l 

6. For the purpose of the grant of certi ficate the 
Board shall take into account all matters which 
are relevant to the grant of a certificate and in 
particular the following, muncJy:-

(a) the applicant's track record. professional 
competence, finan(.;ial soundness, experience. 
gencral reputation of fairness and integrity: 

(h) whether the applicant is regulated by an 
appropriate foreign regulatory authority: 

(c) whether the applicant has been granted 
permission under the provisions of the Foreign 
Exchange Regulation Act, 1973 (46 of 1973) hy 
the Reserve Bank ofindia for maki ng investments 
in India as a Foreign Institutional Investor; 

(d) whcther the applicant is -
(i) an institution estahlished or incorporated 

outside India as Pension Fund or Mutual Fund or 
Investment Trust; or 

(ii) an Asset Management Company or 
Nominee Company or Bank or Institutional 
Portfolio Manager, estahlished or incorporated 
outside India and proposing to make investments 
in India on behalf of broad hased funds and its 
proprietary funds, 'fan.\': lor 

(iii) a Trustee or a PowcrofAuorney holder, 
incorporated or established outside India. and 
proposing to make investments in India on hehalf 
of b~oad based funds and it.l· proprietan'.!illllis. it 
(lIlY.-

". Ii,·, 3 luniversity jill/d, endowments. fOll/uta­
tiolls or charitable trusts or ch{/ritable societies" 
Provided that while considering the applicatio/l 

.Ii"om the applicants untie I' elause (il') the Board 
may take into accO/wt tilej()l/owil1g namely:-

(a) Whether rhe applicam hlls been ill 
existence for CI period oj'm It'ust 5 \'ellrs. 

(b) Whether it i.l· le~ltlly p~rl1li.\'si/:Jle ./(11" 

lIre applic£lllf to invest ill secltririe.l' outside the 



1'01 .. II NU .J SJ:CURITII,'S lINn fXCHANGt. BOARD OF INDIA 755 

CO/lIltr.' (~l its incorporation or establishment; 
(c) Whether the applical/f has been reg­

iSTered with lilly statutOI} authority ill the COIlIltn­
oj' thei r incorporation or establishmellt; 

(d) Whether any legal proceeding Itas 
bel'li initiated by any statlltm:v authority against 
the a{JpliClil/T f.\ 

E rplll/lLlt iOl I: 

For the purposes Ilr this regulation. "broad 
based fund" means a fund. established or incor­
porated outside Jndi,!. which has at least -I+l+y 
I twenty (' investors. with no single individual 
invcstor holding Inore than +i¥e-I tcn In pCI' ccnt of 
the ,hares ()f units Ilrthc fund. Provided that if 
the hroad ha~ed fund has institutional invcstor(s) 
it shall not be necessary for the fund to have-l+l+y 
!twl'ntyl" invcstllrs: Provided further that ifthc 
broad bascd fund has an institutional investor who 
holds more than fi ve I ten /33 percent of the shares 
or units in thc fund.thcn the institutional investor 
must itself bc a hroad bascdfund; or 

(c) Whether the grant of certificatc to the 
applicant is in the interest of the devclopment of 
the securities markct. 

(f) Whether the (Ipplicallf is 11 fil alld proper 
.! 

171'1'.1'1111. 

Procedure alld grant l!l certificate 

7. Wherc an application is made for grant of 
certificate under these regulations. the Board 
shall. as soon as possible but not later than three 
months after in formation called for by it is fur­
nishcd. if satisfied that thc application is complete 
in all respccts. all particulars sought have been 
furnished and thc applicant is found to be eligible 
for the grant of certificatc. grant a certificate in 
form B. subject to payment of fces in accordance 
with thc Second Schedulc. 
"/ "Pml'ided that the Board lIlay exempt from the 
paymellt (~tfees. all applicant sitch (IS the World 
Bank and olher illStitlltions established outside 
India jor providing aid. and which have been 
j{rwlled privileges and immullities j/'Om tIll! pay-
1I/I!IIf(~lf(lx and duties by the Central Government. 
Prol'idedjitrther thaI t/le Board shall refillld the 

fees already colleCledji'Oll/ the illstitllfio/l.\· which 
are exempted ji'ol/l the payment o( fees by the 
proviso mellfiolled above. "/ 

Validity of certificate 

8. The certificate and each renewal thereof shall 
be valid for a period of five years from the date 
of its grant or renewal. as the case may he. 

ApplimtionffJr rel/ewal o/cerfifi'cate 

9. (I) Three months bcfore the expiry of the 
period of certificatc, the Foreign Institutional 
Investor. ifhe so desires. may makc an application 
for renewal in form A. 

(2) The application for rcnewal under sub­
regulation ( I) shall. as far as may be. be dealt with 
in the same manner as i fit were an application 
made under suh-regulation (2) of rcgulation 3 for 
grant of a certificate. 

(3) The Board shall, on such application, if 
satisfied that the applicant fulfils the requirements 
specified in regulation 6. grant a certificate in 
form B. subject to payment of fees in accordance 
with the Second Schedule. 

Conditiolls for g ralll or rellcwol or certificate to 
.tin·eigll institlltiollul il/ve srors 

10. The grant or rencwul ()r (;crtificute to the 
Foreign Institutional Investor shall bc suoject to 
the following wnditions. namely: 

(a) he shall abidc by the provisions of these 
regulations; 

(b) if any information orparliculars previously 
submitted to the Board arc found to he false or 
misleading, in any material respect. he shall 
forthwith inform the Board in writing: 

(c) if there is any material change in the 
information previously furnished hy him to the 
Board, whieh has a hearing on the certificate 
granted by the Board. he shall forthwith inform 
the Board; 

(d) he shall appoint a domestic custodian and 
before making any investments in India. enter into 
an agreement with the domes til: custodian pro­
viding for custodial services in rcspl'ct of secu­
rities; 

(c) he shall. hefore making any in\estIlK'nts ill 
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India, enter into an arrangement with a designated 
bank for the purpose of operating a special non­
resident rupee or foreign currency account; 

(f) before making any investments in India on 
behalf of a sub-account, if any, he shall obtain 
registration of such sub-account, under these 
regulations. 

Procedure where cert!flcllte is not granted 

II . ( I) Where an application for grant or 
renewal of a certificate docs not satisfy the 
requirements spel.:it'ied in regulation 6, the Board 
Illay reject the application aftcr giving the appli­
cant a reasonable opportunity of being heard. 

(2) The del.:ision to reject the application shall 
be wmmunicatcd by thc Board to the applicant 
in writing stating therein the grounds on which 
the application has bcen rejectcd. 

n) The applicant. who is aggrievcd by the 
decision of the Board under sub- regulation ( I) 
may, within a period of thirty days from the date 
of receipt or communication under sub-regulation 
(2). apply to the Board for reconsideration of its 
decision. 

(4) The Board shall, as suon as possible. in the 
light of the submissions made in the application 
for reconsideration,made undersub-regulatiol1 (3) 
and after gi ving a reasonable opportunity ofbeing 
heard, convey its decision in writing to the 
applicant. 

Applicatio/l jiJl' registratiol/ of sub-accounts 

12. (I) A Foreign Institutional Investor shall 
seek from the Buard registration of each sub­
u<x()unt on whose behalf he proposes to make 
investments in India. 

(2) Notwithstanding any thing contained in sub 
regulation ( I) above, any sub-account which has 
been granted approval prior to the commence­
ment of these regulations by the Board shall be 
deemed to have been granted registration as a 
sub-account by the Board under these regulation. 

(3) An application for registration as a sub-

account shall I.:ontain particulars specificd in 
SI:I9 fJara (9) of fJara 5 of form ,II,." I Para J (~f 
Annexure B to FOr/II A of the First Sc(w/llie J. 

Procedure lIlId Rrllllt {l regi.l'tmtio/l (){ slIh­
accounts 

13. (I) For the purpose Df grant ur registrati()n 
the Board shall take mto account alllllaller~ which 
are relevant to the grant of such rq!istratiollto the 
sub-account and in particular the followlIlg. 
namely-

(a) the applicant is an institution or fund or 
portfolio established or incorporated outside 
India and proposcs to make investment in India; 

(b) thc applicant is a hroad based fund lor 
proprietm:\'.fimd t 

I hb) the applicant is afit WId proper perol'oll. r 
(c) the Foreign Institutional Invcstor 

through whom the application for registratioll is 
made LO the Board holds a certificate of regis­
tration as Foreign Institutional Investor; and 

(d) the Foreign Institutional Investor 
through whom an applil.:ation for registration of 
sub-account is made, is authorised to invest on 
behalf of the sub-account. 

(e) /The foreign il/.lti tilt i()/1ll1 illl'e stor 
through whom the appliclItiolljiJr registl'lltioll is 
//lade. has submitted ulldertakings that the suh­
account fu(fils the criteria referred to in this 
sub-regulation in a mmmer specified ill para 2 of 
Annexure B to Form A ()f'the First Schedule. 

(f) The sub-accoullt has paid ref!,i.l'tratioll 
fees ill accordallce with the Second Schedule. r' 

(2) TA@ Boars OR heiR!:! t;alitifietl lhal lAC 
apfJlieaRI is eligible for a graRI 0 f rcgit;ln:tlinf\ !;hi:lll 
firtlRt registratioR 10 Ihe 1;1:19 accoullt. 
{)/The Board 011 receipt (Jj'rlle llllderlilkingl' lIlId 

the registratioll fees as referred /() ill SI/"­

regu/atioll (I). may grant regi.\'l/'{/tiolilo tile sllh­
account.j 

(3) A sub-account granted registration in 
accordam:e with suh-regulation (2) of this regu­
lation shall be deemed to be registered as a 
Foreign Institutional Investor with the Securities 
and Exchange Board of India for the limited 
purpose of availing of the benefits available tu 
Foreign Inslitutionallnvcslofs under sel:tion 1 15 
AD of Income Tax Act. 1961. (43 or I Y61 ). 
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CHAPTER III. 
INVESTMENT CONDITIONS A,ND RESTRICTIONS 

Commencement of investment 

14. A Foreign Institutional Investor shall not 
make any investments in securities in India 
without complying with the provisions of this 
Chapter. 

itll'estl1lent restrictions 

15. (I) A Foreign Institutional Investor may 
invest only in the following:-

(a) securities in the primary and secondary 
markets including shares. debentures and war­
rants of companies I unlisted 1'1 listed or to be 
listed on a recognised stock exchange in India; 
and 

(bJ units 'of schemes floated by domestic 
mutual funds including Unit Trust of India. 
whether listed on a recognised stock exchange or 
not. 

(c) /dated Government Securities.l'~ 
(d) /derivatives traded on a recognised 

stock exchange.!'3 
(2) Notwithstanding anything contained in 

sun-regulation (l) of this regulation. the total 
investments in equity and equity related instru­
Ill~nts (inducting fully convertible debentures. 
convertible portion of partially convertible 
debentures and tradable warrants) l11ade by a 
Foreign Institutional Investor in India. whether 
llll his own account or on account of his sub­
accounts. shall not he less than seventy per cent 
of the aggregate of all the investments of the 
[.'oreign Institutional Investor in India. made on 
his own account and on account of his sub­
accounts. 
/ PrOl'id('(1 thllt nothing c(lntained ill 
slIh-regulatioll (2) shllllapply to {IllY investment 
()f thejiJl"eign institutional illveswt either 011 its 
OW/1 (lCCOlIllt or Oil heha(( of its SUb-lU'(,Ollflts ill 
del>t securities which are (ulllisted)l-l or listed or 
to he listed 0/1 allY stock exchut/Me if the prior 
approval o(flle Board has heen ohtainedfor such 
i IIl'estllletltS. 
Provided ./itrther that the Board may while 
grallling lIpprol'ul for the ill\lestl/ll'nt.\' impose 
e(}lulition.\' (1.1' are necessary lvitll rewat to tile 

maximum amount which Ctlll be invested ill debt 
securities by the foreign institutional investor Oil 

its own account or th rough its sub aCCOIlIl1S,/15 
[Explanation; for the purpose of the provisos to 
this sub-regulation. the expressioll "debt securi­
ties" shall include dated Govemment securities 
and'n (treasury bills}'7] 

(3) In respect of investments in the secondary 
market. the following additional conditions shall 
apply:-

(a) the Foreign Institutional Investors shall 
transact business only on the basis of taking and 
giving deliveries of securities bought and sold and 
shall not engage in short selling in securities; 
/Provided that nothing contained ill clause (a) 
shall apply in respect of transactions ill deriv­
atives traded 011 a stock nchange I'x 

(b) no transaction on the stock exchange 
shall be carried forward; 

(c) the transaction of business in securities 
(d) shall be only through stockhrokers who 

has been granted a certificate hy the Board under 
sub section (I ) of section 12 of the securities and 
Exchange Board of India Act. 1992; 
I\)[ Provided that the transactions in government 
securities including treasury bill.'t~1I shall be 
carried (Jut in a manller specified bv the Reserve 
Balik of India} . 
~I/ Providedfitrther that ill ell,\'e ulan open offer 
by tl company to huy-back its .\"eclIritie,\' . the 
forei!?" institutional investors ma\, sell the seCl/­
rities held by it to such cOlllpau,: ill llccordance 
with the Securities and ExcfulII~e Board 01' India 
(Buy-Back of securities Re!?ltlatiol1s. 1CJ<J8)/ 
2~1 Provided .timher that I!othing cOlltained in 
clause ( c) shall apply to sale of securities 17." a 
Foreign Institutional bll'estor in response to a 
letter of" (~fler sent by an acquirer ill llccordance 
with the Securities and E..r:clllIlIge Boord 01' India 
(Substllntial Acquisition (If Shares alld Take­
overs) Regulatiolls. 1997./ 
~J/( d) a F()rei~n Institutiollal Investor or a sub 
l/ccoullf having an agg regale oj'seclIrities which 
are worth rupees ten crores or //lore. as Oil the 
latest balance sheet data. shall. sl/~iect to S/lch 
instructions as may he issued from time to time 
hy the Board. settle their transactiolls elltered on 
or lifter }alluwy 15. 1998 oilly throl/gh dell1l1t­
erililised securities.' 
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(4) Unless otherwise approved by the Board, 
securities shall be registered -

(a) in the name of the Foreign Institutional 
Investor. provided the Foreign Institutional 
Investor is making investments on his own behalf; 
or 

(b) in his name on account of his sub­
account. or in the name ofthe sub-account, in case 
he is investing on behalf of the sub-al:count: 
Provided that the names of the sub-accounts on 
whose behalf the Foreign Institutional Investor is 
investing are disdosed to the Board hy the For­
eign Institutional Investor. 

(5) Thc pun:hase of equity shares of each 
company hy a Foreign Institutional Investor 
investmg on his own account shall not exceed~ 
/tent' percent of the total issued capital of that 
company. 

(6) In respect of a Foreign Institutional 
Investor investing in equity shares of a company 
on behal f of his sub-accounts. the investment on 
hehal f of em:h such sub-account shall not exceed 
fiw / ten F percent of the total issued capital of 
that company, 

(7) The investment by the Foreign Institutional 
Investor shall also be subject to Government or 
India Guidelines. 
/ A ForeiRII /llstiflltiollu/ /11 veslo I' or ,Wh-l/{'Co/Illf 
lIIay /e//(I se{'urities throllRh (/11 (/pproved inter­
lIIedifll:\,;1I (lc{'ordlllll'f with stock lelldillg schetlle 
oFtlle ROlin/ t, 

CHAPTER 1\. 
(a':~ER'\1. OII1.1(;J\TI()~S ANII RESI'Ol\SIIIIUTIES 

APl'ointll/('I1t (~ld()lIIe.l'tic custodiall 

16. i I) A Foreign Institutional Investor or a 
glohal custodian acting on behalf of the Foreign 
Institutional Investor, shall enter into an agree­
ment with a domcstic custodian to act as custodian 
ofsecuritics forthe Foreign Institutional Investor, 

(2) Thc Foreign Institutional Investor shall 
ensure that the domestic custodian ta~es steps for 

(<I) monitoring of investments of the Foreign 
Institutional Investor in India; 

(h) reporting to the Board on a daily basis 
the transactiom entered into by the Foreign 
Institutional Investor; 

(c) preservation for five years of records 
relating to his activities as a Foreign Institutional 
Investor; and 

(d) furnishing such information to the Board 
as may be called for by the Board with regard to 
the activities of the Foreign Institutional Investor 
and as may be relevant for the purpose of this 
regulation. 

(3) A Foreign Institutional Investor may 
appoint more than one domestic custodian with 
prior approval of the Board. hut only one custo­
dian may be appointed I"or a single suh-account 
of a Foreign Institutional Invcstor. 

Appointment o{ desiRlwred hllllk 

17, A Foreign Institutional Investor shall appoint 
a branch ofa bank approvcd by the Reserve Bank 
01" India for opening of foreign currency denolll­
inated accounts and special non-resident rupce 
al:counts, 

Maintel/{/I/ce of' pmper hooAs oj l/('COIlI/fS. 

records, ere. 

I H, (I) Every Foreign Institutional Investor 
shall keep or maintain. as the case may be, the 
following books of accounts, records and docu­
ments, namely: 

(a) true and fair accounts relating to 
remittance of initial corpus for huy ing. selling and 
realising capital gains of investment made from 
the corpus: 

(b) accounts of remittances to India for 
investments in India and realising I:apital gams 
on investments made from such remittances: 

(C) bank statement Dr accounts: 
(d) contract notes relating to purchase and 

sale of securities: and 
(e) communication from and to the domestic 

custodian regarding investments ill securities. 
(2) The Foreign Institutional Inwstor shall 

intimate to the Board in writing the phu.:c where 
such books. records and documents will he kept 
or maintained. 

PrC.I'en'lItioll of/woks o({I('('tJlllIf .... records, ele. 

19, Suhject to the provisions of any other law. for 



VOJ.. II NO. -I SECURITIES AND EXCHANGf BOARD OF INDIA 75<) 

the time being in force, every Foreign Institu­
tional Investor shall preserve the books of 
accounts, records and documents specified in 
regulation 18 for a minimum period of five years. 

h?formatiotl to the Board 

20. Every Foreign Institutional Investor shall. as 
and when required by the Board or the Reserve 
Bank ofIndia. submitto the Board or the Reserve 
Bank of India. as the case may be, any informa­
tion. record or documents in relation to his acti­
vities as a Foreign Institutional Investor as the 
Board or as the Reserve Bank of India may 
require. 

CHAPTER v. 

