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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. Ranganathan

As a part of the process of economic liberalisation, the stock market has been assigned an
important place in financing the Indian corporate sector. Besides enabling mobilising resources for
investment, dircctly 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 market 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 {or the resources mobilising capacity of different segments of the corporate sector.

Introduction

Under the structural adjustment programme
many developing countries made substantial
policy changes (o pull down the administrative
barriers Lo free flow of foreign capital and inter-
national trade. In the same vein, restrictions and
regulations on 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 atiracting external capital flows
[World Bank, 1996, p. 106; UN, 1996, p. 4]." The
main attraction ol the capital markets is that they
provide for entreprencurs and governments a
means ol mobilising resources directly from the
investors. and to the investors they offer liquidity
{India, 1986.p. 6]. It has also been suggested that
liquid markets improve the allocation of
resources and enhance prospects of long term
economic growth [Demirguc-Kunt and Levine,
1996, Pp. 291-321]. 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-
tion in the early ’eighties. Additional emphasis

folowed alter the liberalisation process got
deepencd and widened in 1991 as development
ol capital markets was made an integral part of
the restructuring strategy. After 1991, as a part of
the de-regulation measures, the Capital Issues
Control Act, 1947 that required all corporate
proposals for going public 1o be examined and
approved by the Government, was dispensed with
|Narasimham Commitiee Report, 1991,p. 120].
The Securities and Exchange Board of India
(SEBI) which was sct up in carly 1988 was given
statutory recognition in January 1992 to {rame
rules and guidelines for various operations of the
Stock Exchanges in India. The Over the Counter
Exchange of India (OTCEI established carlier
for serving the smaller companics became
operational in September 1992 and the National
Stock Exchange was sct up in Mumbai in 1994,
India’s official Economic Survey [1992-93,
observed that the process of reforms in the capital
markel
... needs to be deepenedto bring about speedicr
conclusion of transactions, greater transpar-
ency in operations, mmproved scrvices to
investors, and greater investor protection
whilc at the same time encouraging corpurate
sector to raise resources directly from the
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market on an increasing scale. Major mod-
ernisation of the stock exchanges to bring them
in line with world standards in terms of
transparency and reliability is also necessary
if foreign capital is to be atwracted on any
significant scale (emphasis added) [ Economic
Survey, 1992, p. 671.

This paper secks (0 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 cxercises cover 1996 to
1999 and are based on the daily trade data at The
Stock Exchange, Mumbai (BSE).” 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 atiempt
has also been made to study the implications of
the prevailing shareholding pattern of listed
companies tor 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’.
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Growth of the Indian Stock Murket

Stock exchanges have along 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 listed, market capitalisationand
value of shares sold and purchased on the
cxchanges (Table 1). Eleven stock cxchanges
were given recognition 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 Five
Year Plan (1980-81 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 [/ndia, 1982, Pp. 117-121;
Nagaraj, 1996, Pp. 2,553-63].

Table 1. Select Indicators of Stock Market Growth

tAmount in Rs Crore)

Year Number of Stock Number of Market Value GDP at Market
Exchanges# Listed Cos. of Capital Current Prices Capitalisation
of Listed Cos. as % of GDP
14¥(5) x 100]
(n 2) (3) 4) (5) (6)
1980 9 2,265 6,750 1,22.772 5.50
1985 14 4,344 25,302 232,370 10.89
1991 20 6,229 1.10,279 5,52,768 19.95
1995 22 9,077 6,39,575 992,802 6442

Note: Market capitalisation and GDP correspond to calendar and financial years, respectively.

# Excluding the National Stock Exchange (NSE).

Source: Based on: (i) Bombay Stock Exchange Official Directory, ‘Organisation of the Stock Market in India’. Vol. HII),
1997 and (ii) Bombay Stock Exchange. The Stock Market Today. 1992, GDP data are taken from Economic Survey: 1997-98.

Dilution of foreign equity by FERA (Foreign
Exchange Regulation Act, 1973) companies’
during the latter half of the seventies and early
“eighties also helped in popularising stock market
as ameans of investment by individual investors.
Due to the relatively higher return on the shares
of FERA companies, it was considered safer and
more profitable by the general Indian public to

subscribe to public issues by FERA companics
[Goyal, 1979].° The attraction of FERA com-
panies for the Indian shareholders can be gauged
from the fact that a number of issues were
oversubscribed multiple times [Chaudhuri, 1979,
Pp. 734-44).¢

The growth in numbers 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 GDP is regarded as
ameasure of the size of stock marketin a country.
The ratio increased from about 1:5 in 1991 to
almost 2:3 by 1995 [Kunt and Levine, 1996].
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
companics 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.” Atthebeginning of the 'ninetics. 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

SOME ASPECTS OF THE INDIAN STOCK MARKET
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1995-96 almost trebled to 93 per cent. Though
this appears tobe an over estimate, it does indicate
the relatively important place attained by the
stock market for the Indian corporate sector
|CMIE, Capital Markets, 1997).”

Resource Mobilisation

With the repealing of the Capital Issues
Control Act, 1947 (CICA) in May 1992 itis no
more necessary 1o oblain 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 1o 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 1991-92 to nearly 1,700 cach in 1994-95 and
1995-96 (Table 3)."

Table 2a. Importance of Listed Companies in the Corporate Sector

{Amount in Rs Crore)

Yearend # Number of Public  Number of Cos.  No. Of Cos. Listed Paid-up Capital of  Equity Capital of
Limited Cos. Listed on all the on BSE all Public Limited  Cos. Listed on
Stock Exchanges Cos. BSE
(h (2) 3) 4 (3 (6)

“1990-91 27,358 6,229 2,471 385617 12205
1991-92 29,792 6.480 2,601 50.809.0 16,128
1992-93 34,112 6.925 2.861 57.929.7 24,527
1993-94 38,000 7.811 3.585 71.836.2 48.809
1994-95 46,662 9,077 4,702 924229 61514
1995-96 57.402 9.100 5.603 1,13,042.2 105,284

#Year ending 31st March,

Source: Based on BSE publications and Ministry of Law, Justice & Company Affairs; Annual Report of the Working and Administration

of the Companies Act, 1936 for various years.

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

Number of Listed Cos. as Percentage of Number of PUC of BSE Listed Cos. as

Year-end
atl Public Limited Cos. Percentage of
All Public Limited  PUC of all Public
Cos. Limited Cos.
(1) (2) 3) 4)

1990-91 22.77 9.03 31.65
1991.92 21.75 8.73 31.74
1992-93 20.30 8.39 42.34
199394 20.56 9.43 67.94
1994-95 19.45 10.08 66.56
1995-96 15.85 9.76 93.13

Source: See 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 [SEBI 1998-99]."
Besides the repealing of CICA, a few major
factors scemn to be responsible for the initial
increasc in the number of issues. First is the stock
scam.'” Share prices increased rapidly within a
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span of three months (Jan-Mar 1992) during
which time the BSE Sensitive Index (Sensex)
more than doubled from about 2,000 to 4.400.
This seems 10 have given the investing public an
idea of the windfall gains thatcan be had [rom the
stock market and created a ‘herd” mentality.
During the boom period, shares of cven loss-
making companics commanded high premium
[India, 1948, p. 5]."" In such a situation. it would

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

Year Number of Issucs Amount Raised (Rs Crore)
Governiment Non-Govt. Total Government Non-Gowvt. Total
{h 2) (3) (4) (5 (0) (7)
19992 3 424 455 4.080 5.361 Y441
1992-93 3 964 995 7.162 18.597 25,759
1993.94 30 1115 1,145 11,458 20,236 31,694
1994-95 43 1.643 1.686 10,868 26,460 37328
1995-96 37 1.651 1,688 9,721 14,624 21345
1996-97 25 863 888 8.340 8,227 16567
1997-98 38 118 156 8,623 3,236 11859

# Public and Rights issues.
Source: CMIE, Cupital Markets, October 1998,

not be difficult to raisc money from the market.
The second facior is the optimism generated

among entrepfencurs by the virtual demolition of

the industrial icensing system. Third is the entry
of small companies (especially financial com-
panies) with the main aim of making quick money
through pricc manipulations [SEB1, 1995; CMIE,
1997]. 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 quality 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 of

inadequate disclosures. Taking advantage of free
pricing of issues, many companies charged high
premium. But the post-listing returns proved 1o
be disappointing. One major case cited in this
regard s the post-listing price of Indusirial

Development Bank of India, whichin July 1995
raised about Rs 2,400 crore at a premium of Rs
120 for a Rs 10 share."* Contrary (o the expec-
tations, the initial listing price was much lower
than the issuc price [Business Standard, 1995,
The price fell gradually 1o reached Rs 94 within
afew days. During the pre-fiberalisation period,
proposal for raising capital through public issues
were generally for manufacturing companies and
involved public f{inancial institutions.  which
provided assistance (cquity 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 but the purpose of issue also varied from
project finance w0 working capital. A number of
public issues have been made withoutany critical
scrutiny (Table 4). In wrms of number, about
onc-third of the issues were by linancial com-
panics with a preponderance of non-banking
financial companies (NBFCs) [CMIE, 1998].
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Apart from the loss of interest of the general
investor due 1o 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: (1) issuing
companies should have paid dividend for at least
three years out of preceding five years; and (ii) a

SOME ASPECTS OF THE INDIAN STOCK MARKET

manufacturing company 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 of loanor equity
to the extent of minimum 10 percent of the project

Table 4. Distribution of Public Issues According to the Appraisal Status

(Number of Issues)

Year Issues Appraised By Issues not Appraised Total Percentage of
Fls/Banks/MFs by such Agencies Unappraised Issues
(H/(4) x 100
H 2) (3) 4) (5)
1994-95 891 452 1343 33.66
1995-96 582 846 1428 59.24
1996-97 210 543 753 7211
1997-98 M4 77 111 69.36
1998-99 15 43 58 74.13

Source: (1) 1994-95 to 1996-97: Praxis Consulting & Information Scrvices Py, Ltd. Prime Annual Reports, Part-1: Public
Issues, various years. (ii) 1997-98 and 1998-99: SEBIL, Annual Report: 1998-99.

Table S. Proportion of Shares and Debentures in the Financial Assets of Househlold Sector

(Amount inRs Cr.)

Year Total Financial Assets Of which, Investment in Shares and Debentures
Amount Percentage in Total

h 2) (3 h
1990-91 56,858 8412 14.79
1991-92 70.851 15,704 22.16
1992.93 72.099 12,943 17.95
1993-94 1.09,597 14772 1348
1994.95 1.45,503 17.38] 1195
1993-96 1.24.87} 9.047 7.25
1996-97 1,56,726 10472 6.68
1997-98 1,80.724 3,637 2.01

Source: Based on India, Central Statistical Organisation, National Accounts Statistics. 1995 and 1999.

cost. Subsequently, these norms were made

applicable to all types of companics.'® Regarding

these changes. SEBI explained:
With the rapid expansion in the primary mar-
ket. there were concerns raised about the
quality of some of-the issuers who were able
to raisc funds from the market in the period
alter the repeal of the Capital Issucs (Control)
Act, 1947, Inresponse to these concerns, SEB]
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
ofeligibleissuers toenterthe market andfreely
price theirissues. This was done in 1995-96...
[SEBL. 1996-97; Economic Times, 1999]."

Itappears [rom Table 4 that the while the changes
did make much impact in terms of making more
companies get their projects appraised. the stip-
ulation of paying dividends did prevent new
companies from entering the market |RB1. 1999,
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p. 950; CMIE, 1998, Pp. 16-20}."

Thus within a few years of repealing the
Capital Issue Control Act, restrictions on capital
Jissues had to be introduced, albeit in a different
manner, Lo safeguard investor money and protecl
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 capital 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 {Rao, 1997, Pp.
3-12; Rao, 1996-97]. It does appear that while
liberalising issue norms after repeal of CICA, this
experience was not taken into account. Some of
those involved in floating such issues laler on
became merchant bankers and mutual fund pro-
moters.” 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 CCI and allowing free pricing
of shares - which led to fleecing of investors:
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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 {Damani, 1997, Pp.
5-18].

The [all in new issues is also reflected in the
steep decline in the importance of shares and
debentures in houschold savings (Table 5)
[CMIE, 1999, p. 101).*" Further evidence 1o the
decline in the importance of stock market for
mobilising resources is reflected in the falling
share of new equity capital raised from outside
sources inthe sources of funds forthe targe private
corporate scctor. The share declined sharply from
about 33 per cent in 1993-94 to 7.7 per cent in
1997-98 (Table 6). On the other hand, the share
of borrowings from banks and hnancial Institu-
tions recovered from a low of 7.3 in 1993-94 and
excecded the “carly’ nineties levels by 1995-96.

Table 6. Changing Importance of Select Sources of Funds for the Indian Private Sector

tPercentages)

Year Percentage Share in Total Sources of Funds
Total External# Fresh Share Issues Borrowings trom Banks &
Finance (incl. premium) Institutions (excl. Fixed

Deposits and Debentures )
(1) () (3) 4)
1991-92 72.0 7.9 247
1992-93 749 247 257
1993-94 76.4 34 7.3
1994-95 769 32.6 ‘ 216
1995-96 717 15.1 278
1996-97 724 8.2 294
1997-98 694 7.7 . 284

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

Liguidity

The aggregate market turnover is an important
component in the measurement of the stock
markel size and liquidity [ Kunt and Levine, 1996,
p. 295;Gupta, 1992]."" While the overall turnover

at BSE increased significantly during the post-
liberalisation period, the increase has been more
substantial after 1995-96. The fall in turnover in
1992-93 following the cxposure of scam was
more than recovered in 1993-94. This is also the
year when Flls made theirpresence 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].” 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 crore 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 per cent
compared to the previous year (Table 7). These

Table 7. Market Turnover at the Bombay Stock Exchange

SOME ASPECTS OF THE INDIAN STOCK MARKET
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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 Lo 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 10 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-filths of the companies were
being traded (Annexure and Graph-A).“

{Amount in Rs Crore)

Year Total Turnover Turnover at BSE Average Daily
Turnover at BSE

(N (2 3) 4)
1990-91 N.A. 36.012 1¥8.54
1991-92 N.A. 71,777 332.33
1992-93 N.A. 45.696 238.00
1993-94 2,03.708 84.536 387.78%
1994-95 1,64.057 67.749 292.02
1995-96 2,27.368 50.064 215.79
1996-97 646,116 1.24.284 317.85
1997-98 9.08.691 2,07.644 851.00
1998-99 10,23.381 3,11.999 1.283.95 -

N.A.: Not Available.

Source: Bombay Stock Exchange. Facts & Figures, 1997 and BSE, Stock Exchange Review, various 1ssues. BSE. website and SEBY,

Amnal Report: 1998-99
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In 1997, out of the total number of 5,843
companies listed, 831 werc 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 value of Rs 10.” In the following year,
the number of non-traded companies more than
doubled 1o 1,800 (Table 8). If the fact that many
companies issued shares at heavy premium, the
erosion in issuc prices will be far more than that
reflected 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
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traded at all during 1998. It appcars that a good
numberof companies whose last traded price was
less than Rs 5 ceased 1o be traded in 1998, Ot the
total number of companies traded. shares of
necarly two-thirds were traded below par. If all
those companies which werenottraded during the
period had their last quotes 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 cxtent of sickness and crisis in
the listed corporate scctor and the quality of new
public issues.

Table 8. Incidence of Below-par Trading at BSE: 1997 and 1998

Last Traded Price

Number of Companies

Share in Total (%)

per Share

1997 1998 1997 1998
(h (2) ()] 4) (5
Not Traded# 831 1.805 1422 30.84
Below Rs 5 2,853 2,041 48.83 3488
Rs 5- 10 673 644 - 11.52 11.00
Sub-Towal thelow par) (incl- 4,357 4,490 74.57 76.73
uding "not traded’)
Rs 10 and above 1.486 1.362 2543 23.27
Total 5,843 5,852 100.00 100.00
# Ditference hetween the nusmber of companies traded and the namber of listed companics reported by the BSE.

Source: Generated from BSE company-wise daily trading data.

Concentration in Trading

Heavy concentration in turnover has been an
mmportant characteristic of the Indian stock mar-
ket. While the overall turnover witnessed an
impressive increase, the:number of companics
responsible for the expanded turnover continued
to be afew. For instance, out of the turnover of
2.400 companices listed on BSE in 1989-90, the
share of top 50 was nearly 82 per cent [Gupta,
1992]; and it stood at nearly 86 per cent in 1996
(Table 9)." The concentration remained high in
the subsequent years. Shares of different sets of
top companics in turnover at the National Stock
Exchange (NSE) also reflect high levels of con-
centration. In case of BSE the share of the top one
hundred companies was 96.36 and for NSE it was
97 per cent (Table 10).7 The increase in con-
centration is more apparent in the case of the

number of share wansactions. The (wp 50
companies accounted for 44.03 per cent of the
value of the overall transactions in 1996. This
increased to 72.0 per cent in 1998, On a closer
cxamination of the values traded of the top 20
companies. it is- observed that there is greater
dispersal among the top. Compared to the expe-
rience of 1996 to 1998, as we shall sce in the
following, 1999 presents a somewhat different
picture as share prices experienced a general
recovery. This was accompanied by a somewhat
better distribution among the top companies both
in terms ol wrnover and number of transactions.
However, partially atthe 100 company level and
more so at the 500 company level, the situation
in 1999 was similar 1o that existing in the carlier
years.
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Table 9. Value Traded and Number of Transactions in Different Groups

(Percentages)

Share of Top$ Vatue Traded No. Of Transactions
Companics - -

1996 1997 1998 1999 1996 1997 1998 1999
h (2) 3) (4) (5 6) (7 (8) 9
Top: § 67.24 71.36 4996 37.66 26.57 4198 2575 17.47
10 ’ 74.57 82.14 67.20 54.70 32,42 S445 39.25 2999
20 80.55 89.28 80.18 72.68 37.02 65.02 53.97 4451
25 81.92 90.74 8343 76.70 38.60 67.89 58.90 49.41
50 85.76 94.45 90.71 87.11 44.03 7536 72.07 6393
100 89.14 97.05 96.36 93.48 50.85 81.35 83,77 76.26
500 » 96.15 99.59 99.82 99.58 7178 92.07 96.95 94 .36
All 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00
No Of Traded Cos. 5,612 5.012 4.047 3929 5.612 5.012 4.047 3.929
No. of Cos. Listed# 5.999 5.843 5.860 5.863 5.999 5.843 5.860 S863

$ According to annual market turnover.
# At the end of the year.

Source: Generated from BSE company-wise daily trading data.

Table 10. Comparison of Turnover Concentration in BSE and National Stock Exchange: 1998

Top Companies* BSE NSE
th (2) )
o 67.20 70
25 8343 86
S0 90.71 93
100 96.36 47
500 99.82 N.A.
All 100 00 100
No. Of Companics 4.047 N.A.

* Classified according to the trading values.

Source: Col (2): Table 9 above, and Col (3): NSE Newsletter, December 1998,

Not only the value of wading. which might
depend upon the price of a share, but also the
number of transactions is confined to a few
companics. Companics in which | 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-
panics is reflected from the fact that companies
inwhich less than 10 trades wok place constituted
22 per cent of the total number of companies

traded during the year. Indeed. for hall of the
companics thc number of trades were fess than
100! This represented a substantial worsening
from the 1996 position {Table 11). The situation
appears to have improved relatively in 1999 as
companies with less than 10 wrades formed only
13.85 per cent of the total possibly due 10 the
improvement in the over all sentiment. In terms
of turnover. however, companies with 1.00.000
and more transactions accounted for more than
90 per 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 Transactions

1996 1997 1998 1999 1998 1999
(h (2) 3) 4 (5) (6) )

Less than (0 5.54 13.29 2346 13.85 negl. negl.
1) - 100 1218 27.13 27.60 17.51 0.01 negl.
100 - 1.000 4515 4]1.64 31.53 32.30 0.22 0.05
1,000 - 10,000 33.52 15.25 13.20 25.71 0.98 0.94
10,000 - 1.00,000 3.43 2.25 3.88 8.32 9.22 746
1,00,000 & above 0.18 0.44 1.33 2.32 89.57 91.5S
Al Traded Companies 100.00 100.00 100.00 100.00 100.00 100.00
No. Of Companics 5612 5.012 4.047 3929

Source: Generated from BSE company-wise daily trading data.

Large turnover companies are only a few and
most of them belong to the A Group, or the
Specified Group. Under the BSE rules the facility
to carry forward the deals without actually taking
delivery of shares is permitied only for A Group
companices. Because of the carry forward factlity,
trade in A Group companies is quite often spec-
ulative in nature. The size of A Group turnover
could be quite related to the number of companies
in the Group in which speculative trading is
possible. Interestingly, the Group was expanded
in carly 1998 with the addition ol 50 more com-
panies 0 the existing 100, This scems to have
had an immediate impact on the trading values.
From Rs 16.419 crore in February 1998 the net
turnover of BSE increased to Rs 23,310 crore in
March 1998. The turnover of A Group companies
increased from Rs 15,717 croreto Rs 22,492 crore
IBSE, 1998]. The pattern of the turnover data for
different groups ol companies shows that the
newly included companies accounted for 1.84 per

cent of the wrnover in 1997, Bul by 1998 their
share increased 25.30 per cent (Table 12 and
Graph B). Thus, an. overwhelming part of the
increased turnover in 1998 was due Lo the 50
newly added companies. It is important to note
that the new entrants included 18 FCCs, six
pharmaceutical companics (including FCCs).
five banks and four computer software compan-
ies. It thus appears that but for the expansion of
the specilied group, the turnover in 1998 would
probably not have been as high as it turned out 1o
be. As we shall see later, the expansion of A
Group seems to have had a significant impact on
the distribution of turnover at the industry and
company category levels. The composition of the
A Group underwent another changein September
1999. Intercstingly. outofthe 17 new entrants as
many as 6 are computer software/hardware
companies [BSE, 1999].% Two cach are in
pharmaccuticals, telecommunication equipment
manufacture, and oil refinery.

‘Table 12, Impact of Enlargement of the Specificd Group in February 1998 on Market Turnover

Scrip Category Net Turnover (Rs Cr.) Share in Net Tumover (%)
' 1997 1998 1997 1998
) (2) (K} 4 (5)
Original A Group Scerips (100) 1.83.384 1.87.463 YSs.18 7088
50 Scrips added to the A Group in February 1998 3.553 66.920 1.34 2530
Other Scnps 5.736 10,095 298 382
Total 1,92.673 2.64.479 100.00 100.00

Source: Generated from BSE company-wise daily trading data.
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Graph B. Impact of Enlargement of Specified Group in 1998 in BSE Turnover

S
Scrips Added to
A Group in 199
(1.84%)

Others (2.98%)

Original A (95.18%)

The importance of speculative trade is also
reflected 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 per cent for 1997-98
and 1998-99, respectively [SEBI, 1998-99, Table
2.19]. Thus, an overwhelming part of trade in the
Indian stock market may be termed as speculative.

This position would worsen if the transactions of

the Foreign Institutional Investors (FIls) arc
deducted from the tal deliveries.”

A few top companies may be accounting for
substantial turnover due to their large size. Share
in aggregate (urnover may not, therefore, ade-

quately reflect the trading activity in smaller

companies. In spite of the fact that they do nét
have a high share in aggregate turnover, if the
smaller companies have turnover comparable to
theirrespective 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 [.47 for the top five companies o
just 1.05 when the top 10 companies are consid-
ered. For all the companies for which dataonboth

i Scrips Added to Others (3.82%)
f A Group in 1998
i

(25.30%)

1998 L
Original A (70.88%)

turnover and market capitalisation are available.
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 1988 also the picture
was similar.

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

Turnover Ratio
(Turnover/Market Capitalisution#
(n (2)

Top Companies$

5 1.47
10 1.05
20 0.64
25 0.61
50 048
100 0.37
500 0.29
Remaining Cos. 0.03
All Conppanies @ 0.25

$ Based on market turnover.

# Bascd on the lust traded price during 1996 and amount of equity
capital at any time during March 1996 1o March 1997

@ Total number of companies for which we could get informaton
both on equity and share prices were 3.109.

Industry-wise Distribution of Turnover
The annual turnover data can be tabulated to

bring out the relative importance of different
industries in the changes noticed at the aggregate
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level, This may indicate the type of industries
that are attracting investor attention and resource
mobilising potential of different industries. The
exercise will have certain limitations in view of
(i) heavy concentration in trading and (ii) only a
few large companics being engaged in one
industry or product. The results based on the
indusury classification™ of top 500 companics
{according to turnover) in the years 1996, 1998
and 1999 are shown in Table 14. In 1996, public
sector banks were at the top with nearly 28 per
cent of the wrnover followed by the diversified
companies which accounted for another 25 per
cent. . Metals and mewl products also had a
considerable share (13.59 per cent).  Next in
mportance was Food, Beverages and Tobacco
products. In the top wen categories also figured
Cement. Power Generation &  Distribution,
Non-Electrical Machinery, Telecommunications
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and Textiles. By 1998, the situation changed
significantly. The fourth placed Food, Beverages
and Tobacco products climbing to the top with a
little more than one-tourth of the turnover. An
important new cntrant is the second placed
Computcer Software Development and Training
group. Entertainment/Electronic Media, Auto
Ancillaries and Allied Products, Personal Care
products and Pharmaccuticals also entered the top

“ten displacing Mectals and Metal Products, Power

Generation and Distribution, Non-Electrical
Machinery, Telecommunications and Textiles.
Public sector banks were relegated 1o the Tourth
position. Food, Beverages & Tobacco Products
and Personal Care Products, which formthe core
of what are now being termed as the “fastmoving
consumer goods’ (FMCG), together accounted
{or 29.5 per cent of the turnoverin 1998,

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

1996 1998 Changve in Share 1999
between 1996
Industry % in Total Industry % in Total and 1998 Industry % in Total
h ) (3) 4 (5. ] 7 (%)
i Public Scclor 27.88  Food, Beverages & 2598 1942 Computer Software  29.28
Banks Tobacco Prod. & Training '
2. Diversilied 25.16 Comwputer Software  18.32 18.13 Diversificd 10.32
Companies & Training Companies :
3. Metals & Metal 13.59 Diversiticd 10.23 -1493 Pharmaccuticals 973
Products Companies :
-t Food. Beverages & 6.56 Public Sector 7.67 -20.21 Food, Beverages & 7.64
Tobaceoe Products Banks Tobacco Prod.
hY Automobiles 3460 Automobiles 4.96 1.50 Entertatnment/ 672
Elcctronic Media
6 Power Gen. & 269 Entertainment/ 4.32 4.27 Comvpulcr 5.09
isin. Electromce Media Hardware
7. Cement 2,69 Auto Ancillaries & 392 310 Telecommu- 4.11
Allled nication Equipment
8. Non-Electrical 1.75 Personal Care 3.52 272 Public Scctor 4.09
: Mach. Products Banks
9. Telecommu- 1.72 Pharmaceuticals 3.17 197 Auwtomobiles 379
- nications
) Texiles 1.39 Cement 2.59 -0.10 Cement 2.4}
Total of the above 86.89 84.68 8318

# Based on wotal turnover of top 500 companics in respective years.
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By 1999, the relative positions changed turther
with the Computer Software segment reaching
the top with about 29 per cent of the turnover.
While the diversified companies retained their
share, Pharmaccuticals 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-
ment. 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 does indicate the possible
advantages not available to other industries for
raising resources from the public.

The somewhat betler distribution of turnover
and number of transactions in 1999 could be duc
to the prefercnce for these scctors shown by the
investors cutting across the different groups of
companies. The composition of A, Bl and B2
groups was changed again during 1999 [CMIE,
1997, p. 1411"" During the last quarter
{Ocwber-December), when the group composi-
tion was somewhat stable. computer softwa-
re/hardware companies  and  pharmaceutical
dominated the Bl Group to such an cxtent that
out of the tp 10 turnover companics, cight
belonged 1 the first category and the remaining
two the second.™ The ten companics accounted
for half of the turnover of the group. Similarly,
in case of the B2 Group. among the top ten, nine
helonged to the former category {Dalal Street
Investment Journal, 2000, Pp. 9-16]." The tenth
was a company owning a television channel. The
combined share of the ten was more than half of
the group’s total turnover. This sectoral prefer-
ence may thus have contributed to the decline in
concentration in trading values among the top
companies in 1999 compared to 1998. The
sectoral preference was also reflected in the
capital raised and number of issues. Leaving
aside the banking scctor and public financial
institutions. information technology companics
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mobilised the largest amount of Rs 480 crore
(35.5 per cent of the total after excluding Banks
and Fls) during April-October 1999. In terms of
number of issues also they were far ahead of the
rest with 13 out of the 32 issues [SEBIL 1999,
Table 9}, Interestingly, the issue of Hughes
Software during October 1999 isreporied to have
attracted subscriptions worth Rs 6,000 crore. A
far more impressive response was reported incase
ol HCL Technologies whose offer through the
book-building route attracted bids worth Rs
20,000 crore [CMIL. 1999, p. 73] In contrast.
the Rs 200 crore bond issue of West Bengal
Infrastructure Development Corp. received poor
response and the closing date was extended by
onc month [CMIE. 1999, p. 78].

Another aspect of the trading at the BSE could
be in viewing the market turnover in terms of
foreign-controlled companies (FCCs). public and
private sector constituents. Wehave grouped BSE
listed companics under three heads:

(i) Public Sector: companics belonging 0
Central and State public sector including
public financial institutions and companics
promoled by them (excluding companices
promoted with private parties in the joint
scctor);

Indian Large Houses: those belonging 1o
Large Industrial Houses re gistered under the
MRTP Act and companies promoted or
taken-over by the Houses later on and
excluding (@) those over which they lost
control and (b) those classified as loreign
controlled: and

FCCs: companics having 25 per cent or
more of forcign cquity (excluding those in
which the foreign equity has been divested)
and companics promoted by them.

(i1)

(i)

Classification of the companies was limited 10
the top 500 companics identified on the basis of
the size of their market turnover. The results are
presented in Table 15, The exercise could not be
extended 10 1999 due o the non-availability of
sharehoiding pattern of a large number of com-
panics.
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‘Table 15. Distribution of BSE Turnover According to Major Company Categorics: 1996 and 1998
(Amount in Rs Crore)
Category No. Of Companies Market Turnover Share in Turnover (%)
1996 1998 1996 1998 1996 1998
h (2) 3) (4) 5 (6) (N
Indian Large 56 68 40.248 58,659 45.25 2.2
House Cos. .
Public Sector Cos. 26 34 29,397 32418 33.05 12.28
Foreign Controlicd Cos. 82 1t4 7,703 80,886 8.66 30.64
Others 136 284 11,599 - 92,097 13.04 34.86
All Companics 500 500 88,947 2.63,990 100.00 100.00

Note: Based on turnover data of top 500 companies identificd on the basis of their annual market turnover in the respective

years.