I'ROCEI>UHt: H)H ,\(,TION IN C,\SJo: OF nEFAULT 

Cancellatio/l or slIspension (~f cert~tlcate 

2). (I) A Foreign Institutional Investor who­
(a) fails to comply with any condition sub­

jectto which certificate has heen granted; or 
(b) contravenes any of the provisions of the 

Act or these regulations. shall be liable to the 
penalty of-

(i) suspension ofcertil'icate for a specified 
period; or 

(ii) cancellation of certificate, after an 
enquiry as provided for in these regulations has 
been helJ. 

(2) The provisions of these regulations shall 
be without prejudice to those of regulations 22 
and 23. 

Suspensio/l of' Cl' rtit'icatl.' 

22. A penalty Ill' suspension nr certi ficate of a 
Fureign Institutional Investor Illay he imposed if 
he -

(a) indulges in fraudulent transactions in 
se\.:urities: 

(h) fails to furnish any information -related to 
his transa\.:tion in securities as required hy the 
Board Of the Reserve Bank of India: 

(c) furnishes false information to the Board; or 
(d) docs not co-operate in any enquiry l:on­

ducted by the Board. 

Cancel/ation of' certificate 

23. A penalty of cancellation of certificate of 
a Foreign Institutional Investor may be imposed 
if he -

(a) indulges in deliberate manipUlation orprice 
rigging or cornering activities prejudicially 
affecting the securities market or the investors' 
interest; 

(b) is guilty of fraud or a criminal offence. 
involving moral turpitude; 

(c) does not meet the eligibility criteria laid 
down in these regulations; 

(d) violates the provisions of the Securities (IOU 

Exchange Board of India (I nsider Trading) Reg­
ulations. 1992 Of of the Securities and Exchange 
Board of India (Prohibition of Fraudulent and 
Unfair Trade Practices Relating to Securities 
Markets) Regulations, 1995. made under the Act; 
or 

(c) is guilty of repeated defaults of the nature 
mentioned in regulation 22. Explanation: In thi~ 
regulation. "fraud" shall have the same meaning 
as is assigned to it in section 17 of the Indian 
Contract Act. I H72. 

Marmer (~t'lI/akillg order 1~t'SIt,\'pel/,\'ioflllfld ClIII­

eel/arion (4 cert~ticl/te 

24. No order of penalty of suspension or 
l:unccllation of certifkatc shall be imposed on the 
Foreign Institutional Investor except after hold­
ing an enquiry in ael:ordan(';e with the procedure 
specified in regulations 25 and 26. 

Malinei' I~lh(}ldillg ellliitin' 

25. (I) For th~ purpose of holding the ellquiry 
referred to in regulation 24. the Board may 
appoint an enquiry officer. 

(2) The enquiry officer shall issue to the 
Foreign Institutional Investor a notice at the 
principal place of business of the Foreign Insti­
tutional Investor selling (lUI the default alleged to 
have been committed by the Foreign Institutional 
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Investor and calling upon him to show cause why 
the penalties specified in regulation 21 should not 
be imposed on him. 

n) The Foreign Institutional Investor may. 
within thirty days from the date of receipt of such 
notice, furnish to the enquiry officer a reply. 
together with copies of documentary or other 
evidence relied on by him in support of its reply: 
Provided that the enquiry officer may call upon' 
him to supply further information. 

(4) The enquiry officer shall, give a reasonable 
opportun ity of hearing to the Foreign Institutional 
Investor to enable him to make suomission in 
support of his reply under sub-regulation (3) of 
this regulation. 

(5) Before the enquiry officer, the Foreign 
Instituti( lIlal Investor may either appear in person 
or through any person duly authorised by him in 
writing, 

(6) I f it is considered necessary, the enquiry 
(lfficer Illay ask the Board to appoint a presenting 
officer to present its case. 

(7) The enquiry oITicer shall, after taking into 
account all relevant facts and submissions made 
by the Foreign Institutional Investor and by the 
presenting officer. if appointed under sub­
regulation (6) above, submit a report to the Board 
and recommend the penalty if any to be awarded 
along with the justification for such penalty. 

ShOll' ('(llIse "otice and order 

26. (I) On rcceipt of the report from the enquiry 
(;lTicer, the Board shall consider the same and 
issue a show-cause notice to the Foreign Institu­
tional Investor as to why the penalty, which it 
considers appropriate and which shall be 
specified in the notice should not he imposed. 

(2) The Foreign lnstitutional Investor shall 
wllhin twenty·one days or the date of the receipt 
of the show-cause notice referred to in sub­
regulation ( I). of this regulation send to the Board 
a reply to the notice. 

(3) The Board after <.:onsidcring the reply to 
the show-<.:ause notice, if received in time. shall 
as soon as possible but not laler than thirty days 
from the receipt of the reply, if any. pass such 
order as it deems fit. 

(4) Every order passed under sub-regulation 

(3) of this regulation shall be sci f-contained and 
give reasons for the conclusions SLated therein 
including the justification for the penalty. if any, 
imposed by that order. 

EffeCT of.\·w1JeIlSioll (llld cul/cella/iol/ oj 
ce rt~ficate 

27.( I) On and from the date of the suspension of 
certificate. if ordered under this Chapter. the 
Foreign Institutional Investor shall <.:easc to hu) . 
sell or otherwise deal in securities in India during 
the period of suspension. ~ 

(2) On and from the date of cancellation of 
certificate. if ordered under this Chapter. the 
Foreign Institutional I nvestor shall cease to huy. 
sell orotherwise deal in securities in India. exccpt 
for the purpose of liquidating the existing 
investments. . 

PublicatioJl oj order o{ sl/spmsioll lIlId (,{/I/cel­
lation oj cert!/icate 

2g. The order of suspension or cancellation of 
certificate under this Chapter shall he puolished 
by the Board in at least two daily newspapers. 

Appeal 

29. Any Foreign Institutional Investor aggrieved 
by an order of the Board under the regulations 
Illay prefer an appeal to the Central Government 
under the provisi()n~ of till' Securities and 
Exchange Board of India (Appeal \0 the Cenlral 
Government) Rules, 1993. 
Source: Se<.:urities and Exchangc Board of India 
website: File: ni2.hlml ~ 

I'(JREIGI'i II'iSTlTVTIO!\i,II. INVEST~IE:'oi'r 

~:LI(;\11IUT" CRln:RIA H)R Rt:!;!STRATlIJN OF 

FOREIGN INSTITt:TIO!l;AI.I:-.oVESTORS 

The following categories or institutional 
investors arc digihk- for registration as FlJreign 
Institutional Investors: 

Pension Funds 
Mutual Funds 
Investment Trusts 
Insurance or reinsurance l'oll1panies 
Endowment Funds 
University Funds 
Foundations or Charitable Trusts or Charitahk 
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Societies who propose to invest on their own 
behalf. and 
Asset Management Companies 
Investment Advisers 
Nominee Companies 
Institutional Portfolio Managers 
Trustees 
Power of Attorney Holders 
Bank who propose to invest their proprietary 
funus or on behalf of "broad based" funds. which 
are registered with SEB I as sub-accounts of the 
Foreign Institutional Investors. 

As per Regulation 6 of SEBI (Foreign Insti­
tutional Investors) Regulations, 1995, Foreign 
Institutional Investors are required to fulfil the 
following conditions to quali fy for grant of reg­
istration: The applicant is required Regulation 6 
(a) requires the Foreign Institutional Investor \(l 

have a track record. professional competence. 
financial soundness. experience, general reputa­
tion of fairness and integrity; The applicant 
should be regulated by an appropriate foreign 
regulatory authority such as a securities regulator, 
central bank or government ministry, agency or 
department. Registration with authorities, which 
are resp()nsi hie for incorporation. is not adequate 
to qualify as Foreign Institutional Investor. The 
applicant i, required to have the permission under 
the proviSIons of the Foreign Exchange Regu­
lation Act. 1'173 frolll the Reserve Bank of India. 
The applicant has to satisfy the "Fit and Proper" 
Guidelines issued by SEB!. The applicant's 
activities and its registration with their regulatory 
authority should enable it to be categorised in the 
eligible categories as mentioned above. The 
applicant has to appoint a local custodian and 
enter into an agreement with the L:ustodian. 
Besides it also has to appoint a designated bank 
to route its trans<lL:tions. Besides the above. SEBI 
would also L:onsider whether the grant or regis­
tration is in the interest of the development or the 
sec uri tics markct. 

Custoditln alld f)esigllated RlIllk jill' FOfeign 

illS I ill/lionlll 1111 '{'S IOfS Trtll ISilct iOlIS 

Custodians are regulated by SEBI under the 
SEBI (Custodian of Securities) Regulations. 
1996. Regulation 16( I) of the SEBf (Foreign 
Institutional Investors) Regulations. 11.)95 
requires an Foreign Institutional Investor to 
appoint a domestic custodian for safe custody of 
securities and settlement of transadions on its 
behalf and to have a designated hank to route its 
foreign exchange and Indian rupee transactions. 
While several custodians in India are hrandes uf 
domestic and foreign commer~' ial banks, there arc 
others who provide custody and settlement ser­
vices with respect to securities. but arc not banks. 
Foreign Institutional Investors arc free to open 
accounts with banks who are not acting as their 
custodian. Where ForeignlnstiLUtional Investors 
arc investing on be hal f ()f suh-accounts. Foreign 
Institutional Investors may usc different custo­
dians and banks fur different sub-acL:()unts. 
However. for one sub-account. only one 
custodian may be used. 

In case the Foreign Institutional Investor has 
an agreement with a glohal CLIstodian which 
provides for appointment of local custod ians. then 
it is not necessary for the Fllreign Institutional 
Investors to again enter into an agreement with 
the local custodian. In such cases the glohal 
custodians have an agrecment with the lund 
custodians. 

The cllstodian for an Fllrcig n Institutional 
Investors or sub-account may he changed at any 
time after initial approval hy writing tll SEBf and 
providing a copy of the agreement with the new 
domestic custodian. 

List (~l feg iSle red clIstot/illll.\' 

The general permission granted hy the Reserve 
Bank or India under the hll'eign EXl:hange Reg­
ulation Act pel1l1its Foreign IlIStilulional Inves­
tors to do the following: 
to open a foreign currency (knolllinated an:ounl 
with a designated bank 
to open a Special Non Residcnt Rupee Account 
to which could be credited all reccipb arising oul 
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of capital inllows. sales proceeds of shares and 
other securities. corporate benefils 
to transfer sums from the foreign l:urrency 
accounl to the rupee account and vice versa althe 
market rates of exchange 
to make investmcnts in the sccurities as indicated 
in the guidelines for investment by Foreign 
Institutional Investors out of the balances in the 
rupee aCl:ount 
to transfer repalriable (after payment of tax) 
proceeds from the rupee account to the foreign 
currency account 
to repatriate the capital. capital gains. dividends, 
incomes received hy way of interest, etc., and hy 
compensation received towards sale/renounce­
ments of rights offerings of shares, ctc., subject 
to the designated branch of a bank/the custodian 
heing authorised to deduct withholding lax on 
capital gains and arranging to pay such tax and 
relllilling the net proceeds at the market rates of 
l'xchange. 

The Special Non-Resident Rupee Account 
shall be used only for genuine investment trans­
actions permilled. 
Source: Securities and Exchange Board of India 
wehsite. Pile: fii:\.html 

(;Um;LIN~:S ~'OR J>Kn:RMINATION OF 

I'IT ,\ NIlI'R(WEK ~:N'I'IT\, 

I. In determining whether an applicant is a fit 
and proper person. the Board shall take into 
cOllsidcration the following, namely ;-
whether thc applicant is financially so.und. 
Whether the appli(ant has been convicted by a 
Court for any (lllem:c involving moral turpitudc 
or fraud and scntenced in respect thereof to 
imprisonment for a period not less than six 
Illonths: 
whether any winding up ordcrs have been passed 
against the applicant; 
whether any orders underthe Insolvency Act have 
hccn passed against the applicant 01' any of lis 
directors. or person in managemcnt in the pre­
ceding rive years: 
whether any order suspending or deharring the 
applicant from permanently carrying on activities 

in the financial sector has been passed by any 
other regulatory authority; 
whether any order. withdrawing or refusing to 
grant any licence/approval to the appli.:ant which 
has a bearing on the capital market. has been 
passed by any other regulatory authority in the 
preceding five years; 
any other reason (to be recorded in writing by the 
Board) which adversely affc(ts the I-eputation or 
character of the applicant which has a beal'ing on 
the l:apital market so as to deny it the certificate 
Dr renewal thereof. 
2. Where the penalty imposed (including a 
monetary penalty) by any other regulatory 
authority has hecn carried out. then subject to 
compliance with other requirements specified in 
the relevant rules and regululions. thc applicant 
Illay be considered III bc a fil and proper person 
for the grant of crn ifil:ate of registration. 

H)( fI '\( lTLS 

I. Inserled hy SEB I I For\.'ign Inslilliliollal Investors) 
Amcndment Regulalions. 19<)7 umeu h.:nrllary 12. 1997_ 

2. as above. 
1 In~erleu hy SEBllForeign Inslilutional Invl'st<m.) 

Amendment Regulalions. 1l)96 dmeu OL'lnner lJ. 1<)96, 
~. Insened vitle SEBI (Forei)!1l lnslitulinnal Invesl\\I's) 

(Third AmendlllenLl Reglilmions. 1')97 lhlted DeL'cmhcr 
5. 1997. 

5. Inscrteu hy SEBI (Foreign IllslitUlinnal Investms) 
Amendment RegulatioJls. 1996 dated OL'lOner l). 1996. 

6. Amcnded viue SEB I (Foreign Inslllllllnnal Inves 
tors) (Third Amcnumcnt) RegUlations. )1)1)); daled June 
30. 1998. 

7. Insertcu hy SEBI (Foreign Instilulional Inve,lors) 
Amcnlimenl Regulations. 11)9711al~d Fl'hruary 12. 1997 

ll. Inserlcd vide SERIf Foreign Instilllli(lJ1al Inveslors) 
(Thiru Amendm\.'nl) Reglllmions. 1997 uated Dcn:mhL'r 
5. ) 1)97. 

9. Amended vide SEBI (.Forel~n InslilUli(lJ1at Inv.:s­
lUI'S) (Third AmendmeJlt) Rcgulatiom. 1!)9X ualeu Junc 
30. Il)l)ll. 

10. Amcnucul'lue SEHlfF()I''-'I~1I InslIlUllIlllal Invc\· 
WI'S) (Third AnlL'IlUIllCnll Rq.!ulall:'I\>. I l)lJ1'\ daled .I un,' 
JO. 19'>X. 

II. Inserted VI"\.' SEBI f hll\'ign Instllulll)llal In\','" 
tors) AmenumclJI Rcgulatiolls. 1<)1)(, daled ()l'lnh,'r IJ. 
1996. 

12. Inscrtl:d vide SEBI (Foreil!n Instilutional Inves­
IOrs) Amcndmenl Regllhllions. I I)ljXu;IlN.I April l(), I')LJX. 
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13. Inserted vide SEBI (Foreign InslIlutional Inves­
IOrs) (Amendment) Regulations, 1998 dated June 30, 
199H. 

14. Inserted vide SEBI (Foreign Institutional Inves­
tors) (Second Amendment) Regulations, 1996 November 
19, 19%. 

15. Inserted hy SEBI (Foreign Institutional Investors) 
ITlmd Amendment) Regulations, 1998 dated June 30, 
19l)X 

16. Inserted by SEBI (Foreign Institutionallnvestorsl 
Amendment Regulations, 11)97 dated February 12, 1997. 

17. Inserted hy SEHJ (Foreign InstilUtionallnvestors) 
I Scwnd Amendment) Regulations, 1998 dated May 18, 
19<)X. 

IS. Inserted by SEBI (Foreign InstilUtionallnvestors) 
(Third Amendment) Regulations. 1998 dated June 30, 
19<)8. 

19.1nscrled by SEBI (Foreign Institutional Investors) 
IS"'l'llnd AmendlllL'nt) Regulations, 1997 dated July 10. 
1')l>7. 

20.lnsc:rted by SEBI (f'orclgn InstitutionallnvcSlOrS) 
(Se(()nd Amendment) Regulations. 11)9H dated May I H, 
1998. 

21. Insc:rted hy SEEI (Foreign I m,titutionallnvestors) 
(Amendment) Regulations, 199<) dated April 16, 1999. 

22. Inserted by SEEI (ForciglllnslitutiollallllVL'stors) 
(Third Amendment) Regulations, 1(1)X dated June 30. 
1998. 

23.lnscrtcd by SEBI (Foreign Institutional InveslOrs) 

(Third AmendmenU Regulations, 1997 dated December 
5,1997. 

24. Inscrted vide SEBI (Foreign Institutionallnvci-.­
tors) Amendment Regulations, 1996 dated OCLOocr l), 

1996. 

25. Inserted vide SEBI (Foreign Institutionallnvcs­
tors) Amendmcnt RegUlations. 1<)96 datctl Octoocr lJ. 

1996. 

26. Inserted vide SEBI (Foreign Institutionallme's­
tors) Amendmcnt Regulations, 1l)l)X daled April ::W. 199H. 

REPORT OF THE COMMITTEE ON CORPORATE COVERNANCE 
(Chairman: Kumar Mangalam Birla, Mumbai, Security and Exchange 

Board India, 1999.) 

{Sdected l}(Iniolls (dthe Report and its recol11/1u!lId(/tiolls eX('(!IJtiflM the Pre/ilce l/lld the chapter 011 

/he COIls/illlliO/l (~lthe Committee {llld Setting.!ll/·Ihe Report (IS o/so the AIlIIf.W/'CS. lire reproduced 
beiOlI'! 

The Recommendations of the Committee 

3. I This Report is the first formal and COIlJ­

prehensive allemptlO evol ve a Code of Corporatc 
Governance, In the context of prevailing 
(ullditions or governatKe illinoian companies, as 

well as the state nrcapital mal-kcts. Whilc making 
the recommendations the Commillee has hcen 
III inurul that any code or Corporate Governance 
illuSt he dynamic, evolving and should change 
with changing contcxt anu tillll'S. It 1\'(i111d 

Iheretilre he J/('Cl's.W1n Ihut this code als(I is 
re\'il'll'cdtr(l//1 filile to tilllc keeping p(lce with the 
c/u/I/,l(illg cxpectll1i(lI1S ()l the investors. short'­
holders. lIlId oIlier .l'wke/wlders lIlId lI'itli 
iI/creasing .l'opltisti('(lTio/l (lcliin'cd ill c(/pital 
IIl(1rkets. 