Source: Generated from BSE company-wise daily trading dawa,

In 1996, the Indian Large Houses accounted
{or about 45 per cent of the turnover but by 1998
theirshare 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.” On the other hand, the share
ol foreign controlled companies increased from
8.66 per cent to about 30 per cent. The number of
FCCs in the top 500 of the BSE increased from
82 in 1996 to 114 in 1998, There has been a
marked change in the significance of FCCs.
Shares of FCCs were obviously ata premium. A
noteworthy feature of the period is the substantial
incrcase during 1998 in the share of *Other’
companics, To a large extent this is due 10 the
cmergence ol computer software and pharma-
ceutical companies in 1998, The important
position attained by FCCs is also rellected from
the fact that their combined weight in the revised
BSE Senscx was 39.58 per cent at the time of
revision.*® Inall, FCCs in personal care products,
foods, beverages and tobacco 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

{Scnsex ) continues to be the best known and most
olten referred index [Economic Survey, 1998-99.
Pp. 56-57]." The Sensex is based on muarket
capitalisation. Just before the process of liberal-
isation began in July 1991, the Sensex having its
base as 1978-79 = 100. was in the vicinity of
1,300. Thereafter, it rose quickly to reach a high
of 4,467 in April 1992, After the stock market
scam broke out. the index fell sharply and by carly
June 1992, it reached 2.530. After some Nuc-
tuations it-fell further to 2.037 by April 1993,
Following the entry of foreign institutional
investors (FlIs), the index started rising again
from mid-1993, and by February 1994 it recov-
ered much of the lost ground and reached 4.286.
By Dccember 1994, the index reached the
post-scamhigh 014,63 1." Theslide that followed
brought the index down 10 3,117 by mid-May
1995. Thereafter till carly 1999, the index gen-
crally remained in the 3,000 - 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 significant 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 1o company
cxpansion was diminishing. The ycar 1999,



VOL.. 11 NO. 4

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
frec 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
exempling 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 against'Rs 16,288 crore
during the corresponding months of 1998. Their
performance in 1999 turns out to be more spec-
tacular when looked in netterms: 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 [India, 1999-2000, p. 67).%

Short-term business sentiment is reflected in
the daily share price movements. Inthelongterm,
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
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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 fertnights 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 of
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 calegory are com-
panies promoted by FCCs. The 500 companies
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 earlier study of
Institute for Studies in Industrial Development
(ISID) which covered the period mid- 1991 to the
beginningof 1994 {Goyal etal]. The present study
covers the six-year period 1994-1999. The two
studies have a large number of comipanies (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 methodology for constructing the Sidex is
the same as followed by the BSE in constructing
its Sensex and National Indices {BSE, 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 flexibility 1o
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
Yecar Average. Weighing factors are 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 Base 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 figures 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 started 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 closer once again. It is relevant here to
note that the composition of Sensex 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 of India (SAIL), Hindustan Petroleum
Corp (HPCL), Indian Petrochemical Corp (IPCL)
and Mahanagar Telephone Nigam (MTNL).
Public financial institutions — Industrial Credit &
Investment Corp of India (ICICI), Industrial
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Devclopment Bank of India (IDBI) and the State
Bank of India (SBI) — were also broughtin | BSE,
1996, Pp. 5-14]. The latest revision effected in
November 1998 removed IPCL and SAIL trom
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 afler excluding the
24 companies common to the latest revised
Sensex and the 500. This index is expected to
represent the share price movement of companies
other than those covered by Sensex. While therc
is a high degree of similarity in the direction of
change in all the three indices, ‘Others’ index
remained far lower. Attheend of 1999 it was only
about 70 per cent of the initial valuc (beginning
0f1994). On the other hand, Sensex was higher
by 20 per cent over the corresponding tigure. The
over all index, namely, Sidex barely managed to
reach the 1994 level. Sensex whose composition
underwent major changes during the period may
thus be projecling a more optimistic picture than
what the reality is.

[t can be seen from Table 16 that while during
the first two and half years, (following liberali-
sation) the share price index increased by about
one and a half times, consumer non-durables
showed a distinct pattern as increase in their casc
was the highest at 2.4 times. Relatively speaking,
index of basic goods grew the least followed by
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 of 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 of FCCs inthe capital
goods sector.®
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Table 16. Share Price Indices Based on Use-based Industry Classification

Industry Category @ Beginning of 1994# End-1998% End-1999%
() 2) 3) )
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 Durables 222.67 84.48 142.90
Consumer Non-Durables 340.33 85.53 124.50
All 500 Companies 258.67 58.34 94.03

@ Based on RBI1 Use-based Classification cf Industrics.

# Base: Average 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 based on S.K. Goyal. et al, ISID Development Indices, a report submitted to the Ministry of Finance, 1994.

Col. (3) and (4) are based on Sidex and its sub-components.

It can be seen from Graph-D that the relative
low level of prices of basic and intermediate
goods was not confined to end-of period position
but 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
above 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-
trics 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.”” 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 G).
Incidentally, by 1998 it became part of the top 10
in terms of market turnover. The emergence of
computer software among the top 10in aggregate
market turnoverand its price index (Graph H)also
tell 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 (FCCs)
increased faster than those of domestic compan-
ies.  The later trends, especially during
1994-1998, further confirm the understanding
that sharcholders prefer FCCs. While the overall
index fell to about 57 percent of the original value,
the index for FCCs declined to only 90. Indeed,
shares of foreign subsidiaries among the FCCs
withstood the general decline better (Table 17).
Foreign subsidiaries have been market favourites
all through the period. In general, the divergence
between FCCs and domestic companies started
emerging from the middle of 1996 (Graphl). 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 patiern and company 1aw pro-  jtor managements through appointment of nom-
visions h;":. "!";?’Fa"‘ implications for MONi- jnee directors and participation in shareholder
toring and disciplining company managements. meetings. This could be beneficial for the
Controlling interests will have little difficulty in T
having their way if major portion of the share- dispersed individual shareholders as well. An
attempt is made here to examine the share holding

holding is distributed among large number of i _ nen
individual shareholdersespecially in the absences ~ pattern of BSE listed companies from these stand

of significant non-managerial shareholders. If the points.

Table 17. Share Price Indices of FCCs and Other Companies

Company Category Beginning of 19944 End-1998% End-1999$
(1 2) 3 : (4)
Foreign-Controlled Cos. 356.33 - 89.95 [IERE
- of which Foreign Subsidiaries N.A. 96.36 12194
Other Companies 217.33 41.64 9061
All Companies 258.67 56.93 96.67

" Notes: See Table 16, N.A. Not avmlable
Source: See Table 16.

~ Out of the 3,388 companies studied,” for as efnment does not have any direct say. If for
many as 1,611 government shareholding wasless effective participation a minimum of 10 per cent
than ! per cent (Table 18). This implies thatina 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 18. Shareholding Pattern of the Non-Government Companies Listed on BSE, 1998

Equity Range - : Government Shareholding# Less Than Individual Shareholding@ 2 40%

(Rs Crore) -
1% 10% 25% 40% - Total Total of which
Share of Corpo- Government
rate Bodies™* + Share-
Directors & holding#

. Relatives >25% >25%
H 2) Q) ) 3 ) )] (8) 9
Lessthan § 628 . 859 954 990 - 999 523 383 9
5-10 716 1,075 1,247 1,300 1306 723 486 8
10 -25 204 459 626 685 703 27 184 3
25- 50 35 97 161 200 211 72 36 8
50 - 100 19 43 64 89 96 26 10 3
100 & above 9 © 31 56 72 73 26 8 4
All Companies 1,611 2,564 3,108 3,366 3,388 1,641 I,107 40

* Excluding the holdings categorised under foreign and government categories.

# Includes Government companies, public financial institutions, mutual funds, etc.

@ 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 Capital Flows and the Indian Stock Market, a report prepared under the Indo-Dutch Programme on
Altematives in Development, November 1999,
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the cases [Ramaiah, 19911.* 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
arerelatively 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 10crore 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. ltis

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, shareholding 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-
nificantly, he shareholding of individuals
declined in about three-fourths of the cases [Rao
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 by the
Individual sharcholders in a large number of
companies. Government-controtled sharcholding
in many small companies is too small to be able
lo influence 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 severcly bogged down. The phenome-
“non of contested take-overs of listed companies,
an essential element of the disciplining aspect of
stock markets, has not yet manifested itself in any
meaningful manner in India. Morecover, the
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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 marketdoes notprovide
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 hasrecently
directed the stock exchanges to amend the Listing
Agreement to provide for certain provisions of
corporate governance.” 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 directly from the investors and
dismantle administrative barriers. in spite of the
known shortcomings, the Indianstock market 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 limetable. From
hindsight, it appears that the process of liberali-
sation could have been morc gradual. The inex-
perience of the regulatory body. namely, SEBI
coupled with the government’s failure 10 arm it -
with adequate powers intime, enabled the private
promoters to misuse the new freedom and gen-
craled 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 factis thatnotonly
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 ofTicial 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
of liberalisation, 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-
fation. 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
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remaining ones being illiquid. Since in an over-
whelming number of companies there was either
nil or very little trading, investors hardly had a
chanceto 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 of large companics 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 companics. OTCEI too has
come to rely on companies listed on other stock
exchanges and permitted to be traded on it for the
trading volumes [OTCEIL, 1999, p. 14].* 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, Calcutia,
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 o
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 1o
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
reflected 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.*

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.”” 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 forces 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.

SOME ASPECTS OF THE INDIAN STOCK MARKET

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 rematned 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 authorities on the
one hand and respected by the target groups on
the other. Indian expericnce showsthat evolution
of such an institutional framework will mostofien
be gradual and cannot be 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 stock markets without
which inferences based on aggregate data may
lead to inappropriate policy prescriptions. Such
an understanding would contribute to belter
appreciation of the role of stock markets in
resource mobilisation and their contribution to
economic development.
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Average and Relative Number of Companies Traded at BSE: 1994-1999

OCT-DEC 1999

% of Companies Traded

Month Average Number of No. Of Companies
Companies Traded Listed QY(3) x 100
(n 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 4991
9406 1989 3900 51.00
9407 2035 3987 51.04
9408 2153 4077 5281
9409 2206 4172 52.88
9410 2327 4245 54.82
9411} 2413 4345 55.54
9412 2479 4413 56,17
9501 2470 4495 5495
9502 2545 4595 '55.39
9503 2483 4702 5281
9504 2718 4829 56.28
9505 2873 5063 56.75
9506 T 3146 5183 60.70
9507 3612 5303 - 68.11
9508 3582 5379 66.59
9509 3619 5435 66.59
9510 3579 5499 65.08
951t 3409 5568 6122
9512 3639 5621 64.74
9601 3427 5451 6287
9602 3658 5545 6597
9603 3591 5603 64.09
9604 3589 5596 64.14
9605 3421 5719 59.82
9606 3610 5760 62.67
967 3345 5799 5768
9608 3283 5885, 55.79
9609 2856 5933 48.14
9610 2557 5969 4284
9611 2190 5988 36.57
9612 2184 5999 36.41
9701 2767 6008 46.06
9702 2271 5839 38.89
9703 2316 5832 .71
9704 1914 5831 32.82

(Cond.)
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Month Average Numnber of No. Of Companies % of Companies Traded
Companies Traded Listed (2)/(3) x 100
0 (2) (3) 4)

9705 1945 5840 33.30
9706 1849 5844 31.64 -
9707 1942 5844 33.23
9708 2038 5848 34.85
9709 1662 5839 28.46
9710 1684 5842 28.83
9711 1480 5842 25.33
9712 1435 5843 24.56
9801 1500 5850 25.64
9802 1384 5852 23.65
9803 1490 5853 25.46
9804 1884 5853 R
9805 1570 5852 26.83
9806 1265 5854 21.61
9807 1229 5850 21.01
9808 1143 5851 19.54
9809 1302 5854 22,24
9810 1135 5855 19.3y
9811 1316 5857 247
9812 1300 5860 2218
9901 1644 5861 28.05
99()2 1819 5860 3.04
9903 1983 5848 33.91
9904 1482 5850 25.33
9905 1474 5850 25.20
9906 1420 5851 127
9907 1785 851 30.51
9908 1967 3852 33.61
9904 2041 5854 34.87
9910 2318 5855 39.59
9911 1963 - 5858 13.51
9912 2516 5863 42.91

# Previous month’s figure was repeated in the absence of the corresponding month’s figure.

Source: Col. (2) - CMIE. Capital Markets. October 1998 for the period January 1994 10 March 1998, Estimated from the
daily trade data for the remaining months. Data for some days in 1999 was not available. Col. (3)- BSE. The Swock Exchange

Review. various issues.
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NOTES

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

2. The Narasirmham Committee {19917 which recom-
mended the discontinuation of the Controller of Capital Issues
(CCI). felt that

(Dn 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
decide 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 notbe high
and with a view to prevent any misuse by promoters, it may
be stipulated that the Stock Exchanges should approve the
prospectus.

3. Though the exchange is now called The Stock
Exchange. Mumbai, we shall refer to it as Bombay Stock
Exchange or BSE. its better 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,
1956 withup 1o 40 per cent foreign equity. Companies already
registered in India and having more than 40 per cent foreign
equity wese also required to dilute the extent of foreignequity
to 40 per cent.

5. The conscquential 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
create public opinion in favour of the foreign company. For
ancmpirical analysis of FERA dilution strategy.

6. For instance. the issue of Mcleod Russel was over-
subscribed 41 tirnes, that of Warren Teaby 27 times, Britanma
20 times and of Cadbury 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
diversity risk.

8. Besides being the oldest, most of the larger Indian
companies are listed at the Bombay Stock Exchange. It is
estimated that at the end ot 1997, companies listed on BSE
accounted for 92 per cent of market capitatisation of all-India
listed companies. The share of traded volumes of BSE,
however, got reduced in a substantial manner with com-
menceinent 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.
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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 capitalisation and the listed capital need
not necessarily be due to new productive investinents but due
to the listing of existing 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 of India (1DBI) and the Industrial Finance
Corporation of India (IFCI). The importance of public sector
companies can be seen from the fact that at the end of 1996
there were seven public sector companies among the top ten
in terms of market capitalisation. Additionally, much of the
market capitalisation of public sector companies is illusive
because an overwhelming parst 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 either be in the formof equity.
preference shares or debt. There are differences in the esti-
mates provided by the Economic Survey and private moni-
toring organisations likc the Centre for Monitoring Indian
Economy (CMIE) and the Praxis Consultancy and
Information Services Pvt. Ltd."s Prime Database. While there
are differences in aumber of issues and the amount raised,
there is considerable similarity in the overall dimensions and
the year-to-year movements. CMIE has been preferred here
because it gives ownership-wise distribution of issues.

1. Though the two sources are not comparable, the fact
that the situation worsencd in 1998-99 is reflected from the
dataoffered by SEBI. According to SEB1the numberof issues
declined from 11 in 1997-98to 58 in 1998-99. Even among
these, initial issues suffered the worst with just 18 in 1998-99
against 52 in the previous year.

12, Through irregularitics in sccurities and banking
transactions huge amounts were diverted 1o the stock market.

13. By sheer coincidence, we found that the observations
of a Committee in 1948 describe aptly the situation that
prevailed during those months. Inthe contextof the steep rise
in the shares of Indian Iron & Steel Co. between June 1936
and April 1937 from about Rs 910 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 fust for
money-making, uninitiated in the technique of stock specu-
lation, ill-informed as to the relative position of and the value
of the various speculative shares. the man-in-the-street was
wildly dragged into the maelstrom of stock market boom.
After reaching the aboverecord price on 6" April, Indian Irons
fell abruptly to Rs 43-4-0 by the end of the month causing
immense loss to numerous persons and benefiting only a fow
clever manipulators who had taken full advantage of the
pitiable laixsez fuire 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 ficence.

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
preceding five years. In case of infrastructure projects it is
sufficient if the projects have been appraised by public
financial institutions and if any such institutions irrespective
of whether they appraised the issue or not meet S per cent of
the project cost. See SEBI Disclosure and investor Protection
Guidelines 2000.

17. SEBI Chairman was reported to have said that (Thhe
details of the mechanism (to find out the vanishing promoters)
will be worked out soon. The total amount raised by these
promoters is not known’. It was also reported that about half
of the nearly 6,000 listed companies did not file annual results
tor March 1998.

18. According to RBI the number of new non-government
public limited companics which made new capital issues
declined sharply from 577 1w 1995-96 10 just 27 in 1997-98
and toonly 7in 1998-99. Financing companics were affected
severely in the process. The numnber of public issues of NBFCs
declined from 477 in 1995-96 t0 249 in 1996-97 and further
tojust 24 in 1997-98.

19. The case of CRB group whose diversion of funds raised
from public issucs led to the focus on non-banking financial
companies provides a relevant example here. The group was
associated with anumber of public issues in the eighties. The
kingpin of the group was even auditing the accounts of
companics on which his father and mother were directors.

“ Some other anditors assoctated with the group at that time
later appeared as auditors to CRB Capital Markets Lid., a
merchantbanking company. also engaged in leasing and other
financial services. The company came to the public thrice in
the early 'nineties - public issue August 1992, and public-
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 Jathind Granite Industrics
Lid.) nade two issucs totalling Rs 81 crore. (Sce: Praxis
Consulting and Information Services Pvt Ltd., Prime-MRL
and Prime-MIL, covering All public Issues: 1.4.1989 -
31.3.1999 and All Rights Issues: 1.4.1990 - 31.3.1999. n.d.)
The group received FDI approval for floating a financial
services joint venture 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 obscrvations are relevant in this context.
CMIE noted that *(U)nlike the 1980s or the early 1990s, the
business sectors are unable to dircctly draw upon the savings
ol the household sectors. 1POs are replaced by private
placement issues. Banks and financial institutions have dis-
placed manufacturing corporates and asignificant part of fund
mobilised is through debt instruments rather than equity’.

SOME ASPECTS OF THE INDIAN STOCK MARKET

ale

21. Liquidity enables investors to alter their portfolios
quickly and cheaply and makes investients 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 onc.
However. high level of trading in a few scrnips may indjcate
unhealthy speculation.

22. When shares are purchasedthey will normaily be taken
delivery at the end of the settlement by making the necessary
payment or the deals are squared off. The carry forward
system enables the purchaser to postpone the delivery to the
next settlement by paying badla or carry forward charges to
a budla financier. The main difference between the margin
systemn in USA is reported to be while in the Indian case there
is no need for the scller to have shares and the buyer to have
the money, in the margin trading the buyer has to put up at
least SO per centof the purchase value of shares and also pledge
the shares in actuality. For a detailed description of the carry
forward system. In December 1993, SEBI directed the four
major stock exchanges in Bombay. Delh, Ahmedabad and
Calcutta, where forward trading is penmitted. to have all fresh
trades only on cashbasis. Banningof badlu hud severe adverse
impact on trading volumes of Specificd Group (also called the
A Group) shares during 1994-95 in BSE. Average daily
turnover in A group fell from Rs 285 crore in 1993-94 (0 Rs
67 crore in 1994-95. Due to this, the share of A group in total
volume got reduced from 73.59 per cent in 1993-94 to only
22.81 percent in 1994-95. Re-introduction of badla in January
1996 again led to the A Group's share increasing substantially
in total volume transacted in the last quarter of 1995-96.
During the first nine months of 1996-97. the share of A Group
in total trading volumie rose to 93 per cent.

23. Though data for certain days in 1999 was issing. the
estimates may not have been aftected seriously as only the
nurnher of days for which the data was available were taken
for arriving at the average number of companices traded.

24. For purposes of this and the subsequent analysis of
BSE trading data for the years 1996, 1997, 1998 and 1999
we have relied on the daily trade data supplicd in machine
readablc format (called the QE files) along with the Investment
Decision Support System (IDSS) by the Dalal Street Journal
group. The database was later renamed as Lquiry Researclt
Station (ERS) and is being maintained by the Asian CERC
Information Services {India) Ltd. Though there arca few gap
in the provided by the company, since most of the exercises
analyse the relative shares of different scts of companies
instead of the absolute amounts. this may not significanly
affect the conclusions. The face value of each share isRs 10
though there are some exceptions.  Such companies are
invariably the older ones with a face value of Rs 100. The
assumption of uniform face value of Rs 10 made here does
not, therefore, result in any over-estimation. The stock splits
that have been introduced recently, however, make such
assumptions unrealistic in future,

25. The percentage of premium issucs was especially high
during 1994-95and 1995-96. During 1994-95 out of the 1,230
issues as many as 388 had a premium component. Qut of 87
equity issues by alrcady listed companics as many as 75
involved premium. Indeed. during 1995-96 all but one of the
59 public issuesby the atready listed companies were premiung
issues. During this year aiso the prenmum issucs were high
as out of 1.35] issues 300 had premium component (Based
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on Prime Database Annual Reports).

26. The Bombay Stock Exchange has started giving data
on trading values in 1996. We have confined 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 dematerialised forms
with distinct scrip codes, the turnover has been combined and
only one scrip code has been retained.

27. The concentration appears quite heavy when compared
with the trading pattern at the New York Stock -Exchange
INYSE). The tumover data of the NYSE for 1998 shows that
at the 10 company mark, the share in turnover was 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
10 about half of the share at BSE. Even at the 500 company
level there is considerable difference between the shares:
83.13 per cent for NY SE against 99,82 per cent for BSE.

28. Initially BSE decided to remove 26 companies and
introduce 27 new ones to maintain the strength of the Group
was 149 at the time of revision). It, however, decided to bring
in only 17 new companies thereby reducing the Group’s
strength to 140.

29. Flls are obliged to take/give delivery of the shares
traded by them.

30. The classification broadly follows the equity research
(ERS) databasc pattern.

31. While the scrips in A Group can have carry forward
deals with weekly settlements, those in B 1 would have weekly

settlements without the facility of carry forward. Those of B2

(also referred 1o as B Group) would be similar to B1 but with
a fortnightly scutlemncent,

32, These were: Aftek, Cybertech, DSQ Software, Kale

Consultants, Mars Software, Mastek, Rolta (1), and Visualsoft
-inthe software sector: Lupin Labs and Morepen Labs in the
pharmaccutical.

33. Including Boss Industries (new name: Sriven Multi-
tech) and Vakrangee Ltd. (new name: Vakrangee Software)
which arc reported to be under the scrutiny of BSE for
changing their names to relate to software business.

34. A limited exercise at identifying public sector com-
panies in 1999 revealed that its share dcchmd further to about
nine per cent.

35, The Sensex was revised in November 1998 by the
inclusion of two FCCs (Castrol and Novartis) and two com-
puter software companies (NHT and Infosys Technologies).
Thesereplaced two public sector companies (SAILand IPCL.)
and two large house companies (Arvind Mills and GE Ship-
ping).

36. The mass media (Radlo & T.V.networks) as also the
newspapers invariably give prominence to the Scnsex. Even

the Economic Survey 1998-99, while presenting the monthly

levels of Sensex (30 companies) and the NSE Nifty (50
compantes) described the movements in BSE Scnsex and
relerred to those in Nifty in a passing manner. Needless to
say, there was no discussion on industry-wise pricc move-
© ments.

37. Though the FlIs started making purchases in early
1993, it was only during the last quarter, i.e., October-
December 1993 their net investiments reached a substantial
amount of US$ 600 million.

38. Private scctor accounted for about two thirds of the
gross mobilisation and nearly three-fousths of the imobilisation
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in net terms. Resources mobilised by different types of mutual
funds are discussed a little more in the accompanying paper
on FIl 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
outof 61.

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

41, Outof about 5.600 compantes listed on the BSE during
1998, we. could get the shareholding pattern for 3,894 com-
panies. After cxcluding public sector companies and com-
panies promoted by them and the companies for which the
information was not available for any of the ycars 1996, 1997
or 1998 we were left with 3.388 companics.

42. Under Section 169 of the Compunies Act, 1956 the
minimum voling strength required for convening an
extraordinary general meeting is 10 per cent of the paid-up
capital of the company.

43. Forthis, a scparate exercise was made to identify lop
200 private sector companies in 1989-90 for which a share-
holding pattern was available for both pre- and post--
liberalisation periods. We assumed that shareholding data
prior to mid-1992 represents the pre-liberalisation period and
that forany time after 1995 reflects theimpact of liberalisation.
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 tep 200 companies bas:_d on their 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 February 2000.

45. At the OTCEL during 1999, wrnover of equily shares
of listed companies was Rs 4.47 crore against the corre-

sponding figure of Rs 1,778.90 crore for the permitted ones.

46. On the 15 of the 41 days traded. daily highs of the
Sensex were at least 3 per cent higher than the corresponding
daily lows.

47. Itis relevant to note here that investor preferences for
select sectors have resulted in wide variations in the price-
earning ratios. Out of the 304 pmduu/'luwny groups for
which price-eaming (P/E) ratios arc available. in case of six
the ratio was more than 100 and in case of another five it was
more than 50. For as many as 196, it was less than 10. The six
with the highest P/E ratios are: Entertainment and Electronic
media (765). Large Computer Software Companics (43 1):
Magnetic Tapes and Casseties (281): Computer Software
Converts (161); Large Telccommunication Equipment (128);
and computer Education (125). Figures in brackets are. P/E
ratios. Source: Indusiry Score Board at www.capitalmar-
ket.com. Pru,es are for February 18, 2000.

ABBREV! ATION

BHEL Bharat Heavy Electricals

BSE . Bombay Stock Exchange

CCI Controller of Capital Issues

CICA Capital Issues Control Act, 1947
CMIE Centre for Monitoring Indian Economy
ERS Equity Research Station
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FCCs foreign-controlled companies

FDI Foreign Direct Investment

FERA Foreign Exchange Regulation Act, 1973

Flis ‘Foreign Institutional Investors

FMCG Fast Moving Consumer Goods

GDP Gross Domestic Product

HPCL Hindustan Petroleurn Corp. Lid.

ICICI Industrial Credit & Investment Corp. of India

1081 Industrial Development Bank of India

IDPAD Indo-Duch Programme on aliernatives in
Development

IDSS . Investment Decision Support System

IFC1 Industrial Finance Corporation of India

IPCL Indian Petrochemical Corp.

I1SID Institute for Studies in Industrial Development,

MRTP Monopoly and Restrictive Trade Practices Act

MTNL Mahanagar Telephone Nigam

MTNL Mahanagar Telephone Nigam

NBFCs Non-Banking Financial Coinpanics

NSE National Stock Exchange

NYSE - New York Stock Exchange

ONGC Oil and Natural Gas Corporation

OTCEl Over the Counter Exchange of India

PUC Paid-Up Capital

RBI Reserve Bank of India

SAIL Steel Authority of India

‘SBI State Bank of India

SEBI 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
Sflows 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. In this
context, this paper seeks to assess the importance of foreign portfolio investments in India relative
1o other major forms and to study the relationship between foreign portfolio investments and trends

in 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$
308.1 bn. by 1996. The increase was entirely due
to the sharp rise in the flows under private account
thatrose 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 10 89.55 per cent (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 flows with portfolio investments

forming the second important constituent of the
flows during the ’nineties. In this process multi-
lateral bodies led by the International Finance
Corporation (IFC) played a major role. '

Following the East Asian financial crisis, ini-
lially there was a slow down followed, by a
decline in private capital flows. While bonds and
portfolio equity flows reacted quickly and
declined in 1997 itself, loans {rom 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 private capital flows. While flows 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 private
capital transfers through direct investments
instead of official assistance [Goyal. 1980, Pp.
843-50; Goyal, 1982]." The declining importance
of official development finance is altributed Lo
budgetary constraints in donor countrics and the
optimism of private investors in the viability of
the developing countries [World Bank, 1998, p.
51
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Table 1. Aggregate Net Long-term Resource Flows to Developing Countries

(US$ bn.)
Type of flow 1990 1991 1992 1993 . 1994 1993 1996 1997 199%
th 2 (3) 4) 3) (6) M (8 e (10}
A. Official Flows 56.9 62.6 54.0 533 45.5 534 322 9.1 479
B. Toral Private Flows 439 60.5 98.3 167.0 178.1 201.5 2759 2990 227.1
Of which. ’ '
International Capital Markets (9.4 26.2 52.2 100.0 89.6 96.1 149.5 138 5 121
- Private Debt Flows 15.7 18.6 38.1 49.0 544 60.0 100.3 105.3 58.0
- Commercial Banks 3.2 4.8 16.3 33 139 324 137 60L:1 251
- Bonds B B 10.8 11.1 37.0 36.7 26.6 535 42.6 30.2
- Others 11.4 3.0 10.7 8.6 37 1.0 3.0 2.6 2.7
- Portfolio Equity Flows 3.7 1.6 14.1 510 352 36.1 492 30.2 14.1
Foreign Direct Investment 24.5 344 46.1 67.0 88.5 1054 126 .4 163.4 155.0
C. Aggregate Net Resource 100.8 123.1 1523 2202 2236 2549 308.1 338.1 275.0
Flows (A+B)
Share of Private flows in 43.55 49.15 6454 7584 79.65 79.05 89.55 88.44 %2.58
Total Flows (C)
‘Share of Porttolio Capital 1116 30.41 25.64 52.69 40.37 i1z 37.22 24.35 19.51

Flows tequity+bonds) i
Privare Flows (B)

Source: Bused on World Bank, Global Development Finance,

Portfolio investiments spread risk for foreign
investors, and provide an opportunity to share the
fruitsof growth of developing countries which are
cxpected to grow faster. Investing in emerging
markets is expected to provide a better return on
investments for pension funds and private
investors of the developed countries. For devel-
oping countrics, foreign portfolio equity invest-
ment  has  dilferent  characteristics  and
implications compared to FDL Besides
supplementing domestic savings, FDlis 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 are most often.not project
specific.  FPl, are welcomed by developing
countries since these are non-debt creating. FPI,
ifinvolved in primary issues, providescritical risk
capital for new projects. Since FPltakes 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 liquidity, multilateral bodies,
led by the International Finance Corporation

1999, Table 2.1

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

FPI, itis expected, could help achieve ahigher

“degree of liquidity at stock markets, increase

price-carning (PE) ratios and consequently
reduce cost of capital for investment. FPI is also
cxpected to lead to improvement in the func-
tioning of the stock market as foreign portfolio
investors are believed to invest on the basis of
well-researched strategies and a realistic stock
valuation. The portfolio investors are known to
have highly competent analysts and access to a
host of information, data and experience of
operating in widely differing cconomic and
political environments. Host countries seeking
foreign portfolio investments are obliged
improve their trading and delivery systems which
would also benefit the local investors. To retain
confidence of portfolio investors host countries
are expected to follow consistent and business-
friendly liberal policies. Having acvess to large
funds, foreign portfolio investors 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 competitiveness.
Portfolio investments are amenable to sudden
withdrawals and therefore these have the poten-
tial for destabilising an economy. The volatility
of FPI is considerably influenced by global
opportunities and flows from one country to
another. Though it is sometime argued that FDI
and FPI are both equally volatile [Claessens et al,
1993, 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 flows to India.
And two, tounderstand the investment behaviour
of foreign portfolio investors through an analysis
of the portfolios of five US-based India specitic
{unds. Suchanexercise, 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 importance
of portfolio investments received special impetus
towards the end of 1992 when the Foreign Insti-
tutional Investors (FIIs) 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 Flls seems to be a
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follow up of the reccommendation of the Nara-

simham Committee Reporton Financial System.