Corporate Governance-the Objective 

4, I Corporate govcrnancc has several claim­
ants - shareholders and otherslUkeh( llders - whic.:h 
includc suppliers, cuslomers. creditors, Ihe 
h'lIlkcrs, the clllployees 01 till" L'()/Tlpany. the 
government and the soc icty at large. This Repnrt 
()n Corporate Govcrnam:c has hecB prepared hy 
the Committee for SEBL keeping in view pri­
marily thc interests of a part icular class 01 
stakeholders, namely. Ihe shareholders, who 
together with the in \'cs(ors form Ihe principal 
constituency of SEBI while not Ignoring the necds 
Dr (Jther stakeholders. 

4.2 Tlte COII/II/iffee Tlwrl'tiif(' IIgrl'(!d that tlil' 
filllt!lIl//('II/(/1 IIhjecli\'(' oj cII11JOrate gm'cmllllce 
is tl/{:, "('////(/II('e/)/('1I/ 0/ shm-e/lllidel' F(//Ii£'. keep­

ing ill view Ihe illtNC'sts IIr otlil'r sllIke/wlder". 
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4,3 The Committee is thus of the firm view. 
that the best results would be achi~ved when the 
COl1llJllnies begin to treat the code not as a mere 
structure, hut £IS a way of life, 

Applicability of the Recommendations 
Mandaton· lIlld 1/011 mandatory recoll1menda­
tiollS 

5,2 The Committee felt that some of the 
recommcndati( lJ1S arc absolutely essential for the 
framework ofcorporate governam:e and virtually 
form its core. while others could be considered as 
desirable. The Committee therefore felt that the 
recO/l/lllellclatio/ls should be divided i/lto man­
datOl)' wId lIotl- II/andatory clIteRories tlmlthose 
recommendatiol1s which are absolutely essential 
for corporate governance. can be defined with 
precisiolllllld which call be enforced through the 
(llIIel1dlllell t (l the listing agreement could be 
classified a,l' IIIllndatory. Others. w/lich lire either 
desirable or which nUl.\' require chal1ge (~f lall's. 
IIIl1Y, for the tillle being, he c1ass(jlet/ as I/Oll­

IIl1/1ulatorl', 

/\1'1'1 i('(l/Ji I ity 

5.3 Thl' COli/mittel' is {~j'lhe opinioll that the 
recOllllllelldotiolls should I)e made applic(I/;/e to 
the lis led (,{Jll/pallies, tlleir dire('fo/'s, 1IIa/llIxe­

III !'II I, C'mployees 011£1 pro(essirmals associ{{ted 
It'ith sucll cOIII/}(lIIies, ill {l{'corlilllll'e \I'ith the tillle 
whle proposed illlhe s('hedule Xive/I later in this 
,I'cctiol/. 

5.4 71/1: reCOIlII//('lIdlllioIlS \l'ill llPl'ly to lill tile 
lislet! privl/(e alld Jlublic sector (,(}lIIpclIlies, ill 
(/('('(}/'{Iwwe 11'; tl, the H'hed,,!e (ij implementation. 
As lor listed entities, which are /lot (,(}l1lpllnies. 
IJlII hody c0I1JOratl's (e.g. private lllld puhlic, 
sector hal/ks, .Ii nUll cia I institutiolls. inl'/l ral/ce 
('(}III/Nil I iI's, eu'.) iIlCOI])()J'(ftl'd IIlIder other stat­
IItcs. the reCOIIII/I£'IIt/lItio/ls will appil-l0 (he extellf 
IlilIl they do /lot I'iolate their re.lpl'Cfil'e .\'1(/tll((,I', 

tl/Illgltide/illes III' lIi 1'I'dil'es isslled hy the r('/c\'(//II 
reglllllfory lIuthorities, 

Schedule of Implementation 

5.6 The Committee recof/lmends tltat while the 
recommendations should be applicahle to all the 

listed companies or entities, there is a need for 
phasing out the implementation llsfolloH's: 
* By all entities seekinR listingfor the first time. 

at the time aflisting. 
* Within.!in(tncia I year 200()-20() I. but not late r 

than March 31,2001 hyall elltities, which 
(ire included either ill GrollI' 'A' ()j'rile BSt: 
or ill S&P CNX Nifty illdex liS ot! jmllUlI-Y I. 
2000, However to comply with the recom­
mendations. these companies may have [ll 

hegin the process of i tIlplcmentatioll as early 
as possible, These companies would cover 
morc than RO pCI' cent of the market capital­
isation. 

* 

* 

Withinfillallcial year 2001-2002, bllt /lot later 
tllw/ March 3 1,2002 by {Ill the elltities which 
are presently listed, with p(lid Iff! shure 
capitalofRs IOemre (llIdahm'C', orlletH'lIrth 
ofRs 25 cro/'e or/l/o/'e 1111.1' (illll:' ill rhl' hi.I'(orr 

rlthe (·oll/pally. 

Within/illullcial year 20() 2-2IJ03,but 1I111/alC! 

than March 31, 2003 by {Ill tlte elltities which 
(Ire presently listed. lI'ith IUli£! IIjJ share 
capitlll orRs 3 ero,-e (llld tll,,,\'£' 

This is a mUIlt/atorr re('o/llIllClllllltirJII. 

Board of Directors 

6.1 The board of a company provides leader­
ship and strategic guidance. oojecti VI:: judgement 
independent of managemem to the company anti 
excrcises control ovcr the company. whi Ie 
remaining at all times accountable to thc share­
holders. Thc measure of the board is not simply 
whether it fulfils its legal requirements hut morc 
importantly. the hoard's attitude and thc manner 
it translates its awareness and understunding of 
its responsinililics. An clTeclive wrporale gov­
ernance system is one. which allows the noanl \0 

perform these dual functiolls efficiently, The 
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hoard of directors of a company, thus directs and 
controls the management of a company and is 
accountahle to the shareholders. 

COlllposi tio/l (~lthe Board or J)i rectors 

6.3 The Committee is of the view that the 
l.'omposition of the board'ofdirectors is critical to 
the independent functiuning of the hoard, There 
j, a significant body of literature on corporate 
1:!0vernalH:c. which has guided the composition, 
structure and responsihilities of the board. The 
COlTImillce took note of this while framing its 
recomlllendations on the structure and composi­
tion of the hoard, 

The composition of the hoard is important in 
as much as it determines the ahility of the board 
to collectively proviue the leadership and ensures 
that no one indi viuual or a group is ahle to 

dominate the board, The executive directors (like 
director-finance, director-personnel) are 
involved in the day to day management of the 
companies; the non-executive directors hring 
external and wider perspective and independence 
to the decision making. Till recently, it has been 
the practice of most of the companies in India to 
fill the hoard with representatives of the pro­
Illoters of the company, and independent directors 
i r chosen were also handpicked therehy ceasing 
to he independenl. This has undergone a change 
and increasingly the boards comprise of follow­
ing groups of directors - promoter director, 
(promoters heing defined by the erstwhile 
Malegal11 COlllrnillee). executive and non 
eXl:t:utive directors. a part of whom are inde­
pendent. A t:onscious distinction has heen made 
hy the Committee hetween two classes of 
non-exel:utive directors. namely, those who are 
independent and those who arc not. 

illdlpe//(I('Ill directors and the delillition oj 
illill'lw//(lelll'l' 

65 It was agreed that "material pecuniary 
relationship whidl affects i ndepcndem:e of a 
director" should he the litmus test of indepen­
dence and the hoard of the company would 
cXl:rcisc sufficient degree of maturity when left 

to itself. to determine whethcl a dire~'tor i!'. imk­
pendent or not. 711l' CO/JIlllittl'l' tliere,tiJfl' (1M reed 
Oil the .lfJ/lolI'illg defillitioll oj' "illc/epelld(!l/cl' ", 
indepellde/lf directors are dirl'c'tors Il'lio apt/rt 
fi'om re('eivin~ director '.I' 1'C'lJIlIlll'rllfiOIl do lIot 
have allY other lIIaterial pecul/illrr rl'lliliollship 
or translictio1/.I' Il'itll the ('(JIIIIUIH\'. its prolllOTl'rS, 
it.l' 11lllll(/gel7lelll or its subsidi(lrit:'s, I1llieli ill Ihe 
judgement of the bOllrd may arICct their inde­
pendence of judgement. Further. all pe('l/lI/an 
reiatioll.I'1l ips or lrUIIS(/cl iOIl S o(tlt e "Oll-('X eCII til '(' 
direclors should be disc/met! ill tlte (1I1I1/11I1 

reporl, 

6,6 The COfl{lIIittee is 0( Ihe l'i£'II' lliat Ihe 
lIoll-execwil'e direclor,l', i.e,. those wlio {{n' 

illdepelldent lind lllO,I't:' II'ho (/I'e 1101, help IJring (1// 

ill dep£,fI t/l' 1/1 judgell/t:'lIt ttl he/lr Oil IW{frt! 's 

deliberatiolls espl'cillllr 01/ isslIl's /II' slnlfeg\', 
pel/orlll({I/Ce, /IIt/l/agellll'llI 01 (IJIl/licfS (/1/(1 

sllI/ll/lirds oj' conduct, Thl' COllllllittcl' 1/ll'l'etore 
/(/ys emphasis Oil the C '(tiihr£' oj the l/(iI/-l",IC('{lIi\'(' 
di re< 'tors, espec'ia/ly I!llhe illilelwlll/elll dirNt(}rs, 

6,7 Good corporate governance dictates that 
the board he comprised of individuals with certain 
personal characteristics and core' competencies 
such as rccognitioll of the importance of the 
hoard's tasks. integrity, a sensc of <lcL'lluntahi I ity, 
track record of achievements, and the ahllity to 
ask tough questions, Besides. llaving finandal 
literacy. cxperience, leader~hip 4 ual ities and the 
ahility to think strategically, the directors mllst 
show significant degree of commitment to the 
company and devote adequate time for meetin~. 
preparation and atlendat1l'c, The COlllmittee is 
also of the view that it is importullt that adequate 
compensation package be given to the l1on­
exccuti ve independent directors so that these 
positions become sufficiently financially 
allractive to attract talent and that the non 
executive directors arc sulTiciC'lllly compensated 
for undertaking this work, 

6. <) The COlI/llli1let:' ramllll/elllis Iltat Ille 
bo(/rd oIlI ClJIIIP{IIIY lull't' {II/ optilllulII cOlllhillll­
tion (Jj'execllti\'e {Illd non-e.\'('cltfil'(' di r('('fors with 
not less thanfUiy perct:'lltllft/w !Jow'(/ comprising 
Ihe JlOII-execllti!'£' direc/ol'S, Tlte Illllllher (~l 
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indepelldent directors (illdependence IJei1l1< as 
defined ill ffle ./rwegoillg parllfvaph) I\'o/lld 
depend 011 the /wtll re (~lthe l'Iwirll/lifI of'tlle board. 
III c{lse a compally hasu nOli-executive chairman 
(If least one-tlzird (~t board should comprise of 
independent directors and ill clIse 1I compallY has 
an executive chairman, at least half of board 
should be independent. 
This is 1I mandatorr recoil/mel/dation. 

6.10 The tenure of orficc of the directors will be 
as prescrihed in the Companies Act. 

Nominee Directors 

7.3 Clear! y when companies arc well managed 
and performing well. the need for protection of 
institutional interest is much ·Iess than when 
companies are hadly managcd or under­
performing. The Committee would therefore 
reL'Onnncnd that institutions should appoilll 
1l01llllleeS on th\.' boards of companies only on a 
~ch:l'Iiw hasis where such appointment is pur­
suant to a right under loan agreements or wherc 
such appointment is considered necessary to 
protcct the intercst of the institution. 

7.4 The Committee also recommcnds that 
when a nominee of thc institutions is appointed 
as a director of the company, he should have thc 
same rcsponsibi lity. be subject to the same dis­
cipline and he accountable to the shareholders in 
thL' same manner as any other director of the 
cllmpany. In particular. if he reports to any 
department of the institutions on the affairs or the 
company. the institution should ensure that there 
exist Chinese walls hetwccn such department and 
other departments whil'h may he dealing in the 
shares of the company in the stock market. 

Chairman of the Board 

X.l Tlw COlllmittee belicves that thc rolc or 
Chairman is 10 ensure that the hoard meetings arc 
mnductcd in a mannerwhich secures the cffective 
participation of all directors, executive and non­
exccutive alikc, and encourages all to make an 
effective contribution, maintain a balance of 
power in thc hoard. make certain thai all directors 

receive adequate information. well in time and 
that the executive directors look bcyond their 
executive duties and accept full share of the 
responsibilities of governance. The Committec is 
of the view that the Chairman's role should in 
principlc be different from that of the chief 
executive. though the same individual may per­
form both roles. 

8.2 GiI'ell the importance o(Cllllirll1(/1I 's roll.', 
the COl/1l11ittee re COli/III en d.\' Ihat ({ 1I01l-exeCUfive 
C/wirl1l{/1I should he emit led to maint(/in {/ 
Clwir"'(/Il 's (~tf;'('e (/t the cOIl/pa/l\"s e.tpellsl.' (tnd 
(/Is() (/IIrJ wed reilllblll"selllellf ()t'expellses illc/lrred 
ill pn,1(mllllllce (~lllis dllfies. 71,i.\· \l'ill ell(lh/e him 
to discharge the resjJol/Sihilities effeclively. 

This is (/ l/ol/-/l/(lJulatory recol11mendation. 

Audit Committee 

9.3 A proper and well functioning systcm 
exists therefore, when the three IIlUIIl groups 
responsible for financial reporting - the board, the 
internal auditor and the outside auditors - form 
the three-legged stool that supports responsible 
financial disclosure and active and participatory 
oversight. The audit committce has an important 
role to play in this process. since the audit com­
mittee is a sub-group of the full board and hence 
the monitor of the process. Ccrtainly. it is not the 
role of the audit committee to prepare financial 
statements or engage in the myriad of decisions 
relating to the preparation of those statcments. 
The committee's job is clearly one of oversight 
and monitoring and in carrying outthisjob it relics 
on senior financial management and thL' outsidL' 
auditors. However it is important to ensure that 
the boards function efficiently for if the hoards 
arc dysfunctional. the audit cOlllmittees will do 
no heller. The Commillee helieves that the pro­
gres~ivc standards of g()vern~lI1Cc applicable to 
the full hoard should also he applicable to the audit 
committee. 

9.4 The COlllmittee fhere};JI'e recommends 
that {/ q/lalified and illdependel/l alltiif c01llmittee 
should be set lip by the bOllrd ofll cOli/pliny. This 
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would go (/ IOllg lVar ill ell/ulI/cing Ille credihilitr 
ollhe {il/lIncial disc/osures of {I COli/POllY lIlId 
promoting trw/spllrency. 

71lis is (/ l1/(l/u/(/{O/:\, recommendatioll. 

9.5 The following recommendations of the 
Committee. regarding the constitution, functions 
and prm;cdurcs of audit committec would havc to 
he viewed in thc aho"c contcxt. But just as there 
is no "one size fits all" forthc board when it comes 
to corporate governance. samc is true for audit 
clllllmillecs. Thc Commincc can thus only lay 
do\ .... n sOJlJe hroad parameters. within which each 
audit cOllllllillee has to evolve its own guidclines. 

COl1lposi tiol/ 

lJ.6 The composition of thc audit committee 
IS hasedon the fundamental prcmise of inde­
pendence and expertise. 

The COli/mittel' Iherej'ore recommends that 
* 11ll! audit cOlI/lIlittee should !taw:, minimum 

Ihree members. all being 11011 executive 
di rectors. witll the majority beillg illdepen­
dellt, and with at least olle director having 

* 

* 

* 

fillal/cial and accounting know/edge; 
the chairman (1' the committee should be an 
illdepmdellt director; 
the chaimu/Il should be present ot Alllll/ol 
Gelleral Meeting to an.Hver shareholder 
{/I/eries: 
11ll' altdit COli/mittel' should invite slIch (~fthe 
executive,I', as it CUI/siders appropriate ((llld 
particlliar/y the head oj,Ile jil1(ll/cefilllctioll) 
to be present lit the meetings oftfte Committee 
bllt (}//occasiolls it "Ill)' a/so meet without the 
presence of allY e:c('cwiI'es of Ihe company. 
Finollce director alld head of imem((l {Illdit 
alld lI'hel/ required, (/ represelltatil'e of the 
external auditor should be presellt as invitees 
for the meetillRs (~( the audit committee; 
tile Compal/y Secretlll), should act as the 
secretary to the committee, 

767 

These are 1//(l1lt/{IlOf:\' reCOIIlIllt'IU/lIfiO/ls. 

Fretlllel/C.\' (lMeetings lIlId Qllorul/l 

9,7 The Committce n!COIllIllCI)(ls thulto hegin 
with the lllldit c01/lmittee should lI1eet lit lelisl 
thrice a year. Onc meeting must he held hcforc 
jinalisaliol/ (~( al/llual (lCCollnt,I' and olle I/ec{'s­
sarily every six momhs. 

This is ({ malldatory reCOII/Illi'm/alioll 

!i.X The quorum should be either tl\,{) lIIellll,l'rs 
or olle-third of the II/eill/WI'S 0/ tl/e (/1Ii1il COII/­
lIIiffee, whic/tel'er is higher IIIIl/there sho/lld he 
(/ l1Iilli/1/lI/11 o(two il/dependel/t directors. 

This is 1I /1/alldafory reC(}lIlllll'lll/atiIJII. 

Powers (~( the Alldit Cmlllllillee 

9.Y Being a eOllll1lillee of the hoard. the audil 
committee derives its powers from the authori­
sation ofthc board. The COlllmittel' ret:oll1lllcnlis 
thal stich powers should include powers: 
* To investigate {/IIY lICtil'il.\' Il'ilhill ifS lerlllS oj 

reference, 
* To seek i/!t(Jlmmiolljimll allY employee. 
* To obtain outside ll![.:(d or other P"(~/('.'iSi(}f/lIl 

advice. 
* To secure (/ttelllhIllCl' (~l()IIf.l'idcn lI'iflt reit'-

1'(l1lt expertise, it' it COl/sider,\' 1I1'ceS.l'lIrr. 

Tllis is (III/tilldalon r(,{,(JI/llI/em/otiol/. 