While recommending their entry, the Committee,

however, did not elaborate on the objectives of

the suggested policy. The Committee only 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 Reporit,
p. 121].

Press reports of early 1993 indicate that the
Asian Department Bank (ADB) inlluenced the
Committee’s recommendations [Patriot, 1993;
Hindustan Times, 1993; Dataline Business.
1993]. The then ADB President’s Report on
India’s Request for a Financial Sector 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'ol'lhe stock markets
for Flls [Lalitha, 1992]. The Government of India
issued the relevant Guidelines for FII investment
on September 14, 1992. Only a few days prior o
this, a statement attributed to IFC suggested that
India would have 1o wait for some years before
the expected large foreign investment materi-
alises [Financial Express, 1992}. Regarding the
entry of Flls 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 classical
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type so that an unsustainable debt burden was not
piled up. The Finance Minister also 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 FIl investments in the aftermath
of the stock scain. The Sensex, BSE Sensitive
Index, fell to 2,529 on August 6, 1992 (rom the
unprecedented high level of 4,467 recached on
April 22, 1992. As an incentive, Flls were
altowed lower rates for capital gains tax. This
was justified on the basis that ‘(T)his will guard
against volatility in fund flows’ |Economic Sur-
vey, 1993-94, p. 54].* Indian industry did protest
against this and called for a level playing field
{Pai 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
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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,
external debtdid increased {rom USS$ 85 bn. to 98
bn. [Economic Survey, 1999-2000]. 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 flows,
however,did not match the inital expectation that
capital flows will aggregate US$ 12-13bn.a year,
i.e., nearly US$ 50-60 bn. (or the live 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 pointofcapital flows
and managing balancc ol payments, itdocsappear
that an active pursuance of GDRs could be a
viable alternative to FII investments. Unlike
portfolio investments, GDRs are gencerally proj-
cct specific and hence the benefits from such
issues are more tangible.

Table 2. Inflow of Foreign Investments in the Post-liberalisation Period

(Amount in US$ min)

Year Of which, Portfolio Investments
Total Inflows
(Direct+ Portfolio) Total Of which Flis# GIDRs @
(0 (2) 3 4) (5)

1992-93 559 244 | 240
1993-94 4153 3,567 1.665 1.520
1994-95 5138 3,824 1.503 2.082
1995-96 4,892 2748 2,009 683
1996-97 6,{33 33n 1926 1.366
1997-98 5,385 1,828 979 645
1998-99 2,401 -61 -390 270
Total 28,661 15,462 7.693 6.806

# chrescnl' fresh inflow/outflow of funds by Fls.

@ Figures represent GDR amounts raised abroad by the Indian companies.
Source: India, Ministry of Finance, Economic Survey: 1999-2000.

FIl Investments on the Indian Stock Exchanges

In November 1995, SEBI notified the Foreign
Institutional Investors Regulations which were
largely based on the earlier guidelines issued in
1992. The regulations require FIls to register with
SEBI and to obtain approval from the Reserve

Bank of India under the Foreign Exchange Reg-
ulation Act, 1973 to enable them buy and sell
securities, open foreign currency and rupec bank
accounts and remit and repatriate funds. For all
practical purposes, full convertibility ol rupee is
applicable to FII investments. Gradually, the
scope of FII operations has been expanded by
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permitting (a) additional categories of invcestors,
(b) recognising other instruments in which they
can invest, and (c) altering the individual and
aggregate FIl shares in any one 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 Flls and
sub-accounts in any one company cannot exceed
24 per cent of the total PUC. In companies which
pass a special resolution in this regard, the total
FII 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;’ and two, to keep price fluctuations under
limits. The 24 per cent limit does not include
investments made by the forcign portfolio
investors outside the portfolio investment route,
i.e., through the direct investment approval pro-
cess. Investments made through purchases of
GDRs and convertibles are also excluded. For
calculating the FII investment limits, investments
by NRIs and Overseas Corporate Bodies pre-
dominantly controlled by them, which were
included carlier, are no longer included for
purposes of monitoring the FII 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
haveremained confined toaggregate level studies
[Joshi, 1995; Pal, 1998, Pp. 589-98; Samal. 1997,
Pp. 2,729-32]. The studies generally point to the
positiverelationship between Fll investments and
movement of the Bombay Stock Exchange share
price 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 | 993, their first year
of operations, and 1999. The average of BSE
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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,
Average level of Sensex also did not decline
during the last quarter. It does, however, appear
that FlIs 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 quarter’
(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 FIIs for leads. In such a situation, even
withrelatively small urnovers, Fllscanswing 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 cxchanges
not to release FII trading details [Hindu Business
Line, 1999} as SEBI decided to release the data
with a one day lag and after due confirmation with
the F1Is’ custodians.

To give better empirical content to the general
understanding that FIls influence the Indian
equity markets we tried to get detailed data on FII
transactions. Qur efforts at getting Fll-wise
information from the RBl 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 number of FIIs regisiered with
SEBI stood at 502. The sheer number of Flls does
not give afull picture of the FIl operations in India
since each of the Flls 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 Flls 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 FlI Investments and Average Sensex Levels: 1993:1999

Note: Quarterly averages of Sensex closing values.
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Source: Net FII investments are taken from CMIE, Capital Markets, October 1998 and SEBL

After 1993-94, SEBI stopped giving a
category-wise break up of the registered F1Is in
India. From an examination of the registration
numbers, available from the SEBI web site, it
appears that most FlIs fall under two categories:
‘FA’ and ‘FD’ (Table 3). FA appears to stand for
fund advisers and asset management companies
implying that most FlIs (56.57 per cent) work as
representatives of others. From a similar deduc-
tion it appears that FD stands for investment
funds." These two categories account for 93 per
cent of the FlIs. There are 9 FlIs 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 FlIs, as many as 200 were from
USA and another 121 have UK addresses. A few
Flls 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 Singaporce .
include: Citicorp Investment Bank (Singapore)

Ltd., Templeton Asset Management Lid.. and J.P.

Morgan Securities Asia Pvt. L.td. The registrants
from Hong Kong include Jardine Fleming Intl.
Mgt. Inc., Merril Lynch Far East Ltd., and ABN
Amro Asia Ltd. One of the registrants from
Bahrain is Citicorp Banking Corp. Very few Flls
had their addresses in tax havens like Bahamas
and Cayman Islands. Only one FII has given a
Mauritius address. It thus appears that the phe-
nomenon of Flls is essentially a domain of funds
from USA and UK.

The larger Flls have multiple associates in
India including locally incorporated companics
which operate either as brokers, managers or
mutual fund operators.'’ Some of the Flls floated
joint ventures with Indian companics: either
belonging to the broking community of India’s
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business groups. Coupled with the fact that the
Flls can invest through the GDR route, it appears
that the operations of Flls cannot be understood
if investments by FIIs registered with SEBI are
examined in isolation. The network of entities
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belonging to the Jardine Fleming Group may
provide a concrete example in this regard (Box
1). We shall discuss the involvement of Flls 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 SEBI

Country Asset Manage- Investment Insurance Cos. Pension Others Total
ment Cos./Fund Funds/ Trustees Investment Funds
Advisers$ on Behaif of  Trusts. Govern-
Such Funds ment Bodies,
[FA) |FD} etc. [FE] [FC)

(h 2) (3) ) (5) (6 (N
USA 102 86 5 7 - 200
UK 68 4?2 10 A - 121
Hong Kong 31 2 I - - 34
Singapore 19 1 2 - I 23
Luxembourg 8 22 - - 30
Australia 10 I - 16
Switzerland 12 2 ] - - 15
Canada 8 4 - i - i3
Netherlands# 7 6 - - - 13
Itaty 6 1 - - - 7
Japan 4 1 - 5
Others  (Incl.  unclassi- 14 6 5 - 25
fied)

Total 284 183 25 9 I 502

$ This classification is based on relating registration numbers with the names of Flls.

# Including one from Netherlands Antilles.

Source: Based on the registration details given at SEBI's website.

From the available information it appears that
Flls do not play a major role in the primary
market. According to SEBI, in 1995-96, out of
the 1.426 publicissues involving an issue amount
of Rs 14,240 crore, in 79 issues Rs 212 crore were
reserved for Flls. 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. 50-51].” 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, Flls are
more active on the equity market than in the debt
segment { BSE, 2000, Pp. 13-18)."* Atthe Bombay

Stock Exchange. which accounts for about half
of the FII 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 13,174 crore."* 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,
FII sales and purchases appear to be quite small.

For understanding the investment paitern 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-30D is
required to be filed by registered investment
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companies and contains semi-annual and annual  strategies of Flls. A study of American funds

reports mailed to the shareholders. " The SECdata  ¢oy14 pe quite representative of the FIls invest-

are  available for different years. One can, . .
' Y ment behaviour in India because most Flls reg-

therefore, make useful comparisons over aperiod.

The filings also offer details on the investment istered in India are from the USA.

BOX -1

JARDINE FLEMING# & INDIA

Jardine Fleming India Fund Inc.,
Investment Adviser:

Broker:

Revolving Credit Agreement WITH:

Administrator:

Mauritius Administrator:
Custodian:

JF India Trust

Trustee & Registrar:
Investment Manager:
Manager:
Investment Adviser:
Registrar’s Agent:
& HK Representative:

Maryland, USA

Jardine Fleming International Management Inc. (JFIM).

British Virginia Islands. Regd. with SEBI as an Fli {rom HK.
Jardine Fleming India Broking Pvt. Ltd., India (Affilicate of JFIM)
Jardine Fleming Bank Ltd. (Affiliate of JFIM)

Mitchell Hutchins Asset Management Inc.

Wholly-owned subsidiary of Paine Webber

Multiconsult Ltd., Mauritius

Citibank, US & India

HSBC Trustee (Mauritivs) Ltd.. 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 Jurdine Fleming Mutual Fund

Fledgeling Nominees Intl. Ltd., Cayman Islands. Regd. as Fll with SEBI. C/o Jardine Fleming India Securites Pvt. Lid..
India, Mumbai.

Robert Fleming Nominees Ltd., London, Regd. as Fll with SEBL. C/o Jardine Fleming India Securities Pvt. Lid.. India.
Mumbai.

Jardine Fleming India Securities Pvt. Ltd.
Approved by the FIPB inJune 1994 forundertaking imerchant banking. corporate (inance. stock broking and asset management .

The approval was for Jardine Fleming, Mauritius.

Jardine Matheson’s Joint Venture with Tata Industries with Bermuda as the home country Approved by FIPB in April
1996 for undertaking retailing. distribution, financial services, property, hotcls, engincering and construction.

Fleming Fund Management (Luxembourg) S.A., Luxembourg, Regd. as FlI with SEB!

# 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 invested in more than ten Indian companies in
could identify 53 funds which invested in India 1998. This may indicate that the focus of Flls on
in 1998.'" Only five of them were specific to India is quite narrow.

India.'"” The others invested in GDRs of Indian

companies, India spccific funds ()fUSA or UKor Investment Pattern ()f Five India Speu}‘u Funds
directly in a few Indian companics. Apart from :

the five India specific funds, only six other funds The five India speciflic funds whose invest-
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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.”® All the five have different investment
advisers and the total value of investment in 535
Indiancompanies in mid- 1996 was US$915 mn."
The number of companies compares well with the
official estimates for 1996-97 that FlIs 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 Flls {Economic Survey, 1996-97,
p. 61]. But by 1998, presumably as a fall out of
the East Asian crisis, the sanctions following
Indiaexploding nuclear devices in May 1998 and
the general slow down of the Indian economy, the
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number of companies in which the funds invested
declined and stood at 375 (Table 4).%" 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™
showed that out of the nearly 6,000 companies
listed at the exchange, the largest S00 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 forward deals are

Table 4. Basic Details of Five India Specific Funds

Name of the Fund Investinent Adviser

No. of Companies Value of Investment

Invested in (Mn, US$)
1996 1998 199 1998
h (2) 3 4 (5) (6)
|. Morgan Stanley India Morgan Stanley Asset 255 165 387.59 29134
Investment Fund Inc.# Management Inc.
2. India Growth Fund Inc. UTI Investment Advisory 224 174 134.31 276.02
Services Ltd., India
3. India Fund Inc # (i) Advantage Advisers, a 188 27 282.08 95214
subsidiary of CIBC
. Oppenheimer Corp.
(i) Infrastructure & Financial
Services Ltd.. India
4. Jardine Fleming India Jardine Fleming Intel. 71 77 7997 84.24
Fund Inc.# . Management Inc.. British
) Virginia Island
5. Pioneer India Fund (i) Pioneer Management Corp. 93 52 31.02 1478
(ii) Kothari Pionecr AMC Ltd.,
India
Allthe Five Funds 535 375 91497 761.59

# Claimed tax residency status in Mauritius.

Note: 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. Sccurities 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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Tahle 5. Shares of Different Categories of Companies in the Market Value of Investments
Company Category Market Value (US$ mn.) Percentage in Total
1996 1998 1996 1998
(1) (2) (3) 4) (5)
Top Market Turnover Companies$ 791.64 746.84 86.52 98.06
. A Group# 623.70 619.58 68.17 81.35
(521.76) (57.03)
Sensex Companies 326.27 256.33 35.66 3366
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 1428
All Companies 914.97 761.59 100.00 100.00

Percentages do not add up to 100 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 ifs expansion.

permitted, increased their share from 68 per cent
to 81 per cent.” The share of Sensex (pre-
November 1998) companies remained at about
one-third of the total value. However, it is
significant that the five funds invested in practi-
cally all the Sensex companies, implying that
their operations could potentially influence the
index. Names and other particulars of the top 25
companies in terms of value for each of the five
funds are given in the Annexure. While the share
of foreign-controlled companies (FCCs) in the

value of investment increased from about 21 to
28 per cent. The share of public sector companies
increased from about 17 to 21 per cent. Along
with the decline in the number of companics in
which the funds invested, the share of top com-
panics in terms of market value ol investment
increased substantially. The sharc of top len
companies increased from aboul 26 pereent o 45
and that of top 100 from 77 per cent 1094 per cent.
Inall. the value of the investment of the five funds
is concentrated in about 150 companies (Table 6).

Table 6. Share of Top Companies in the Market Valuc of Investments by Five India Specific Funds

Top Companics# Percentage in Total Value of Investiment
1996 1998
(h 2) (3
10 25.90 44.77
50 61.01 8282
100 77.33 9387
150 86.54 98.06
All Companies 100.00 100.00
(535) (375)
Total Amount (Mn. USS$) 914.97 761.59

# Based on value of investment and includes investment in GDRs.
Figures in brackets are the number of companies invested in the respective years.
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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.” Computer software (devel-
opment and training) group of companies which
was not among the top 10 in 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 clectrical machinery (Table 7).

It may be noted that at the Bombay Stock
Exchange also computer software, food and
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beverages, pharmaceuticals and personal carc
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 FCCs in the turnover
increased, that of Indian large companies
declined. The resemblance between the disiri-
bution of trading values at BSE and exposure of
FIl investments sccm 1o suggest a strong positive
relationship between the two and possible influ-
ence of FII 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 Bombay
Stock Exchange Sensitive.

Table 7. Investment Exposure of Five India Specific US Funds:
Changing Sectoral importance between 1996 and 1998

Market Value of
Ranking Industry Investments (US$ mn.) Percentage to Total
1996 1998 1996 1998 1996 1998
(1) 2) (3) 4) (5)

1 2 Automobiles 93.77 85.21 10.25 11.19
2 14 Metals and Metal Products 65.72 19.54 7.18 257
3 4 Non-Electrical Machinery 60.85 55.85 6.65 7.33
4 6 Diversified 59.43 44.28 6.50 581
5 3 Pharmaceuticals 53.07 67.16 5.80 §.82
6 13 Auto-Ancillarics 50.84 20.82 5.56 273
7 19 Textiles 42.38 6.03 1.63 079
8 17 Electrical Machinery 41.56 11.73 454 1.54
9 18 Cement 39.02 10.99 426 144
10 16 Entertainment/Multimedia 3333 16.22 3.64 213
14 ! Computer Software (Devt&Trg) 25.68 133.94 281 17.59
19 5 Food. Beverages & Tobacco Pr. 19.06 47.14 2.08 6.19
16 7 Personal Care Products 20.61 44.02 225 578
11 8 Telecommunications 3792 27.94 4.14 3.647
15 9 Refincries 22.83 25.53 2.50 3358
12 10 Public Sector Banks 30.64 2473 3135 328
Total (including others) 914.96 761.58 100.00 100.00

Source: Complied on the basis of the Funds® N-30D filings with the US SEC.
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A factor whichemerged from the funds’ filings
is that three®™ 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

(Thhe 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.’

The other two funds also paid similar amounts
to Multiconsult.” 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.”™ Incidentally, the address of Multi-

“consult Lid., is used, apart from India Fund Inc.
and Morgan Stanley India Investment Fund Inc.,
the two other funds claiming Mauritius residency
slatus, 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.

Flls and Emergence of Computer Software,
Consumer Non-Durables and Pharmaceutical
Sectors

There appears to be a good deal of co-
ordination and similarity in business approach
among the five Funds in spite of cach having
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different investment advisers. All of them started
looking at the computer software, pharmaceutical
asalso 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 market turnover could be a
reaction of the local investors, especially the
mutual funds promoted in association with Flls,
to the FIIs’ investment strategy. For instance.
Prudential ICICI Growth Plan managed by
Prudential-ICICI AssetManagement Co.(AMC),
a joint venture of Prudential Corp. Plc., of UK and
ICICI, by the end of 1998, had a quarter of its net
asset value (excluding cash) in consumer goods
companies, 17.01 per cent in pharmaccutical
companies and 15.9] per cent in software com-
panies. The combined share of the threc sectors
worked out to as high as 58.56 per cent. The
electronic newsletter ofthe 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 Advantage Fund, managed by
BirlaCapital International Ltd..” ason November
30, 1998, the share of the three sectors stood at
nearly half of the overall value of investments.™
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.
1999].*
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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 cernent,
iron and steel, commercial vehicles, chemicals, and heavy engineering. ... exposure was fncreased in
information technology, pharmaceuticals/ healthcare and food and agro products. ... The decision to
restructure the portfolio by reducing exposure to a small number of companies and reducing exposure in
declining and cyclical sectors has started to show results. The decision to divest of stocks in small and
midcap companies. eliminate smaller holding where potential for appreciation was limited. ... has helped

... (emphasis added)

Pioneer India Fund: April 30, 1998
We added pharmaceutical stocks, with the belief that these companies should be able lo advance regardless
of the region’s economic condition. ... In our strongest move of the period. we significantly increased

invesiments in the Indion software and computer industry. (emphasis added).

India Fund Inc: June 30, 1998

The Fund continued its strategy of overweighting the software sector which is considered tobe a longterm
secular growth industry for India. This sector remains an inherent hedge in the case of a weakening currency
due to high export carnings ... the Fund steadily increased its exposure (o ... consurmer commpanies in crecs
of healthcare, food, detergents and other household goods as people shift to using high quality branded
products. The Fund increased its holdings of both Hindustan Lever and ITC ... The Fund further reduced
its lml(ling‘.\' in commodities such as 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 inarket and
our Fund is being structured on these lines. We remain positive on software. media, pharmacenticals and
the FMCG sectors and we are holding on 1o our lurge weightings in these sectors. (emphasis added).

Jardine Fleming India Fund Inc: May 31, 1998

The Fund’s portfolio is comprised of high quality counters with the manager’s investment focus both on
return equitics and on those sectors where India has proven skills. Consequently, the consumer. iechnology
and pharmaceutical sectors are noticeably featured together with utility stocks in anenvironment of some

caution. (emphasis added).
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Prudential-1CICI introduced a new fund spe-
cialising in what are now being popularly referred
toas FMCG (fast moving consumer goods) scrips
|Hindu Business Line, 1999).% According to
Prudential-ICICI, FMCGs include:

... lea, coffee, bread, butter, cheese, biscuits,

soaps, detergents and various other products

that you use cvery day.

Regarding the lavoured companies the AMC

stated that:
... (Dhe list speaks for itself: Hindustan Lever,
Cadbury. Britannia, Procter & Gamble,
Nestle, Reckitt & Colman, Henkel Spic, Indian
Shaving Products, Marico & Smith Kline
Beccham.
... All these are 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 stocks of these companies have
performed better than the market in the last
threc years, giving an annualised return 0f34.3
per cent as compared to an annualised return
of only 4 per cent in the BSE 200 and the
Sensex.™

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

Flls and the Indian Mutwal Funds Industry

It was scen in the above that two of the FII
associated local mutual funds also followed the
patiernset by FlIs. In this context, it may be useful
to cxamine the relative importance of FIl affiliates
in the Indian Mutwal Funds industry. Following
SEBI guidelines of 1993, which defined the
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structure of mutual funds (MFs) and assct man-
agement companies, mutual funds were launched
in the private sector for the first time. A few years
carlier in 1987, public banks and insurance
companics, were allowed to enter the mutual
funds sector which was till then the preserve of
Unil 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 becom-
ing important once again [RBL 1999]. An
important contributory factor is the -tax break
allowed in the Budget 1999-2000 when the
income distributed under the US-64 and other
open-cended equity-oriented schemes of UTTand
other Mutual Funds was exempted from dividend
tax and income received by individuals from MFs
was fully exempted from income tax. As aresult,
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 more
impressive: Rs 12,194 crore against a net outflow
ol Rs 950 crore in the previous period. During
April-December 1999, share of private sector was
68.4 per cent in gross mobilisations and 74.33
per cent in net terms |Economic  Survey,
1999-2000. p. 67]. Private sector MFs accounted
for nearly ten per cent of the net assets of all
mutual funds at the end of March {999 [SEBI,
1998-99, p. 68]. By the end of the year the share
doubled to nearly 21 per cent [SEBI. 1999.p. 26].
From independent compilations on mutual funds,
it does appear that within the private sector MFs,
funds with foreign associates have come to
occupy an important position (Table 8).*

While it can be expected that foreign affiliaied
mutual funds would follow the investment pattern
ofFlls, it is important to note that many domestic
ones also followed Flls. The sectors favoured by
FlIs account for a substantial portion of the nel
assets under control of many MFs, Even the UTI
started focussing on certain of these sectors, UT1

Chairman is reported 10 have said in February

2000 that US-64's ({1ag ship fund of UTI) expo-
sure 1o the information technology sector rose to
19.13 per cent at the end of Decernber 1999 from
5.68 percent a year earlier.” UTT's involverment
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with I'T and pharmaceutical sectors is further
revealed in its floatation of sector specific funds.
UTI has floated five funds called UTI Growth
Sector Funds. These are: Brand Value fund
(FMCG). Pharma and Healthcare fund, Software
Fund. Petro Fund, and Services Sector Fund.
While understandably the Software fund is
cxclusively for computer software companies, the
services Sector Fund also concentrates on com-
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puter related companies |Economic  Times,
1999].* Among the others who promoted sector
specific funds are: Birla Mutual. IL & FS. Kothari
Pioneer, Prudential ICICI, SBI Mutual and Tata
Mutual. Interestingly, itis reported that thoughiit
1s not a sector specific fund, JM Equity Fund’s
reliance on the sofiware sector increased from 34
per cent in September 1999 per cent at the end of
December 1999 [ Gulati, 2000)."

Table 8. Assets Under the Management of Different Categories of Mutual funds

(Rs Crore)

Catcgory At the end of Increase

1998 1999 amount Per cent
th (2) (3) 4) 5

A Unit Trust of India 54,339 67,207 12.868 23.68
B Bank Sponsored MFs(6) 4.504 7.290 2786 61.86
C. Institutions (<) 1.993 299 1006 50.48
1. Private Scctor incel. (22) 4,924 19,532 14.608 296.67
- Indian Companices (6) 776 2225 1449 186.73
- JVs: Predominantly Indian (7) 2,163 7.977 S84 268.79
- JVs: Predominantly Foreign (9) 1,985 9.330 7.345 370.03
Towl (A+B+C+1)) 65.760 v7.028 31.268 47.55

Source: Based on the data provided by the Association of Mutual Funds in India (AMFD at it website www.amfiindia.com,

Figures in brackets indicate the number of funds.
Assets under the management of UTI ave at book value.
JVs: Joinl Ventures.

From the above it emerges that mutual funds
arc gaining prondncence in the Indian Stock
market and that (i) the share of foreign affitiated
MFs s growing, (i) a number of Indian funds are
following the investment strategies of the foreign
ones, (iii) there are sector specific funds for IT,
Pharmaceuticals and FMCG, (iv) schemes of
many funds focus on these sectors without
actually claiming themselves to be one such. This
provides further explanation to the sectoral
developments in the Indian stock market during
1999. Such concerted cffort may have further
underplayed the tmportance of the other scctors
and widened the differences in P/E ratios between
the so-called new cconomy scctors and the
others.™ The latest change in Sensex announced
by BSE further acknowledges the increasing
importance of IT, media and pharmaceutical
companics, From April 10, 2000 Satyam Com-
puter Services, Zec Telefilms, Reddy Labs and
Reliance  Petroleum  would  replace  Tata
Chemicals, Tata Power, IDBI and Indian Hotels
Co. in the Senscx | Econontic Times, 2()()()].} Y

It may be noted further that while there was
net outflow on account of forcign portotlio
investors during 1998-99, private scctor mutual
funds in India mobiliscd Rs 1,453 crore on net
terms. During the first nine months of 1999-2000
the net collections were Rs 9,064 crores which
compare well withnetinflowsof foreign portfolio
capital of Rs 6,766 and Rs 11,735 crore during
1997-98 and 1996-97, respectively |Economic
Survey, 2000, p. S-771. It can thus be expected
that progressively stock prices would be affecied
not only by net FII investments but also the size
of funds under control of their local counterparts.
While FlIs can remit capital and profits back to
their home countries, the tocal affiliates will have
to invest in the domestic market only |SEBI.
1999].* Yet another development during 1999
which affected share price movement in India is
the listing ol Infosys Technologies and Satyam
Infoway, a subsidiary of Satyam Computers, on
Nasdaq of USA. Itis now helieved instock market
circles that prices of information technology
companies in India are influenced by the Nasdaq
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[Economic Times, 2000].*' 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 ol 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
aboutthe foreign portfolio investments is that, not
only do they expand the demand base of the 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 FlIs to buy and sell securities
directly on the country’s stock markets, primarily
10 attract foreign capital. Concessional rates of
tax on capital gains and to some extent the limits
on the extent of foreign equity were expected 10
reduce the volatility and possibly to protect
managements from hostile take-overs.

From the point ol attracting foreign capital, the
initial expectations have not been realised.
Investment by Flis directly in the Indian stock
market did not bring significantly large amount
compared to the GDR issues. GDR issues, unlike
Fll investments, have the additional advantage of
being project specific and thus can contribute
dircctly to productive investments. FII invest-
ments, seem to have influenced the Indian stock
market 1o a considerable extent.

Though 502 Flis are reported to be registered
with SEBI at the beginning of March, 2000, due
10 inter-linkages among many Flls, the effective
number of entities 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 of
Flls 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
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a few FIIs are active on the Indian stock market.
While portfolio investments are known to be
volatile, the fact that only a few FlIs 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 exposurc of five
US-based India specific funds suggested a close
resemblance between FII investment prolile and
trading pattern at thc BSE. This [linding takes
quite further the general understanding that nct
FII 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 Flls after 1996 as a defensive mech-
anism.” 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 FII investments and trading on the
Indian stock market is that the Indian Investors,
since they perccive FlIs to trade on the basis of
well-researched strategies, may have followed
the Flls like a *herd’ and in the process accentu-
ated the selective process introduced by the Fils.
FlIshaving astrong presence inthe Indian Mutual
Funds segment meant that the funds have also
started following a similar investment pattern.
Many Mutual Funds floated specific funds for the
sectors favoured by the FlIs. As a result. the
differences have got so accentuated 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 Flls, 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 monics they manage,
MFs can create market trends whereas the small
individual investors can only follow the trends.
The situation becomes quite difficult if the funds
gaina vested interest in certain sectors by floating
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 FIIs 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 stability 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 cconomies
may thus prove unfounded. So faras the incentive
of lower tax is concerned, FIIs 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 Flls 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
FlIs cannot remain attached to a single company.
They are 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 of Indian
industry can, if there is political will, take a firm
stand. There are 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 supportthe existing managcments.
Even ifitis accepted that F1l 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. "
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The need for a proper regulatory system is
reflected from the fact that due to severe regu-
latory failure even the presence of Flls 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 (o the stock
market and to enable it. to counter any
precipitative action by the FlIIs nol 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 Fls will be an important factor in con-
taining the volatility induced by FlIs. Attracting
FIIs 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 [ollow 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 FlIs view the domestic situation can
be seen from the ftollowing extract from a
semi-annual report of Jardine Fleming India Fund
Inc.

Politics, as usual, remains the joker for

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 causcd the market (o fall

approximately 10 per cent in a short period.

This simultancously jeopardised not only the

passage of the Budget but also Chidamnba-

ram’s tenure at 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 whocontinuctolive inpoverty

[Jardine Fleming India Fund Inc.. 1997, p. 4]

(emphasis added).

Obviously, political personalitics or funda-
mentalist and extremist organisations would have
alogic of their own in whatever they do. Fall-out
of their actions on foreign investment and Indian
stock markets will be the lastthing on their minds
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when they act. This is the reality of developing
countrics. Whether or not they indulge in local
politics, they seemn 0 impress upon (cven pres-
surise) the host governments to follow liberal
policies in order (o attract large inflows.*

Totrends suggest that the Indian stock market
may weaken its relationship with the rest of the
cconomy. As it focuses excessively on certain
sectors  [Economic Times, 2000).* Can the
developing countries rely on the wisdom of the
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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 by FII opera-
tions gives rise to a doubt whether foreign pori-
folio investments would serve the objective of
local stock market development or the tangible
benefit from thecm would only confine to getting
the balance of payment support along with its
attendant risks.

Annexure Fund-wise List of Top 25 Companies in terms of Value of Investment

Sr.  Company Industry/Activity FCC Scnsex GDR issue Top A Percentage
No. Tuwmover  Group  Sharcin
Company$ Total
Value#
) (2) (3 4) (5) 6) (7) (8)
INDIA FUND INC.
I NNTLuW. Computer Soltware Y Y Al 12.52
2. Intosys Technologies Lid.  Computer Software Y Y Al 7.3%
3. Punjub Tractors Lid. Automobile Y Al 689
4. Hindustan Lever Lid. Personal Care Y Y Y A 6.64
5 Reliance Industries Ltd. Diversified Y Y A 543
6. ITC Ltd. Food & Beverages Y Y Y Y A 4.43
7. Hindustan Petrolcum Corp  Refineries Y Y A 4.01
d,
8. Dr Reddy’s Laboratories  Pharmaccuticals Y Y A 390
Lid.
9. Satyam Computer Ltd. Computer Software Y Al 370
10, Ranbaxy Laboratories Ltd.  Pharmaceuticals Y Y Y A 345
11 Mahanagar Telephone Telecommunications Y Y Y A 332
Nigam
12, Larsen & Toubro Lid. Diversified Y Y Y A 297
13, Hindalco Industries Lid. Metals Y Y Y A 229
14, Videsh Sanchar Nigam Ltd. Telecommunications Y Y 1.74
1S, ABB Lad Machinery - Elect. Y Y A 1.59
16. DSQ Soltware Ltd. . Computer Software Y 1.44
17. Tatalfron & Steel CoLtd.  Metals Y Y A 1.37
18.  Oriental Bank of Com- Banks - Public Sector Y A 1.34
merce
19. TVS Suzuki Lid. Automobile Y Y Al £33
20, Bank of Baroda Buanks Public Sector Y Al 1.27
2. Associated Cement Com-  Cemient Y Y A .06
panics
22, EMuorck Lid. Pharmaccuticals Y Y Al 104
23, Bharat Heavy Electricals ~ Machinery - Non.Elect Y Y A 099
Lid.
24, Madras Refineries Lid. Refineries Y Al 098
25. Indian Rayon & Industries  Diversificd Y Y A 096
Lid.
Total 820

{Connd. )
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Annexure (Contd.)
Sr.  Company Industry/Activity FCC Sensex GDR Issue Top A Percentage
No. Tumover Group  Sharein
Company$ Total
Value#
h ) 3) 4) () (6) 7 8
INDIA GROWTH FUND INC
I ITCLud Food & Beverages Y Y Y Y A 9.75
2. Hindustan Lever Lid. Personal Care Y Y Y A 7.36
3. NHTLu. Computer Software Y Y Al 5.71
4. TVS Suzuki Ltd. Automobile Y Y Al 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 Lud. Automobile Y Al 1.86
8. Rchance Industries Lid. Diversified Y Y Y A 3.66
Y Hindustan Petroleum Corp  Refineries Y Y A i
Lid.
10.  Hero Honda Motors Lid. Automobile Y Y A 3.28
1. Mahindra & Mahindra Ltd. Automobile Y Y Y A 2.78
12, Mahanagar Telephone Telecommunications Y Y Y A 2.30
Nigam
13, Satyam Computer Lid. Computer Software Y Al 2.26
14, Nestle India Lud. Food & Beverages Y Y Y A 211
15. EIH Lud. Hotels & Resorts Y Y A 2.0
16.  DSQ Software Ltd. Computer Software Y 1.95
17. Colgate Palmolive Personal Care Y Y Y A 1.88
(India) Ltd.
18, Hindalco Industries Ltd. Metals Y Y Y A 1.58
19, Credit Rating Information  Finance - General Y 1.55
Service
20, Vashishti Detergents Lid.  Cons. Non-Durable Y Y 148
21, National Aluminium Metals Y 1.43
Co Lid.
22, Housing Development Fin - Finance - Housing Y A 1.22
Corp
23, Castrol India Ltd. Auto-Ancillaries Y Y Y A 117
24, Cuwrrier Aircon Lid. Consumer - Durable Y Y Al 1.O7
25, Taa Tea Ltd. Food & Beverages Y A 1.OO
Total 77.39

(Cennted.)
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Sr.  Company Industry/Activity FCC Sensex GDR Issue Top A Percentage
No. Tumover  Group  Sharcin
Company$ Total
Valuc#
H 2) (3) 4 ()] (6) (7 18)
JARDINE FLEMING INDIA FUND
I.  Hindustan Lever Ltd. Personal Care Y Y Y A 12,14
2. ITCLud. 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 127
Lid.
5. Videsh Sanchar Nigam Ltd. Telecommunications Y Y 4.23
6. Satyam Computer Computer Software Y Al 4.21
Services Lid.
7. State Bank of India Banks - Public Sector Y Y Y A 1.53
8. Mahanagar Telephone Telecommunications Y Y Y A 326
Nigam
9. Bank of Baroda Banks - Public Sector Y Al 3y
10. TVS Suzuki Ltd. Automobile Y Y Al 300
Il Punjab Tractors Ltd. Automobile Y Al 292
12, BSES L. Power Gen./ 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 226
15. Reliance Industries Ltd. Diversified Y Y Y A 2.25
16. ICICI Banking Corporation Banks Public Sector Y Al 212
Ltd.
17. Mahanagar Telephone Telecominunications Y Y Y A 203
Nigain
18. Videsh Sanchar Nigamn Ltd. Telecommunications Y Y 197
19. NIT Ltd. Computer Software Y Y Al 1.77
20. Reliance Petroleurn Ltd. Refineries Y 1.52
21. Indian Hotels Co Lid. Hotels & Resorts Y Y Y A 142
22, Aptech Lud. Computer Software Y .39
23. Infosys Technologies Lid. Computer Software Y Y Al 1.39
24. Carrier Aircon Ltd. Consumer - Durable Y Y Al 1.29
25. ICI (India) Ltd. Diversified Y Y Al 1.29
Total 79.08

(Contd. }
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Sr.  Company Industry/Activity FCC Sensex GDR Issue Top A Percentage
No. Turnover  Group  Share in
Company$ Total
] Value#
n (2) 3 (4) (5) () N ®)
MORGAN STANLEY INDIA INVESTMENT FUND
. Bharat Heavy Electricals  Machinery - Non Elect Y Y A 13.87
Ltd.
2. Intosys Technologies Lid.  Computer Software Y Y Al 11.69
Container Corp. of India Service - Transport Y 812
L.
4. Housing Development Fin. Finance - Housing Y A 7.01
Corp.
5. Zee Telefilms Ltd. Entertainment Y Al 5.25
6. Punjab Tractors Ltd. Autonmobile Y Al 3.66
7. Smuthkline Beecham Pharmaceuticals Y Y A 328
Pharm.
8. Hero Honda Motors Ltd.  Automobile Y Y A 3.20
9. State Bank of India Banks - Public Sector Y Y Y A 265
10, Hocechst Schering Agrevo Pesticides/Agro Chem Y Y 225
1. Novartis India Ltd. Pesticides/Agro Chem Y Y Y Al 222
12, TVS Suzuki Lad. Aulomobile Y Y Al 221
13. 1TC Lu. Food & Beverages Y Y Y Y A 2.09
14.  Hoechst Marion Pharmaceuticals Y Y 188
Roussel Lid.
t5. Cipla Ltd. Pharmaceuticals Y 1.78
16. MRF Ltd. Auto-Ancillaries Y A 1.71
17. Supreme Industries Ltd. Plastic Products Y A 151
18, NUT Lud. Computer Software Y Y Al 147
19. Sandarac Fasteners Ltd. Auto-Ancillaries Y 1.30
20. Sun Pharmaceutical Pharmaceuticals Y Al 123
Industrics
21, Cummins India Lid. Machinery - Non Elect Y Y Al L14
22, Colour-Chem Lud. Chemicals - Dyes Y Y 1.07
23, ICI (India) Lad. Diversified Y Y Al 1.00
24, Motor industries Co. Ltd.  Auto-Ancillaries Y Y 098
25.  Revathi-CP Equipment Lid. Machinery - Non.Elect Y Y 0.88
Total 8345

(Cond. )
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Annexure (Concld.)
Sr. Company Industry/Activity FCC Sensex GDR Issue Top A Percentage
No. : Turnover  Group  Share in
Company$ Toal
Value#
(1) (2) (3) ) (&)} (6) (v 8)
PIONEER INDIA FUND
1. Bharat Petroleum Corp Ltd. Refineries Y A 5.32
2. Satyam Computer Computer Software Y Al 4.73
Services Lid.
3. Hindustan Petroleum Corp Refineries Y Y A 454
Ltd.
4. Larsen & Toubro Ltd. Diversified Y Y Y A 4.22
5. Tata Infotech Ltd. Computer Hardware Y 387
6. Videsh Sanchar Nigam Ltd. Telecommunications Y Y 3.76
7. Pentafour Software & Computer Software Y Al 3.30
Exports
8. Mahanagar Telephone Telecommunications Y Y Y A 34
Nigam .
Y. Ranbaxy Laboratories Ltd. Pharmaceuticals Y Y Y A 3.21
10, Oil & Natural Gas Petrochemicals Y 310
Comunission
1. Bajaj Auto Ltd. Automobile Y Y Y A 300
12, NIIT Lid. Computer Software Y Y Al 3.00
13.  Infosys Technologies Ltd.  Computer Software Y Y Al 2.94
4. Industrial Credit & Invt. Term Lending Inst. Y Y Y A 2.88
Corp. () Lnd.
15.  Pentafour Software & Computer Software Y Al 2.77
Exports
16. TVS Suzuki Ltd. Automobile Y Y Al 2.45
17 State Bank of India Banks - Public Sector Y Y Y A 2.2%
18.  Housing Development Fin. Finance - Housing Y A 2.20
Corp.
1Y. ABB Lid. Machinery - Elect. Y Y A 2.9
20.  National Aluminiym Metals Y 1.84
Co. Ltd.
21. Reliance Industries Lid. Diversified Y Y Y A 1.83
22, Novartis India Ltd. Pesticides/Agro Chem Y Y Y Al .7
23, Pfizer Lud. Pharmaceuticals Y Y A 1.6
24. Bank of India Banks - Public Sector Y Al 1.66
25.  Cochin Refineries Ltd. Refineries Y Al I.58
Total 73,32

* Al: Companies which were included in the A-Group in February 1998.
# With respect to total value of investients of the fund.
$ Among the top 500 companies in terms of market tumover in 1998.



VOL. 11 NO. 4

NOTES

1 IFC promoted foreign portfolio investment in devel-
oping countries by helping to establish “country funds’,
venture capital funds and debt funds that invest in emerging
market securities issues. [FC also claims that by pioneering
and actively promoting such funds for developing countries,
IFC introduced many international portfolio investors to
cmerging  markets.  See:  hitp://www ifc.org/depts/htm)l/
capmkts.htm.

2. Brandt Commission Report: North-South - A Pro-
granme for Survival, Pan Books, 1980.

3. From the letter written in April 1993 by Shri Chandra
Shekhar, former Prime Minister, tothe then Finance Minister.

4. The then Finance Minister said: *Under the scheme of
permitting Foreign Institutional Investors (Flls) in our capital
market, we had indicated that such investors would be liable
1o tax at 20 per cent on investment income and 10 per cent on
long termcapital gains. lalso propose toextend a concessional
rate 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 'cighties an NRI tried to take over two major
companics of that time, namely, Escorts & DCM.

6. Expericnce shows that ceilings are generally reached in
case of smaller companies only.

7. The general decline in the fourth quarter is attributed to
book closure during November by most American fund
managing houses. [tis stated that there "will be lack of trading
activity in November and a “buyers’ strike till at least 15
November, with Flls notbeing involved in any markets atall’,
See: Ridham Desai. *Fll selling is not India-specific’, http://
www capitalmarket.com/capitalmarket/mag/cm 141 8/face.ht
m.

8. It was reported that some brokers were giving inflated
figures of purchases or sales of Fis to give a false impression
ol Fll activity in the inarket. )

9. It was cmphasised that not only the detailed trading
information. but also total trade/investment by individual Fils
and the names of the companies along with the extent of FI
investnent is price sensitive and thus cannot be disclosed. One
got a feeling that one should not be 1oo much concerned with
Fll investments as the money as well as the risk was after all
of Flls. ’

10. This deduction is based on the names of the FlIs and
was ascertained from SEBI sources. We have been informed
that at present only two categories namely, FA & FD are being
tollowed.

11. Morgan Slanley wasamong the carliest to tap the local
market with its mutual fund in 1993-94 afier the sector was
thiown open to private sector.

12. Though SEB! does not report the corresponding
ligures for 1998-99, the fact that Flis would not have con-
tributed in any significant manner is evident from the fact that
out of the total capital raised during the year, the amount
reserved for banks and financialinstitutions wasonly Rs 33.83
crore,

13, O of the net investment of Rs 6,697 crore at the
all-ndia level during 1999, Debt accounted for only Rs. 119
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crore.

14. Total reported F1l purchases at the all-India level in
1999 were reportedto be Rs 36,394 crore andsales Rs 29.816
crore. (See: Bombay Stock Exchange. Stock - Exchange
Review, January 2000). BSE turnover measures one-sided
transactions, i.e.. sales or purchases. In case of Flls, they cun
either sell or purchase from others or from other Flis. The
transactions of Flls cannot. therefore, be strictly compared
with the total net turnover of the Exchange. If one averages
sales and purchases, the share of Flis in 1998 works out to
about 2.5 per cent of total net turnover of BSE. The corre-
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 file annual
and quarterly reports with the SEC.

16. Out of the total list of N-30D filings during 1996 and
1998, we searched for the words, India, Intemational, Global.
Asia, Emerging, etc., in the funds’ names. The filings of the
funds thus identified were downloaded. Out of these, those
having ‘India’ within the body of the file were further
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-30D filing of Jardine
Fleming was available only for March 1999 and India Fund
Inc. is no longer traceable at the SEC website. Inany case, the
years chosen cover an important period during which the
substantial shifts occurred in the industry-wise trading pattern.

19. Excluding small investinents in Pakistan.

20. For instance. India Fund Inc. stated: Several evems
during the first six months influenced the market. The Asian
economic crisis continued to negatively impact the markets.
The clections in India resulted in yet another coalition gov-
ermment, continuing the political instability in the country.
Mostsignificant, however. was the testing of nuclear weapons
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 reform continued, even
in the face of political change. Unfortunately. 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 period’.

22.For instance, explaining their investment strategy. Sun
F&C Mutual Fund said. ‘Contrary to belicf. sonw smaller
companies do offer tremendous value opportunitics. 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. Investment in small companies is, therefore.
restricted to a small percentage of the fund” (emphasis added).
The fund is managed by Sun F&C Asset Management (India)
Pvt. Ltd., a joint venture of Foreign and Colonial Emerging
Markets Ltd., UK with Sun Securities (India) Pvt. Ltd. See:
www.sunfc.com/invest/factsheethtml. On its part ING Sav-
ings Trust said ‘(T)he portfolio 1s designed to have concen-
trated holding within reasonable risk limits. rather than an
unproductive and excessive diversification’. Sec: the Monthly
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Update  for December 1999 at: www.ingsavings-
trust.com/technical_fin/sub/mark2 hanl.

23, For the classification of companies and description of
the Specified Group, sce the accompanying paper: “Indian
Stock Market in the Post-Liberalisation Period: Some
Insights’ in this issue of this Journal.

24. Since value of investment varics with share prices.
iterpretation in terms of exposure may be more appropriate
rather than treating the amounts as investment,

25. These are india Fund inc.: Jardine Fleming India Fund
Inc.: and Morgan Stanley India Investment Fund Inc.

26. The relevant file at SEC is - 000089 1554-98-00105.1xt.

27. In the case of Jardine Fleming India Fund Inc. it was
$1.500 a month and for Morgan Stanlcy it was $22.000a year,
or $1,833 per month.

24. This is in sharp contrast to the country-wise distribu-
tion presented eartier. and which indicated that only one out
of the 472 Flis furnished a Maurilius address. Indeed, we
cameacross other funds which were using the Mauwritius route.
For instance, Fleming India Fund of Luxembourg operates
through a wholly-owned Mauritius subsidiary.

29, Joint venture of Aditya Birla Group and Capital Group
of Companies Inc. USA. . '

30. Based on the information downloaded from the
respective fund imanagers’ web sites. Further evidence to this
phenomenon can be seen from the sectoral composition of
invesiments by FFF-Fleming India Fundat the end of February
1999. IT accounted for 27.7 per cent of the investments
followed by Consumer Non-durables with 19.6 per cent and
Pharmaceuticals with 12.1 per cent. Similarly, the wp live
holdings of JF India Trust as on February 26. 1999 werc
Hindustan Lever (9.8 per cent). Satyam Computer Services
(8.6 per cent), ITC Lid. (6.6 per cent), Infosys Tech. (5.8 per
cent) and VSNL 4.9 per cent),

31.SEBI is reporied to be concerned that shares of some
of the companies which changed (heir names showed high
volatility and had advised the stock exchanges to examine the
matter, SEBI tightened the i1ssue norms for companies in the
IT sector later in October 1999, In case the company going
for an initial public offer does not have distributable profits
in three out of five preceding years from out of IT activitics.
In case the company fails to fulfil this criterion, it can access
the market if the issuc is appraised and financed by a bank or
financial institution. The same conditions apply 1o a listed
company which changed its name to reflect activities in the
IT sector.

32. The idea secns to be catching on fast. Kothari Pioneer
was reported to have planned two funds Kothari Pioneer
FMCG Fund and Kothari Pioneer Pharma Fund.

33.Exwracted from the description of the Prudential ICICI
FMCG Fund downloaded from web site of the Prudential
ICIC] Asset Management.

34. Some of the foreign affiliasted MFs are: Alliance
Mutual (Alliance Capital Asset Management, USA): Birla
Mutual Fund (Sun Life Assurance Co., Canada); Cholaman-
dalam Cazenove (Cazenove Fund Management, UK): Credit
(Lazard Group. UK and Edinburg Fund Management). DSP
Merrill Lynch (Merril Lynch, USA). Dundee MF (Dundec
group. Canada): Kothari Pioneer (Pioneer Group Inc.. USA);
Morgan Stanley MF (Morgan Stanley, US): Prudential ICICI
{Prudential Corp, UK): Sun F&C (Foreign & Coloniat Forcign
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& colonial, UK): Sundaramy MF (Newton Investient Man-
agement, UK). Tata MF (Dresdner RCM Global Investor
Holdings, UK): and Zuich India MF (Zurich Financial
Services, Switzerland).

35. Sce: www.indiginfoline.com/mulu/ne ws/2%hunl.

36. For details sce: UTs webstie www . unittrusrofin-
dia.com. It was estimated 1T, Pharmaceuaticals and FMCG
accounted for close to 30 per cent of US-64 exposurctocquity
in December 1999, Exposure of other schemes of UTT o
information technology is also quite high at 12 per cent (in
December 1999). It is relevant to note in this sespect the
statement of UTt Chairman that “(W)e might have entered a
bit late, but we have entered big'.

37. Some other funds with 40 per cent or more of their net
assets in computer software and hardw are comnpanics during
Dec/Nov 99-Feb. 2000 are Tata Tax Saving Find: ING
Growth Portfolio; Alliance 95: IL&FS Growth & Value:
Kotak Mahindra - K30: and SB1 Magnum Tax Gain 93

38. See the accompanying paper “Some Aspects of the
Indian Stock Market in the Post-Liberalisation Period’. oot
note 70.

39. It was suggested that just four compames Infosys.
NIIT, Satyan computers and Zee Telefibin would clam u
filty per cent weightage in the Scensex.

40. Indian MFshave, however. been alfowedin September
199910 invest in ADR/GDR isswes ol Indian companics. MUEs
are permitted 1o invest in ADRs/GDRs initially within overali
limitof US$ 500 mn. An individual MF should not exceed 10
per cent of the net assets managed by them subject 1o a
minimum of USS$ 20 mn. and a maximum ol LISS 30 nm,

41. Chief fnvestment Officer of SBI Mutual Fund was
reporied to have Said: "Running with the Nasdag s a tact. bug
1see it as ashort-term phenomenon ™.

42, For instance. India Fund Inc. inits report for the period
ending June 30, 1998 intormed that “iT)he Fund's strategy of
maintaining positions m defensive sectors ol the cconomy
such as consumer non-durables and pharmaceuticals as wll
as its strong overweighting in the technology sector contnued
to generale ouwt performance”. . See
000089 15354-98-001105.tx1. the relevant filing with the SEC.

43. President of Morgan Staniey India nvestiment Fuad
Inc.. said in his letter o the sharcholders than the investors
base both local and intemational is looking to this government
to kick-stant the reform process. which should serve as a
pointer to the direction where the policy framework of the
government is headed. If the current governnient can extablish
its reformist credentials. then the markets will inprose
quickly. If, for any reason. this government talls short and
fails to deliver on the reforms agenda or on issues such us

creforms in msurance industry. legislaton on paents or

accelerating investment in infrastructure. then India as
country runs the risk of having wasted another year. See: The
Fund’s filing with the SEC, namely,
0001047469-99-008656.tx1.

44. It was indeed claimed that the 1T sector on whom the
Indian stock marketis placing heavy emphasis has tutle o do
with the local ‘conditions. The Chict Investment Officer of
Jardine Fleming was reported to have said that "(h's fairly
obvious IT companies are different: they don't borrow from
local bunks. their customers are intermattonal and ther sakes
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don’t atall depend on what happens in India’. Similar was the
view attributed to HCL group head. According to him: (OQ)ur
future has little 1o do with the Indian market’.

ABBREVIATION
ADB Asian Development Bank
AMC  Asset Management Co.
AMF1  Association of Mutual Funds in India
BJP Bhartiya Janata Party
BSE Bombay Stock Exchange
FMCG  fast moving consumer goods
Fls Financial Institutions
FCCs  foreign-controlled companies
FCC Foreign Collaboration Company
FDI Foreign dircet investments
Flls Foreign Institutional Investors
FPI Foreign portfolio investments
FA fund advisers :
GDRs  Global/American Depository Receipts
GNP Gross National Product
DPAD  Indo-Duch Programme on Alternatives in
Development
1FC International Finance Corporation
FD investment funds
JFM Jardine Fleming International Management Inc.
NRIs Non-residential Indian
ODA  Official Developinent Assistance
PUC paid-up equity capital
FFC pension funds
PE price-carning
RBI Reserve Bank of India
SEB1  Securitics and Exchange Board of India
SEC Securities and Exchange Commission
TNCs  Transnational corporations
uTt Unit Trust of India
VSNL  Videsh 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 of assessing
the nature, causes and extent of their dependency. It tries to compute the states’ Fiscal Dependency
and 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 Dependency
Ratios reveal that there has been no perceptible change in the dependency of states on the cenire 1o
finance their needs during the past one and half decades. Among the non-special category states, the
backward states like, Bihar, Madhya Pradesh, Utiar Pradesh and Orissa continue to lag behind and
have higher dependence on the central assistance. Unless the central government diverts its capital
investments in to these backward states, the dependence of these states on central assistance would
continue. Similarly, states also need 1o take proper measures to attract foreign capital inflows by
creating suitable environment in the states, privatizing state-owned loss making units, increase in
the user charges of state provided public utilities. This would help them to step up the growih rates
(SDP) in the states and increase the internal resources in the forms of tax and non-tex revenues for
the states.

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

1. Introduction

The fiscal consolidation at the central gov-
ernment and the reduction of Fiscal Deficit had
beeninitiated in India as a part ofthe liberalisation
programme initiated in 1991. The federal issues
that have been unresolved in the ¢economy and
also some of the special structural features of the
nation need o be taken into account beforc
mplementing the IME-proposed model of fiscal
correction. The state government finances posc a
difficult problem to carry out smooth exercise of
fiscal consolidation. The general features of
Indian states” linances are: large deficits in pop-
ulous (and backward) states and poor revenue
colfection in some  states, the continuous
dependence of the special category states on
central funds (nearly 10 states and UTs) and the
regional disparities in terms ol per capita State
Domestic Product {rich and poor states), political

The paper is organisced in the following way:
Section II explains the method used to compute
the Fiscal Dependency Ratios (FDRs). and the
interpretation of the  FDRs and Fiscal Stress
Ratios (FSR). Scction 1 interprets the tables and
the computed FDRs and FSRs. and section 1V
draws conclusion.,

Il Method of Computing FDR ane FSR
TheReserve Bank of India hasbeen publishing

the data relating to various incasures of resource
gaps ol'both central and state governments. These

lobbying of states with that of central government

(political economy of {inances), ete. In spite of

the functioning of two Commissions, namely
Planning and Finance Commissions, to undertake
the exercise of recommending for allocation and
distribution of resources from centre to the states
and among the states (vertical and horizontal

pertain o revenue, capital and overall gaps. The
gaps are the Net Fiscal Deficits and the modes of
financing them, Primary Revenuc Balance and
own deficit both adjusted and unadjusted for the
statutory transfers. The Gross Fiscal Deficit
(GFD)indicates the total borrowing requirements
of the states. The GFD howewver. fails o highlight

SNV Siva Kwmar is a Rescarch Scholar in the Departinent of Economics. University o Hyderabad. Hvderabad. This

1s a part of the Ph.D. thesis to University ol Hyderabad.
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restrictions imposed by the Constitution on the
states and also the central assistance, which
imposes a ceiling on their cxpenditure.

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
about the states’ resource position. The GFD is
the difference between aggregate disbursements
net of debt repayments and recovery of loans,
revenue receipts and non-debt capital receipts.
The Net Fiscal Deficit (NFD) is the difference
hetween the GED less loans and advances. Net
Primary Delicit is computed as the differcnce
between the NED net of interestreceipts. The own
deficit of states s ol two types, viz., unadjusted
and adjusted for statutory transfers from the
centre.

Duc to the inherent weaknesses of some of the
cxisting mcasures-both conceptual as well as
practical (due to changing RBI" policics relating
o overdraft. pursuance of the Fiscal Stabilization
Programme as adviscd by the IMF), thereis anced
o add a few more measures. The present exercise
computes  additional  measures  like.  Basic
Resource Gaps, Fiscal Dependency and Fiscal
Stress Ratios of the stale governments in order to
assess the correct fiscal staws of the State gov-
crnments.'

The Basic Resource Gap (BRG) is a measure,
which indicates the estimation of the volume of
expenditure of the states subject Lo the sources of
finance. This measure is further extended into
three variants as BRGI. BRG2 and BRG3 by
including more components of re venue and other
receipts. That gives an idea about the dependency
ol a state on the centre. the RBI and other
institutions.” BRG 1 is the difference between the
total expenditure (revenue and capital) and total
ownresources (hoth tax and non-tax ), The BRG2
is computed as the difference between total
expenditure less (a) total own revenues (b)
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internal debt net of market loans (¢) provident
fund, reserve funds and deposits and other capital
receipts. The BRG3 is obtained as the difterence
between the total expenditure and (i) total own
revenue and states’ share in central taxes and
statutory grants from the centre (1i) imernal debt
net of market loans and (iii) provident lund and
reserve funds. deposits and other capital receipts.

Afier computing these resource gaps of states,
the next aspectis to find the financing of them by
the union government and other mstitutions. The
BRG] is financed by the states” share in central
taxes: total grants from centre (both statutory and
non-statutory), capital reccipts and Ways and
Mecans Advances (WMA) (in the ev post sense).
BRG2 is financed by the states’ share in central
taxcs, total grants from centre, market loans. loans
and advances from centre. The BRG3 is financed
by the non-statutory grants from centre. market
loans, the loans and advances from the centre.
Among these three measures, BRG3 has agreater
analytical importance, as all the four components
involved happen to be exogenous 1o a state. since
they are at the discretion of the cenure or are
largely influenced by the centre as the institutions
involved in financing the BRG3 happen w be
owned and managed by the central government.

The Fiscal Stress Ratio (FSR) is obtained as
the ratio of BRG3to BRGI. The State Domestic
Product is used in the analysis for computing the
FDRs.

The Fiscal Stress Ratio analysis carried out
here follows the work of Patnaik et al {1994, Pp.
315-367). However, there are two  distinct
improvements. First is to make a state-wise
analysis for major Indian states instead of all
states” dependency.  which  cnables one (o
understand the state-specific dependency and
problems. "The bifurcation of states into Special
and Non-special categories helps to observe the
relative dependency of cach group on centre and
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external funding. Sccond is that the present
analysis gives an insightinto the extent of regional
imbalances as an alternative (o SDP analysis.

The following variables are used
in the analysis.

RR = Revenue Receipts
OTAR = Own Tax Receipts
SCT = States” share in Central Taxes
ONTR = Own Non Tax Revenue
SGFC = Statutory Grants from Centre
NSGFC = Non-statutory Grants from Centre
RR = Revenue Receipts
RE = Revenue Expenditure
IPC = Interest Payments to Centre
MB = Market Borrowings
CR = Capital Reccipts
1D = Internal Debt
[LAC = Loans and Advances from Centre
RLA = Recovery of Loans and Advances
ML = Market Loans
PES = Provident Funds
RFD = Reserve Funds
OCR = Other Capital Receipts
TE = Total Expenditure
CD = Capital Disbursements
LAS = Loans and Advances by States
DID = Discharge of Internal Debt
RLC = Recovery of Loans to Centre
IP = Interest Payments
IR = Interest Receipts
GRARBI = Grants {from RBI
WMA = Ways and Means Advances
TR = Total Receipts
GFD = Gross Fiscal Deficit
NL = Net Lending
NIP = Net Interest Payments
PD = Primary Deficit
PD1 = Primary Deficit |
PD2 = Primary Deficit 2
NPD = Net Primary Deficit
PRB = Primary Revenue Balance
- NPSTRS = Non plan Statutory Transfcrs
ML = Markel Loans
NSTG = Non Statutory Grants
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= Other Capital receipts

Using different identitics the BRG L. 2, 3 are
computed. The FDR and FSR are then calculated.