FIII/ctiolls o{the Audit C()lIIlIIit/ee 

9. J() As tlte audit COli/mittel' acts LIS the hridge 
betweell the bOllrd. the Sflltllt(ll~Y lIudiwrs lIl/d 
internal allditors. the COIIIII/iftee I'I'COllllllelld,I' 
that its role ,\'/iould illclude l/wj(,lIoll'il1g: 
* Oversight or file COIII/}(lIlr's ./illallcial 

reportill[.: process and the disclosure of its 
iiI/alicia I illj(ml/{lfioll 10 ellSltre Ihat tl/(, 
fll/allcial statelllent is correct, slIlficiellt (llId 
credible. 



:I< 

* 

* 

" 

" 

* 

* 

.I0UNNAI. (W INf)fAN SCJ-/OU!. OF l'OUTICAI. /:'CONOM), OCT-IJU.' !9Y<J 

Rec()I11I1I1!lllliI/R the appoillflll(mt alld removal 
or eXlerl/ol {//ulitor, .fixatioll (~/lillditfee lIlId 
((ls(I CIPIJJY)I'al for paymellt je)/', allY other 
,l'C'/Ti('(',\'. 

Rel'iclI'illg with IIlllIIllgement the allnllal 
lil/tlll( 'illl .l'tatelllellts /Je.t(Jre suhmission to tile 
/Joord, !o('l/sS;IIK primarily Oil: 

* AllY c/wliRes ill accounting policies and 
pra('tices. 

* Ml(jor (/C(,()lIl1liIl8 elltries based Oil 

('x('rcise ()/'judgemellt hy mallllKemellt. 
* QII(llil/('(IliollS ill dn(/i (ludif report, 
* ... iigIlUi('tIIlf adjllstmellf,l' arisillg 0111 ol 

II III I i I, 
* Fhe g(ling cOl/eel'll a,\'SlIIlIptioll. 
" CO/Ilplilli/ce with {(ccolII/tin/!, sttll/dards. 
'" COlllplillllCf wilh stock e:rcllllflf<e alld 

legal rel/II i remellfs conce I'll ill/!. .til/lIllcia I 
,I t(lte IIWllts, 

* Allr /'e/ared party IrallS(lCTiolls, i.e" 
t I"lIIISlIcl iOlls (d the complilly I~lmlltl' rial 
Il(/f/l re, I\'ilh promoters or the 1II£11/(/l~e­

I//(!III, tfleir sl/bsidiaries or re/atives, elc.. 
TfllII lIIay IIlII'e potemial c()f!tlict wilh the 
il/terests ol ('OIll/JilIIY at large, 

Rl'I'ieH'iI/R ~\'ith Ihe I1Iwulgemenl, exteowl 
(/Ild iJl/el'llll/ {IIlt/ilOn', the adequacy I)l 
iflft'/'Il{// control systems. 
Rel'iewillg IiiI' ade(llIacy (~t' internal audit 
.tlll/cTion, inc/ltdillf!, the structlll"e of the 
illtenUl/ (Jlldit l(epllrllllem, .I'taffillg alld 
seniorily (~/Ihe (~ffici(/l headill/!. the depar/-
1Ilellt, fe/wrtillg structllre, eoverage alld 
/i'eqllelln' ()t' il/lemal lIltdil. 
Discussioll wilh inlernal auditors ol all." 
si!!,lIiti(,(IIlI./illdings alldjiJllow-up thereo/l, 
Un'iell'ing the ./indinf<,\' 0/ allY internal 
inFestigatiotlS by the internal auditors into 
/lWlllTS wilerI' there is suspected fraud or 
irregularity or a/ai/ure I~t' illten/al control 
.I'y.l't ell/s of' (/ lIIa/e rial /lCItIl /'e (///(/ reporting 
the /IIalter /0 the hoard. 
f)iscussioll lI'itll external (tudilors before the 
lIndiT CO/l/lllellCeS, (~r the nature and scope ol 
({lIdil. A/so posl-audit disCIIS.I'ionlO(lSeer/aill 
((11.\' O/'co oj' ('ol/cern 
R('l'iewing Ihe C()IIl/}(lII,l' '.I'jin{lllcilllllnd risk 
/luIIUlg£,lIIent policies. 

* Lookillg into the rea,I'OIlS /o/' .I'lIh,11111/tiill 
de/llllits ill the paYlllents to the deposiTors, 
debellillre holders, share holders I ill ClIS£' oj 
lIoll-payment of declared dividmds) (lnd 
ereelilors, 

7'l1is is a lI/('lIIdatOlY re{'olllll/endatioll 

Rem'uneration Committee of the Board 

10.1 The Committee was of the view that a 
company must have a credible and transparent 
policy in determining and aecoullting lor the 
rellluneration of the directors. The policy should 
avoid potential conflicts of interest betwecll the 
shareholders, the directors, and the managemenl. 
Thc overriding principle in respect of directors' 
remuneration is that olopenness and shareholders 
arc entitled to a full and clear statement of benefits 
available to the directors, 

10.2 For this pllrpose III(! COl1lmillee recoli/­
lIIellds tlwi tlte bOlli'll should set up 1/ 1'I!lIIl1l1erO­
lioll committee to delerlllille 01/ their be/wIt (11/(1 
(Ill he/llIllot' the share/wlders wilh lIgre'eli terllls 
oj'reference, the compallY',1 policy Oil sped/Ie 
reIllWIl'r(.lf;oll packages for eX{,(,lIlire liirec/or,l' 
tIlc!lIding pellsion rights (llId IIllr COIllpel/s(.lfioll 
pay lIle III. 

This is (/ IIO/l-ll/lull/at(!ry re('(}/IllllelldatioJl, 

10,3 The Committec howc\'Cr recognised thaI 
the rcmulleratiDI1 package should he good enough 
to aUrae\' retain and motivate the exceutive 
directors of the quality required, but not more than 
necessary for the purpose, 

CompositiO/l, QU(JJ'IlIII, eTc., olrlIe Relll/ll/('ration 
COl1lllliITee . 

1 {).4 The COllllllilTee rCCOIIIIIIl'lllisiI/(/T t(}(/l'IJici 

COI!ll ict.l' (~f'ill te re.l'l, Ihe re/llllllel'lliioll ('0/11 mi tie£', 
which would determine Ihe relll/tllel'lltioll pack­
ages (~lthe executil'e direclors should cOll/pri!>"£' 
(~lllt lelisT three director.\', all (~t' who1ll shollid IJe 
I/oll-executive directors. tile cllairlllClI1 (~l COnT­

mittel' being £111 indepelldent dire('Tur, 
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10.5 The Committee was of the view that it 
should not be difficult to arrange for a date to suit 
the cOllvenience of all the members of the com­
mittee. The Committee therefore recommends 
that all the members oj the remuneration 
('OIl/mittee should be present at the meeting. 

10.6 The Committee also recommends that 
the Chairman (~f the remuneration committee 
should be present at the Annual General Meeting. 
f(l answer the shareholder queries. However. it 
would he up to fhe Chairman to decide who should 
answer the queries. 

All fhe ahove recommendations in paragraphs 
10 .. 4 to 10.6 lire lIon-malldatory. 

10.7 The Committee recommends that the 
board (~f'directors should decide the remunera­
tioll of'lIon-execUTive directors. 

This is a mandatory recommendation. 

Disclosures (~f Remuneration Package 

this report would enable the board to have an 
appropriate structure to assist it in the discharge 
of its responsibilities. These need to be 
supplemented by certain basic procedural 
requirements in terms of frequency of meetings. 
the availability of timely information. sufficient 
period of notice for the board meeting as well as 
circulation of agenda items well in advance, and 
more importantly, the commitment of the mem­
bers of the board. 

11.2 The Committee therefore recommends 
that board meetings should be held at least fOllr 
times ill a year. with a maximum tillle gap ojjour 
months between allY two meetings. The millimum 
it!f'orlllation as given in Anne.ture 2 should be 
available to the board. 

This is a mandatory recommendatio1l. 

The Committee jitrther recommends tl1m to 
ensure that the members of the board gil'e due 
importance and cOfllmitmen I to the meetings of 
the board and its committees. there should be a 

10.8 It is important for the shareholders to be ceiling on the maximum num/Jer (~t' committees 
informed of the remuneration of the directors of across all companies ill which a director could 
the company. The Committee therefore recom­
mel/lis that the following disclosures should be 
malie ill the section Oil corporate governance of 
the {mnual report: 
* All elements o{ remuneration package of all 

the directors. i.e .. salary. benefits, bonuses. 
stock options. pensioll. etc. 

* Details (~/fi.xed component and petformance 
linked illcentives. along with the petformance 

* 

* 

('/'i teria. 
Service contracts. notice period, severance 
fees. 
Stock optioll details. if any - and whether 
issued at a discOUI/l liS well as the period over 
which aC~"'l/ed alld over which exercisable. 

This is a /1/alldatolJ recommendation. 

Board Procedures 

be a member oract as Chairman. The Committee 
recommends that a director should not be a 
member in more thall 10 committees or acl as 
Chai rmall ojl1lore than jive commi tlees across all 
companies in which he is a di rector. Furthe rmore 
it should bea mandatory llllnllal requirement for 
every director to inj()f'JIt the compa"y about the 
commitlee positions he occupies in other COI1l­

panies and noti1.)· changes as and when they take 
place. 

This is a mandatory recommendation. 

Accounting Standards and Financial 
Reporting 

12.1 The Committee took lIote of the discus­
sions of the SEBI Committee Oil Accounting 
Standards referred to earlier and makes the 
fol/owing recommendations: I 1.1 The measure of the board is buttressed 

by the structures and procedures of the board. The 
various committees of the board recommended in * Consolidation of Accounts of subsidiaries 
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The companies should be required to give 
consolidated accounts in respect of all its sub­
sidillrie.i' ill which they hold 51 % or more of the 

'share capital. The Committee was informed that 
SEBI was already in dialogue with the Institute 

, ofCharte red Acc~untanls of India to hring about 
the changes in the Accounting Standard 011 con­
solidated financial statements. The Institute of 
Chartered Accountants of India should be 
requested to ,issue the Accounting Standards for 

, consolidation expeditiously. 

* ~egment reporting where a company has 
multiple lilies of business . 

Equally in cases of comp::lnics with several 
husinesses, it is important that financial reporting 
in respect of each product segment should be 

, available to shareholders and the market to obtain 
,a complete financial picture of the company. The 
Committee was informed that SERI was already 
ill dialogue with the Illstitute of Chartered 
Accountants of India to introduce the Accollnting 
Standard 011 segment'reporting, 11u Institute of 
Chai1ered Accountants (~f India has alrea(~)! 
issiled all Exposure Draft on the subject and 
should be requested to finalise this al an early 
date. 

* Disclosure and treatment of related party 
transactions. 

This again. is an important disclosure. The 

the Institute of Cha rte red Accoulltallts ol/Ildia be 
requested to issue a standard on deferred lax 
liability at an early date, 

Management 

13.1 In the view of the Committee, the over­
riding aim of management is to maximize 
shareholder value without being detrimental to 
the interests of other stakeholders. The manage­
ment however, is subservient to the board or 
directors and must operate within the boundaries 
and the policy framework laid down by the board. 
While the board is responsible for ensuring that 
the principles of corporate governance are 
adhered to and enforced, the real onus of imple­
mentation lies with the management. It is 
responsible fortranslating inlOaction. the policies 
'and strategies of the hoard and implementing its 
directives to achieve corporate o~jectives or the 
company framed by the board. It is therefore 
essential that the board should clearly define the 
role of the management. 

Functions (~fthe Management 

13.2 The management comprises the Chief 
Executive, Executive-directors and the key 
managers of the company, involved in day-to-day 
activities of the company. 

13.3 The Committee believes that the man­
agement should carry out the following functions: 

* 
Committee was informed that the Institute of 
Chartered Accountants of India had already 
,issued an Exposure Draft on the subject. Tile * 
Committee recommends that the Institute of 
Chartered Accountants of India should be * 
requested to finalise this at the earliest. In the 
interim. the Committee ,recommends the disclo­
sures setout in Clause 70fAnnexure-4. 

Assisting the board in its decision making 
process ill respect ~fthe company's strategy. 
policies, code of conduct and performance 
targets, by providing Ilecessary inputs. 
Implementing the policies and colie of COli­

duct of the board. 
Managing the day to day affairs of the COI1l­

pany to best achieve the targets and goals set 
by the board, to maximize the shareholder 
value. 

* Treatment of deferred taxation * 

The treatmen't of deferred taxation and its 
appropriate disclosure has an important bearing 
on the true and fair view of the financial status of * 
the company _ The Committee recommends that 

Providing timely: accurate, subsUlntive {lnd 
material information. in eluding lil111llci~11 
matters and exceptiolls, to the board. 
board·committees and the shareholders. 
EllSuril1g compliance of all regulations alld 
laws. 
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" 

* 

* 

En,\'urillg timely alld efJicient service to llze 
slwrelwlders alld to protect shareholder's 
rights and interests, 
Setting up and implementing all effective 
internal control systems, COInmensllrate with 
the bU.\'lIless requiremellts. 
Implel1lenting and complying with the Code 
ol Conduct as laid down hv the bourd. 
Co-operatil1g and faciiit£lting e.fJ/ciellf 
workillg (Jj'hoard committees. 

/3. -I As 1I part of' the disdostl re related to 
Mwwgl'mell f, the Committee recommends that as 
/lart (~r the directors' report or as all addition 
lhere to, II Mal/agell/ellt DisCllssioll lIlId Analysi.I' 
reporl shouldJorm part (~f' the lInlUwl repo;'t to 
the .I/Illrehoiders, This Management Discltssioll 
(.~ Analysis should ineludl' dis('l/ssion on fhe 
jfl/lmvillg /lwlfers within the /illlits Sl't by the 
(,(IIII/)(III.\' '.I' cOl1lpelitil'e position: 

.' Illdustr\' slructure (llld del'e/opmellts. 
oJ- Opport lIlIi ties und 111 rea Is. 
* SeM/lleJlt-H'ise or product-wi.\·1' pellOrll/eUle£'. 
'" OUTlook. 
'k Risks alld cOl/cerns. 
'" II/lernat COII/roi systl'lIlS (lnd their adequacy. 
~. /)i.I·('II.I'.I'iOIl Oil .til/oncwl pl'r(ormGncc willi 

respect /0 operational perforl1l(lnce. 
0,< M(/feri(ll developments ill lIulIllln Resources 

lInt/list rial Relationsfnml, includil/g number 
IIf people employed. 

Tllis is a /lulI/datol)' recommendation 

13.5 Good corporate governance casts an 
ohligation on the management in respect of dis­
(Iosures. The Committee therefore recommends 
that disc/os II res must be made by the management 
!(I till' board relatillg to ll1l11laterialfinancial and 
commercial t1'l111.l'lIction.\', where they have per- . 
sOllal illlerest, thallllay have a potential conflict 
with the illterest (~lthe company at large (for e.g. 
dealillg ill COllljJlIlly shares, commercial dealings 
~I'ith hodies. which have shareholding of man­
agement alld their relatives, etc.) 

This is a mandl/tol)' recommendation. 

Shareholders 

14.1 The shareholders are the owners of the 

l:ompany and as such they have (;crtain rights and 
responsibilities. BUI in realilY companies cannot 
be managed by shareholder referendum. The 
shareholders are not expected to assume respon­
sihility for the management of corporate affairs. 
A good corporate framework is one thut provides 
adequate a venues to the sharehokkrs for e I recti vc 
l:Ontriburion in the governance of the wmpany 
while insisting on a high standard of corporate 
behaviour without gelling illvolvcd in the day to 

day functioning of the company. 

Responsibilities of Shareholders 

14.2 TheCommittce believes thattheGeneral 
Body Meetings provide an opportunity to the 
shareholders to address their (;OI1l;erns to the 
board of directors and comment on and demand 
any explanation nn the annual rerml or on the 
overall functioning of the company, It is impor­
lant that the shareholdcrs usc Ihe forum of general 
body mel:tings for ensuring that the company is 
being properly stewarded for maximising the 
interests of the shareholders. This is impoltanl 
especially in the Indian context. It follows rronl 
the above, that for effective participati()1\ share­
holders must maintain decorum during Ihe Gen­
eral Body Meetings. 

14.3 The clTectivcness of the board is deter­
mined by the quality of Ihl' directors and thc 
quality of the financial information is depcndel-It 
to an extent on the efficiency with which th.: 
auditors carryon their duties. The shareholders 
must thercf'ore show a greater degree of interco.;t 
and involvement in the appointment of the 

. directors and the auditors. Indeed. they should 
demand complete information ahout the dircc(or:s 
before approving their directorship. 

14.4 The Committee recOlllllwllils lllllt ill (,(IH' 

of the appoillfl1le11/ of a lIell' director or re­
appointmellt of a dire(,tor the sllare!lOldi'r.\·/IIuSl 
be provided with the j(Jllowillg illjfJrmalion: 

* 
* 

* 

A brief reslime o(the director; 
Nature of his expertise ill sjl('cijictilllctiollal 
areas; alld 
Names ofcol1lpanies ill which the pe r.I·OIl a/so 
holds the directofsflipalld the lIIellllJl'rshipo/ 
Committees of the hoard 
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This is a mandatory recommendation 

Shareholders' Rights 

14.5 The basic rights of the shareholders 
i ncl ude right to transfer and registration of shares, 
obtaining relevant information on the company 
on a timely and regular basis, participating and 
voting in shareholder meetings, electing members 
of the board and sharing in the residual profits of 
the corporation. 

14.6 The Committee therefore recommends 
that as shareholders have a right to participate in, 
and be sufficiently informed on decisions con­
cerning fundamental corporate changes. they 
should not only be provided information as under 
the Companies Act. but also in respect of other 
decisions relating to material changes such as 
takeovers, sale of assets or divisions of the 
company and changes in capital structure which 
will lead to change in control or may result in 
certain shareholders obtaining control dispro­
portionate to the equity ownership. 

14.7 The Committee recommends that infor­
mation like quarterly results. presentation made 
by companies to analysts may be put on 
compan), 's web-site or may be sent in such aform 
so as to enable the stock exchange on which the 
company ;s listed to put it on its own web-site. 
This is a mandatory recommendation. 

14.8 The Committee recommends that the 
half-yeady declaration offinancial performance 
iliclud;ng summal}' of the significant events in last 
six-months. should be sent to each household of 
shareholders. 

This is a non-mandatory recommendation. 