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

BRG2  =(RE+CD) - [(OTAR+ONTR)
+(ID-ML)+(PFs+RFD+OCR)|

BRG3  =(RE+CD)-{(OTAR+ONTR+SCT
+SFGC)+(ID-ML)+(PFs '
+RFD+0OCR)|

FSR =BRG3/BRGI

FDR1 =BRGI/SDP

FDR2 =BRG2/SDP

FDR3 =BRG3/SDP

1. Imrerpretation of Compured Values

All states’ revenue receipts and revenue
cxpenditures have increased cnormously during
the period covering 1981-1991. While an insig-
nificant revenue surplus was obtained prior to
1985, the later period is marked by revenuc
deficits. The deficit started growing sharply alter
the mid 1990s. The states” own tax revenue as a
proportion of total receipts have risen during the
period; while there is no perceptible change in the
other variables. In case of grants, the statutory
grants have become insignifican and the non-
statutory grants have been forming bulk of the
grants transferred to the states.  In case of the
capital account. the states asa whole, had deficits

‘during the carly 1980s. Since then. their capital

receipts exceeded disbursements showing an
ever-increasing surplus. In case of the internal
debt of states, the market loans component has
been the most dominant source. which accounted
for about 65 per cent of the internal debt. For the
year 1987 the states” market foans accounted for
over 98 per cent of their internal debt. The capital
disbursements, as a percentage of total expendi-
ture, fell considerably from over 34 per cent
during 1981 (0 about 1 7 per cent by 1998,
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Table 1 gives the Fiscal Dependcncy Ratios
(FDRs), which are computed as the ratio of the
corresponding BRGs and the State Domestic
Product (SDP). FDRI
reliance on external sources of states’ financing.
FDR2 measurcs the extent of market borrowing

to finance the gap. FDR3 captures the extent of

non-statutory transfers on which the states would
rely after cxternal and market borrowings. The
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table indicates that FDR1 for 1982-83 for states
like Bihar, Orissa and Rajasthan are significanly
higher compared to others. The FDR2 and FDR 3
values, are lower than that of FDR | uniformly for
all states, which is expected. Butthescthree states
continuc to have relatively higher values, which
indicate the higher dependency. The fiscal stress
ratio, which is the ratio of BRG3 and BRG . 1sin
the range of 45.45 to0 79.63.

Table 1. State-Wise BRGs and FDRs for 1982-83

STATE BRG! BRG2 BRG3 FDR FDR2 FDR3 FSR
4 2) (3) ()] (5 (6) (7N ()
AP 895 863 502 9.22 6.43 1.61 56.09
BHR 1,487 1.393 871 18.99 11.60 3.82 857
GuUJ 955 917 706 1092 7.97 2.91 73.93
HAR 388 360 287 9.69 6.38 2.35 13.97
KAR 562 521 281 7.58 496 1.37 50.00
KER 473 401 215 10.15 6.23 1.77 45.45
MP. 1.029 917 545 13.31 823 2.08 52.96
MHR 1.381 1,300 878 7.56 4.90 1.52 63.58
ORS 935 895 679 2483 1508 7.03 72.62
PNJ 486 4386 387 8.37 5.8+ 231 79.63
RN 815 753 537 14.74 942 294 65.89
T.N. 1,120 1,062 705 12.70 776 2.50 62.95
U.pP. 2,207 2162 1,359 12.43 873 275 61.58 -

W.B. 1.303 1.269 889 12.21 8.02 280 68.23

Note: BRGs in rs cr and FDRs and FSR in percentages.
Source: RBI Bulletin, vartous issues.

Tables 2 consists of BRGs and FDRs for the
year 1985-86. A similar trend prevailed, with MP
and UP joining thc above three states showing a
higher dependence. The reduction in FDR3 is less

compared 1o the carlier year. Table 3 for the year
1990-91 reveals that FDRs for the states of Bihar.
Orissa, UP and Rajasthan posscss relatively
higher values implying a higher dependence.

Table 2. State-Wise BRGs and FDRs for 1985-86

STATE BRG1 BRG2 BRG3 FDRI FDR2 FDR3 FSR
th) (2) t3) 4 t5) (6) (7} (81
AP 1.707 1.648 1.353 12.29 12,29 10.09 79.26
BHR 2.264 2.090 1.190 17.41 17.41 991 52.56
(4193 1212 1.161 882 10.09 10.09 7.66 n7”n
HAR 561 505 417 8.95 ¥.95 139 7431
KAR 1.548 1.4%87 1.049 14.15 14.15 998 67.76
KER 1.217 1.097 879 17.04 17.04 13.66 72.23
M.P. 1.793 1.679 1100 15.08 15.08 9.88 61,35
MHR 2.404 2,335 2235 §.80 8.80 ¥42 9297
ORS 1.057 991 659 16.6Y 16.69 110 62,35
PN} 1.163 112 979 13.37 13.37 11.77 LARE]
RIN 1.320 1.236 911 16.12 16.12 1188 69.02
T.N. 1.585 1,526 996 1115 11.18 7.28 684
u.pP. 3.587 3484 2215 14.07 14.07 K94 61.75
W.RB. 1.809 1.769 960 118 11X 6.07 S.07

Note: BRGs s rs ¢r and FDRs and FSR in percentages.
Sowrce: RBI Bulletin, various issuces.
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Table 3. State-Wise BRGs and FDRs for 1990-91
STATE BRG! BRG2 BRG3 FDR1 FDR2 FDR3} EFSR
ih 2) 3 () ()} (6) (WAl (8)
AP 3,047 3.022 1.714 9.78 9.70 5.50 56.25
BHR 4310 4,009 2,139 18.88 17.56 9.37 49 .63
Gul 2672 2,586 2279 11.00 10.65 9.38 85.29
HAR 814 652 464 6.65 533 379 57.00
KAR 2,132 1980 1.315 10.36 9.62 6.39 61.68
KER 1.836 1.502 952 15.08 . 12.34 7.82 51.85
M.P. 3.341 3.038 1,949 12.59 1144 7.34 58.34
MHR 3.907 3,582 2,508 6.79 6.22 4.36 64.19
ORS 2,176 2,028 1,330 22.52 2099 13.76 61.12
PNJ 1.821 1,698 1,450 10.85 10,02 8.04 79.63
RIN 2,693 2481 1,592 14.73 1357 8.71 59.12
T.N. A2 2,848 1,831 11.02 10.11 6.50 59.03
u.pP. 8.366 7.800 5.238 16.90 15.76 10.58 62.61
W.B. 3,667 3418 2,309 11.55 1076 7.27 6297
Note: BRGs in rs or and FDRs and FSR in pereentages.

Source; RBI Bulletin, various issues.

1V. Conclusion

The calculated Fiscal Stress and Dependency
Ratios reveal that there has been no perceptible
change in the dependency of states on the centre
w finance their needs. Among the non-special
category states, the backward states like, Bihar,
Madhya Pradesh, Uttar Pradesh, Orissa continue
tolag behind and depend on the central assistance.
Unless the central government diverts its capital
investments into these backward states. the
dependence of these states on central assistance
continues. Similarly. states also necd to take
proper measures to atiract foreign capital inflows
by creating suitable environment in the states.
This would help them to step up the growth rates

(SDP)in them and increase the internal resources
in the forms of tax and non-tax revenues for the
states.

NOTES

1. See for detatled discussion of the deficits and ratios.
Patnaik et al {1994].
2. These include the RBI, LIC. HUDCO, cic.
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CORPORATE STATISTICS: THE MISSING NUMBERS

N. Shanta and J. Dennis Raja Kumar

This paper reviews the current status of Indian corporate statistics. It makes a critical eval-
uation of the various sources of data such as ASI, RBI, ICICI, IDBI, BSE, CMIE and DCA in ternms
of comprehensiveness, reliability and timeliness. In this process it identifies the gaps in the data and
gives suggestions for improvement tuking into account the increasing demand for data following
globalisation. It emphasizes the role of firm level / industiv-wise / state-wise / size-wise data on a

censis basis.
Introduction

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 are quite confusing and
wanting in severalrespects, Besides, statistics for
the corporale sector as suchdonotexist,' so much
$0, that much of the work on the corporate sector
has been 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 be changed partic-
ularly in the context of the growing significance
of the corporate sector in the economy.” It
thercfore scems relevant to make a critical
assessment of the database of the private corpo-
rate sector with particular reference 10 its com-
prehensiveness and usefulness so that the gaps in
the data can be identified. What is the nature of
the data available? What are its problems? How
can they be improved to make them more useful?
This paper addresses these issues.

We conline ourselves (0 the non-government
non-financial private corporate scctor. In this
category. we include public limited companies
private limited companies, foreign controlled
rupee companics, and branches of foreign com-

H 3 NS
panies.” The survey of different sources of data
lor these sub-sectors of the private corporate

scetor 15 conlined to the important sources of

published data.

This paper is divided into three scctions.
Section | deals with the major sources of data and
identifies the gaps in them. Secction 2 outlines
how these data sources have been used. Section
3 gives suggestions for improving the database.

SECTION |

Mujor Sources of Data:

The corporate scetor can be analysed at, {irm
level. size-wise, industry level. aggregate level
and state-wise. The study of significant issues at
cach of these levels requires detailed data. The
main published sources of data for analysing the
private corporate sector arc the daia published by
1. Central Statistical Organisation (CSQ),

2.  Reserve Bank of India (RB1),

3. Industrial Credit and Investment Corpora-
tion of India (ICICI), '

4. Industrial Development Bank of
(IDBI),

5. Bombay Stock Exchange (BSE),

6. Centre for Monitoring Indian Economy
(CMIE), and

7. Department ol Company Affairs (DCA).

India

The level ol aggregation, the variables for
which information are given, and the period for
which it is available varies across these sources.

Central Statistical Organisation:

At the outsel, it must be mentioned that most
of the databases of the private corporate sector are
in the form of financial statcments and give data
only in value terms.  This in turn has determined

N. Shantais Associate Fellow, and J. Pennis Raja Kumar is Research Scholarin Centre for Development Studies. Prasanth

Naugar, Ulloor, Thiruvananthapuram. 695 Of 1.
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the type of studies undertaken in this area. Per-
haps, the oldest data relating to private corporate
scctor was an cxception to this, The oldest data
source on the private corporate scctor was pub-
lished in Census of Manfacturing Industries

(CMI). The CMI gave information by type of

ownership at the aggregate level, that is, for the
entire manufacturing sector for the years 1951 to
1958.  Variables for which information was
available included productive capital, persons
employed, salarics. wages and bencfits 10
cmployees, gross output, materials consumed,
and value added. Since 1954, this information
was given at the industry level. This was, how-
ever. available only up to the year 1958. One
major drawback of (his data source was that it did
not distinguish between government and non-
government companies. It also did not distin-
guish between workers and salaried-class. The
Annual Survey of Industries (AS]) replaced CMI
in 1959 and brought changes in the format and
coverage. These changes were useful in several
ways but aflceted corporate statistics adversely.
To be explicit, the provision of information by
type of ownership ceased to be published and,
thereby, a major source of information to analyse
corporate sector ceased to exist.

To a certain extent, this was compensated by
the publishing of the document titled, Summary
Results for the Factory Sector. 1t gives infor-
mation by type of ownership and organisation
since  1973-74. The information provided
includes the number of factorics, fixed capital,
productive capital. invested capital  (since
1980-81), workers (stnce 1979-80), cmiployces.
wages Lo workers (since 1979-80), total emolu-
ments, total input (since 1978-79), gross output,
depreciation (since 1979-80), net value added,
rent paid (since 1993-94) and interest paid (since
1993-94). The major problem with this source
of datais that itdocs not directly give information
on the private corporate sectoras such. Estimates
for private corporate scctor have to be prepared
by combining information given by type of
organisation and by type of ownership [Appendix
1. This is fraught with number of difficulties
{Shanta, 1994a, Pp. 1,874-76]. In particular, the
results could be overestimates or underestimates
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depending upon the mcthod used for arriving at
the estimates.  Another problem with the use of
this dala is that the details of each are not made
explicit.  For instance, since 1988-89 some
changes have been made in the presentation of the
data. A separate category. namely, Joint Family
{Hindu Undivided Family| has been separately
enlisted. No mention iy made. however, as (o
where this category had been included hitherto.
This makes comparability over time difficult
Again, ncither industry-wise nor - state-wise
analysis is possible with this data source.

Reserve Baunk of India [ RBI].

Another source of data for aggregate analysis
is the data published by the RBL It is also the
most commonly used source of diitia for corporate
analysis.” Data published by RBI is cssentially
sample data. The RBI provides data on company
finances consistently from 1950-51 onwards. It
is essentially based on the financial staterments of
companics, that is, Balance sheets and Profit and
Loss accounts and. therefore, gives information
only in value terms. It provides information for
the various sub-scctors of the corporate sector
such as Medium and Large Public Limited
Companics, Large Public Limited Companies
(from 1965-66)." Small Public Limited Com-
panies, Medium and Large Private Limited
Companies (from 1955-56), Small Private
Limited Companies.” Foreign Controlled Rupee
Companics and Branches of Forcign Companies,”
and Financial Performance of Private Corporate
Business (from 1993-94)'¢

Data was provided on a quinquennial basis
until 1980-81."" since then itis provided for three
years. From the financial year 1982-83 |RB/
Bulletin, 1987], the survey of Medium and Large
Public Limited Companies and that of small
companies were merged and was published under
the title *Finances of Public Limited Companies”.
Soalso is the case with private limited companies.
Although the specificity of companies included
in the sample and the changes in them over time
are not clearly known: " this datais useful for time
scries studies based on ratio analysis. Aggregate
time series analysis can be carried out aller
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blowing up. The RBI aiso gives industry-wise'”
and size-wisc data."* Public and Private Limited
Companies are classified under six broad industry
groups.”” Data are also available at a more
disaggregated level of industry classification for
Public Limited Companies, but not for Private
Limited Companies. Size-wisc or industry-wise
datais available with RBI but not published.

Since RBI data source is essentially based on
sample data, estimation is involved for studying
'~ the whole 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 variable becomes very important. The DCA
provides aggregate data with respect to number
ol companies and paid-up capital for public and
private limited companies.”® By suitably adjus-
ting for government and financial companies, it
is possible 10 work out the aggregate paid up
capital for non-government non-{inancial 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 follows: first work out a blow up factor, which
is the ratio of total paid up capital of all companies
to paid up capital of sample companies. And then
multiply the variables with this factor to arrive at
aggregate figurc."” For cxample,

GFA, = GFA * |PUC,/PUC;] or
GFA, = |GFAJPUC,} * PUC;

Where

GFA = Gross (ixed assets of total population
GFA = Gross fixed assets ol the sample
PUC; = Paid up capital of total population
PUC, = Paid up capital of the sample
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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.'® Coverage for this set of companies is
in terms of net assets.

As industry-wise total paid up capilal is
available, itis possible to blow up the sample data
at the level ol major industry groups. This will
take care of the inter-industry differences, while
building cstimates for the corporate sector as a
wholc."” This process can be expressed in a
formula as follows:

1]
GFA, = ¥ GFA,(PUC

=1

/PUC, )

piv S

Where
GFA; =Gross fixed assets " industry in i ycar:

«th

PUC,, = Total paid up capital of j" industry ini"
year;

PUC,;, = Sample paid up capital of i industry in
i" 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 coverage™ for
the sample as a whole, it does not give such
information for industry-groups or size-classes.
This precludes any sectoral and structural anal-
ysis at the aggregate level. Alternate sources like
the DCA and CCl tmay perhaps be used for
arriving at blow up factor but they have their
limitations. :

Shanta [1991] had evolved an alternatc to the
blow up method. She proposed a method of
estimation by taking the ratio of the variable to be
estimated of newer companics (nomally
enlarged samples) Lo the older samples of over-
lapping year and multiplying it with the corre-
sponding variable of previous years of the sample
period.”’ After a series is constructed using this
procedure. she linked il tothe actual value of each
variable for all companies availuble from RBI
census data.”? This method though overcomes the
limitation of using paid up capital, as a blow up
factor for all variables, is dependemt on the
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 cvery 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 rellect the magnitudes involved. It also
precludes one from making a comparison of the
relative position of the private corporate sector
vis-a-vis other sectors of the economy. We have
already cxplained the problems involved in
building estimates for the whole. Secondly, the
source ol 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 scientific sampling [DCA, 1998] but caused
delay in the publication of results of the study at
least by three years.™ Data is also published for
different subsectors at different times, which
implies more delay for aggregate analysis.

ICICI und I1DBI:

The Industrial Credit and Investment Corpo-
ration of India (ICICI) brings out an annual series
tiled Financial performance of companies:
ICICI portfolio”® . The companies covered are
essentially those on its portfolio. The first of this
scries began for 1970-71 covering 543 companies
including both public and private limited com-
panies. Since 1976-77, only public limited
companics are covered. The samples are
distributed 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 asscts were the basis for size-wise classi-
fication.”® The state wise classification is based
on the location of units.”’

The Industrial Development Bank of India
(IDBI) also compiles accounts of its client com-

panies in an annual volume titled Performance of

IDBI assisted companies in private sector. Like
ICICI, only those companies on its portfolio form
its sample. These companies are public limited
companies including joint sector companies
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directly assisted by IDBL™ 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 similaritics in
terms of nature of information furnished, 1CICI
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. whichis not
availableelsewhere, is very uscful but the manner
in which the data are given. docs not allow oneto
use them fruitfully. Further, ICICI gives the
coverage of their sample, but it is not given for
all years. Abigger problem is encountered when
one tries to make use of the information on
employment. The data are collected for a sub-
sample, part of, which is included in the larger
ICICI sample, but not the whole.”” For some
years, information on thesc companics, which
form part of the larger ICICI sample, arc given
separately, so that onc could again make
approximation to the larger sample and subse-
quently to the whole. Buteven 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 variable
for this sample of companies that can be linked
lo other available information for the corporate
sector is available,

Besides, the coverage of these two sets of dala
is limited since it relates to only those companies
that have borrowed from them. Itis 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 aggre gates only if appropriate blow
up factors are available and, hence, more suited
for ratio analysis.

Bombay Stock Exchange {BSE]:
In contrast to CMI/AS1, RBI, ICICI and IDBI

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 Official Direc-
torv. Every issue contains data for 10 financial
years. 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
objectives 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.

Centre for Monitoring Indian Economy [CMIE]:

The CMIE’s provision of corporate statistics
is larger in scope. It gives financial statistics and
market shares. The publications of CMIE rele-
vantfor corporate analysis are Key financial data
on larger business units, Trends in company
Sinance: industry aggregate, Statistical profile of
500 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 ina volume entitled Key financial 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
imports. Besides, it also gives particulars such as
name of the company and ownership, the major
products of the company including their installed
capacity and production,” the location of plants,
the major projects on hand, and, board of direc-
tors. InJanuary 1993, information was presented
scparately for top 500 giants covering five
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financial years (1985-86 to 1989-90) and other
companics numbering 1986 covering three years
(1987-88 to 1989-90). In January 1994, they
brought out a separatec volume titled Sratistical
profile of 500 private corporate giants, covering
companies in the private sector only for five years
(1988-89 t0 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 finance: aggregate results.
presenting results for five financial years. The
data was culled out from Kev financic! data of
larger business units. Initiaily they covered 48
industry groups, which was later on expanded to
include 60 groups.” Aggregate results were
presented for different types of ownership.*!
Selection of companies was based on the criteria
that more than half of their sales/income was
derived from mining and manufactured products.
Since November 1992, only companies in privatc
sector were covered under the title, Company
industry  aggregates. This serics
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 outunder 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 covercight ycars
and provide statistics, mostly in the form of ratios
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 set 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
datasource, itis possible to gainalot of qualitative
understanding of a firm regarding the movements
of its share prices, press releases. reports of 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 analysisisalso
possible. As PROWESS is the most currently
diffused data set, some of the anomalies are being
pointed out here to caution the users.

For instance, the R&D expenditures of firms
in PROWESS (updated up to 06-()4/99) are col-
lected from the report of board of directors of
respective companies. The R&D of TELCO are
reported 0 in the PROWESS. The company,
however, had R&D of Rs 68 crore for the financial
year 1994-95.% Studies using R&D figure, as
reported by PROWESS, would not consider
TELCO for analysis because its R&D expendi-
ture is reported to be 0. Given its importance in
the segment of transport equipment,” results
obtained using samples, whichexcludes 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 0. This has not only 50
per cent foreign participation but also an impor-
ant playcr in the segment of passenger cars and
jeeps.™ The foreign participation 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
cxpected 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 of the data set but definitions
of variables. And also, it is suggested that the
conclusion be generalised along with the caveats
wherever necessary.

Finally, all these data seis based on financial
statements of companies, wherein the variables
are cxpressed in value terms, have certain lim-
ilations in common. While particulars of income
and expenditure are at current prices, assets are
reported at their historical prices and do not reflect
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the current value of the assets. This requires
revaluing of assets, if they have to be related to
any variable that is being expressed in current
value. Balance Sheet information pertains to a
particular point of time of a particular year (ic..
March 31) and is subject to window dressing.
Again, financial statements are prepared based on
Generally Accepted Accounting  Principles
(GAAP), conventions and some personal judge-
ments. Users should be aware of the items liable
to window dressing. Some of these items are
inventories, trade credit, depreciation, intangible
assets, and provisions. Methods used. while
preparing financial statements. for valuing
inventories, calculatingdepreciation etc. canhave
serious implications for fixed asscts. working
capital, and cost of production. profits. and rate
of return. These have to be borne in mind by the
users ol 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 (irms 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.

Department of Company Affairs (DCA):

The main sources of data published by DCA are

1. Directory of Joint Stock Companies pub-
lished annually, ,

2. Quinguennial Directory of Joint Stock
Companies,

3. Registration & Liquidation of Joint Stock
Companies in India published
annually,

4. Annual Report on the Working and Admin-
istration of Companies Act 1956, and

5. Company News and Notes published
monthly.

The Directory of Joint Stock Companies gives
information onimportant {inancial variables such
as paid up capital, rescrves and surplus, total
assets, net fixed 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
Jevel information, identification of companies is
possible. However, the utility of this information
is lost because it is arranged in the alphabetical
order of the 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
isalways welcome. Italso gives alistof branches
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,
1988]. This can take care of thc some of the
problems with the printed data.

The annual publication Registration & Lig-
uidation of Joint Stock Companies in India con-
lains complete list of companies registered and
liquidated during the respective {inancial 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-
panics which went into liquidation or whose
names were struck off under section 560 of the
Companies Act 1956 is also provided.

The Annunal Report gives very useful infor-
mation. Datarelatingtoregistration of companies
areprovided in terms of number of companies and
authorised capital. And. they are by region, b?l
public or private, activity-wise’” and size-wise.™
The main limitation of this data is that since
activily-wisc state-wisc registration of companies
is not available, one cannot distinguish between
financial and non-financial companies for state
level analysis. Although, the Statistical Abstract
published by CSO provides data on Joint Stock
Companiesnewly registered accordingto activity
and state,” it does not distinguish between gov-
ernment companies and non-government com-
panies. The Company News and Notes gives
registration of companies state-wise.

CORPORATE STATISTICS: THE MISSING NUMBERS

66/

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 datais 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 are other sources of data,
which give information on matters refating to the
private corporate sector. For example, the
Kothari’s Industrial Directory of Indiu [Kothari
Enterprises, 1996] is available since 1936 and
serves as a useful document to understand the
growth of the private corporate secior in a his-
lorical perspective. It gives the various rcgu-
lations promulgated from time to time with regard
to industry, company taxation, stock cxchanges,
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 scrve to supple-
ment firm-wise analysis based on other sources.

The Industrial Databook of Centre for
Industrial & Economic Research [1998] New
Delhi, provides information refating to installed
capacity, annual production, sales, equity. and
gross profitof a large number of individual firms.
Whilc this databook classifies firms according to
the industry group they belong to. it does not
distinguish between private and public sector
companies.

It is also possible to get information from
various chambers of commerce and industry and
trade associations. Forinstance, the ASSOCHAM
Parliamentary Digest published by Associated
Chambers of Commerce and Industry in India
{ASSOCHAM) is a vital source of information
about policy changes relatedtotrade, 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 (o a particular industry from the associ-
ations concerned and use them to supplement the
analysis based on other sources of data.*’ The
EPW Research Foundation, Mumbai collects
company data and periodically publishes them in
the Economic and Political Weekly [EPW
Research Foundation, 1988, Pp. 1,271-84]. 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].

SECTION2

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 private
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 scctor in India [Bardhan, 1984; Chan-
dra, 1991, Pp. 685-687; Majumdar, 1995, Pp.
M-25 -M-32: Shanta, 1991]. But, studics 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, import
intensity and export performance, and so on.*' Tt
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,
1994; Srivastava, 1996]. The ICICIand IDBIdata
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, 1994b).
The CMIE PROWESS data is currently widely
used more for firm level analysis to study issues
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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 hquidation 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 Company
News and Notes of DCA and are mostly authored
by Officials of DCA.

With liberalisation, Indian industrial sector is
likely to undergo structural changes. In this
context, issues which become important are
capital structure. investment behaviour, cost
structure, wage struclure (wages vis-d-vis mana-
gerial remuneration), R&D intensity. advertising
intensity, FDI. technology spillover. foreign
exchange earnings, import and export inlensity,
mergers, amalgamations, take-overs and acqui-
sition, profitability, competition, employment,
and so on. These issues can be studied separately
or in conjunction with one another. Choice of a
particular data source depends both on its suil-
ability to answer the questions analysed and on
its availability. Firm-wise data are often found
more used in this context. As it has already been
pointed out, the users have (o understand the
limitations of these types of data in drawing
generalised conclusions.

SECTION 3

Suggestions for improving the database:

Much more structural analysis of the private
corporatescctoris possible using these setsofduta
in isolation or in combination. This could be
gainfully and more easily achieved if the limita-
tions of the dataare overcome and the gaps filled.
In the light of this, we have the following
suggestions 0 make.

The AST’s statistics by type of ownership /
organisation could be made available industry-
wise and state-wise to facilitate state-wise and
industry-wise studies. The CSO could 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 RBIcould be published. Ascensus
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 revived, considering the importance of
this sub-sector under globalisation. Detailed
industry-wise datafor both foreign controlled and
branches of foreign companies are equally
important in this context.

In addition to the existing information, RBI
could give more information on employment,
man-days, and capacity utilisation, and distribu-
tionofsamples by state and year of incorporation,
We  understand  that these information are
available with RBI. In the wake of financial
liberalisation, it is important to make the sources
of funds as explicit as possible. It would be useful
to have institution-wise instruments-wise sources
of funds. Further. study of foreign assets and
liabilities and transactions in foreign currency of
Indian companics becomes cqually important 1o
analyse the performance of Indian companics
under globalisation. Attempts couldalso be made
to reduce the time lags involved in the publication
ol the RBI studics.

Some rare information on employment, man-
days worked, cte. is provided in ICICI, but only
for sub samples. It would be uscful to give blow
up factors clearly for all the samples and for the
sub samples inrelation to the large samples. This
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would improve the utility of the information
provided. The IDBI could also provide such
information of those companies assisted by them.

The BSE Official Directory gives data for
some companies relating to capacity, quantities
produced, shareholding pattern, business group to
which they belong to, and so on. Once this
information is made available uniformly and for
all 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
by some method in stead of the current practice
of putting "0s” 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, aclivily-wise by sizc and by
state. The size class of above Rs 1 crore could
further be divided into various sub-groups. This
would enable building up of aggregate estimates
based on other sources of data like 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 the
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 aspects. In
particular, mention may be made of the lack of
data on shareholding pattern, employment details
and firm estimates of revaluation of fixed assets.
It may be mentioned that divulgence of these
types of data nced not necessarily affect the
inter-firm competitive position. It is, therefore,
legitimate forarescarcher to feel thatfirmsshould
be willing to provide such micro level data, which
can be uvsed for analysing the corporate per-
formance, behaviour, ete. that will have policy
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implications for corporate development. The
authors would 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 com-
panies following a uniform method. Shetty
[1998b] had suggested constituting a Statistical
Authority of India. If constituting 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 rclating to
companies assisted by them.  Almost all
companies have a link with financial institutions
and, hence, obtaining information through these
institutions is possible. Once this method of
obtaining information is followed and codificd, it
would not only be possible to gather other-wise
rare information like employment, 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 corporate sector with impli-
cations for regional development assumes sig-
nificance. Attempt could be made to collect state
level information through State Level Financial
Corporations.

Summing Up:

In the context of liberalisation, study of the
private corporate sector has assumed signifi-
cance. This requires a sound databasc. Our
review showed that the different data sources
contain a variety of uscful information, although
sometimes  wanling in comprehensivencss,
timeliness and accuracy. A major lacuna is that
firm-wise data are not available in respect of
private limited companies, cxcepting with RBI.
To strengthen the utility of the private corporate
statistics on the whole, it is suggested 10 collect
asmuch information as possible both physical and
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financial, taking into consideration the new
requirements for information 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 information on foreign com-
panies and their activities. that is, industry-wise
information on foreign companies will be useful.
Giventhe extreme competition between states for
wooing foreign investment, state level informa-
tion on the corporate sector with implications for
regional development has also become very
important. In this context, it may he worthwhile
to constitutionalise collection of data under a
single agency. '

Appendix 1

Principal Chearacteristes by Type of Orgmnsarion isince
1988-89):

I Individual Proprictorship
2. Joint Family (HUF)
3. Pantnership
4. Public Limited Companics
§. Private Limited Companies
6. Government Department Enterprises
7. Public Corporations
Corporate Sector [4+5+6+7)
8. Co-operative Socicties
9. Others

Principal Characteristics by Type of Owuersiup {suee
1988-89): : .

I. Whotlly Central Government

2. Wholly Stte/local Government

3. Central and State/local Government Public Sector [ +2+3]
4. Joint Sector - Public

5. Joint Sector - Private Joint Sector [4+5)

6. Wholly Privaic

7. Unclassificd

Formar Obtainedby Combining Data by Type of Organisation
and Ownership:

1. Wholly Privaie
2. Individual Proprictorship
3. Pantnership
4. Co-operative Socicties
Private Corporate Sector [ 142+4344) ]
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NOTES

1. The data relating to savings and capital formation
published by Central Statistical Organization (CSO) in the
National Accounts Statistics is an exception.

2. While the data base relating to industrial statistics is, of
late. receiving special attention of several rescarchers |EPW
Research Foundation, 1998; Ghosh. 1998: Maulik, 1998;
Nagaraj. 1999, Pp. 350-55; Pradhan and Saluja. 1998, Pp.
1,263-70). little attention has been paid to data by the type of
industrial organization. particularly the private corporate
sector. Studies which did concentrare on the data base of the
corporate sector such as that of Barman [1998), Department
of Company Affairs [1998), and Shetty [1998a] have not
adequately brought out the limitations of the data or identificd
the gaps in the data.

3. The CSO. while providing information on savings and
capital formation by types of institutions. delines private
corporate sector fo include non-government financial and
non-fnancial public and private limited companies, and
cooperative institutions. While presenting #low of Funds
account. the RBI defines private corporate sector asconsisting
of the private corporate business scetor and the co-operative
non-credit societies,  The former includes non-government
non-financial public and private limited companices (including
torcign controlled rupee companies) registered under the
Indian Companies Act 1956. and branches of foreign com-
panics operating in India.  See, the Supplement to RBI
Bulletin, December 1988,

4. There were S types of ownership. namely. Individual
Proprictors. Pannership Firms, Private Limited Companies.
Public Limited Companies, and others.  Although CM1 uses
the ter "by type of ownership. it would be more appropriate
o use by type of Organization’.