14.11 Currently, although the formality of 
holding the general meeting is gone through, in 
actual practice only a small fraction of the 
shareholders of that company do or can really 
participate therein. This virtually makes the 
concept of corporate democracy illusory. It is 
imperative that this situation which has lasted too 
long needs an early correction. In this context, for 

shareholders who are unable to attend the meet­
ings, there should be a requirement which will 
enable them to vote by postal hallot for key 
decisions. A detailed list of the matters which 
should require postal ballot is given in Annexure 
3. This would require changes in the Companies 
Act. The Committee was informed that SEB! has 
already made recommendations in this regard to 
the Department of Company Affairs. 

14.12 The COl1lmittee recommends that a 
board committee III/der the chairmanship of {/ 
lion-executive director should be formed to spe­
cifically look illto the redressing ofsllllrellOlder 
complaints like trallsfert~fsl1l/res. lion-receipt of 
balance sheet. lion-receipt of declared dividends. 
etc. The Committee believes that thefomwtion of 
such a committee will help foclls the atfelltioll of 
the company on share/uJ/ders' grievances ({nd 
sensitise the management to redre.l'sal (~r tlleir 
grievances. 

This ;s a mandatory recommendatioll. 

14.13 The Committee further recol1l11le1ul.l' 
that to expedite the process of share transfers the 
board of the company should delegate the power 
of share transfer to af! officer. or a committee or 
to the registrar and share tralnier agents. The 
delegated authority should attend to share 
transfer formalities at least once in a fortnight. 

This is a mandatory recommendatioll. 

Institutional Shareholders 

14.14 Institutional shareholders have acquired 
large stakes in the equity share capital of listed 
Indian companies. They have or are in the process 
of becoming majority shareholders in many listed 
companies and own shares largely on behalf of 
the retail investors. They thus have a special 
responsibility given the weightage of their votes 
and have a bigger role to play in corporate 
governance as retail investors look upon them for 
positive use of their voting rights. 
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14.15 Given the weight of their votes, the 
institutional shareholders can effectively use their 
powers to influence the standards of corporate 
governance. Practices elsewhere in the world 
have indicated that institutional shareholders can 
sufficiently influence because of their collective 
stake, the policies of the company so as to ensure 
that the company they have invested in, complies 
with the corporate governance code in order to 
maximise shareholder value. What is important 
in the view of the Committee is that, the institu­
tional shareholders put to good use their voting 
power. 

14.16 The Committee is of the view that the 
institutional shareholders 

* 

* 
* 

* 

* 

Take active interest in the composition of the 
Board of Directors. 
Be vigi lant. 
Maintain regular and systematic contact at 
senior level for exchange of views on man­
agement. strategy, performance and the 
quality of management. . 
Ensure that voting intentions are translated 
into practice. 
Evaluate the corporate governance perform­
ance of the company. 

Manner of Implementation 

J 5. J The Committee recommends that SEBf 
writes to the Central Government to amend the 
Securities COil tracts (Regulation) Rules. 1957 for 
incorporating the mandatory provisions of this 
Report. 

/5.2 The COl1lmittee further recommends to 
SEBI, that as ill other countries, the mandatory 
provisiollS of the recommelldations may be 
implemented throuf?h the listing af?reement of the 
stock exchullf?es. 

15.3 The Committee recof?lIises that the listinf? 
agreement is not a ve(\' pOH'eJj'ul instrument and 
the penalties fbI' violation are /lot sl~fficiently 
stringent to act as a deterrent. The Comlllittee 
therefore recommends to SEBI. that the listing 
agreement of the stock exc/ulIlges be strengthened 
(/nd the e xchaflges themselves be vested with more 
powers, so that they can ensure proper compliance 

of code of Corporate Governance. In this context 
the Committee further recommends that the 
Securities Contract (Regulation) Act, 1956 
should be amended. so that in addition to the 
above. the concept of listing agreement be 
replaced by listing conditions. 

15.4 The Committee recommends that the 
Securities Contracts (Regulation) Act. 1956 be 
amended to empower SEBI and stock exchanf?es 
to take deterrent and appropriate action in case 
of violation of the provisions of the listing 
agreement. These could iI/elude power of levying 
monetary penalty both on the company and the 
concerned officials of the company and filing of 
winding-up petition. etc. 

15.5 The Committee also recommends that 
SEBI write to the Departl1lent~t'Company Affairs 
for suitable amendmellts to the Companies Act in 
respect of the recommendations which fall within 
their jurisdiction. 

15.6 The Committee recommends that there 
should be a separate section Oil Corporate Gov­
ernance in the annual reports of companies. with 
a detailed compliance report on Corporate 
Governance. Non-compliance of any mandatory 
recommendation with reasons thereof and the 
extefll to which the non-mandator\' recom­
mendations have been adopted shouid be spe­
cifically highlighted. This will enable the 
shareholders and the securities market to assess 
for themselves the standards of corporate gov­
ernance followed by a company. A suggested list 
of items to be included in the compliance report 
is enclosed in Annexure 4. 

This is a mandatory recommelldation. 

15.7 The COl1lmitteealso recommends lilal the 
company should arrallf?e to obtain a cert(ficate 
from the auditors of the compally regardin~ 
compliance (4mandatOlJ' reco/llmendations and 
annex the certificate with the directors' report. 
which is sent anllually to all the shareholders (4 
the company. The same certificate should also be 
sent to the stock exchanges cilrJllg with the alll/ual 
returns filed by the company. 

This is a mandatory recommelldation 



REVIEW ARTICLE* 

RULES, LAWS AND CONSTITUTION 

S.B. Wad 

This hook is a collection of essays by Satish 
SaberwaI and friends. The flagship essay is by 
Satish Saberwal, advocating the concept of con­
lex t free rules for being adopted by society. In this 
review article, we shall. examine mainly the 
Saberwal thesis. We shall refer to him as' the 
'author', since he is the author of the thesis. 

According to the author the over-arching 
concept is his poser in the issue of 'Seminar' on 
'Rules and Laws' in October 1995; It was felt in 
that seminar that although political and social 
ideologies pose difficulties in the application of 
the concept of general rules. the study of historical 
experiences in different countries would provide 
a basis for forming judgements on this crucial 
issue. The author states 'The papers in this volume 
will on the whole argue that rules, laws and 
constitutions - at least good rules, laws an.d 
constitutions - are desirable not because they are 
morally betler but because these can enable 
societies to run themselves more efficiently ... ' (p. 
16). The general wles are mqre versatile. Of this 
larger categories of general rules. modern legal 
rules are a subset, constitutions being a subset of 
legal rules. 

After brietly setting out A. K. Ramanujan' s 
analysis. where Ramanujan contrasts between 
context sensitive behaviour and rules in India, and 
the effort in Europe in the last few centuries to 
search for context free concepts and rules, the 
author observes that historically Indian society 
did. not work on impersonal general rules. The 
rules were context sensitive such as prescription 
of punishment depending upon culprits' caslt~·, 

status in Manu's codes. The author then advocates 
the use of terms 'rules' and 'laws' only for the. 
(ontcxt free formulations. He has taken serious 
note of the criticism by Bishnu Mohapatra that in 

a society racked by hierarchy and segmentation. 
to speak of effective nile of Law, context . free 
rules. and the like may seem quixotic (p. 24). The 
author therefore advocates a collective 'U' turn; 
socially speaking, to get around or override this 
hierarchy and segmentation. He then poses a 
question, probably expressive of his doubt 
regarding the acceptability of the general rules. 
The author states 'The habits of seeking and 
working with general, context free rules and laws 
are an important. potential resource for persons 
and societies... Granting that, the question 
remains: where and howtofind constituencies for 
these modes of thought?' (p. 31). 

In a separate essay. 'Enlargement of Scales. 
Plural Traditions, and Rule of Law' . the author 
tries to argue that with the traditional caste hier­
archies collapsing, recourse to general legal rules 
may again be optimal for achieving social order. 
Similar result would be a~hievcd by larger scale 
of commerce. manufacture. travel. etc. Here again 
he seems to be upset because the conceptions he 
is advocating have little grass roots support. He 
repeats the earlier question: 'How to reach, and 
to rework the groufld level ideas and world­
views,! What agencies'! 'What time-:scales'?' (p. 
79). 

The author has referred to the foreign experi­
ences for forming the judgement on application 
of general laws. There arc two. essays, one on 
Constitutionalism - Meaning, Endangerment. 
Sustainability. Another is rin essay on Homo­
geneity and Constitutional Democracy: Speaking 
on Group Rights as an Answer to ldentity 
Conflicts. These two essays,are by two Gennan 
Contributors, U.K .. Preuss an.d Claus Olle. The 
third essay entitled Rule of Law versus Rulc of 
Man, by Giri Deshingkar dcsaihes ihe state of 
affairs in China including the adoption of market 
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'Saberwal Smish and Heiko Sievers (Eds.). Rilles. Laws. COIIS/IlIllioIlS. Sage Publications India Private Ltd .• New Delhi. 

1998, Pp. 289. Price Rs 350/-. 



776 JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY OCT-DEC J 999 

e<.;onomy. These articles have nothing to do with In order to illustrate a context sensitive rule, 
the main theses of context free laws. Constitu- the author has referred to distinct punishments on 
lions, as would be demonstrated, are a combina- the basis of caste status in Manu's code. But there 

are several provisions in Manu' s code which are 
of general application. Apart from the substantive 
provisions, the Code also lays down rules of 
procedure and evidence. They are in the nature of 
a context free law, fiS they are in all other legal 
systems. The rule of status based punishment is a 
logical extension of the social organisation hased 
on vernas and Caste by hirth and definite social 
hierarchy. Greek and Roman evolution of general 
laws and constitution was not general since it was 
not applicable to the slaves, women and for­
eigners for ihost of the period of these civilisa­
tions. Sociologists should answer the question 
why Indian society survived the test oftime while 
the other societies and civilisations collapsed. 
What judgement can be passed on this historical 
fact? 

lion of general rules and context sensitive rules. 
Rule of law has a definite legal connotation. It 

represents a concept that even the rulers are bound 
by and must work under law because all are equal 
before law. It is an anti-thesis of arbitrariness, 
hoth in substantive and procedural law. 

Then there is an article by a German writer, D. 
Conrad on 'Rule of Law and Constitutional 

Problems of Personal Laws in India'. To get over 

the difficulties of acceptance of a Uniform Civil 
Code, he has advocated that it should be made 
optional. Vasudha Dhagamwar in her essay, 
'Rule of Law: Squaring the Circle', has tried to 

explain the difficulties in the conccpt of Rule of 
Law as an instrument of justice. By referring to. 
Emergency declared by Indira Gandhi, when Rule 
of Law as constitutional governance was tem­

porarily suspended, she has advocated vigilance 
to avoid the repetition. She is not referring to 

general law as context free law. There are other 
essays which do not directly deal with the main 
theme of the author. In fact, Shri Sumit Guha, in 
his essay. 'Power and Law in Past and Present', 
has demonstrated. with reference to Maratha 
Administration ofJ ustice, that the Marathas never 

felt any need for general context free law or even 

the rule of law. He has quoted Lord Elphinstone, 

the Governor of Bombay, who governed the 

region after its conquest by the British. Elphin­
stone observed, 'the situation oflowerorders was 
very comfortable, and that of the upper, 
prosperous'. Guha has further pointed out that 
modern China has reached a double digit growth 
rate with minimalist legal regime. His observation 

'Perhaps the Rule of Law needs to be defended 
as good in itself, and not as a means to some other 

good' (p. 95), appears to be a total denial of the 
validity of the author's thesis. 

II 

In support of the thesis of the extension of 
general law and enlargement of scales, the present 
efforts at unification of Europe arecited; but when 
Europe is being unified, the erstwhile Soviet 
Union has disintegrated. Even in England there is 
a growing movement for independence in Scot­
land, Welsh and northern Ireland. 

There is a good deal of misconception about 
the English legal system. It is assumed that it is 
also based on Roman Law. But it is not so. Only 
Scotish Law has Roman Law as a model before 
it. The English system of law known as common 
law, consists of Parliamentary laws. precedents 
evolved by courts. equity and immemorial cus­
toms. This common law systcm detests codifi­
cation of laws, although the same was advocHled 
by the noted jurist Bentham in the 18th ccntury. 
England has produced great judges. not jurists. 
The reason is that the English system favours 
empirical evolution of law to theoretical devel­
opment through jurisprudence. England does not 
have a written constitution. Supremacy of 
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Parliament and independence of courts are his- history oflndia. Existing textual provisions of the 
torical facts arising out of the tussle for supremacy Constitution and laws arc overturned by the courts 
between monarchy and the parliament in the 17th if the public interest so required. 
century. 

English and American legal systems are 
broadly described as common law systems. 
Although the legal source is same, the historical 
development of the two systems shows a very 
wide cleavage between the two systems. A 
comparative study of the two systems is done in 
an American book. It is pointed out that the 
English legal system is based on formal reasoning 
while the American System is based on sub­
stanti ve reasoning. A substantive reason is reason 
based on moral. economic, political, institutional 
or other social considerations. This difference in 
methods of reasoning reflects a deep difference 
in legal style, legal culture and more generally the 
visions of law which prevail in each country. It is 
further pointed out that 'English judges tend to 
trust the rest of the legal- political establishment 
- governments, legislatures, officials, police - and 
in the elitist fashion to distrust the public at large 
and their representative, the jury. American 
judges, by wntrast. distrust the establishments 
and trust the people and the jury. English judges 
are more likely to use formal reasoning in many 
S(>fls of' cases where this means the substantive 
issues are left to others in the legal-political 
establishment. American judges, on the other 
hand, are more likely to use formal reasoning 
where they are laying down rules of conduct for 
other officials whom they do not trust, such as the 
police' [Atiyah and Summers, 1987, p. 39J. 
Another observation of the learned authors is also 
incisive. Il is said that 'the free wheeling sub­
stantive reasoning in America, ignoring a statute, 
and high level of judicial activism seems to 
substitute Government by judiciary for Govern­
ment by peoples' elected representatives'. 

Judicial activism. as an instrument of social 
change, is now a well-entrenched fact in the legal 

The above discussion of the western systems 
of law will demonstrate how the assumptions in 
the main thesis are not wholly correct. 

III 

A lawyer would be misled hy the title of this 
book because he will not find any material for 
being used in the court for enforcement of the 
rights and obligations created by Rules, Laws and 
Constitution as they are understood in \egal 
parlance. As he goes through the essays. he will 
realise that this is not a law book. It is an attempt 
by a sociologists to explain these legal concepts. 
But even then some confusion remains. Fum.:­
tionally speaking, Rules, Laws and Constitution 
perform the same function. They represent a 
general rule of conduct. which regulates the 
behaviour of individuals and groups in human 
society. They have no distinct connotation in 
terms of the social function they perform. 

IV 

The difficulty with the thesis propounded in 
the book starts with the concept or context free 
rules. What is meant by context is not defined in 
the book. Contexts may be historical. te .... itorial 
or based on social classi fication. It is impossihle 
to imagine a legal system of any society where 
rules and laws are completely context free. 

To test the author's thesis, let usexarnine some 
provisions of the Indian Constitution. The Con­
stitution of India contains several provisions 
which arc context specific and ,\I-e not of general 
application. Article 15 incorporales a principle of 
equality before law. It states that the State shall 
not discriminate against any citizen on the 
grounds of religion, raw, caste. sex, place of birth 
orany ofthem. However. the same article clarifies 
that this provision shall not prevent the State from 
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making any special provision for the advance­
ment of any socially and educationally backward 
classes of citizens or Scheduled Castes and 
Scheduled Tribes. Similarly, in regard to equality 
of opportunity in matters of public employment, 
article 16 provides that nothing in the said article 
shall prevent the state from making any provision 
for reservation in employment and promotion in 
any cI~lSS or dasses of posts in the services under 
the state in favour of scheduled castes and 
scheduled tribes, which, in the opinion of the 
state, arc not adequately represented in the ser­
vices under the state. The MandaI Commission's 
recommendations for the reservation in public 
employment are specific in terms of the backward 
classes, scheduled castes and scheduled tribes. 
Article 17 is a very direct provision for protecting 
a class. Article 17 prescribes that 'untouchability' 
is abolished and its practice in any form is 
forbidden. The enforcement of any disability 
arising out of ·u'ntouchability' shall be an offence 
punishable in accordance with the law. 

Ankles 29 and 30 afford special protection to 
the minorities and to their cduc<ltional institu­
tions, These provisions of the Constitution stated 
ahove pertain to specific social groups. The 
minorities menlioned in the articles cover reli­
giousand linguistic minorities. Therefore, a Hindi 
medium school run by a Hindu is a minority 
educational institution in the state of Nagaland 
where the population is mostly Christian and the 
language of\he state is English. There is a special 
provision for thc state of Jammu and Kashmir 
incorporatcd in arlicle 370 of the Constitution. 
The laws passed by the Parliament are not 
applil:ablc to the state of Jammu & Kashmir 
unless the state legislature approved the same. 
Similarly. article 371A has a special provision 
regarding the state of Nagaland. It provides that 
no Act of Parliament in respect of religious or 
sOl:ial practices of Nagas. Naga Customary Law 
and Procedure, Administration of Civil and 
Criminal Justice and ownership and transfer of 
land and its resources, shall be' applicable in 

Nagaland. Similarly. there is a special provision 
for the state of Assam incorporated in article 371 B 
of the Constitution. There is also a special pro­
vision in the Sixth Schedule of the Constitution 
for administration of tribal areas in the state of 
Assam, Meghalaya, Tripura and Mizoratn. These 
are the examples of context sensitive provisions 
of the Constitution in terms of a territory and 
states. 

All these special provisions stated above are 
equally binding and have the same legal status in 
matters of enforceability as the other provisions 
of the Constitution, which have general applica­
bility. 

The Third Schedule to the Constitution pro­
vides for the form of oath or affirmation to be 
taken by the judges of the superior courts, 
Ministers, Members of Legislature. etc. The form 
of oath states that 'I shall bear true faith and 
allegiance to the Constitution of India as by law 
established'. According to the strict legal theory. 
the Constitution is a supreme sovereign law and 
a repository of all powers and funl:tions of the 
State. There cannot be any law higher than the 
Constitution of India and there cannot be any legal 
source of the Constitution of India. The only 
context of the rcference to law. mentioned in the 
oath, is historical. The India Independence Act 
passed by the British Parliament created two 
Dominions of India and Pakistan leaving them 
free to frame their own Constitutions. This is an 
example of a historical political context. 

In order to maintain legal and administrative 
continuity after India becanie free. a special 
provision was incorporated in Article 372 of the 
Constitution. This article provides that all laws 
enforced in the territory of India immediately 
before the commencement of the Constitution 
shall continue in force until altered or repealed or 
amended by Indian legislature or othcr competent 
authority. The only l:avcat is thlll sUl:h laws should 
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not be contrary to the provisions of the Consti­
tution of India. By virtue of Article 372, the 
Muslims and Christians Personal Laws continue 
as valid provisions of law applicable to the said 
communities. The Supreme Court has ruled that 
the special provision of Muslim personal laws do 
not violate the principle of equality enshrined in 
Article 14 of the Constitution. The Court has held 
that historically. the classification of personal 
laws applicable to different communities was 
legally permitted and Article 372 further permits 
the continuance of such personal laws. The 
classification of personal laws on the basis of 
religion is reasonable. Therefore, there was no 
violation of the rule of equality. 

Article 44 orthe Constitution enjoins the State 
to endeavour to secure for the citizens a Uniform 
Civil Code throughout the territory of India. This 
is a provision in the Directive Principles of State 
Policy. These principles are not enforceable by 
any court of law out these provisions are funda­
mental in the governance ofthewuntry and il will 
he the duty of the State to apply these principles 
in making laws. The provision regarding uniform 
dvil code envisaged by Article 44 of the Con­
stitution is an example of context fi'ee law. Yet, 
there is a perennial on-going controversy 
regarding the implementation of this Directive 
with the result the Parliament is not able to frame 
the uniform civil code applicable to all citizens. 
However. there is a partial codification of civil 
laws applicable to Hindus. They cover areas of 
marriage. succession to property, adoption and 
guardianship. The Muslim community and the 
Christian community arc not only opposing the 
uni f(1rm civ il code but are averse tll any alteration 
in the personal laws to give it a modern look. 

The codification of the Hindu Personal Civil 
Law is entirely hased on the model of western 
concepts and laws. The old Hindu law laid down 
by the S11Iritis is given a complete go by except 
in a small area. For example. in, the law of 

succession, the principle of nearness of relation­
ship as against the principle of blood relationship. 
has been incorporated for the purposes of 
succession. Women have been given full right as 
men in succession. As regards succession 
amongst males, the Mitashkara Law laid down 
by Smritis was preserved. but recently the four 
southern States and Maharashtra have completely 
done away with the difference between males and 
females in matlers of succession. The women 
have been recognised as coparccnors along with 
males in succession to ancestral properties. 

Part XVI of the Constitution provides for 
special provisions relating to certain classes. The 
provisions include reservation of scats for 
Scheduled Castes. Scheduled Tribes and the 
Anglo-Indian community in Parliament and State 
Legislatures. It also includes the Presidential 
Order specifying castes. races ortribcs or parts of 
groups within castes. races and tribes to be called 
Scheduled Castes and Sdeduled Tribes. Parlia­
ment can include or exclude castes, races and 
tribes from such a Presidential Ordcr. Similarly. 
for the Backward Classes which arc socially and 
economically backward. the President of India 
can recommend measures for removal of their 
backwardness. Thc President can constitute a 
commission for that purpose. The MandaI Com­
mission's recommen,datiol1s for reservation for 
the Backward Classe~ falls untler this provision. 
These special provisions in the Constitution serve 
the social purpose of the empowerment and 
economic opportunities for the Back ward Classes 
and for Scheduled Castes and Scheduled Tribes. 

The non-definition of the concept of 'context' 
or difficulties in defining 'context' (which is 
socially and legally relevant.) is at the root o('the 
confusion of the thesis propounded in the book. 

The Hindu Marriage Act. 1955 makes provi­
sion for marriage. divorce and similar provisions 
applicahle to Hindus. This appears to be a context 
free law. Section 2(2) excludes Schcduled Tribes 
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from the definition of the word 'Hindu'. It also 
excludes Muslims. Christians, Parsis and Jew 
religions from the application of the law. Yet. 
there is a further provision which states that if by 
custom or usage the provisions of Hindu law were 
being followed by Muslims, Christians, Parsis or . 
Jews. then Hindu Marriage Ad. 1955 would be 
applicable to them. The definition of the word 
'Hindu' is an inclusive definition which includes 
Buddhists, Jains and Sikhs and the followers of 
Arya Samaj. Brahmo Samaj, Prarthana Samaj or 
those persons who belong to Virashaiva or Lin­
gyat Sects. Considering these provisions of the 
Act. it would be impossible to call the Hindu 
Marriage Act as a context free enactment. 

The present controversy regarding the legis­
lation for 33 per cent reservation of women in 
Pari iament and state assemblies further illustrates 
that a general context free law is impossible to be 
adopted. The Backward Classes. Scheduled 
Castes. Scheduled Tribes and even Muslims arc 
claiming reservation within Ihe 33 per cenl res­
ervation for women. 

These two illustrations fully demonstrate the 
difficulty in identifying the 'context'. Since per­
sonal laws for different religions arc different. 
Hindu law would have adefinite context. The next 
context is that of Scheduled Tribes to which the 
ACI is not applicable and there is a third context 
of Buddhists. Jains. Arya Samajis. etc. Then there 
is the next sub-context amongst the Muslims. 
Christians and Parsis who had been, as a maller 
or euslom or usages. following Hindu law so far. 
The question is, at what point in this assortment 
or hierarchy the term 'context' would be appli­
cable to decide whether the rule is context free or 
context specific. 

Similarly, in matters of representation to the 
Parliament and Legislatures. the general statutory 
rule is that all adult citizens are entitled to become 
Members of Parliament or Member of State 
legislature. The division in this category is oeing 

carved out for reservation of women. The sub­
division of this class of women is in terms of 
backward classes. scheduled castes and 
scheduled tribes. At what stage should we stop to 
identify a 'context free' law'? 

v 

The main thesis of the book completely 
ignores the law created by the superior courts 
through precedents. It is now uniformly accepted 
in all modern legal systems that the superior 
courts not only interpret and apply law but they 
also create new law. Article 141 of the Consti­
tution recognises the said principle. It lays down 
that the law declared by the Supreme Court shall 
be binding on all Courts in the territory or India 
and Article t 42 gives further power to the 
Supreme Court whereby the orders passed by it 
for doing complete justice in any case are legally 
enforceable throughout the territory of India and 
bind all authorities under the State. 

/11 Kes/zul'llflllnda Bhurar; v. State of Kerala. 
lAIR. J 973. SC, p. 1.461 \, the Supreme Coun has 
laid down that il has a power to quash even the 
constitutional amendment made by the Parlia­
ment in its sovereign capacity. if such an 
amendment violates the basic features/structures 
of the Constitution. This revolutionary decision 
has enabled the Supreme Court to preserve the 
RepUblican. Democratic and Secular nature of the 
Constitution and to protect the principles of 
equality and judicial supremacy not only from the 
executives but also from the Parliamenl 
expressing itself in a sovereign capacity by 
amending the Constitution. In a written Consli­
ti,llion, the question arises as to how far the 
conventions of British Constitution are 
applicable. The Supreme Court has ruled that 
President of India is legally bound by the advice 
of the Cabinet. Where the President or India did 
not takc any decision as to whether death sentence 
should be commuted or not, the Supreme Court 
has intervened and commuted dealh senlenec tu 
life imprisonment. Supreme Court has laid down 
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substantive law for foreign adoptions, sexual 
harassment at work places and service conditions 
of district judiciary. Recently. the Supreme Court, 
through its judgement, has arrogated to itself the 
power to appoint and transfer of judges of superior 
courts. There arc several decisions of the courts 
in the area of pollution laws where the original 
tex t is supported with new' contents. 

Existing textual rules, laws or Constitution are 

not treated by superior courts as a sacrosanct 
resource. Courts are equally not concerned 
whether a rule is context free or not. JuJil:ial 
decisions by their very nature are problem spe­
cific. or individual/group specific. 

VI 

Another problem for the author's definition of 
law (namely. context free law) is that it does not 
consider the role of 'Customs & Usages' in the 
social life and in the legal system. The definition 
of 'Customs & Usages' in Section 3 of the Hindu 
Marriage Act, 1955 further illustrates the division 
and sub-div ision of customs. The custom or usage 
may be one which is followed in a local area or 
hy a tribe or a community or group or family. 
Thus. even family custom is recognised as having 
the force of law. 

According to Section 5 of the Hindu Marriage 
Act, 1955. the parties to a marriage should not be 
within the degrees of prohibited relationship and 
should not be sapindas of each other. The Act 
further provides that if a custom or usage gov­
erning each of the parties permits such a marriage, 
the marriage would be a valid marriage. The law 

requires that a bridegroom should not be below 
21 years of age and the bride should not be below 

the age of I 8 years. But if this requirement is not 
followed, the marriage is not void under the Hindu 

law. In large parts of India, child marriages are 
still common because of the local customs and 
religious beliefs. Not only are such child mar­
riages accepted by society as legal marriages but 

the children of such marriage arc also accepted as 
legitimate and their property rights are decided 
a~cording to the normal law of property. 

VII 

Let us now refer to some attempts made by 
jurists in the past to evolve a formal general theory 
oflaw. The authorhas cited Kelscn's Pure TheOf)' 
olLaw (1967) in his bibliography. Has he drawn 
inspiration from Kelsen in propounding his 
theory? According to Kelsen, a theory oflaw must 
be free from ethics, politics, soc ioJogy, etc. It must 
be 'pure'. Propositions of science describe what 
does happen 'is'. Propositions of law lay down 
'oughts', backed up by force of State. Law is the 
primary norm, which stipulates sanction. Law is 
a hierarchy of 'oughts' traceable to thc funda­
mental 'ought' - 'Grundnorll1·. Although at 
intermediate stage law is ·purc·. Kelscn had to 
admit that when we reach 'Grundnorm'. factors 
outside law come into play. The revolution of 
1689 in England established supremacy of Par­
liament and the rule that precedents must he 
obeyed~ Apart from these facts of minirrium 
effectiveness, the critics have pointed out that 
Kelsen had to accept the role of morals - ofsocicty 
and judges - as another fact or effectiveness. 

Before Kelsen, Austin propounded a formal 
theory of law - law being a command of the 
sovereign enforced by force of the Stale. 

None of these formal theories at-C found ade­
quate in jurisprudence to explain the complex 
concepts of law. 

VIII 

Distinction between general law and spe­
cial/particular law is well known. Common law 
and Indian law recognize general law and special 
law as valid and enforceable varieties of law. 
However, in a l:onflict between them, special law 
prevails over general law . This is exactly opposite 
to what the author has pwpounded. A law 
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applicable to a locality or to a class of cases or 
indi viduals is a special law as distinguished from 
a general law which applies to the whole com­
munity. Prior particular or special law is not held 
to be impliedly repealed by later general 
enactment. Industrial Disputes Act, .1947, bars 
legal practitioners from appearing in Labour 
Courts unless the court permits. Subsequent 
general Act, viz., Advocates Act, 196 J, entitles 
an Advocate to practice in all courts. Both laws 
are simultaneously in force and the earlier special 
law is not impliedly repealed by subsequent 
general law. But a subsequent special law will 
prevail over prior general law if they operate in 
the same field. Civil Procedure Code generally 
provides where civil suits can be filed. A subse­
lluent provision of Railways Act provides a sep­
anlte furum ror compensation for civil liability in 
case of loss of life or injury. The Railway Act 
prevails over the prior Civil Procedure Code. 

IX 

To sum up, the Constitution is the supreme 
fundamental law, representing State sovereignty 
and backed up by monopoly of public physical 
force. Constitution empowers legislatures to 
create 'law' within defined limits. Similarly, laws 
empower rule-making authorities to frame 
'rules'. They are linked together by a definite 
hierarchy on which depends the degree of their 
validity and enforcement. They are applied and 
enforced because of their self-evident validity. 
Individuals and groups forming society order 
their conduct under the same because of their legal 
validity - not because of their 'versatility' or 
because they are 'context free'. A social/political 
explanation of the supremacy of law is discern­
able in the preamble of the Constitution of India 
- 'We, the people of India, hereby adopt, enact 
and give to ourselves this Constitution'. 

Kelsen tried to construct a 'pure' theory oflaw. 
But, as he has admitted and the critics have 

morals in the administration of justice. The main 
thesis in this book is a pale and halting socio­
logical appropriation of Kelsen' s 'pure' theory or 
law, turning a Nelson's eye to the pitfalls pointed 
out by Kelsen's critics. 

The thesis proceeds on the premise that legal 
Rules are clearly a subset of a larger category of 
general rules - Cunstitutions are a subset of legal 
rules. This self- serving sociological construct 
ignores the well-entrenched hierarchy and man­
datory character of legal rules. Legal rules are 
qualitatively different from 'laws' of the physical 
world and general social norms. Sociological 
discourse describes what 'is', docs not prescribe 
what 'ought' to be - akin to discourse in physical 
sciences. Occasionally. it is structural - func­
tional. But it is never normative/prescriptive. The 
main thesis in the hook over-steps the limits of 
the description of sociology and transgresses the 
field of law on the premises as alien to law. The 
result is neither sociology nor law - neither an 
animal nor a bird. 

Another departure from ihc scientific 
approach in the thesis is the reference to morals 
in the definition of 'law' .It is legitimale, nay. a 
requirement of scientific enquiry to keep moral 
considerations out. In every legal system, there 
are some rules which rellect the moral expectation 
of society. Many of the Ten Commandments now 
form part of modern penal codes. When Harshad 
Mehta is convicted by courts for financial scam, 
society feels vindicated. But, when an accused in 
a bride burning case is acquitted, social con­
science feels frustrated and angry. Exclusion of 
morals completely from the legal regime is 
contrary to the social reality. 

The most serious weakness of the thesis is the 
absence of any definition of 'context'. 'The only 
glimpse of the concept is to be seen in two 
references, one to morals and the second to 

emphasised, he could not ignore historical, personal aspects. It is silent about the entire range 
political contexts, nor free himself of the role of of historic, social and political or geographic 
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facts. Even. family custom and sub-groups of 
castes are recognised in modern Indian law. What 
is the unit or hierarchy or stage of a social group 
where context becomes relevant or irrelevant, is 
the quc,tion. Even the example of punishment on 
caste-status in Manu's Code can also be described 
as general context free law, if we state that for all 
Brahmins. the law was same. It did not vary with 
each sub-caste amongst Brahmins. 

The author submits that for the purposes of that 
essay. only context free law will be treated as 
. law'. 11 is a well-known legislative practice to 
define a concept for the purposes of that enact­
ment. For example, for the purposes of income­
tax. incorpomted companies, unincorporated 
companies and partnership firms are all treated as 
one, although they are quite distinct for other 
laws. The next question is. whether context free 
law alone can he described as 'law'. The author's 
assertion, therefore, begs the question. It is 
assumed that only 'context free' laws can be 
called laws; then logically it would follow thai 
such laws alone can be designated as ;Good 
Laws' . It is then difficult to comprehend what the 
author means when he states 'at least good rules, 
laws and constitutions are desirable not because 
they are morally better ......... ' (but because they 
are context free laws). The logical question aris­
ing from the main thesis is whether context free 
laws alone can be called good laws. Begging the 
question again. 

The object of the comparative study of 
experiments of different countries, according to 
the author, is to form 'judgements' on the crucial 
issues. What is the place of value judgements in 
a sociological enquiry like this? The only 
judgement logically deducible from the thesi~ is 
if the countrics under review do not have all their 
laws which are context free. then their legal 
systcm is not good. Sumit Guha in his essay has 
referred to Lord Elphinstone's (the Governor of 
Bombay) ohservation of how prosperous the 
Mamtha Kingdom was in spite of ahsence of Rule 

of Law. He has also adverted to double-digit 
econom ic' growth of China where thcl-e is III inimal 
legal regime. We have earlier reproduced large 
number of context sensitive provisions of The 
Indian Constitution. Can the Indian Constitution 
be described as bad law (not good law)'! 

The author then asserts that 'traditional caste 
hierarchies are collapsing' and exhorts society to 
have collective 'U' turn for the optimum success 
of context free laws. A formidable' U' turn was 
taken by Buddhism and thereafter by various 
reformist sects and social thinkers. Indian Penal 
Code, enacted in 1860, made suhstantive provi­
sions of offences and punishment equally appli­
cable to all section of Hindus, Muslims. 
Christians, etc. The Constitution of India took u 
quantum leap to enshrine Rule of Law <tnd 
Equality before Law. Yet, there are no signs of 
caste hierarchies collapsing. In fuct. Mandai has 
taken a reverse turn to further consolidate the 
caste system. 

. Regreltahly, the thesis propounded by the 
author is not socially (lnd legally valid. It is also 
not useful. Sumit Guha has summarised his 
review on the thesis saying 'perhaps lhe rule of 
law needs to be defcnded as in itself and not as a 
means to some other good'. The plight of contex I 
free law is worse. Bishnu Mohapatra has 
described it as quixotic. No wondcr. the author IS 

in a fix to find the constituency. 

x 

In a vast country like India. which is almost a 
sub-continent, there arc various territorial sub­
divisions, which have peculiar problems ()f their 
own. All the religions of the world arc being freely 
practised in differclit parts of India. There are 
castes and trihes which is very husic to the smial 
fact of Indian society. AI least 40 per cent of the 
populatinn in India is helow the poverty line and 
is socially, economically and educationally 
hackward. Any social. politiml. economic or 
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legal programme is required to address the mul­
tiplicity of interests represented by the above 
factors. Therefore. a context free law is almost an 
impossibility in a c.:ountry like India. The social 
and legal nonTIS in India are always acombination 
of wntext free and context specific nonns. That 
is the reason why although the Constitution of 
India is, generally speaking, a Federal Constitu­
lion, in its content it is a highly unitary Consti­
tution. K.c. Wheare, an authority on Federal 
Constitution. has found that no constitution in a 
democratic.: world is wholly federal or wholly 
unitary. In the practical administration, there are 
features of centralisation and de·centralisation 
simultaneously operating. Although laws are 
illlended to be of a general and universal appli­
cation, their implementation leaves an enormous 
discretion in the hands of the administrator. 
Therefore, at a given time. the administrative 

system cannot work only by rules or only by 
discretion. There is a combination of both. If the 
author's definition onaw as a context free rule is 
to be accepted, not only Indian but no other system 
of law will qualify for being c.:alled a law. 

But. has the author propounded any theory al 
all? He says (I repeat), • At least good rules ... are 
desirable ... because these c.:an enable societies to 
run more efficiently'. This is at best an affec· 

tionate exhortation like. ~ ~ ~ "TIft ~ I 

Atiyah. P.S. and R.S. SUJIlmers. Il)X7: hum (/lill Sl/bSlal/Cf 

/11 AII!:lo·AmericlIlI I.all' . II ("IIII/pilra/h'e swill' ill I.egal 

Reasoll/Il!:. l.egaI11,eOl:\· alit! Legillltl.l'fi/llfiolls. Clan:n­
don Press. Oxford. 