5. The CSOuses RBI data for estimating capital formation
and savings of private corporate sector. The Flow of Funds
(FoF) account for private corporaie sector is also based on
RBIsample studies. The FoF account provides aggregate data
on the scetor-wise (including for the private corporate sector)
and instruments-wise sources and uscs of funds.

6. Large companies were those with paid up capital of
more than Rs 1 crore. First of this survey appeared in RBI
Bulletin October 197 1. covering the second half of 1965-66
10 1969-70),

7. Small companics were those with paid up capital of iess
than Rs 5 lukh. This survey was available for financial years
from 1956-57 (0 1975-76. ‘

8. This was available for financial years from 1963-64 to
1975-76 and covered companies with paid up capital of less
than Rs § fakh.

Y. Foreign Controlled Rupee Companics (FCRC) are
Indian joint stock companies which are subsidiaries of foreign
companies. These are companics in which 40 per centor more
of the cquity capital is held outside India in any one country
and companics in which a foreign company or its nominces
hold 25 per cent or more of the equity capital. This survey
excludes Banking, Insurance and Government companies.
These companies also form samples of the regular studies on
public and private timited companics. Branches of Foreign
Companics (BFCare thase not registered under the local law.
The statistics on FCRC and BFC uscd to appear together and
was available for financial years from 1957-58 10 1980-81.
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Since then, only the Finances of FCRC are published. With
the enforcement of FERA 1973, which required foreign
companies to convert themselves into rupee  companics
{Kumar. 1994]. number of BFC has reduced significantly and
this consequently affecied the coverage. May be because of
this. the RBI has stopped survey of BFC [see RBI Bulletin,
August 1984: p. 298], The last of the series of FCRC has
appeared for the year 1990-91, published in RBI Bulletin,
November 1994, The Latest study in this series is entitled
"Finances of FDI companies: 1993-94°. published in RBI
Bulletin, March 1999. Information on foreign investments
can be collected from the survey of *Indian Forcign Liabilities
and Assets’ as well. The last of this is available for the year
1994-95. published in RBI Bulletin, Apni 1998,

10. This scries is rather a new one, the first of which was
published in July 1995. The latest one is available for the
financial year 1997-98 published in January 1999, This article
is based on the abridged audited / unaudited financiaf resuits
of companics collected trom financial/news dailies and The
Stock  Exchange. Mumbai.  The study covers non-
governmental non-financial public limited companics. As
limited information is provided. this serics could be
considered as a guidepost.  This series 18 not discussed.

11. Unlike medivm and Lurge companics, studies onsmall
companies did not have a quinquennial series. They were for
WO years.

12. For instance, distribution of saanple according o year
of incorporation is not know nand, bouce, the age composition
of the sample cannot be gauged.

13. The industry-wise classification of sample companies
wis based on the Standard Industrial Classitication ot All
Economic Activitics as adopted by Governmen of India,
Accordingly a company with more than one activity s
classified under that industry from which it derived more than
half of its sales or main income aceording 1o the litest
information avatlable at the tme of its inclusion in the studics.,

14. The size wisc classification of sample companies was
based on their paid up capital and was available from the
accounting year 1959, Size-wise data is available only for
Public Limited Companics. A quinquennial senics following
size-wise classification based onnetasset 1savailable for some
years from the financial year 1965-66 [sec RBI. 1975].

The size classes of paid up capital consists of Rs S lakh to
Rs 10 lakh, Rs 10 lakh to Rs 25 lukbh. Rx 25 lakh 10 Rx 50
takh, Rs 50 lakh to Rs 1 crore, and Rs 1 crore and above,
Since 1970-71. some new size classes were added. They are
Rs 1 croreto Rs 2erore. Rs 2 croreto Ry § crore. Ry 5 crore
1o Rs 10 crore, Rs 10 crore to Rs 25 crore and Ry 25 crose
and above. '

15. They are ) Agriculture and allicd activities; 2) Mining
and quarrying: 3) Processing and manufaciure - foodstutfys,
textiies. tbacco. leather and products thereot: 4 Processing
and manufacture - metals, chemicals and products thereol. )
Processing and manufacture - not elsewhere classified: and 6)
Other industries.

For Small Public/Private Limited Companics, industry level
data is not available.

16. Controller of Capital Issues (CCH usedto turnish data
on the capital raised by private sector. Between DCA and
CC1, Rangarajan and Patel [1979. Pp. 153-164] rejected DCA
data in favor of CCl because they observed some amount of
inconsistencies of DCA with that of RBL. 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 RB1, 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 is
to take an adjusting factor which measures the difference 1n
the sample results for the common year in consecutive
surveys, that is, adjusting the sample data to larger samples
and ultimately blowing up to the total. She argues that since
sample size has been gradually increasing, if one starts with
a recent survey, then such exercise involves a series of
adjustinent beginning with the most recent overlapping years.
This adjustiment factor has to be obtained separately for each
variable and adjusted accordingly. This makes the whole
series comparable over time having adjusted for gradual
increase in sample size and having made use of data for
common years. Having adjusted the data and constructed a
series, she uses blow-up factor based on paid up capital to
artive at aggregate estimates.

20. The RBI gives its coverage in tening of paid up capital
bused on DCA’s figures, which is likely to change along with
DCA revision. Henee. care should be taken while comparing
RBIs claimy with the DCAs revised figures.

21, This method assumes that the variable of the enlarged
sumple change exactly in the same direction and af the same
rate as that of the older sample through the year t-4 101-1.

22.This method and the one suggested by Roy Choudhury
crucially depend upon a condition that the newer series needs

-10 be larger than the previous serics. Once this condition is

not satisficd, the numerator would be smaller than the
denominator and. thereby, smaller adjusting factor which
cventually deflates the serices.

23 The RBI has published Census of Public Limited
Companics for the account years 1970-71 and 1971-72.
1975-76. and 1980-81 and 1981-82. This was an extremely
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.

24, The latest study published in November 1998 covered
the financial year 1995-96. The latest survey of public limited
companies accounts for, in terms of paid up capital. 28.8 per
cent of all non-Government non-financial public linited
companies as at the end of March 1996 |RBI Bulletin,
November 1998]. This coverage used to be above 80 per cent
inthe inital years.

25. The other important publications of 1CICT include
“Capucity Utilization in the Private Corporate Sector’ and
Productivity in_Indian manufacturing: Private Corporate
Sector.

26. Till the 1982-83 series, the size class were as follows:
Rs 1 crore and below: Rs | crore to Rs 5 crore: Rs 5 crore
toRs J0crore: and Rs 10 crore and above. Since 1982-83,
these size classes were changed and remain as follows: Rs §
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crore and below; Rs Scrore to Rs 20 crore: Rs 20 crore w
Rs 50 crore; Rs 50 crore and above.

27. Inthe case of multi-plant firm. having plants in various
states, the state where a unit, having largest share in the total
turnover is located is treated as the state, where the company
belongs. For the service activities, the location of head office
isconsidered. State-wise data are not available since 1990-91.

28. Assistance includes scheimes for Project Finance, Soft
Loan, and the Technology Development Fund.

29. In the case of multi-product companics with plants
different states, the location of unit assisted is taken into
consideration and in casc more than onc unil 1s assisted. the
location of the unit having largest share of assistance 15 taken
into account.

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

31. The engincering concept of capacity utilization, that
15, production to installed capacity. can. thus. be worked out
at the firm level.

32, 1f a product contributes more than half ol the com-
pany’s gross sales, it is clubbed into the mdustry group (o
which the product belongs. Those comipanies that could not
be classified were grouped under acategory called * divers: fied
groups’. ‘

33. Two broad classifications include public sector and
private sector. The latter is divided into Indian and Forcign.
The Indian private scctor is further divided into large houses
and other companies.

34. See Department of Science and Technology, 1996, p.
SN

35. During the year 1994-93_ TELCO's market share was
1 per cent in medium and heavy commercial vehicle, 59 per
centin light commercial vehicle, and 10 per cent in passenger
cars {CMIE. 1998. Pp, 455-457]

36. During the period between 1991-92 and [996-97.
Maruti Udyod Linited accounted tor67 94 per centtCV was
02 of market share in passenger car and 13 1 per cent (CV
was 28) in jeeps [CMIE. 1998, Pp. 458-460].

37. The major activity groups are: 1) Agriculture and
Allied Activitics: 2) Mining & Quarrying; 3) Manufacturing:
Ja) Foodstufts, Textiles, Wood Products, Leather and Prod- .
ucts thereof: 3b) Metals and Chemicals and Products thereof
and Muachinery and Equipment; 3¢) Electricity. Gas and
Water: 4) Construction: 5) Wholesale and Retail Trade and
Restaurants and Hotels: 6) Transport, Storage and Comimu-
nication: 7) Finance. Insurance, Real Estate and Business
Services: 8) Community. Social and Personal Services,

Wholesale and Retail Trade and Restaurants and Hotels
included finance until 1989-90 since when ths was clubbed
with Finance. Insurance. Real Eqate and Business Services

38. Thesize classes are: 1) Below Rs 1 lukh: 2) Rs | fakh
to under Rs 3 lukh; 3) Rs 5 lakhto under Rs 10 fukh: 4) Rs
10 lakh to under Rs 25 fakh: 5) Rs 25 lakh to under Rs 50
lakh: 6) Rs 50 lakh tounder Rs 1 crore; and. 7) Rs | crore
and above,

39. The information was based on the returns recerved
from Registrars of Joint Stock Companics.
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40. Addresses of these associations are available in
Kothant s Industrial Directory of India [Kothari Enterprises,
19961

41. Sce. Anand. 1995: CSO: Krishnamurthy and Sastry,
1975: Mani, 1991. Pp. 1.693-96; Misra, 1989: Raja Kumnar,
1995, Pp. 647-60; RBI: Rangarajan and Patel, 1979, Pp.
153-64; Roy Choudhury, 1996 Shanta, 1991; Sharma, 1991,
Pp. 59-109. Siddharthan, 1989, Pp. 103-11: Subrahmanian,
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

[Extracts from this report, partly from the summary of chapters given in chupter X1l of the report

and partly from the text, are reproduced below |

CHAPTER L
HISTORY AND PRESENT POSITION OF
THE STOCK MARKET (SUMMARY)

Although the [irst stock exchange in India was
started in 1877, only three cities in India had stock
cxchanges in 1933, Since then Progress has been
rapid. especially during World War I1; today eight
cities in Br. India have exchanges (and two in
Indian States). and the number of stock exchanges
in Br. Indiais 18, with atotal membership ofabout
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 therc is a strange medley of stock
cxchanges, street markets and independent firms
all competing with one another for trade in the
same securitics - a siwation which cannot arise
and will not be tolerated in any civilised country
today. Noris cach city confining itselfto one stock
exchange, as is the recognised custom in Europe
and Amcrica; in two Indian cities there are as
many as three or four stock exchanges working
in the same street or mohulla, trading in the same
sccuritics and competing with one another.
Another undesirable feature is that several of the
stock exchanges permit trade not only in stock but
alsoin bullion and commodities, thereby crealing
serious complications (Paras 25 1o 46).

CHAPTER 1L
CONSTITUTION AND MANAGEMENT OF
STOCK EXCHANGES (SUMMARY)

Stock exchanges in India are either unincor-
porated, private registered associations (as in
Bombay and Abmedabad) or, joint stock
companies (like the Calcutta Stock Exchange).
While the membership of the former is acquired
by the purchase of a card, the holding of a sharc
is cssential for the membership of the latter. The
liability of most of the company exchanges is
limited by shares; of two by guarantee. There are
certain peculiar {eaturey attaching to the shares of
the stock exchange covz;npanies (Paras 3-8).

Although some of the member-firms 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 are ill-equipped for discharging the
heavy responsibility falling on them as brokers,
andasinvestment advisers of the public (Para 17).

Members of Indian stock cxchanges arc not
divided into brokers and jobbers. and cfforts in
the past to raise up a class of jobbers have not
succeeded (Paras 21-23).

Some of the members on the Bombay Stock
Exchange do tarawani work; their business is of
parasitical nature and causcs €xcessive specu-
lation (Para 24).

The speculative practices of remisicrs or
*hall-commission’ men have also brought the
stock market into disrepute (Para 26).

“The managing boards of stock exchanges are
elected once a year from amiong the members of
the general body. On the Calcutta Stock Exchange
scparate seats are sct apart for Europeans, Mar-
waris, Bengalees, ete. There is no outside repre-
sentation on the governing boards ol stock
exchanges (except Hyderabad Stock Exchange)
(Paras 27 and 28).

Complicated problems have arisen in con-
nection with the management of company stock
exchanges, due chiefly Lo the directorate of the
company being also managing board of the stock
exchanges (Paras 29 and 30).

Only two stock exchanges in India have well
defined and fully writien rules approved by a

" Government. Others have rules drawn up by the

dircctorate of joint stock companics. There are yet
other exchanges with partly written and partly
unwritten rufes. Outside markets work entirely
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 t0 be traded in are decided by the
governing boards (Paras 38-41).

CHAPTER 111,
THE SECURITIES, THEIR NUMBER,
VALUE AND DISTREBUTION (SUMMARY}

The data available regarding Indian securitics
are inadequate. as no organised effort has been
made to collect and collate them systematically
(Paras | and 2).

The public sccurities 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 loans, Indian State loans, elc.
(Para 4).

Of the 14.859 companies working in March,
1945, with a paid-up capital of Rs 388.97 crore,
only issues (ordinary, preference cte.) of about
1,125 companies are listed 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,
7851 were trading and manufacturing com-
panies, 2,434 were banks, 1,253 were mills and
presses, 8§96 were transports, 701 plantations and
518 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
but 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
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of banks and railway companies. issue of pref-
erence shares is very rare. Deferred shares, known
alsoas founders’ shares, receive no dividend until
preference and ordinary shares have been paid
their prescribed respective dividends. In India, as
will be shown in a later chapter. deferred shares
have lately been used to give too disproportionalc
a voting power to promoters or founders of
companies or underwriters.

9. Of a different category arc bonds and
debentures. which are creditorship securities.
When a specific propenty is mortgaged for a toan
the security is termed “bond’ while if the security
of the loan depends on the general credit of the
issuing company it is called *debenture’. Bonds
are very common in the U.S.A. In India deben-
tures are more used, but even these are not very
popular.

Information on listed companics on stock
exchanges was available for 969 out of the 1957
companics listed.

The total number of issues listed on the New
York Stock Exchange at the ecndof February 1947
was only 1,343 (less than that on Indian stock
exchanges), the total number of shares came to
1986 million and their total market valuc 68,839
million dollars (about Rs 20,700 crore). The total
market value of all listed shares in India came to
only Rs 971 crore in March 1947,

On the Calcutta Stock Exchange are listed 864
issues (of which 647 arc ordinary issues) ot 629
companies. [nrecent years increase has been seen
chiefly in regard to sugar mills, electrical com-
panies, miscellaneous, etc. (Paras 13 and 14).

Since the outbreak of World War 11, security
prices haverisen about four times, the highestrise
being in cotton textiles shares, jute shares engi-
neering shares, coal shares and chemical shares.

The aggregate values of sccurities, which
stood at 55 per cent above par value at the
outbreak of war rose 10 436 per cent above par
values in the middic of 1946, but have since fallen
greatly (Paras 16-19).
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Itis not possible to state how the ownership of
securitics 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
come to own securities lately. but no accurate data
can be gathered regarding this (Para 21).

CHAPTER 1V,
OPERATION OF THE SECURITY MARKET

While the stock exchanges of Calcutta (except
one), Lahore (5), Nagpur and Delhi confine
themselves to cash dealings, cxchanges in
Bombay, Ahmedabad, Madras and Cawnpore
and one company exchange in Calcutta permit
both cash and forward dealings. The curb markets
generally follow the system in the nearby stock
exchange (Paras 3-9).

The Operation of Cash Dealings

12. As has alrcady been shown, all stock
exchanges in India as also the outside markets
provide for cash dealings. The rules of the orga-
nised exchanges require that the settlement of
cash transactions should be dome by delivery of
serips and payment ol price within a specified
short pertod. 1l 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 cxchange and even on the samc
exchange the practice differs according to the
class of securities.

The Operation of Forward Dealings

18. Briefly the operation of forward transac-
tions 15 as follows:- When the dealings are *for
the account’ the contracts are to be fulfilled only
on the scttling day for which they are made. The
sctilement may be done either by delivery 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 budlied by mutual agreement to the subsequent
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settlement. Sciilement days lor a ycar are pre-
scribed, and fixed sufficiently apart to provide a
long period. The long period is a vital facility for
a future markct. In the long period, the price may
fluctuate and a dealer can take advantage 1o match
acontract for purchase or sale.by a corresponding
contract for a resale or repurchase. either to make
a profit or to cut his loss. Therelore. these trans-
actions are called ‘time bargains’. Among the
members the closing of the deal. through the
clearing houses, can only be done at the scttle-
ment, But in dealings between a member and his:
client closing can be done betore the scutlement
onthcexchange. withaview o reducing thedebit,
balance. It is these three facilities. namely, the
long period. scttlement by differencing. and
budla, which lure people to indulge in cxcessive
and unhealthy speculation,

(i) Contracts

20. Contract plays a prominent part in sceurity
transactions. cspecially in the speculative trade.
As the losing partics arc likely to dodge the
fulfilment of transactions, it is necessary (0 render
the agreement for transaction or bidding valid and
bonafide, conlernng claims or rights on both
partics. Besides, any control of speculation has to
start with a coatrol of contracts.

21. On organised exchanges, the firststep in a
transaction, whether purchase or sale, is the
contract between the partics concerned. No
transaction can be recognised by an exchange
without a contract in the prescribed form. This s
cssential 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 of the transactions and should
be duly stamped in accordance with the Law of
Contract. A contract note given by a member-
broker 10 a non-member clientis always 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 somc 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 position of the member safer than that
of the client. There are 4 forms of contract, either
prescribed by rules or adopted by usages: (i)
contracts for settlement issued by members acting
for constituents as brokers; (ii) contracts for
- scitiement issued by members acting with con-
stituents as principals; (i) ready delivery con-
tracts, members acting as brokers; and (iv) ready
delivery contracts, members acting as principals.
In the tauer three cases, whether between mem-
bers or between members and non-members,
brokcrage. an important factor adding to the price.
is never scparately mentioned. Thus a knowledge
of the brokerage added to the price, is denied to
the public. as well as the authorities of the
exchanges. Yet. such contracts are found ofli-
cially prescribed even by exchanges whose rules
are approved by a Provincial Government. In
practice.  contract  between  members,  on
cxchanges, whether by usages or by rules (as in
Madras), arc always donce as principals. Besides,
contracts in genuine form arc never passed
between members. ‘Memos’ or "notes’ are sub-
stituted for formal contracts and the practice is
recognised by every exchange. Such methods are
adopted only (o circumvent the rules regarding

contract stamps. Concerned about the loss of

revenue, the Bombay Goverament issued a
notificationdirecting that even the memos should
be stamped ad valorem in accordance with the
Contracts Act. But. the action does not appear (o
have been successful. As matters stand. genuine
contracts duly stamped, are being passed only
between members and their clients outside the
stockexchange. Nevertheless. on two recognised
stock exchunges 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 doubtful if this
service was rendered fully after the promulgation
of D 1. Rule 94C. Thus almost all the transactions
belween members on stock exchanges and the
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entirc volume of transaction on the curbs, are
being done withoul proper contracts duly
stamped.

(ii) Settlement and Clearance

23. Contracts, whether for cash or for the
account, are fulfilled through settlement. The
mode of settlement has an important bearing on
the regulation of stock dealings. Settlement
within time limits is essential 1o prevent accu-
mulation of liabilities of dealers. If liabilitics are
allowedtoaccumulate dealers may find it difficult
to discharge them later and thus may lead the
marketto acrisis. Settlementisto be made in some
exchanges according to written rules. and in
others according 1o rules and usages. In curb
exchanges and unorganised share bazaars, there
are only a few unwritten rules for this purpose.
We have seen that the contracts between members
and non-member clients are subject to the rules
or usages of the exchange to which the former are
attached. Hence the settlement between them too
ought to be done according to the practice on the
exchanges.

24, The way of settlement and the facilitics
afforded for the purpose are the most important
factors which regulate the speculative activities
ofthe members as well as the public. Forcxample,
if members arc to take or make delivery ina short
period of all their purchases or sales, large funds
will be required and this may deter them: from
doing too many transactions. Whereas, if they are
allowed to settle the bargains by some device.
without taking or making delivery or full pay-
ment, it will encourage them to do cxcessive
speculation. Similarly, if compromise between
defaulters and creditors is permitted it is bound to
encourage much undesirable speculation.

25. The arrangements and the procedure for
scttlement arc found to vary among the
exchanges. On some exchanges like the Native
Stock and Share Brokers™ Association, transac-
tions in some securities are to be settled through
the agency of the exchange. while therest 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 arc settled
through the agency, the rest are fulfilied inde-
pendently of the machinery and knowledge of the
cxchange. Onothers like thatof Madras, the entire
settlement is done independently of the machin-
ery and knowledge of the exchanges. In the fatter
two cases. an exchange is only to intervene and
enforce remedial measures inaccordance with the
rules of delivery and payment when failure is
reported. Where the transactions arc settled
through the agency, the exchange has provided a
clearinghousc. Of the 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 Calcutta stock Exchange had made
arrangements [or clearing 4 or S securities from
1944 December, but this arrangement was dis-
continued in 1946. Even on the three exchanges,
“clearing is limited 10 a very few active counters
as shown in para 9. Clearing arrangements in
‘Calcutta have since been discontinued.

As the mode of scttlement 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
parues 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 or take delivery, the
securities will be bought-in or sold-out in the open
markel by the Secretary of the Exchange and the
loss will be realised. In stock exchanges served
by clearing houses, the securities in the cash list
arc divided into 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.c., securities

-which are ¢leared, members are to 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 "clearing day’ members are to
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deliver scrips for the balance sale, alter crossing
out purchases and sales, along with the payment
for the debit balance, if any, in the account. On
the day after the clearance day. securitics will be
delivered to the purchasing members by the
clearing housc and payment to the selling mem-
bers will be credited to their accounts, I any
member is found 10 fail cither to make or take
delivery, the securitics will be bought-in or
sold-out against hint. as the casc may be, in the
open market by the seeretary ol 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 Bombay and Ahe-
medabad Exchanges in the scttlement of contracts
regarding cleared sccuritics. A delivery rate for
each security will be fixed by the exchange on the
clearance day; and members arc permitted 10
settle their conwracts by the adjustment of
accounts and payment of differences in prices.
Thus, it has been made possible to clfect settle-
ments without the delivery of serips and full
payment of prices.

27. The settlement of contracts in the casc of
non-cleared securities is elfected through a pro-
cess of *hand delivery”, i.c., between the members
themselves without the intervention of the
clearing house. In the recognised exchuanges of
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 are to be
delivered to the purchasers in the settling roomof
the exchange in the presence of an officer of the
exchange. If any purchaser is absent or found to
refuse acceptance, the officer is to endorse such
tickets. Similarly, if any sclier is absent or found
torefuse the delivery of the tickets. the buycer may
get the ‘memo’ from the former endorsed by the
officer. In case of absence of either party, the
seller is permitted 1o deliver the tickets 1o the
purchaser’s office later. In the case of refusal
cither of delivery or of an acceptance, the sceu-
rities will be bought-in or-sold-out, as the case
may be, in accordance with the rules of delivery
and payment. Similarly, on the settlement day ., the



VOL. 11 NO. 4

delivery of shares with transfer forms and pay-
ments are to be made in the settling room where
an olficer will be present. If any failure cither to
delivery orto acceptis reported, the securities will
be bought-m or sold-out as the case may be in
accordance with the Rules. Thus the settlement
comes into the knowledge of the exchange.

28.On the Caleutta Stock Exchange, however,
the settlement of contracts in the case of non-
cleared sccurities 1s not done under the supervi-
sion of the exchange: nor does it come to the
knowledge of the exchange. Selling members are
tosettle their ransactions by delivering the scrips
to the purchasing members’ offices against pay-
ment. Only if a failure is reported, is the exchange
10 intervene  with  remedial  measures  in
accordance with the rules. As already mentioned,
the usual practice 15 to deliver the securities on
the 3rd day; and yet, the delivery on the 3rd day
cannot be insisted on as, the contracts contain a
cluuse. "that delivery shall be made onor after the
-2nd day". The time that can be extended af'ter the
2nd day has not been specifically defined. In
practice. however. as in the case of clecared
sceuritics. members are found to wait for the
delivery for a week. In case of failure either to
deliver or aceept the securities even after a week,
the matter may be reported to the exchange for
remedial action. But even for such complaints or
reports for remedial action, no time limit is found
cither in the rules or in the practice of the
cxchange. Many instances have been noticed

where the exchange has accepted complaints or .

reports for remedial action weeks after the dates
of contracts (Many such cases are said 1o be
pending in the Calcutta High Court against the
Exchange). However, il failure is one of accep-
lunce, the Exchange, after due notice to the party
concerned, may scll-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 been found cumbersome and
remedial action by buying-in used to be delayed
for a long time. Several instances have been
noticed where remedial action has been taken
months after contract dates.
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29. As regards the setdement on other
cxchanges. two of them. namely, the Lahore
Stock Exchange and the All-India  Stock
Exchange are found to follow the system for
non-cleared securitics on  Caleutta  Stock
Exchange. Three exchanges under C group in
Ahmedabad have no defined rules or settled
conventions for the fulfilment of contracts. In
practice, however, they are found to settle most
of the transactions weekly. more by 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
cxchanges like that of Madras, though the
settlement is donc only independently of the
machinery and knowledge of the exchange, the
period for settlement is clearly defined and
delivery of scrips and payments for them are
compulsory. Also if a failure is reported, remedial
action by buying-in orselling-out. as the case may
be. is to be taken in a specified period.

Settlement of Forward Contracts

30. Both equities and Government securitics
are admitted for forward trade. and on cvery
exchange contracts for transactions in the former
are to be fulfilled monthly and the fatter fort-
nightly. The street markets also follow the same
practice. The mode of settlement too is the same.
The settlement dates in a year for either class of
securities are fixed in advance, before the com-
mencement of the year. Legally, every contracl
enjoins that delivery should be made and paidfor,
onthe dates [ixed for the purpose. Yet in practice,
settlement by making or taking 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-bargains {rom
purchases and sales during the course of the'

_settling period. During every settlement, the

period being long, there will be a number of
contracts for purchases and sales between mem-
bers. These contracts are crossed out on the last
day and only the remaining are to be sctiled finally
by one of the ways permitted by the exchange. It
has already been mentioned that three ways are
provided, namely. (1) by delivery and payment
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{2) by the reversal of contract and payment of
differences in prices based on the make-up price.
(3) by carrying-over or budlying to the next
setticment. If any one party is not willing to square
up by the latter two methods, the securities are (0
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, seitlement by
the 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, aday before the delivery
day. for every security the making-up price for
settlement, and the budla rates for carry-over are
fixed by the Managing Committee of the
exchange alter due consideration of the market
wrends and the technical position in purchases and
sales. The outstanding transactions after the
climination of the crossed-out contracts are then
settled either by the reversal of contracts and
payment of differences in prices based on the
make-up price on the pay day, or arc carried over
to the next scttlement by the payment of the budla
charge. If any member fails to fulfil his contracts
cither by the payment of differences or by
carry-over before noon on the settling day, he will
be declared a defaulter. Immediately after such
declaration the managing committee will fix a
‘hammer price’ on each security and all members
having contracts with the defaulter are to close
their transactions either by selling or buying the
securitics o or from him, as the case may be, at
the hammer price. But payments are to be claimed
from the Defaulters’ Committee to which the
defaulter is to surrender all his assets and liabi-
litics. Thereafter the member will be suspended
from further trading on the stock exchange. On
an exchange where there is a clearing house, all
forward contracts are to be settled through the
clearing house. On others the settlement is done
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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 thal when a member
does not tender or accept ‘delivery’. the shares
are either bought-in or sold-oul. as the case may
be, on his account in the open market by the Stock
Exchange and darmages realised from him. Thesc
two are important functions of an organised
exchange, and power for this is vested in its
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 members [rom
over-trading and regulate his speculative aclivi-
ties. The timely enforcement of these rules isalso
essential in the interests of equity in the rclations
between members. If some members postpone
making or taking ‘delivery’ tifl conditions turn
favourable to them. it is bound 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 business in
stock exchanges.

33. Yet the enforcement under abnormal cir-
cumstances may produce the contrary elfect. For
example,in an ‘over-sold’ market under a corner,
il the buying-in is permitted the short sclicrs may
be seriously affected 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 ol
Bombay and Ahmedabad, failure o fulfil the
transactions is to be reported immediately. The
buying-in or setling-out should be done on the day
following the day of failure and no notice to the
party concerned is necessary. Nevertheless. the
Governing Board is ecmpowered to extend the
time up to 15 days beyond which the right cannot
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be exercised and the Board is not competent to
vary, this rule. Also, when an over-sold position
under acorner 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
sclling-out cannot be suspended in these two
exchanges. In the Indian Stock Exchange,
Bombay. although the rules are similar, 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 nced 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
10 possess absolute powers to vary the rules
according 1o its discretion. Besides. 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,. are not even
defined. Neither any time-limit nor any detinite
procedure is laid down in the bye-laws, nor
observed in practice. This Exchange has been
found to accept reports of failure and application
for action even weeks or months after the failure.
Alter the acceptance of the application, the action
is 0o often delayed for weeks. However, in
respect of the 4 securities which are being cleared
since 1945 (out of the 780 securities listed on the
cxchange), the failures at present are being
reported weekly, though the buying-in or
sclling-out is often delayed. The position in
regard to the suspension under corner or ‘bear
raid’ is similar to that of Madras.

36. The U.P. Stock Exchange has a defined
procedure and almost follows the systemin vogue
at the Bombay Stock Exchange. In addition, this
Exchange has a rule by which the selling-out
operationin an over-sold market under abear-raid
¢an be suspended so as 1o provide protection to
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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 are 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 budli or carry-
over. Thisis 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 contract. For, when such new contract is
between a member and his client, a concession in
the brokerage too is permitied. The brokerage for

. 1 . .
a budla contract is usually 5th of that mentioned

in the schedule of minimum brokerage. But, for
the actof postponement of ‘delivery” or payment,
the party who wants the obligation is to make a
paymentio the other, known as the “budlacharge’
fixed by the exchange in proportion 10 the fluc-
tuations in price after duc consideration of the
market trends and the technical position of
purchases and sales. But if the prices remain
static, carry-over is done only oncventerms, ie.,
without payment of a budla charge.