Kelsen. Hans. 1967: Pure 71,eIJlY fllLall". (tfllS. Max Knight). 

B~rkeley: University of California Press. 
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Kumar. Vinita, Economic Growth and Rural 
Poverty - The Indian Experience J960~J995, 
Concept Publishing Company. New Delhi, 
1997, Pp. 282. Rs400/-. 

This is a study focussed on the nexus between 
economic growth and rural poverty in India 
covering the period 1960 to 1995. More specifi­
cally it examines the distributional impact of 
growth given the structural characteristics of the 
economy and the prevailing institutional frame­
work and the changes that have taken place in 
them over this period. The choice of the period 
enables comparison between the pre- and post­
Green Revolution phases. highlighting the fun­
damental changes in the sources of agricultural 
growth as well as the related policy responses of 
the Government to emerging problems and situ­
ations. 

A rather striking limitation of the study is that 
it is conducted at the aJl-India level and therefore 
highly aggregative in nature. The purpose of such 
aggregation is however explicitly stated - 'to 
evaluate the net impact of factors influencing 
poverty at the macro level in order to derive policy 
conclusions for the country as a whole'. 

A notable feature of the analysis is that the 
factors affecting incomes of farmers have been 
considered separately from the factors affecting 
the incomes of agricultural labourers. So too the 
factors affecting crop production from those from 
closely allied occupations such as dairying, 
poultry and fisheries. 

There is. to begin with, an attempt to assess the 
trend in rural poverty over the period covered by 
the study. While several estimates are available, 
the only ones which cover the entire period are 
those computed by the Planning Commission. 
They indicate that, while the percentage of the 
rural population below the poverty line was 
fluctuating overtime without any trend, there was 
a perceptible decline from a little over one-half 
of the rural population in the closing years of the 
1970s to 'around one-third towards the end of the 
1980s and that this trend continued during the 
1990s lowering the poverty ratio to a little over 

one-fifth of the rural population by 1993-94. The 
evidence of decline appears incontrovertible from· 
the beginning of the] 980s: 

The author has also estimated the trend in 
poverty independently by computing decline­
wise real expenditure levels over time. They show 
that not only did they rIse in the rural sector as a 
whole but the level of expenditure of the bottom 
30 per cent of the rural population registered a 
notable increase from the mid-1970s. 

On almost indisputable evidence of this nature. 
the study attempts to identify the factors 
responsible for these trends in the latter half of 
the period covered by it and their relative 
importance. The analysis shows that despite 
inequitable land distribution. biased tenurial 
relationships. growing population pressure and 
diminishing size of land holdings, there was 
evidently some decline in poverty among small 
and marginal farmers. Since the main factors 
underlying this decline is identified as the 
increased use of basic inputs such as water, HYV 
seeds' chemical fertilizer. etc .• and the nature of 
agricultural growth has been land-saving and 
scale-neutral, it is inferred that the new technol­
ogy could not have had any inherent bias against 
farmers with small holdings. Moreover, 
government .intervention to provide essential 
inputs to farmers at highly subsidized rates could 
have helped small and marginal farmers to adopt 
the new technology and raise their income levels. 

The author is however careful to take into 
account other features of the agricultural envi­
ronment and note realistically the inherent lim-
itations of whatever could be achieved ....... .. 
since agricultural growth was superimposed on a 
highly unequal distribution ofland holdings, even 
with notable growth in productivity the increase 
in income levels in absolute terms was small. In 
addition, the high rate of increase in population 
also ate into part of the welfare gains due to 
growth. As a result, a substantial number of 
marginal farmers continued to subsist below the 
poverty line even during the eighties notwith­
standing a slight reduction in the intensity of 
poverty among them. Hence. though it is possible 
that the processes of agricultural growth and 
government interventions in this regards resulted 
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in an over-all reduction in rural poverty, it is likely 
that hard-core poverty among marginal farmers 
persisted and may have even become more acute 
in some pockets'. 

Moreover, it is not small and margi nul farmers 
hut agricultural labourers who form the largest 
poverty group in the rural sector. They formed 
well overtwo-fifths orthe total number below the 
poverty !ine in rural areas towards the close orthe 
1980s. Rural labourer households below the 
poverty line at about this time has been reported 
(by the National Labour Commission) to have 
been nearly three-fifth of all such households. The 
author observes that 'poverty among agricultural 
labourers is s(imetil11es rooted in the institutional. 
social and altitudinal rigidities prevailing in rural 
areas' and 'economic growth may not always be 
the solution to poWrty' but chooses to analyse the 
problem solely from the economic view point as 
rctlected in the' income of this occupational 
category. The income of agricultural labourer is 
in turn analysed in a 'simplistic demand-supply 
framework' . 

Changes in the wage rate have been examined 
in some detail as a part of the analysis. Whi Ie wage 
rate before the Green Revolution is found to have 
been stable without a notable trend, 'the new 
technology brought about significant cropping 
pattern changes, area and crop shifts and rising 
yield levels which could absorb the growing 
labour force to some extent'. To this is attributed 
a notable increase in the wage rate of unskilled 
labourers in agriculture after 1975 despite fairly 
high rate uf growth of labour supply. However, it 
is also noted that 'changes in the pattern of 
agricultural growth with greater relianl:e on yield 
as a source of increase in productivity rather than 
increase in cropped area, coupled with growing 
mechanisation of agricultural operations, resulted 
in declining labour absorption rate'; and that, 
consequently. while agricultural growth did help 
to sustain living standard of a sizable lahour 
popUlation dependent on agriculture, "it did not 
provide any major impetus to push non­
agricultural labourers outside the poverty trap'. 

It is the growth in the non-agricultural sector 
that is identified as having given a major thrust to 
poverty reduction among agricultural labourers. 
The impact of non-agricultural growth on 
employment and income levels of the rural pop­
ulation has been examined in some detail. The 
conclusion is that it was oasicaJJy the higher rate 
of growth in non-crop production which provided 
additional employment opporlunities and made it 
possible to contract 'the negative impact of 
declining labour absorption in agriculture' and 
contribute to the upward pressure on rural wages 
and income levels of the poor during the 1980s. 
The study also covers in some detail the efforts 
made by the Government to hri ng about direcl and 
indirecl income transfers through exransion of 
wage and scI f-employmenl opportunities. 

Ms Vinita Kumar has made a competent and 
quite sophisticated analysis of the ractors relevant 
to the trends in rural poverty covering the period 
1960-1995. As it covers the entire country. the 
light it throws on inter-state and inter-regional 
differences is not as much as one might wish, but 
that would require a mUl.:h larger eITor! than wuld 
have been undertaken hy an individual sdolar. 
Since Ms Kumar is an official working in the 
Ministry of Rural Areas and Employment, one 
hopes she will have opportunities 10 pursue her 
scholarly interests in this and other related areas. 

K.N. Raj, 
·Nandavan'. 

Kumarapuram. 
Thiruvananthapuram - 695 () II. 

Kumar, Arun, Black Ecol/omy ill Illdill, Penguin 
India Books Limited. New Delhi, Pr. 314. 
Price Rs 250.00. 

A theme running through ArunKumar's hook 
is the parallel between the traffic on roads and the 
economy. He takes as given the laws which 
govern traffic; these laws me supposed to ensure, 
smooth flow of traffic. protect the interest of all 
users of roads, whatever their size. If laws are 
followed voluntarily. traffic flows smoothly. 
However, since there are always violations of/aw, 
traffie police must ensure that law-hreakers arc 
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penalised. So long as the number of violators is 
not large, the normal course of traffic is not 
affected. However, as the number of violators 
increases, the police are unable to monitor all 
violations of law. Smooth now of traffic gets 
badly affected. Should the police collude with 
law-hreakers. the situation is worsened even 
further. According to Kumar a similar process 
helps explain problems created by the black 
economy. So long as those violating laws in 
pursuit of incolllcs are an insignificant minority. 
the normal course of the econ,omy need not be 
affected. But as the number of violators rises, as 
policing/enforcement of regulation becomes lax 
or discriminatory, the black economy starts to 
have a significant impact on the rest of the 
economy. 

The simple parallel between tramc and the 
flow of the economy works up to a point. The 
example, however, ignores certain important 
aspects of law-making and political economy of 
law making and this, I believe, is a m,~jor lacuna 
of Kumar's analysis of the black economy in 
India. Kumar attaches a particular sanctity to 
existing laws and controls and will brook no 
niticism of the law on grounds of unfairness, 
capriciousness and. sometimes. pure stupidity. 

Thc introduction of basic traffic laws for me 
is very similar to tile introduction ofa constitution 
in a society. Prior to the constitution. traffic on 
roads is pure chaos with size heing the only factor 
that determines right of way. The existence of 
tralTil: laws. such as speed limits, lane driving, 
right of way, traffic lights. etc., is expected to 
smoothen the now of traffic. However, this pre­
sumes that road users are fully aware of traffic 
laws, that there is regulation, operating in a 
predictahle, impartial manner that determines the 
fitness of potcntial users ofthe roads. If this filter 
is inoperative. as it generally is in India. is it the 
fault of the users or the regulators? The filter may 
well he rendered inoperative out of pure indif­
ference but it may also be deliberately destroyed 
for monetary consideration. In such a situation 
should one blame only potential users of roads for 
destroying the system or is the regulator impli­
cated? And what is to make of traffic lights placed 

behind trees (p. lOS)? Or, 'no-parking' signs with 
arrows extending indefinitely in either direction? 
These are laws or manifestation of laws. which 
are designed to make usage of nmds difficult. 
Even if the motive behind such laws may not he 
to deliherately inconvenience users, the net effecl 
is the same. Is it the road users' responsihility to 
accept the sanctity of these laws'! Is lois cxpected 
even when unclear laws become a source of 
harassment and there is the suspicion that laws 
are deliberately drafted in ways to torment users·! 
Kumardoes not question this and. like most. who 
have an enduring faith in tlawless regulation. 
considers these as genuine aberrations and not a 
deliberate ploy to oppress individuals. 

As a final aspect of the traffic example con­
sider the following. It often happens in Bombay 
and I am certain it is far more frequent in Delhi. 
that the operation of traffic lights is suspended 
and manual intervention by the police organises 
tlow oftrafTic. What has happened in this twist in 
the traffic example is the replacement of a rule­
based system by one. which depends on discre­
tion. Anyone who has heen trapred in a traffic 
jam created hy law-enfon:ers c;{periem:es first 
hand the superiority nr rule-hased. transparent 
regulation over discretionary. non-transparent 
interventions. The laller may sll\:cccd lIncc in it 

while, when the in formation required for the 
intervention is available. when the regulators are 
competent and when the intention of regulators is 
promotion of wei fare. Kumar's pos ition is that all 
regulation is of such a nature and. if at all there is 
evidence to the contrary, it is specific re~llll/turs 
who are implicated but not regu/atio1l itself. 

In many ways the central thesis of Kumar's 
book is covered in the traffic example and also. 
in many ways. my differences with his central 
thesis is also covered in Illy reactions and modi­
fications to the example that I have listed ab;lve. 
However. for the hene fit of potential re.lders of 
the book I will now discuss various aspects of it 
in slightly more detail. I will touch upon the 
following: 
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I . Consequences of black economy 
2. Causes of black economy 
3. Remedies for curbing the black economy 

the black economy. The following is an indicati ve 
list, by no means exhaustive, of what Kumar 
believes are the effects of black economy: 

Consequences oj Black Economy 
1. Policv Failure: Tax evasion leads to inade­

quate" resources being available to the gov­
ernment, which results in deficient social 
infrastructure. If the size of the black economy were small, 

there would be very little reason to spend too 
much time either measuring it or considering its 
consequences on the rest of the economy. It is, 
however, commonplace that there is a substantial 
black economy in India and that efforts to measure 3. 
it and study its effects are worthwhile. Depending 

2. Criminalisatioll: Deteriorating law and order 
are directly the result of black economy. 

on the methodology used, the size of the black 
economy can be as large as 50 per cent of GDP. 
Chapter 3 of the book gives a simple tour of the 4. 
various approaches that have been employed to 
estimate the size of the black economy. While 
some of the complexities involved have been 
diluted, it is still an informative chapter for the 
lay (i.e. non-economist) reader. One of the 
important points made in this chapter is that the 
size of the black economy in 1995-96 (i.e. after 5. 
the introduction of economic reforms) is larger 
than what it was in 1990-91 (i.e. before the 
introduction of economic reforms). The point 
being made is that Iiberalisation, far from 
reducing the growth of the black economy, in fact. 
has pushed it along. This is important for Kumar 
si nce one of his arguments is that neither controls 
nor excessive regulation nor excessive taxation 
can be important causes of the black economy. Of 
course, much later in the book (p. 209) Kumar 
does concede that post-1991 income tax rates 
have declined and that tax collections have risen 
sharply. He, however, hastens to deny any rela­
tionship between tax rales and lax evasion and 
implicates rising disparities for higher tax 
collections. The conjecture that tax collections 
have risen due Lo rising inequalities is, however, 
not conclusively established. 

The principal consequences of black economy 
are to be found in the loss of control over policy 
and its failure, the unplanned internationalisation 6. 
of the economy and growing illegality. In Chapter 
6 Kumar gives a long list of the consequences of 

Impact on Environment: Environmental 
degradation is linked to the violation of laws 
and the growth of the blad economy. 

Waste: The existence of black economy 
results in increased transactions without 
social welfare rising. This includes dumping 
of eftluents, demanding bribes, transport 
patterns in urban areas, hottled water, milk 
and edible oil in tetra packs, etc. 

Missing Professional Commitment to Work: 
This is to be found among all professionals 
including teachers, doctors, sportspersons. 
and lawyers. A Sab chalta hai attitude is all 
pervasive (p. 170). In brief, professional 
commitment to work is missing. When an 
author makes such a sweeping statement it is 
especially important that the same charge not 
be l"eveIJed against his or her work, [In the 
event. what is one to make of the following 
sentence. which clearly shows poor drafting. 
'Decision-making in the public sector is dif­
ferent in the puhlic sector as compared to the 
private sector' (sic .. p. 217). By Kumar's logic 
this is carelessness and, going by his single­
minded task of implicating the black, econ­
omy in all ills confronting the economy, must 
be the consequence of black economy! I, of 
course, write this in jest and realise that 
however careful one is, there is no such thing 

. as a 100 per cent error-free manuscript]. 

Crisis and Fiscal Policy: The growing shares 
of black economy, properly incomes and the 
tertiary sector <the latter Lwo are responsible 
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for the growing black economy), would lead 
to a crisis, which fiscal policy would not be 
able to overcome. 

7 .. Stagllation: Following from point 6, the 
economy would inexorably slip into stagna­
tion. 

There is much more that Kumar places at the 
doorstep of the black economy. As stated above 
I was presenting only an indicative list. For some 
of the consequences cited by Kumar, the links 
with hlack economy are direct, but for others the 
links get exceedingly tenuous and tend to strain 
the credibility. I am always reluctant to accept 
mono-causal explanations of complex social 
phenomena and that is what I have against 
Kumar's enumeration of the consequences of 
black economy. A little more circumspection in 
the list of consequences of black economy would 
have made the entire exercise far more credible. 

Causes of Black Economy 

One of the main objectives of Kumar's anal­
ysis of the black economy is to deny that controls, 
e xcessi ve tax rates, mindless rules and extensive 
regulation can be causes of black income gener­
ation. Consequently, he cannot accept any ratio­
nalisation of controls, tax rates, etc., as remedies 
for reducing the generation of black incomes. 

Kumar present!; a detailed discussion on the 
links between tax rates and tax evasion and 
concludes that the relationship between the two 
is not clear-cut. Quoting a theoretical study, he 
states that effective implementation may reduce 
tax evasion but lowering tax rates hardly guar­
antees it. In the minds of Kumar and his ilk there 
is some Utopian controlling agency, which will 
hetter implement rules, which will better monitor 
the activities of tax evaders, which will better 
regulate the markets and so on, and thereby rid 
the system of evils such as black economy. There 
is of course a major difference of views between 
those who believe in an omniscient, omnipotent 
and omnipresent State and those who believe that 
State is deficient in all of these qualities. If the 
State is not omniscient, it is possibly encumbered 

by insufficient knowledge and information like 
the rest of economic agents in society. Conse­
quently, the rules it devises will. by definition, be 
inadequate. There will be failures of State 
intervention its writ will of an essential kind. If 
the State is neither omnipotent nor omnipresent, 
its writ will not run through the economy and 
hence its control will at best be loose. 

If the powers of the State are circumscribed in 
this fashion the approach to intervention will have 
to use techniques which recognise these limita­
tions. It will have to devise incentive-compatible 
mechanisms by which economic agents find it in 
their interest to obey laws and regulations. It is 
not the claim that this is an easy task; on the 
contrary, it will be extremely difficult to devise 
such economy wide incentive- compatible 
mechanism. But in the absence of infinite powers 
and knowledge, the State has no choice but to 
move away from complete regimentation and 
control of the economy. The instrument of choice 
of the State has to be, not the sledgehammer of 
planning and controls, but the carrot and stick of 
incentive compatible mechanisms and imple­
mentable regulation. 

Such modesty in the powers attributable to the 
State is anathema for those like Kumar who seek 
the 'holy grail' of perfect controls and perfect 
regulation. They are unable to accept this lim­
itation on the capability of the State and its 
functionaries. Thus Kumar writes: . A 
Professionally run administration, proud of its 
role, would be able to administer even a complex 
system of rules'. Thus if State functionaries do 
not perform their duties properly, it is not because 
they cannot (due to limitation on its c<lpability) 
do so, but rather they do not wish (0 perform well. 
All that is needed is to instil a sense of pride in 
the minds of State functionaries for the job that 
they are performing! Were life and its problems 
so simple! 

Kumar's views about State functioning lead 
him into strange situations where he has to defend 
laws, which have become redundant. Once upon 
a time it was against the law to import gold and 
such activity, called smuggling, was illegal. For 
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Kumar it does not matter that gold imports are 
now legal: 'Gold imports still create BOP prob­
lems since it does not add to the official reserves. 
The economic impact of the activity continues, 
only illegality is reduced as compared to earlier. 
Today, social perceptions are changing so fast that 
legal or illegal hardly matters. Tomorrow, due to 
the inability to curb theft, suppose it is legalised, 
would it generate security for the citizens because 
illegality has declined' (pp. 130-31). 

2. There should be accountability of the 
bureaucracy 

3. Rules should be simple and dear 
4. There should be swift action against those 

indulging in corruption 
5. Judicial process must be simplified 
6. Lawyers should introspect 
7. Judges must keep distance from vested 

interests 
8. Media needs autonomy from government and 

commercial interests 

What this means is that Kumar has in mind a 9. 
list of acti vities which are 'undesirable' from the 10. 

Tax laws must he simplified 
Public sector should have autonomy in its 
functioning point of view of the economy. Such activities may 

be legal or illegal, so long as they arc 'undesir­
able'. they should be tightly controlled by the 
State. This again goes back to the assumption of 
an omniscient State: the State knows better than 
anyone else does what is good for society. I fear 
this is a deeply undemocratic position to take and 
even though Kumar writes at length about 
strengthening democracy (see later parts of 
Chapter 7). his views about the State tend to raise 
a significant amount of disquiet. 

The distinction between black and white 
economy has to be one oflegality and illegality; 
it cannot be about desirability ~nd undesirability. 
If it is about legality then the basic consideration 
is whether an activity contravenes an existing law. 
I f it does not contravene an existing law then the 
activity cannot be generating black incomes, 
however 'undesirable' the activity may be from 
some subjective point of view. I wonder how 
Kumar will treat incomes earned by the liquor 
industry. Till the time prohibition was widely 
prevalent, all incomes from producing and 
vending liquor would have been black. Now that 
prohibition is no more enforced in most states. it 
would be strange to frown upon that activity 
merely because it was illegal at some of point of 
time in the past. 

Remedies for Curbing the Black Economy 

The last chapter presents a long list of sug­
gestions to reverse and even eliminate the prob­
lem of black economy. It includes the following: 
I. There should be right to information 

I I. Political system should he reformed 
12. The voter should be made king 
13. Elections should be held every two and half 

years 
14. Democracy should bc strengthened 

Within each of the suggestions listed there arc 
some more nested suggestions. yielding a com­
prehensive blueprint for what needs to be done. 
Of course, no! a thought is given to how these 
changes can be brought about. Most peoplc. who 
are aware of the problem of the black economy. 
are also aware of what needs to be done to rcdu<.:c 
this problem. The real challenge lics, not in listing 
measures for curing the prohlem, hut in articu­
lating the steps. which need to he taken to solve 
the problem. Almost all of the sug~estions that 
have been listed by Kumar are em in~~tJ y sensihle. 
For instance. who would deny that the voter 
should be made king. The proposition is so 
obvious as to be trite. The question is how do we 
go about making the voter king. Unfortunately. 
Kumar has no suggestions to offer towards 
operationalising the remedies he suggests. 

Summing-up 

Arun Kumar has made an attempt to put a<.:rDSS 
to non-economist readers the complex problem 
of black economy and, I believe. he has, by and 
large, been successful in his endeavour. Kumar\ 
writing style is simple and docs not make too 
many demands on prior knowledge on thc part of' 
readers. The best chapters arc the first four. His 
next three chapters, which deal with causes and 
consequences of the black economy, <lnd reme­
dies for curbing the blackeconol11Y, in SOllle ways. 
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do too much and too little. They do too much 
because far too many ills facing the Indian 
economy are placed at the doorstep of black 
economy. As I stated earlier Kumar seems to have 
a mono-causal explanation for almost all prob­
lems facing the Indian economy. When acomplex 
system is being studied, it is an oversimplification 
to blame one particular aspect of the economy, 
however important it might be, for all the prob­
lems in the rest of the system. On the other hand, 
the book does far too little in recommending 
workable solutions for overcoming the problem 
of black economy. I don't expect an individual to 
propose solutions, which will solve the problem 
overnight. But I do expect rather more from a 
distinguished academic than a long list of pious 
suggestions. 

though it has been slowing down since the 
beginning of the 1990s - and a decrease in gender 
inequalities in getting access to education and 
equal payment. Despite those positive changes, 
India, like several countries from the South Asian 
region, has faced major difficulties to tackle these 
problems effectively in order to reach the stage 
of a society, which is free from poverty and 
inequalities related to caste or to gender. This is 
the context in which the problems of the most 
vulnerable groups in this society, namely, rural 
labour and women, are addressed in the two 
volumes reviewed here. 

Each book is a collection of numerous artic les 
written by experts as well as activists. They 
provide, therefore, a broad understanding of and 

Kumar believes that the Indian democracy has insight into the complexity of recent develop­
heen hijacked by the triad of business, politicians ments and processes at work. Discussions on the 
and bureaucrats. His remedy for solving this. nature of operations of the market forces, state 
problem is (I) the political system should be intervention and mobilisation by trade unions, 
reformed and (2) the voter should be made king. political parties and non-governmental organi­
The trouble with such solutions is not that there sations (NGOs) are retlected in both the vorumes, 
will be disagreement; who could possihly deny though they are put into the respective context of, 
that the Indian political system needs cleansing? (a) rural labour in India, and (b) women in the 
The big question is: HOW'! In the absence of any Indian labour market. This also includes critical 
though~s on op~ralionalisin~ his remedies, assessments of foregone policies on poverty 
Kumar s . suggestions see~ h~e. slogans. But alleviation in rural Indiaas well as gender specific 
slo~~n~ertng should rea.IlY he wIlhm the realm of programmes. Recent trends of employment are 
polItiCIans, not academIcs. analysed within a long-term perspective and in 

Ajit Karnik, 
Department of Economics, 

University of Mumbai, 
Vidyanagari, Mumbai 400098. 

Papola. T.S'/Alakh N. Sharma(Eds.): Genderand 
Employment in India, Vikas Publishing House 
Pvt. Ltd., New Delhi, 1999, Pp. 439, Rs. 495/-. 

Radhakrishna, R.lAlakh N. Sharma (Eds.): 
Empowering Rural Labour in India, Market, 
State and Mobilisation, Institute for Human 
Development, New Delhi, 1998, Pp. xv+440, 
Rs. 195/-. 

Discussions related to work and employment 
in developing countries lead automatically to 
issues such as poverty and gender inequalities. 
There has been a downward trend of poverty -

the context of reform policies and structural 
adjustment during the last decade. The volume on 
gender related labour market analysis addition­
ally provides an important retlection upon the 
limitations of the traditional ways to measure 
employment and workforce participation in 
labour force surveys, since they still tcnd to 
underestimate women's economic a.ctivities 
despite improvements in conceptualisation 
(Ghosh; Suryanarayanan; Visaria). 

An important point, which emerges from the 
theoretical sections in both the volumes, is the 
lack of flexibility in India's labour markets. 
Several forms of inflexibility are identified: The 
extremely slow pace of change from an agricul­
tural society into a modernised economy which 
bases its. competitiveness on high labour 
productivity and on a highly skilled and educated 



792 JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY OCT·DEC 1999 

labour force, is the most prominent. Next, the 
majority of the labour force is still employed in 
the agricultural sector in rural areas. Contrary to 
expectations, which had risen with the introduc­
tion of the reform policies, that they would boost 
the economic performance in the non-agricultural 
as well as in the agricultural sector, there has been 
a.backlash in industries and employment (Rao). 
Till 1991 , a trend was observed of labour moving 
out of agriculture towards non-agricultural acti­
vities, which went hand in hand with a continuous 
increase of real wages in the non-agricultural 
activities (Bhalla). This trend appears to have 
reversed since the introduction of economic 
reforms. In fact, labour has moved back to agri­
wltural activities, women more than men. This 
reversal has led to deteriorating conditions for 
rural labour: the foriner farmers and self­
employed have been shifted into casual labour 
(Ghosh; Unni) and have become more 
wage-dependent in the informal sector (Breman). 

Although major efforts have been made in 
terms of targeted policies to increase women's 
labour force participation rate, mainly in urban 
areas (Hirway), and despite the fact that their 
share has significantly risen overtime and growth 
rates in female employment might even exceed 
that of males in the formal sector (Srivastava), 
increase in work participation of women is pre­
dominantly in casual employment (Kundu; 
Unni). SAP and reforms have hit women's work 
and livelihood due to indiscriminate reduction in 
subsidies and due to Iiberalisation of trade (Hir­
way). In facl, growth in female employment has 
slowed down since the introduction of reforms. 
In the formal sector, job mobility is limited 
(Srivastava). In the unorganised sector, women 
enter the labour force predominantly driven by 
poverty in order to secure an additional income 
for their family. They enter at the lowest level of 
the occupational hieran:hy and work under 
extremely exploitative conditions (Mukhopad­
hyaya). In certain industries, women have sub­
stituted'men, accepting lower payment and poorer 
working c.onditions (Banerjee). This is also true 
for women working in EPZs (Banerjee; Ghosh). 
Several authors argue that an increase in women's 
remunerative activities can quantitatively be 

interpreted as a trend towards feminisation, In thc 
context of feminisation, employment of women 
in industrialised countries means c.:onomic 
empowerment by taking up quality jobs, This is 
not the fact in developing countries (Banerjee). 
Additional economic activities have turned out to 
be additional workload, since most of the work is 
unrecognised and does not significantly improve 
their economic status. Therefore, focus should hc 
on quality of employment, including recognition 
of work done by women (Ghosh), 

It has also been mentioned that the shift out of 
traditional activities, which include agricultural 
work, has been much slower for women than for 
men. Since men shifted into non-agricultural 
activities, women stayed back in agriculture. It 
was also shown that in rural areas, the shift back 
into agricultural activities has heen more intense 
for women than for men. Although there was a 
positive trend towards closing the wage gap 
between men and women earlier. in particular in 
agriculture, this has ceased since 1988 (Unni), 
Women still tend to have severe disadvantages in 
getting access to assets needed to survive in a 
competitive environment. As Hirway points out, 
there is a real deficit of female workers in terms 
of professional skills and technical capacities 
since most of them are small producers and 
home-based workers. Access to credit is still 
limited for women despite some major innovative 
efforts made by financial organisations provided 
by public institutions or self-help groups. Those 
schemes do not as yel meet the need of larger 
sections and wider regions. 

Evidence also suggests that the existing labour 
markets discriminate against certain specific 
groups in the society such as women and people 
from low-caste, as well as tribal societies. Women 
and girls are stilI severely disadvantaged in get· 
ting access to quality education (Chaudhri; 
Deshpande/Deshpande), employment and health, 
as well as in getting jobs, and in occupational 
mobility and wages according to their education 
(Kingdon). Discrimination against low caste 
women is high (Kannan). 
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The existence of market failures resulting from 
rigidities seems to reflect the slow process of 
social and cultural change, which India has been 
undergoing. Those market failures have been 
stressed by some authors when they analyse the 
process of labour contracts and wage determi­
nation in rural areas (Bhalla; Jha; Krishnaiah; 
Radhakrishna and Sharma), discrimination 
against women in the context of access to jobs 
(Srivastava) or unequal returns to education 
(Kingdon). It leads them to the conclusion that 
labour markets as analytical categories are too 
complex to be explained by a clearing market 
model. Theoretical developments therefore need 
to strike new grounds beyond boundaries of 
mainstream economics, integrating power struc­
lures and social institutions. which shape the 
functioning of those markets significantly (Dev; 
Jha: Radhakrishna and Sharma). 

To remove such market distortions. several 
authors aim at market interventions through 
governments, unions and NGOs. The effective­
ness of most of the programmes, initiated by 
government which aim to alleviate poverty 
through rural development (IRDP), and generate 
sustainable i 01.; ome through self-employment 
(JRY) as well as wage employment (EGS). is far 
from satisfactory. except for some schemes in 
KeraJa as argued by numerous authors using 
macro as well as micro level evidence (Datt; 
Kurien and Rajeev: Nayaar; Reddy and Swami­
nathan; Singh). It is mentioned that the initiatives 
were effective. but not as much as expected. They 
failed to reach the target groups. namely the most 
vulnerable persons and households, like women 
and workers from low castes and scheduled tribes. 
to lift them above the poverty line (Rao: Kurien 
and Rajecv). Similar results have been quoted for 
social security schemes provided by the govern­
ment: they have not only failed in reaching the 
heneficiaries. hut have also neglected women 
with respect to data collection and implementa­
tion of schemes (Dev). Overall. the authors agree 
that the existing state interventions. which are 
supposed to provide employment and regular 
income to the poor might be a valuahle and 
effective fire-fighting measure. hut do not con­
trioUle much to sustained development)n the long 

run (Dev). Also these schemes tended to be too 
bureaucratic and weak to implement. Some 
authors advocate reconsideration of the 
IRDP/JRY programmes: they ask if resources 
would not be better allocated for capacity building 
of individuals through primary education. skill 
development and access to health facilities for the 
poor (Kurian and Rajeev). To overcome the 
obstacles of bureaucracy, Rao argues that instead 
of such programmes, relief-cum support mea­
sures should be provided, which react more sen­
sitively to the different needs ofthe rural poor at 
the micro level. Public administration in India has 
to undergo radical reforms (Theral and Hirway). 
Planning and administration need to be decen­
tralised at the Panchyati Raj level and should be 
continuously monitored and evaluated by 
independent participants (Dev: Nayyar; Partha­
sarthi; Rao). Those (latter) institutions. however. 
need to he strengthened. Employment generation 
schemes should finally be more ski II development 
oriented (Dev). Providing minimum wages and 
minimum social security 100 is a crucial precon­
dition for functioning implementation of sueh 
schemes (Dev; Theral and Hirway). Such 
minimum wages. however, need to be continu­
ously adjusted and revised. In order to be suc­
cessful. they need to be linked to employment 
generation schemes on the one hand and 
contribute to the strengthening of bargaining 
capacities of workers through unionisation on the 
other (parthasarthy). The expansion of costs. as 
Theral and Hirway point out, could partly be 
financed through income taxation. They call for 
a World Social Security Fund which could pro­
vide resources for a coherent social security 
system. This would include guaranteed income 
support to those not able to work due to age. 
sickness or handicap, subsidies for credit-cum­
training, and more general support of public 
expenditure for education and health for speL:ific 
groups. 

In contrast to the rather small success of 
government initiatives. various authors empha­
size the relevance of organisation and social 
mobilisation of rural labourers and women 
workers through non-governmental initiative. 
Some analysis on traditional unionisation has 
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focussed on the limited success of unions since 
they face difficulty in organising agricultur~1 
labour, which, in comparison to peasants, were In 

fact left unorganised. As Gill points out in her 
interesting analysis, unionisation of agricultural 
labourers is clearly caste determined and leaves 
women completely out (Gill; Kannan). The low 
level of organisation can be explained by the 
strong position of the farmers who, being better 
oroanised and in alliance with the government at 
th; state or at the village level, avoid bilateral 
negotiations and employ migrant workers. This 
phenomenon however was not found in the micro 
study in Bihar (Jha), where the socio-economic 
framework of specific villages prevents 
employers from hiring migrant labour due to 
social pressure within the community. 

Unionisation has increased segmentation 
alol1" caste structures and therefore limited 
oCl'u~ational mobility in rural areas. As Kannan 
points out for Kerala, unionisation was successf~1 
in intervening in distribution of employment, In 

particular for trade union members; on the other 
hand, unions were excluding non-members from 
the benefits of the negotiations. Such a "'closed 
shop' strategy followed by the unions resulted in 
negative effects on low caste workers by pre­
venting inter-occupational mobility which could 
have also led to loosening the traditional nexus of 
caste and occupation" (Kannan, p. 367). Here, the 
state should provide the conditions conducive to 
the organisation of the rural workers and 
encourage the setting up of unions at the village 
level so that their organisational base and effec­
tiveness in dealing with the most disadvantaged 
sections can be guaranteed. One successful 
experiment of organisation of women described 
in the volume on Gender and Employment was 
that of Self-Employed Women's Association 
(SEWA). This experiment combines struggle for 
rights and income generating support through 
self-help credit and social security with a view to 
improving women workers' conditions as major 
tools for their empowerment (Papola and 
Sharma). It is mentioned that this way of 
empowerment needs to be expanded and repli­
cated. 

Since the state has only limited capacities to 
reach the village level, it is argued that NGOs can 
provide a useful initiative to tackle the problems 
of the poor. It has been shown that social 
empowerment through organisa~i~n could be. 
effectively reached, and the bargaInIng power of 
those organised lead to a significant improvement 
of economic and social conditions of rural labour 
(Breman; Chandra and Reddy). NGGs have been 
crucial actors in such initiatives. 

On the whole, however, it is not an 'either - or 
solution' but rather a need for a co-existence of 
state interventions and private initiative (Rad­
hakrishna and Sharma). It is seen that public 
action taken up by governments has so far fallen 
short of helping the rural· poor in a sustained 
manner, since it has not reached the targets. On 
the other hand, social mobilisation of the rural 
poor without absorbing them through employ­
ment generation schemes or providing them 
education. would not be adequate either 
(Kannan). It is the role of the government, in a 
context like India with a huge popUlation living 
under the poverty line. to guarantee their rights 
through providing education, wage-employment 
assistance as well as ensure empowerment 
through legal and economic means (Papola and 
Sharma). This becomes even more relevant in the 
context of the adverse impact reforms have on the 
rural population and on women in particular. 

Both the volumes provide a solid and broad 
overview of the existing debates on rural lahour 
as well as on gender a~d labour market related 
questions. In the introductory section, the editors 
of both books have provided a theoretical 
framework in the otherwise quite heterogeneous 
collection of articles. The variety of those articles 
makes both volumes extremely valuable for 
researchers, NGOs, students and teachers who arc 
interested in the functioning of the Indian lahour 
markets, with particular reference to rural 
employment or to gender speci fic quc~ti()n~. Both 
volumes, however. tend to over stress the macro 
perspective while using similar data. With some 
exceptions, micro-level processes. which would 
be extremely useful for a deeper understanding of 
the problems faced by labour, arc rather 
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neglected. Most articles do not go beyond a 
description of trends, be it the labour force, 
women's labour force participation, wage 
changes or interventions either by Governments, 
Unions or NGOs. Not only the theoretical ques­
tions, but also issues such as the effectiveness of 
government initiatives would be interesting when 
analysed on a qualitative basis so that we would 
get better insight into the dynamics of the labour 
markets and questions like change of inequalities 

at the community level or the intra-household 
level. and the exact reasons for di fficulties in the 
implementation of specific initiatives have 
occurred and why these could not be removed till 
today. 

Sandra Rothbocck. 
ILOSAAT. 
New Delhi. 
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