38. In practice, hudla 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.

(a) Parties Accomniodating Each Other

39. Here budli is done by means of two new
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contracls. 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-
purchasc, 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 cormresponding 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,
but the fulfilment of the bargain is postponed for
the next settlement.

This in fact is only a grant of credit for the
purchase of settiement to the party who wants the
postponement of cither delivery or payment, by
the other. In the *bull’ transaction the “bear’ is
extending acreditto the bull for an agreed interest,
called budla 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 itcreates
scarce money conditions in the market. In a
heavily “bear-sold’ market, though money con-
dition is casy. the backwardation charge will he
high due 10 scarcity of scrips.

(h) Budli through an imermediary or Budlivala

40. We have seen that budli is done by a Bull,
because he is cither unable due to ‘over-bought’
position, or unwilling (o pay and take delivery at
the sctilement for which he has contracted the
purchase. Thus he is in necd of a loan or wants
someone to take delivery forhim. Similarly a bear
who has “short-sold’ in the market is in necd of a
loan of securitics or wants someone to deliver the
securities for him at the settlement. To help these
operators there are a number of rich budlivalas
both inside the stock exchange among the mem-
bers and outside among the non-members, who
conduct the business of lending moncy as well as
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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 budlivala
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 loan is money to take delivery, or securities
to make delivery. The interest is fixed according
to the budlu charge and may be slightly less than
that to attract customers. The bull is to deposit the
securities he takes delivery of with Budlivala
against the loan and the Bear is to deposit the
moncy 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 Budlivala nor the Bear
is bound to return the identical securitics, each
party is to return only the same amount of secu-
rities. Here, though the original transaction
between the members is settfed on the exchange.
it is simultancously opencd up for the nexi
settlement with the Budlivala. Thus in fact it is
only a postponement of the fulfliment or bucdli of
the original bargains to the next settlemncnt.

41. By the second method budia can be 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 transfer of ownership of
securities. In fact, the extent of speculative
dealings is directly related 1o the facility for
transfer. Easy and quick, bu! safe, transfer of
ownership is an essential requisite for speculative
trade in securitics. Dealings on the market are
done in quick succession to take advantage of the
fluctuations in price. Purchase and sale and
repurchase and resale are often donc several times
cven in the course of a few hours. In cash dealings
we have scen that the maximum time for delivery
on a stock exchange is onc week. Thus even if
dealings are done strictly in accordance with the
rules, a particular set of scrips may have a chance
of changing ownership ncarly 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 150 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 sccurities.

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 arc 10 be complied with. The bearer is the
owner and he is entitled to get the dividend or
interest. Dividend coupons are attached to this
sort of securitics and are only to be cut out and
presented to the paying office for the payment. in
Indiasuch securities arc few and despite theirhigh
ncgotiability arc not popular on the stock
exchanges as fraudulent transactions are easy in
the case of them. Though inscribed Stock is the
salest for investment, its negotiability is the least.
Here actual certificates conferring title on the
owners are not given, but their names and the
amount of stock they hold are inscribed in a
statutory register, kept for the purpose in the
olfice of the issuing body. Inscribed stock can be
transferred only by declaring and signing in the
register by the owner showing that he has assigned
his holdings in favour of another. For this, the
transferor is to be identified at the transler office
and his signature in the register should be wit-
nessed. The transferee 100 is to be introduced and
identified o the office and sign the Acceptance
of the stock. However, as this sort of sceurity has
the least negotiability they are not taken on the
stock market for speculative dealings.

44. Registered stocks, and shares are the
sccuritics mostly 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,
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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. A considerable
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 aholder 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, arcgular
transfer decd duly signed by both the transferor
and the transferce and witnessed. must be 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 sceuritics. Then
the transfer deed along with the scrips are to be
lodged with the company or the Government, as
the case may be. for transfer and registration in
the register kept for the purpose. atter which new
scrips arc issued to the transferee in his name. In
the case of joint stock company sceurities. prior
to 1936, there was no uniform and definite pro-
cedure in transfer. The method and procedure of
transfer was left to the company Lo incorporale in
its Articles of Association. As this practice has
raised much protests and clamour from the
sharcholders as well as speculators. the Indian
Companies Act was amended in 1936, laying
down a uniform and definite procedure for the
wransfer of securitics.

45. Thus, the transler of registered securities
involves cxpenditure at every change ol owner-
ship or transaction by way of stamp duty to the
Government and transfer fee to the company.
Besides, to complete a transaction by transfer and
registration in the company's books takes along
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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 12 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 umes in certain securities on some
cxchanges and in all securitics 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 aregulartransfer deed
we have scen that the seller and the buyer should
fill in their names and signatures, and the deed

should be duly witnessed and dated. When such

arcgular deed is cxecuted the buyer cannotobtain
aright to sell the security again, without trans{er
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 namc and
signature nor the date of sale are filled in the
transfer form. The advantage in giving such a
blank deed is that the buyer will be atliberty cither
to scll it again without filling his name and
signaturce to a subsequent buyer. In the latter case
he can avoid the payment for the transfer stamp
and new decd to the buyer. The process of
purchasc and sale can be repeated any number of
times with the blank 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 company’s hooks. For this ulti-
maite ransfer and registration the first seller will
be 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 sharecholders, but only having had an
cquitableright in themselves ifthey had sodesired
to be registered as sharcholders of the company.
Besides Blank Transfer serves to pledge the
shares as a sccurity 10 get loans from Banks. In

JOURNAL OF INDIAN SCHOOL. OF POLITICAL ECONOMY

OCT-DEC 1999

the absence of Blank Transfer the borrower will
have to execute a transler deed in lavour of the
Bank 10 make the shares a valid security for the
loan, It also helps to getcreditin theform of shares
as well as money for ‘carry-over’ or budli. It is
the most common method {or share transfer in
speculative dealings in this country. On every
stock exchange, Blank Transfer is not only
recognised as a valid delivery. but that alone is
accepted for delivery at settlement. In short,
Blank Transter helps speculation in four ways:-
(1) Itimparts ahigh degree of negotiability 1o the
security along with safety for dealings and
enables the share dealers and speculators to
do any number of transactions without
transfer and registration for any length of
time;
(2) it lightens the burden of transfer by avoiding
payment of stamp duty;
(3) it helps to procure loans for further specu-
lation;
(4) it facilitates budla.

(vi) Margin Trading

47. In the foregoing sections ol this chapter,
various facilities for speculation have been dealt
with, namely, long period settement in forward
trade, settlement by payment ol diflercnces,
budli, blank transfer. ctc. These are all available
to members of stock exchange as well as 10 the
public. We may now consider certain other faci-
lities which lure outsiders to speculation.
Accommodation for “margintrading is oncsuch.
Itisacreditfacility extended by brokers andbanks
to those who have no funds of their own for share
dealings. It is important. as it is alleged 10 be a
prime market often leading to crises and the
failure of stock cxchange members. Further. in
regard to the facilitics mentioned above
exchanges exercise some supervision, directly or
indirectly, but there is no such supervision or
control in regard to margin dealings. It is entircly
left 1o the discretion of the mcmbers, and
cxchanges in this country do not intervene to
regulate this particular relationship between a
member and his clients or between a member 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 cxclusively cash market; yet margin
trading is widely prevalent there.

49. Trading on margin implies trading on
accounl, butitis different from trading on account
Tor scttlement of contracts - 1.c., forward trade.
We have seen that in forward trade, contracts for
transactions are entered into with a view to setting
off purchascs by sales or vice versa, during a
definite pertod and the balance only paid on the
settiement day by any of the methods described
under the settdement of future contracts. But, if
the delivery is to be taken and if the customer has
no funds, there 100 the method of margin trans-
action may be adopted for the purpose of settle-
ment with the broker. But this accounting is
different. In margin trade the transaction is
completed with borrowed moncy or scrips as the
case may be. It is a credit transaction, whereby
credit is extended to a client by a broker when the
former has no funds of his own to speculate in the
stock market. Insuch a transaction the clicnt pays
only part of the price and the broker will pay the
halunce and take delivery of the securities which
will be held by the broker himself as a pledge
against the loan. The part payment the client
makes 10 the broker is known as the ‘margin’ or
‘equity’. lmay be paid either in cash or securitics
or both, For the margin transaction the client is to
open an account with his broker. In the account
his margin deposit is debited, resulting in a net
debit balance equal to the loan. This debit balance
is secured only by the collateral - i.c.. the secu-
rities taken delivery of and kept as the pledge,
whosc market price is then in excess of the loan
by the amount of margin deposited with the
broker. If the prices remain static or if they
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fluctuate only in favour of the clicnt the margin
deposited is sufficient w protect the loan
advanced by the Broker. But if the prices move
against the client, the valuc of the collateral will
fall and the protection provided by the initial
margin will dissipate. To protect the broker
against such a contingency the client is usually to
give an agreement to the former, undertaking to
maintain an agreed margin. It is to be done by
supplementing the initial margin deposit from
time to time by additional margin equal to the
amount of fall in price to provide with the same
degree of protection 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 client may speculate
further by additional purchases.

50. Thus in a bull market the margin deposit
remaining the same, the volumc of speculation
usually will increase and the increasing purchases
will raise the price further, drawing more and
more credit into the markel o mect both the
increased volume of purchase and the increased
price. The vicious circle ofien works up toa point.
where the short sellers may be squeczed in the
event of a corner or may result in an intensive
*bear raid’ bringing down the price precipitously.
In either casc the cvil is apparent. In the former
case the bears may fail and in the latier the
purchasing clicnts will have to find more margin
and their brokers more credit to fulfil their con-
tracts. In the latter casc the inability to find more
credit may lead to their failure and the market (o
a crisis exposing the credit they have already
received from banks to risk and dissipation. Thus,
margin tradc increases speculation in both ways
and if not strictly controlled itis always likely not
only 10 create crisis in the stock market but may
beget trouble even in the money market.

51. The margin may be viewed from two
angles. 1t may be regarded as the ratio between
the client’s equity and the value of the collateral
or as the ratio between the equity and the amount
of theloan, i.c., inbrokerage accounting. the debit
balance. It may be figured inpoints or pereentage
or both. However, prices in stock market always



682

being dynamic the value of margin too varies. A
flat margin therefore cannot afford safety to the
credit involved in transactions. The requirements
of equity should necessarily be flexible and reg-
ulated, not only to protect the credit already
involved in the transaction, but also to prevent the
client from over-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 {rom
banks with which the securities taken delivery of
are hypothecated as collateral for the loan.
Besides, clients are not the only margin operators
in the market requiring credit. As there is no
functional classification among the members of
the Indian stock exchanges brokers themselves
arc agents as well as dealers. Brokers also usually
do margin transactions when they trade on their
own account with credit obtained from banks or
other linancicrs. But there is onc difference
between the margin transaction of a client and that
of a broker. The broker does not give an under-
taking to maintain a percentage (or lexible)
margin toa Bank that supplieshim the credit. The
Bank usually deducts a suitable flat margin from
the market price of the securitics under hypoth-
ccation before granting the credit. Thus, a very
large volumie of short term credit is required and
mvolved in margin transactions,

Short-selling

52. Short sale, as defined by the Sccurities
Exchange Commission, is "any sale ol a sccurity
which the scller does not own or any sale which
is consummated by the delivery of a sccurity
horrowed by, or for the account of. the seller”. Its
purpose generally is to take advantage of an
anticipated decline in the markel pricc of a
security. The short seller hopes (o ‘cover’ by the
purchase at a lower price thus making a profit.
But. il 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, but while the
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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 10
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 thesc
and other grounds, the "Twenticth Century Fund”
analysis of sccurity markets recommends thatno
general prohibition need be placed upon the
practice of short selling. “"One ol the most
essential functions of organised markets is to
reflect the competent opinions of all competng
interests. To admit only opinion looking to higher
prices is to provide a onc side market. To bring
togetheran open expression of bothlong and short
opinions is to provide a two sided market and if
properly done better reflection of prevailing
conditions will be shown in the price structure”.

54. Short selling, however, is not without
defects. Excessive short selling gives risc Lo
corners. A ‘corner’ arises when more shares than
are available for delivery on the day of settlemient
have been sold and the buyer holds the sellers to
ransom, i.e., as the shares come to be held by an
individual or asyndicate the short seller will have
tobuy the shares at prices dictated to himby those
who corner. Analysis of the Wall Street Crashof
1929 by 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. Morcover.
there has always been an inherent opposition 1o
people sclling what they do not possess, and
although the advantage of forward sales in com-
modity markets has long been recognised. similar
advantages have notbeen conceded for short sales
in the security market.

55. From early days, efforts have been madce
at controlling, cven prohibiting, short sales. For
instance, in England, Burard’s Act (1773) pro-
hibited short sales altogether and a similar pro-
hibition was atiempted in Germany in 1896, But
both these atiempts were fater abandoned. 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 beenattempted and in this respect the practice
ofthe New Y ork Stock Exchange is notable. The
object of regulation has been chiefly 1o prevent
“bear-raids’. In 1935 the exchanges in America
adopted the following rule on the.recommenda-
tion of the Securitics Exchange Commission. "No
member shall use any facility of the exchange 10
cffecton the exchange a shortsale of any security
in-the unit of trading at a price below the last
‘regular way” the sale price of such security on
the exchange”.

56. It has heen generally found necessary o
suspend short-selling for limited periods to pro-
tect the interest of short selfers and of the public.
In New York short sales were entirely suspended
in September. 1931 when the UK. went off the
gold standard, but the suspension remained only
for two days. The Bombay Stock Exchange has
made provision in its regulations to make a
temporary suspension of short selling in the
public interest. but such suspension can be
cifective only tor 24 hours, and for any longer
period only with the previous consent of the
Government. The Atlay Committee howevertook
the stringent view that short sellers should be left
to pay the penalty in the absence of any fraud and
recommended the London  Stock  Exchange
practice, namely. that all contracts entered into
tor the sale or purchase of shares must be (ullitled
by the delivery of shares or by the payment of the
purchase price. And. il he who has sold again on
the day of settlement. the shares whichhe has sold,
he must submit to the ordinary procedure of the
exchange whereby the shares arc bought in
against him in open market, unless he can prove
10 the complete satisfaction of the Committee that
he has been the victim of fraud. The Morrison
Committee, however, recognised the need for
protecting the sellers and thus recommended the
view that the Board should be permitied to sus-
pend the buying-in rule. so that the buyer may not
utilise the machinery of the stock exchange 1o
drive prices to an altogether an unwarranted
height. Provision for this was then made in the
rules of the Bombay Stock Exchange.
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CHAPTER YV,
THE SECURITY MARKET AS T SHOULD 8E.

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 of the stock
market as it now functions, and to sec how they
affect the interests of the public and ol the national
cconomy as a whole. Only then can we be in a
position to judge il the demand lately made for
Government regulation is justified. It will then be
for us to sce what kind of regulation may he
nccessary to enable the stock market to fulfil its
proper functions,

Raison d’etre of the Security Market.

2. At the outset, it is necessary to clarify what
those purposes arc which the stock market has 1o
carry out, In other words . whatis its raisondetre?
This has become nccessary, especially because
there are many persons who think that this inst-
tution has no legitimate purpose to fulfil. Notonly
adrastic reform. but even the wtal abolition of the
stock exchanges has been advocated in recem
years. Resolutions have been repeatedly put for-
ward by influcntial members of the Indtan Leg-
islative Assembly demanding the abolition of all
stock exchanges.,

3. The stock market isanessential concomitant
of the capitalistic system of cconomy. at any rate.
ol that form of capitalistic system at which most
countrics have now arrived. Corporate enlerprise
is cssential for the proper functioning ol this
system; it brings together Jarge masses of capilal
necessary for the economic development of a
country. Although the first accumulation of
capital in joint stock companics is done chiefly
by underwriting firms, invesunent bankers. cte.,
it is chicfly the stock market that carries out the
redistribution of those securities, which is alsoan
cssential  function. The  presence ol stock
cxchanges where securities can be sold produces
an interest in the sccuritics on the part of the
public. In other words. the stock market gives
mobility to property represented by stocks and
bonds. It is true that most of the trade on the stock
exchanges is of ashort-term character and highly
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speculative. but such transactions can help in the
flow 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 cconomic prospects of the different
industries in the country. [talso hefps investments
abroad and facilitates international 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 cconomic development in many
ficldsis in the hands of public authorities (Central
Government, Provincial Governments, Munici-
palities, Port Trusts, etc.).

5. A stock market is therefore bound 1o arise
wherever corporate capitalism is (unctioning.
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 scrve its purpose well, and cxert
benelicent reactions on the national cconomy as
well; if. on the other hand, it is neglected. mis-
chievous manipulators will use it for their selfish
cnds, to the serious detriment of public interest.
The abolition of stock exchanges will not there-
lore solve the problem; it will only make matters
worse. Trade in sccurities will in any case £0 on,
and unbridled speculation may arise causing
serious risks o financial security.

6. Especially when a country is launching on
a plan of industrial development. a healthy
sccuritics market must be considered as a nee-
cssary adjunct. Industrialisation involves large
scale investiment. Capital for such investment, if
raised at home, must come from the savings of a
large number of persons. If investment is made
risky by 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 are scanty in
India, although annual savings have not been too
small. The jugglery of company promoters and
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the manipulations ol share dealers have under-
mined to some extent the incentive for invest-
ment. But with well-organised stock exchanges
working ina regulated manner, much more of the
annual savings can be madc 1o [low into industry
and business.

FUNCTIONS OF A SECURITY MARKET

7. We will now sec how the security market
helps in encouraging investment. The {ollowing
functions can be discharged by a security market,
if it is properly conducted: -

(I It gives securities suflicient marketability
and price continuity necessary to serve the
needs of inveslors.

(2) It can set prices for securitics reflecting their
investment worth as closely as possible; in
other words, it can bring about a correct
evaluation of securities.

(3) It provides safety for, and equity in dcalings.

(4) It induces, directs and allocates the flow of
savings, into the most productive channels.

Liquidity and Price Continuiry

8. The fundamental object of the stock market
is to impart sutlicient marketability 1o sceuritics
so that under normal conditions they can readily
be bought or sold. It should enable the investor to
withdraw his capital from his investments just
when he requires it, with least possible Joss 1o its
valuc in terms of its invesiment worth. In other
words, it should ensure convertibility or liquidity
to the invested capital without significant depre-
ciation in real values. To this end a continuous
market and price stability are cssential. Huchner
has, defined a continuous market as one. "where
asecurity may be bought or sold during business
hours at comparatively smali variations from the
last quoted price”. For facilitating short-term
investments. a rcady and continuous market is
necessary, and this can be achicved only through
imparting negotiability to the certificates repre-
senting the invested capital. The markel. there-
fore, should provide. (1) liquidity. 2) price
continuity and (3) negotiability 1o capital locked
up in investments.
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9. It must be noted, however, that the stock
market 1s able to provide such liquidity and price
continuity only for the shares of joint stock
enterpriscs which are accepted for trade on the
stock cxchanges. Owing to fairly strict listing
regulations, the scrips of a large number of joint
stock concerns 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
financed on a proprictary, partnership or private
limited company basis and even among the joint
stock companics only a small number get the
advantage just mentioned.

10. Nor can the stock market provide liquidity
and price continuity in times of national or
international crises like the two World Wars or in
tmes of political or communal uphcaval as has
lately happened in this country; for in such times
there arises a general preference for liquid funds
as against sceuritics, and the marketability of the
laier remains only at the expensc of price conti-
nuity. Thus the service rendered by the stock
marketis in a very limited field, but in that limited
field it is real and worthwhile.

Evaluation

1. The correct evaluation of securities is a
very important function cxpected of an organised
and regulated stock market. The market, there-
fore, should provide the economic machinery by
which values are set upon securities. "It should
produce through its continuous process of eval-
uation, prices for securities as close as possible
t investment values, based on present and [uture
income-yielding prospects of the various enter-
prises. capitalised at the natural rate of interest”,

12. Such price-fixing from time (o time is
essential Lo investors as well as creditors. 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 assess the security against which he advances
money or credit to his clients. But evaluation can
be done only if three factors are known, namely,
(1) the net income from year 10 year, (2) the rate
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of capitalisation, and (3) the ultmate break-up
valuc or asscts in the event of a winding-up of the
enterprisc. All these are variables and are ditficult
o be known at any giventime. Net income cannot
be measured by absolute standards and depends.
among other factors, much upon managerial
discretion. Besides, it may vary from ycar to year
due to changing fortuncs of business and general
economic conditions. Hence, a discounting of an
uncertain future trend of business risk becomes
essential. The rate at which ncw capital can be
obtained may again be different. The natural raic
of interest is a complicated factor, It is a ratwe
"which will prevait if and when all the available
liquid savings arc employed” into productive
application, The ultimate break-up value depends
on the remaining asscts and general economic
conditions at the time of the winding-up.

13. Yet, the price of sccurities should always
represent as closely as possible their intrinsic
worth, or a capitalised value of discounted future
carnings. This can be achicved. il at all possible.
to some degree of accuracy only by intelligent
anticipations of many:; and here speculation and
a continuous process of purchases and sales are
essential, But over a wide field of investments,
such evaluation and discounting of the futurc is
not possible owing to the altogether limited scope
of stock market as stated above in para §.

Safety for and Equity in Dealings
I4. An organised and well-managed sccurity

markel is nccessary to provide safety for dealings.
One of the objects of the security market is "to

" maintain a high standard of commercial honour

and integrity among its members and to promote
and inculcate justand equitable principles ol trade
and business.” Withthis endin view. it must work
underacode of well-detined rules and regulations
s0 as to minimise the danger inherent in specu-
lative dealings and manipulations which are
bound to arise when a large numbcr of speculators
scramble for profits. Membership of the stock
market must therefore be striclly guarded; deal-
ings must be regulated under definite rules and
the contracts made among members and between
them and customers must be enforced 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
cssential.

Direction of Savings into the Most Productive
Channels

15. Another important function which a
seeurity market could perform is to mobilise and
hamness capital and direct its {low into the most
productive channels so as 1o serve in the best
possible way the interests of investors and ol the
national cconomy as a whole. It serves to allocale
only just enough funds for any linc of industrics
and checks the (low of capital just when an
industry begins to show a diminishing or uncco-
nomic return,

16. Nevertheless, this function is more aresult
of the other three functions described in the
previous paragraphs, and it is only indirectly
performed by the stock market. No stock
cxchange directly collects any capital cither for
any industry or for Government. The original
issue of capital is generally done either through
issue houses or under-writing corporations. and
itis directly subseribed to by the public whether
as speculators or as investors. An exchange per-
mits only trading in old issues when it is satis{ied
that the proposition is sound and the capital
cngaged will produce some profit.

17. But, the stock exchange provides a scc-
ondary market for the final distribution of such
stocks. The issuc houses. or under-writing firms
orspeculators initially absorb the issue only with
a view to finally passing on to the hands of the
investors. Such speculators undertake to shoulder
the risk in the initial stage with the hope of
realising a profit at a later stage. The investors
subscribe only if they feel confiderit that they can
liquidate their holdings without loss just when
they require it. Thus, though the original financ-

ing usually takes place ouside the organised

exchanges, where the ‘seasoning of sccurities”
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takes place, exchanges arc essential for raising the
necessary capital for productive purposes. Even
an announcement that the company concerned
has applied for listing on stock exchanges usually
factlitates the supply of capital.

18. Sometimes a more direct method s also
adopted in New York and London. Insucha case
the original issuc is not directly offered to the
public by the “prospecius method.” The issue will
be taken up entirely by syndicates or under-
writing houses or Industrial Banks and subsc-
quently it may be enlisted on an exchange and
gradually passed into the bands of the investors
or other speculators through trading on  the
exchange.

19. Whether the exchange plays a primary or
sccondary role. the ready and continuous market
provided, the negotiability imparted to the secu-
rities and correct evaluation given to them from
time to time. facility for promoung hquidation of
holdings without significant loss. and the safety
fordealings assured, makes the capital mobile and
available for the purposes of investment. Even
banks and people who keep money for contingent
use will not hesitate to purchase the shares of
companices. Thus, c¢ven  through short-term
investments, capital will be mobilised so as 1o
serve long-term uses,

20. Moreover, by a process ol continuous
evaluation the organised marker serves to deter-
mine the direction of flow of capital and allocate
funds. for different lines of indusiries. This is
achieved through the help of the price movements
on the exchanges. When a rise in the price of the
securities of a particular industry is permanent. i
indicates that more capital can be absorbed inthat
linc. Similarly, when the price indicates a per-
manent decline, it shows that no more capital can
be used in such a line with advantage and the Now
of capital in that linc can be arrestcd. Thus. it
discounts future business conditions and allocates
funds according to the return as between indus-
trics.
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SPECULATION
Speculation has its use

21. For discharging most of these functions,
speculation is necessary. What is ‘Speculation™?
It has to be defined along with the allied term.
‘investment.” Investment implies purchase of
securities for realizing the maximum income
consistent with safety, marketability and other
factors. By speculation is meant trading in secu-
rities with a design to 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 doubt that speculationin stocks

il properly pursued can discharge an important
cconomic function. It has been shown above that
liquidity and price continuity are essential for
capital to flow freely into industry and business.
_ But these cannot be without a large and contin-
uous -volume of transactions A large number of
buyers and sellers should be ready to trade at all
times during business hours and this is only
possible if there is speculation. Those interested
in pure ivestment are necessarily few and their
meagre transactions are not adequate torender the
marketliquid or continuous. Therefore, confining
the market to investors’ transactions is bound to
defeat the object 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 o
provide price continuity which is essential for
protecting the credit structure. Speculation also
helps 10 mobilise capital and direct its flow into
the most productive channels. Itcanalso be of use

in successfully discounting the future trend of

business conditions. Therelore, if speculation is
completely wiped ou, the interest of the investors
and the very object of the stock market may be
frustrated.

Importance of speculation has been exaggerated,

23. But the importance of speculation has been
grossly exaggerated by a host of American writ-
ers, many of whom wrote to further the interests
of the stock exchanges. Their books and
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pamphiets have been given wide publicity by
interested partics. They have been widely used in
India too. especially in Bombay. for finding
arguments against Goveranent efforts at stock
market regulation. The case made out f'or specu-
lation on the ground that it helps o maintain
liquidity and price continuity of the capital
represented by stock will be readily conceded by
most responsible people: but when it is assumed
that a defence of speculation is also a defence of
the forward market, a serious mistake 1s made.
sceing that speeulation can operate very actively
in cash markets too. as has been demonstrated by
the New York Stock FHxchange.

Speculation in Commodities Vs, Speculation in
Stock

24, In particutar. when people use the argu-
ments justifying speculation in commodities to
Justify also specufation in stock, itis necessary to
cnter a caveat. There is indeed a elear case for a
futures market in commodities like cotton and
wheat which are grown in ficlds subject to
weather conditions, which are marketed in certain
season, which are consumed regularly and which
therefore must be rationed for the benelit of
consumers in times of scarcity. [n the case of
commodities again. the necessity for fabrication,
transportation and storage makes delayed deliv-
cry necessary and thus gives a legitimate oppor-
tunity for futurcs transactions. Can any such
justification for forward dealings be rightly
clatmed in stocks and shares. which do not take
any time 1o grow or to be processed or even to be
transported? A real utility arises out of hedging
on the commodity exchanges which permit the
processor to transfer to the speculator the risk of
price changes while the goods are in process, but
is there any similar function performed by futures

nstocks? On the other hand. is not the manipu-

lation of prices of entire issues, say by short-
selling. a much more serious danger in the case
of stock than of commoditics? The fact is, the
justification for 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

Speculation can be misused.

25. In spite of such exaggerated claims, 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 ablc to accuratcly evaluate
securities at their real worth and to anticipate
future investment demand safely. If, on the other
hand, speculation is left to unscrupulous manip-
ulators and ignorant ‘outsiders’, violent and
sudden fuctuations in prices will be caused and
the result will be just the contrary of whathas been
stated above. Well-informed and shrewd traders
skilled in forecasting prices correctly arc.a real
aid to the sccurity market in discharging its
discounting {function; and undue price fluctua-
tions will thus be avoided. In [act, the prolits made
by such speculators are justified by the
discounting servicerendered and by the risk taken
by them in buying and holding sccurities. But
large sections ol speculators even in New York
and London are uninformed outsiders, with no
real capacity for forecasting the {uture. They. are
generally susceptible to tips and rumours and
often become the tools of professional pool
operators. It is the sales and purchases of such
traders that exaggerate the price movements
begun by profcssionals. In the late twenties, such
were the great majority of operators in the U.S.A.
and hence the remendous fluctuations in security
prices which culminated in the stock market crash
ol 1929,

26. Thus. speculation which, if wisely
employed, can greatly help in securing the four
functions of the stock market mentioned above,
has frequently run riot owingto the ignorance and
self-regarding instincts in traders. In this way the
objectives of the stock markethave been defeated.
Wide fluctuations in stock prices which result

{rom unwise speculation lead to a break-down of

liquidity and an crratic valuation of sccurities. A
proper cvaluation of securitics must result in a
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comparative stability of prices as earnings from
business do not show violent variations. There-
fore, wide fluctuations in stock prices must be
taken as an index of the lailurc of the purposes
for which the stock market exists.

27. Liquidity is indeed 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 cquily in
dealings are also provided, liquidity cannotbe of
any use; thus the result may be diametrically
opposed to the interests of the investing public.

28. Transactions in the spcculative market
always take place in quick succession; often
several times cven in the course of an hour. And
in the absence of adequate regulation. a train of
evils and malpractices will follow as a result of
the scramble for profits. The objective of safety
for and cquity in dealings will disappear, and
proper evaluation and price continuity will thus
be frustrated. Under such circumstances. mar-
ketability would scrve only to deprive the unwary
investor of his life’s carnings. and would only
enrich the unscrupulous speculator who has large
resources for manipulation in the market.

29. But the evil will not stop there. The erralic
prices resulting from speculation will not only
ruin the speculators (whether members or “out-
siders’), but may also endanger the credit struc-
ture of the country. Banks are inextricably bound
up with the stock market and any crash there will
affect banks whichinvest largely in securitics and
advance loans based on securities as collateral.
The collapse of bond pricesin the US A in 1931
resulted in the banking crisis of 1933 which led
to the ruin of 15,000 banks, or nearly half the
number of banks of that country. Not only banks.
but insurance companics and endowed benevo-
lent institutions like schools and universities.
churches and hospitals, are also aflected by
violent fluctuations of prices, and in this way the
whole nation is affected.
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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
utierly defeated by the violent price fluctuations
caused 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
ume for rewrn after investment in real worth,
much of the investable capital is diverted from
productive agencigs. It thus results in the con-
centration of capital on existing enterpriscs, or old
issues, bringing down the yield, and taking away
the attraction for industrial investment.

SECURITY MARKET AS IT SHOULD BE

31. Therefore, speculation must be brought
undercontrol, so as 1o keep it within proper limits,
This is what all advanced countries have done
after experiencing 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-
scives. But India which has also experienced the
worst of these evils for many years has not so far
placed any effective cheek on speculation. Nay
worsc, a large section of people who have fattened
ontheillegitimate 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. Itis
nolmerely ani 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
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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 ruies, regu-
lations and bye-laws must cover every phase of
the stock market, every type ol 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 public as a whole,
for whose benefit the market is supposed to exist.
Inthe U.S.A., withthis 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 of theexchange. 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
1o regulate the volume of speculation with a view
Lo 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, or by others through them. The normal
course of supply and demand should not be
interfered with, in the sectional intercst 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 be 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 aposition
of vantage for administering the rules scrupu-
lously and firmly.

37. There is a great responsibility attaching (o
the membership constituting theexchange, seeing
that almostall 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-
crally 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 adopled - and methods vary
in various countries; but what is wanted is that the

JOURNAL OF INDIAN SCHOOL OF POLITICAL ECONOMY

OCT-DEC 199y

training, experience, moral standards and finan-
cial status must be adequate o cope withthe heavy
responsibilities of membership. Broking, and
dealing activities must be rcgulated. whether by
separation as in the U.K.. or by detailed restric-
tions as in the U.S.A.

39. Above all, members' relationship 1o cus-
tomers should be defined and enforced by the
exchange. Credit facilities to members. and by
members to clients mustbe strictly regulated with
a view to preventing over-trading. A schedule of

minimum brokerage should be  fixed and
enforced. Scttlement of contracts must  bhe

supervised by the cxchange. Sctticrment by
compounding with other members through pni-
vate compromise in the cvent of difficullies.
should be forbidden at all costs. Failures,
misconduct and undesirable activitics by mem-
bers should be widely published for the knowl-
edge of the public. Daily reports of the volume of
transaction should be insisted on from members.
Auditing and periodical cxamination of mem-
bers’ books must be undertaken by the Exchange
authorities so that fraudulent transactions may be
prevented. The financial stability of members 10
fulfil their contracts should be maintained, and
this may be done by the principle of solidarite 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 marketas anagency
for correct evaluation of securitics and dis-
counting of uncertain future trends of business
depends largely on the prompt supply to the public
of accurate data regarding securities and the
condition of their issues, especially companies.
Therefore, there should be an cflicient informa-
tion service for the use of the buyers and scliers
as well as of the public. Not only should price
quotations be published daily but ail relevant facts
regarding securities also should be periodically
published. The withholding of rclevant informa-
tion regarding the state of companies has in the
past enabled somc persons, in collusion with
some members of the exchanges, to make sclfish
use of inside information. Therelore, provision
must be made for the prompt publication of all
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information rcgarding companies whose scrips
arc traded on the stock exchange, so that facts
regarding the condition of the company, its div-
idend. ctc.. may be common knowledge of the
public and not be used anti-socially by a selfish
lew.
CHAPTER VL ,
THE INIMAN SECURITY MARKET AS IT 1S

How fardoes the actual condition of the Indian
security market fit in with the picturc drawn in
the previous chapter? There has been for some
time a growing complaint that stock cxchanges
have not been working satisfactorily.

Wild Fluctuations in Stock Prices.

2. The principal charge is that owing to
excessive speculation, wide and wild (Tuctuations
instock prices have taken place frequently, with
the result that price continuity of securities has
not been maintained. and that they have not been
cvaluated at their true investment worth,

Whe is to Biame?

3. The reality of such fluctuations and the
mischief they do are not doubted. The question
is, who is 10 blame? The Stock exchange autho-
ritics generally disclaim responsibility for the
viblent price fluctuations. Such has been the
atitude ofexchange authorities in other countries
Loo.

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
itis well-known that nearly all our stock exchange
transactions are initiated and whipped by the
members themselves, manipulations cannot have
been possible without the co-operation of the
stock exchange members. Andit is a well-known
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fact that many members of our leading stock
exchanges participatc in the operations of the
neighbouring curb markets, which have greatly
helped in pushing on manipulations.

{A) STOCK EXCHANGES
Defects in the Systent of Settlement in Force

6. As has been made clear in Chapter [V, 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 ol bargains
is made within the time limit f{ixed, an orderly
market will be maintained and speculation will
serve a useful purposc. But it is easier to make a
settlement of contracts by payment of differences
in price, and this is what too frequently happens
even on well-organised stock exchanges. It is this
that serves as the main facility for over-
speculation.

7. The main defect of the settlement in force
is the facility for postponement of contract, by
budla. The operation of budla has been explained
in Chapter IV. It is in fact the worst form of credit
facility that can be given to a speculator. The real
defect of budla consists in the advance of credit
without any adequate pledge or security. Thus
budla transactions not only add to the volume of
speculation: they also encourage speculators to
over-trade, and thus endanger the entire credit
structure.

Easy Credit Facilities

8. Besides budla, there. are other credit faci-
lities - 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 somelimes withoul any margin (asin
budla) ; (iii) facilities for short-selling; and (iv)
the use of blank transfer. All these directly or
indirectly fead 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 exposed to serious risks. If the
market in the meantime moves down, heavy
capital depreciation will result and all except the
short-sellers, will stand to lose.

10. It is the easy availability of credit facilities
that make the Indian stock market fall aready prey
{0 over-trading.

Private Compromise

I 1. 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 inIndia, 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 will
consequently be aloser. Toobviate thisdifficulty,
different members are employed to execute the
business in the trading ring.
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13. As the Morison Committee pointsout, 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
thatcornering is successfully effectedin 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 markel may not
be visible to them before the clearance day.
Further, when an influential broker resorts to
put-through business for exccuting 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.

I5. 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 principals.
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 thal
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 differencesin prices. Moreover, many
contracts are alsoclosed for the‘current settlement
by the process of budlving. This is specially the
case in the forward markets of Bombay and
Ahmedabad.

17. The result has been excessive speculation
in those markets.

19. 1t 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 itcan 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
tothe public. But it is doubtful whether in practice
these objectives have been properly carried out to
any appreciable extent. In regard to the other
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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 withclients.
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 delivery of scrips, although
every cxchange has got rules and bye-laws gov-
erning the conduct of trade between members, no
exchange has any strict rules 1o 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 coursc of this enquiry. Especially
mofussil clients have incurred much 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 division of
the members into brokers and jobbers. But as the
functions of broking and jobbing are combined in
Indian exchanges, a clash of interests 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 Seccurities
Exchange Act of 1934 has made provision for
stamping out such shady practices. Although on
the American exchanges there is no clear-cut
division of functions between broking and job-
bing as in London, provision for equity o the
public has been 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 and this has to be
submitted (0 the exchange authorities for thetr
timely information. Besides, by the provision for
strict periodical auditing and examination of
members’ books both by the exchange authorities
and by the officers of the Securities and Exchange
Commission, such abuse of the privileges of a
memberagainst the clients’ interests is prevented.

24. While a two-fold protection is thus pro-
vided to the public in the U. S., firstly, by the
supervision ol 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 sole justification for the existence
of the stock market.

Lack of Rules and Laxiry in Enforcement

25. In the case of some stock exchanges,
short-comings in the conduct of business may be
duce largely to defects in the rules and regulations
of the exchange. In the case of well-established
stock exchanges, however, therc arc elaborate
rules drawn up, but they are often not enforced or
their violation is connived at.  All long-
cstablished exchanges have rules prohibiting
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private compromise. but as shown above this is
honoured more in the breach than in the obser-
vance. In respect of many rules, enforcement on
the Calcutta Stock Exchange is found 10 be very
lax. To take up one instance : the rules of that
exchange insist on members not pursuing other
professions. Yet it has been found that in practice
scveral members {reely engage in other occupa-
tions also, thus making them liable to serious
risks. Rules also prohibit members (rom trading
on other exchanges, and these have also been
frequently and glaringly violated. Even more
serious is the nonenforcement of the rules
regardingdelivery. The Calcutta Stock Exchange
permits only cash dealings and deliveries are
supposed to take place on the third day of the
transaction, but actually deliveries have been
unduly delayed, taking umbrage under the vague
wording ot the rule "on or after the sccond day
from the date of the contract.” Deliveries have
been inactual practice delayed. not (or weeks but
cven for months, and especially after the clearing
work by the Allahabad Bank ccased, the position
has become much worsce. Facilities for excessive
speculation arc thus provided and members are
alsoenabled to proliteer at the cost of their clients
inseveral ways, thus violating the equity between
the members and the public.

Weakness of the Managing Boards

26. Such laxity in the enforcement of rules is
generally due to the weakness of the exchange
authorities. The managing boards of even the
leading exchanges are weak and in some cases
unwieldy, and are constitutionally averse to
enforcing rules when it proves inconvenient to
them as members. There are few members on the
board who could take anindependent linc and are
able to pull up the board when a wrong decision
is taken, and the chairman himself, being drawn
from among the members in most cases and
depending upon periodical election by his
fellow-members, is often unable to perform his
duties with a lirm hand. It is no wonder that even
in the case of the Bombay Stock Exchange several
responsible members according 10 very reliable
authority refrain from sceking clection to the
governing board. 1f this is truc of the Bombay
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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
exchanges that have lately sprung up?

The Services Rendered by the Stock Exchanges

27. Inspite of all these defects of the organised
stock market, it must be said that it has helped in
maintaining continuous marketability although o
a small number of securities, and if this has been
often at the expense of price continuity and if
correct cvaluation of securities has not often been
made, the blame for this cannot be laid entirely at
the door of the stock exchanges. In many ways.
this has 10 be answered by other sections of the
stock market, as will be shown presently.

It is also fair torecognise that owing to lack of
investment bank s and underwriting houses in this
country, it became necessary for the members of’
the stock exchanges to take up such functions
also. Company flotations and the primary sale of
securities would have been greatly handicapped.
had it not been for the active co-operation given
by the stock cxchange members in this matter,
although this work has not been done by them as
members of stock exchanges. Thus, the stock
exchanges, in spite of their defects, have proved
beneficial in harnessing capital for productive
purposes, and for imparting liquidity 1o a part of

it (listed stock) and if more has not been done,
part of the blame must be barne by Government
which has so far done very litile to guard the
investment market [rom nefarious influences.
some of which will be detailed in the rest of the
chapter, :

(B) STREFET MARKETS AND SHARE BAZAARS

28. The curb markets in India still work in
streets. with no legal eatily nor any proper con-
stitution. They also trade in the same securitics as
the stock exchanges. rather in the more active
counters among then, In these street markets,
hundreds of brokers and dealers participale in
speculative group bidding according to some
common practice. Their contracts are settled by
payments of ditferences at closing; delivery of
scrips is neither given nor taken. In other words,
their business is gambling, pure and simple.
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29. Such being the nature of the strect markets,
it is no wonder that their turn-over of business
became large, cspecially .in war-time when
inflation ran wild and much black market money
was floating about. Thus, hundreds of speculators
have come to congregate in these dens, tured by
the urge to make quick profits. At the Katni
market of Calcutta, it is believed that more
business is carried on than onany stock exchange
in India. It works from morning till late in the
evening, while the stock exchange works only for
two hours, from 12 noon to 2 pm. A vasi
concourse of people meets there and carries on
business in greal cxcitement. using quaint sym-
bols with the help of fingers,

30. These strect markets have hardly any legal
status. They have no deed of association 10 bind
them for mainaining the common practice
whether for their own good or for the safety of the
people who deal through them. It is true that most
ofthem have their own private commitiees lor the
management ol the affairs and scttlement of
disputes. Nevertheless they are ncither legally

-authorised nor competent to exercise any disci-

pline nor 1o maintain an equilable practice in the
market.

31. None of the recognised qualifications for
the membership of a stock exchange are required
for being a member of share bazaars. Any onecan
enter as a broker cum dealer in the street market
if a few others are willing 1o trade with him, Then,
he becomes a recognised broker cion dealer and
is able to obtain credit facilities {rom budlivalas
and even from members of a stock exchange, as
the latter 100 do business through such people. It
is learnt that smaller banks (oo often give credit
lacilities to these curb dealers. In this way strect
markets and share bazaars have given rise 10 a
large number of irresponsible professional spec-
ulators, with no rules to bind them and with no
authority o curb them.

32. Serious results have come out of such
developments. These street markets have proved
mostinjurious to the public and to the more 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
unscrupulous dealers have been resorting to in
their scramble for profits. It is the lack of definite
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
fulfilling stipulated engagements with clients at
the appropriate time, but all the same, insistingon
fuifilment 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 hisloss 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 havethus 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
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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 respect 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 forlong
concentrated on one or two shares like Indian
Irons).

36. Thirdly, the operation of these sireet
markets has greatly affected the organised secu-
rity market in the country. This is incvitable.
because these street markets deal mostly in
securities listed on the stock exchanges and
actively traded in them. Further, many. of 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 from 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 0 the
organised stock market also. The low brokerage
on the curb has also seriously alfected the busi-
ness of the organised market. Thus, these street
markets have become a serious obstacle tothe safe
working of stock exchanges, and no reform of the
latter will be effective unless the formerare closed
down or thoroughly reorganised as to be com-
plementary to the latter.

37. Fourthly, the jumbling of irresponsiblc
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 secn from
what happenedin 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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(C) INDEPENDENT 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
stock exchanges and are greatly more responsible
for swindles in the share rade. 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 any one in India, whatever be his financial
stability or integrity, from engaging in such
dealings, and therefore numerous private share
dealers have sprung up all over the country,
especially during World War I1. Some are private
proprietary concerns or partnerships; 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
casc.

40. The business of the independent firm is
generally of a comprehensive character. They do
not confine themselves to stock dealings; many
of them aiso carry on 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 issuc
house, and do all such functions simultaneously.
Noristhere anything to prevent such combination
of functions in this country, however strict the
provisions against it may be in other countrics.

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 securitics not listed on any cxchange.
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 firms not only in large cities but even
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in the smaller towns. In the larger cities they
tunction side by side with stock exchanges and
street markets, and are a serious hindrance 1o 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 for ctfectively 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 tofull dividends, and of course
these shares: are retained by the management and
their friends. These companies raise funds {rom
the public inother waysalso. e.g.. by offeringhigh
rates of interest for deposits, or cven receiving
deposits on a profit-division basis. In this latier
case, the margin of profit offered is higher than
the interest allowed by banks or even the invest-
ment yield from securities. Sometimes they
combine fixed interest with ashare in profit. They
attract such deposit by alluring ad vertisecments by
which they make the public belicve that high
profits will come from the capital appreciation
resulting fromintelligent 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 liability com-
panies but also partnerships and proprietary firms
are collecting deposits in this way by drawing into
speculation a great deal of capital which ought to
2o into productive activity. They are cvidently
doing the greatest injury 1o 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 arc not precluded from
sending out open circulars and they make fulluse
of this freedom. They advertisc widely in news-
papers and issue their own financial bulletins, ete.
In this way they collect orders for speculative
sharc purchases. By offering credit facilities on
attractive terms to those who speculate through
them, and even by accommodating their 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 burat their fingers.
Connection with Stock Exchanges

44. We have seen that these 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 stock
market directly or indirectly. But the connection
between the two is subtle. Several of these private
dealers are found to work as agents of stock
exchange members. This is done extensively in
upcountry places, but this also goes on even in
cilies where there are 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
character. It is such dealers that rope in unwary
persons of the middle class - teachers. lawyers,
clerks, and others of small means - into the
speculative business. They are attracted by the
lure of vast profits butin most cases the result is
the loss of their life’s earnings.

45. But the connection of the private dealers
with stock exchanges is much more than mere
ageney. Infact, they constitute adifferentdivision
of the market trading in the same securitics. They
too are 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 nullifics to a large extent the disciplinary
clfect of whatever collective regulations obtain
on the exchanges.

Munipulations

46. These outside brokers arc often also
manipulators in the stock market. They arc found
frequently to create disturbances in the stock
market by interference with supply and demand
to suit their own ends. Corners of the exchanges
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arc often created by them. They have certain
special facilities for such manipulations. Firstly,
they have large resources raised by scveral
methods as shown above. Sccondly, like invest-
ment trusts they can hypothecate the sccuritics 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 busincss without the knowledge 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 of
the exchange individually or as a group attempt
acorner sccretly, this is likely to leak out. Further,
the cxchange auhorities will have only some
warning of this from the clearing 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 to know of
it, although the operation is done through its
members. Remedial action therclore is not pos-
sible in time and consequently attempts at cor-
ncring by private dealers can throw the entire
organised market out of gear. It is cven possible
for them in such situations (o insist on fulfilment
of contracts and thus extort much money from
members and speculators and cven investors.
Sometimes such activitics may produce even a
crisis in the market and thus jeopardize the sol-
vency of the members. When members Tail.
investors will also suffer fosses. Only one party
remains unhurt - the private dealer - and he can
extort moncy {rom his clicats at every stage.

47. Even during their normal operations, these
firms create wide fluctuations in stock prices. By
suddenly putting thousands ol scrips on the
market or withdrawing large quantities from i,
the dealer is able 1o rig up or bring down prices
as it suits him. and with such operations at
convenient levels through put-through action.
they can extricate themselves from the current
they create, but can draw others intoit. In this way
they have been repeatedly mulcting innocent
people of their hard-carned money. and this has
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caused serious cmbarrassment to institutions like
insurance companics, trusts, banks, benevolent
societics, ete.

Their Bear and Bull Tacticy

48. We have seen that these firms carry on a
multipic trading: stock, bullion, commodities,
banking, etc. Such interlocking of stock dealings
with commodity speculation has been upsetting
the orderly functioning of the security market in
many ways. When speculation is found more
profitable in any other line, such as, bullion or
cotton or jute or oil-seeds, by arise in their prices,
they suddenly liquidate their holdings in stock 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-
sclves, they are often found to take advantage of
bear-seiting, 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 liguidate their investments. Naturally
this results in a loss to the genuine investor.
Moreover, credit institutions like banks and
insurance companies who often want Lo convert
their short-term investments into cash in order to
answer the demand from the depositors or cred-
_1tors, often suffer heavy capital depreciation, on
such occasions.

49. On the other hand, when there is a rise in
stock prices. private dealers put on the reverse
gear; they hiquidate their holdings in bullion and
commoditics and rush into the stock market, this
time as bulls. Herc again, they try to comer and
rig up the market with a view to profit by price
fluctuations. Walching the upward trend of stock
prices, speculative investors loo are attracted.
‘Even genuine investors also may be tempted to
buying stock in such circumstances. After having
the markets rigged up 1o unwarranted heights.
they suddenly release the corner. Thus at cvery
turn they are found to upsct the orderly func-
tioning of the market and at every such fluctuation
they, being experts, loot the real investors. credit
institutions and speculators of lesser experience.
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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 issuc of shares.
by accepting deposits and raising credits from the
banks. If the manipulators lose inthe 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.

Arbitraging

51. These independent firms also carry on
arbitraging between markets. They skilfully
watch the trends of prices in dif ferent markets and
benefit by them. In towns where stock exchanges
and curbs 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 basis. It is these
unregulated facilities coupled with the tack of
rules Lo maintain a minimum schedule of bro-
kerage and to enforce delivery and payment on
the strect markets and over the-counter markets.
which breed so much of undesirable arbitraging
between the organised and unorganised market.
Often such unregufated arbitraging is found to
give rise to a train of malpractices in the sccurity
market. Usually it nulfifies to a large extent the
cftect of collective regulations on the stock
cxchange. The practice of such unhealthy arbi-
traging is found to influence the price movements
to the detriment of honest investors and credit
institutions. Ofien the members of the public are
also led into the vicious circle of such unhealthy
speculation.

52. Not satisfied with their coptous gains from
stock market manipulations, these privite firms
and dealers have also operated in the ficld of
company promotion and share pushing, and they
have had some part in the stagging operations that
have been going on in many Indian cities since
1942, In complicity with certain managing
agencies and stock exchange members they have
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been playing a part, not only torig up the price of
the new issues of shady ventures, but also to get
such issues listed on stock exchanges.

(D) 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
he 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 arc 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 sccondary distribution of stocks. Some
of the American manipulations, - the Radio Pool
(1929), Fox Theatres Pool (1928-29), etc. - have
become notorious. Manipulations in America are
generally carried out on the floor of the
cxchanges, 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
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using various tactics for creating artificial markey
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 been 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 in Company Promotion

56. Although securities come into the orga-
nised stock market only after issuc 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’ sccurities have
become very common in India, especially during
the last few ycars when large numbers of com-
panics were floated for utilising the big war-time
incomes reaped by some people. Although
several of the companics were floated with highly
inflated capitaf structures, a tremendous demand
for shares arose among the credulous public,
owing to the flush of idle money in their hands.
Anappetite for company shares was also whipped



VOL. 11 NO. 4

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 carry on 'stagging"
operations of the most objectionable kind and thus
reap farge profits. Subsequently, the facts came
to be known and prices suddenly slumped, but
before this, manipulators had sold away their
holdings and the guliible 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 ahout these has reached me. They
show clearly that in this country there cannot be
any safcty lo the investor, so long as such day-
light burglary is allowed to go on. The poor man
is senttojail forcommitting apetty 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
-arealmost as unregulated as the dealings in their
shares, and it is futile to atternpt such regulation
by a haphazard system of capital issue control or
by a half-hearted provision for an annual return
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to an over-worked Provincial Registrar who has
neither the equipment nor the time 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 issuc "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 disproportionate 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-
ever be its desirability. However, some limit was
indirectly placed on the Directors’ freedom in this
matter, by laying down the rule that "issues shail
not be allowed in which (disregarding debenturcs
and cumulative preference shares, the holders of
which have special rights which they can set off
against any disadvantage in the matter 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 objccted in principle
to issues including shares of a value of less than
Rs 5/- each.

61. Company promoters have also been trying
by various tortuous practices to undermine the
power of the shareholders by interlinking of
companies and by various other methods. 1t may
not be necessary in this reporttodeal withall this,
secing that an enquiry into the defects of the
Company Law is under way in the Commerce
Department.
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62. 1t must be pointed out here that at Icast one
stock exchange in India has, by insisting on strict
listing requircments, discouraged some of the
practices mentioned above. The listing regu-
lations of thc by the Bombay Stock Exchange
insist on voling rights being proportionate to the
amount of capital subscribed, and an offer to the

-public of at least 50 per cent of the new issues and -

equitable terms of managing agency.

Unfair Use of Inside Information by Directors
and other Officers of Companies

63. Dircctors, agents, auditors and other offi-
cers of companies have been found to use "Inside’
information for profitably speculating in the
sceurities ol their own companies. This has been
possible because, these persons obtain informa-
tion before every body else regarding changes in
the economic condition of companies, and more
particularly, regarding the size of the dividends
to be declared 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. Inthe U.S.A. cffective provision has been
madc against this in the Sceurities Exchange Act
of 1934, by the insistence under Section 16, that
directors and officers of companics and stock-
holders who own more than 10 per cent of any
registered issuc of stocks have to file with the
Sccuritics  Exchange Commission and  the
exchange concerned a statement of each such
seeurity, together with such changes of low of
ownership as have occurred during each month.
Moreover, any profit realised in this manner by
such parties by using inside information is
recoverable from them. In Canada also {ull pro-
vision is made for prompt and public disclosure
of such transactions. In the UK. enquiries
recently made by the Cohen Committee disclosed
serious flaws in the company law in this respect
and this Committee has strongly recommended
that all such transactions by directors and other
officers of companies mustbedisclosed promptly
and an amendment of the company law in this
regard is already before the Parliament.
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65. In India, such special legislation has not
been carried out and no provision exists in the
present company law to bring to book directors
and managing agents of companies who make
such unfair use of inside information. Stock
Exchanges could insist on listed companies giv-
ing publicity to material events like declaration
of dividends, but their admonition often falls on
deaf cars. The President of the Bombay Stock
Exchange. in his specch on 14th Junc. 1947, gives
glaring instances of leading compantices ne glecting
to give prompt publicity to declaration of divi-
dends and issue of bonus shares. In the casc of the
latter, the President states that "incach and every
case where bonus or “right” shares have been
issued, information has lcaked outwell inadvance
of the official announcement™. In the result the
reaping of unjust profits by “inspired” operators
has been very common. It is a pity that this has
not caused the public indignation that itdeserves.
This is largely due 1o the lack of understanding of
the fact that the profits thus made by company
dircctors and their friends are extracted from the
pockets of the investing public. Such “inspired’
operators are no better than the common thief,
and must be put down in the public interest. This
may not be possible by mercly amending the
company law; incessant co-operation of stock
exchanges is necessary for carrying this out and
such co-operation can only be cffective if carricd
out under the auspices 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, {rom
time to time. In spite of organised efforts made
the U.S.A., mischicvous 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 RESULTS OF THE
INDIAN SECURITY MARKET (SUMMARY)

In judging whether the stock market in India
has fulfilled its functions, we have to study first
the trend of security price fluctuations. A study
ofthe price data discloses the prevalence of *wide
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and wild" [luctuations in stock prices. Fluctua-
tions in India are found to be much wider than in
olher countries (Paras 2 and 3).

An analysis of the aggregate prices of wn
feading sccurities shows that prices have behaved
erratically (Paras 4-8).

The effect of price fluctuations is best exem-
plified in the period after World War I when a
hoom in stock prices was followed by a stump
({Puras 9-11).

The violenee ol stock market {luctuations in
India calls for special concern (Paras 13 and 14).
There is no proper safety for stock market
dealings in India; nor equity between parties (Para

(5).

Ttis also doubtfulif the stock market has helped

in fulfilling the function of directing the flow of

savings into the most productive channels (Para
10).

Large funds have inrecent years gone into joint
stock enterprise, but this is not so impressive
having regard to the vast increase in moncy
incomes in war years. Onthe other hand, the sharp
practices of company promoters and directors and
excessive fTuctuations in stock prices have dis-
couraged investment in corporate enterprisc
(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
Caleutta in the middle of 1946 was due to too
liberal advances on stocks (Paras 21-24).

Widespread lax evasion has been going on
under contract stamps, transfer stamps and
income-tax (Paras 25-29).
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In the result. the stock market in India has
failed to fulfil to any reasonable extent the func-
tions which are expected ol it. Thisis chielly duc
10 two causes, namely. lack of experience and
training among the greal majority of stock brokers
and a general craze for speculation and gambling
among certain classes of people in this country.
Even those of them who have taken lately 10
industry have not shown so much inwerest in
making production efficient as in profiting by
clever company flotations and speculative share
transactions (Paras 30-40).

CHAPTER VHL
SHOULD THE SECURITY
MARKET BE REGULATED? (SUNMNMARY)

The abolition of stock exchanges orevenof all
speculation is nol advantageous as dealings are
bound to go on unregulated and therefore more
harmfully. The only afternative is wisc regulation
(paras 1-4).

The opposition toregulation on the ground that
it is an invasion of privale rights is unjustified.
having regard to the important repercussions of
the stock market on the banking system. credit
structure, trade and commerce and general eco-
nomic security of the country. The stock market
is a barometer of general business 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
intermeshed with the gears that drive the wheels
of industry and commerce. 1s & $erious omission
of public duty (Paras 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 by
the outstanding success of the Securilies 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 cconomy. Yet Japan established
strict control over the stock market as carly as
1893 when the economic development of that
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country had only started. A regulated stock
market would be a great helptocarry outa healthy
economic development (Paras 14 and [5).

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
cnsuring a rcasonable 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 {luctuations, 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).

CHAPTER IX.
METHODS OF CONTROL IN OTHER COUNTRIES (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
I 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
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the London Stock Exchange, but no other country
is in this respect able 1o follow the British cxample
(Paras 3-7).

In Paris, the main stock exchange (Parquel) 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 8-12).

In Germany stock exchanges arc subject to
very detailed Government regulations. On the
Berlin Stock Exchange a State Commissioner
appointed by Government is responsible 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 cven 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 notonly stock exchange
law but also company law and the laws relating
{0 public utility-holding companies. trust inden-
tures, investment companies, investment advis-
ers, etc. There was considerable opposition to
Government supervision when it began, but
subsequently, harmonious 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 comprechensive
supervision is essential. We may draw many
lessons, especially from the U.S.A. (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).

CHAPTER X.
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 ils own directors and agents must be
regulated, as also the share pushing activities of
promoters at the flotation stage. The crux of
regulation is the seuting 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
matlers (Paras 2-4).

Itis herc that the example of the U.S.A. is most
helptul 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 dircctors, 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

action cannot be effective as a large part of the
trade 1s in inter-market counters, as manipulations
and pool activities operate on an all-India scale.
Further, the uniformity in rules of business is
cssential and not to have this would only drive
business from regulated to unregulated markets.
To leave the administration of such a matter to
the Provincial Governments will therefore defeat
the objective in view. They will be helpless in
carrying out the urgently needed reform (Paras
19-21).

Norhas any 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 effectively.
A National Investment Commission is therefore
necessary (Para 22).
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The planning of investment on the lines pro-
posed by the Finance Member (Sir A. Rowlands)
is neither feasible nor urgent; eveninthe UK. a
similar proposal had to be shelved; what is urgent
in India is tomake investmentsafe, in the interests
of social justice as well as of attracting more of
the year’s savingsinto corporate enterprise, rather
than be hoarded as formerly. Therefore. toattempt
a balanced investment in the altogether confused
and insecure state of the investment market in
Indiais like putting 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 of India Act, 1935. Assuming thatit
comes under the provincial head. trade and
commerce 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 dclcated, and therefore, the
right step will be to scek 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, andto examine
the financial position of, and call for explanation
from brokers, and (vii) to levy a sales tax onsales
of stock (Para 34).
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For assisting 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 marketdealings
will be included among the powers of the Union
in the Constitution 1o be soon drawn up (para 37).

CHAPTER XL
LINES OF REGULATION-PROPOSALS

Ifitis 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 for bringing stock exchanges and
outside brokers under regulation has been
stressed in the previous chapters. But the obect
of the regulation, let it be noted, will not be served
by bringing the stock exchanges under a rigid
contro! which may deprive them of the initiative
necessary forconductingexchanges successfully.
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
free-lance brokers; which has lately been one of
the chief causes of confusion in the stock market.

Re-organisation 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
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markets, and thirdly, 10 sce that cach section of
the market is allotted a definite sphere of trade,
so that unhcalthy compctition may not take place
between the two.

4. For carrying out these objectives, the most
essential thing to do is to give a monopoly in cach
city to one stock exchange for the trade in their
listed securities. In those citics where any legiti-
mate need is felt for asecond stock exchange with
adifferent list of securities they canalso be given
permission to trade, on the lines of curbexchanges
in the US.A., provided they also work under
approvedrules and will notbutt intothe legitimaie
sphere of the principal stock exchange. There can
also be room for independent firms to do over-
the-counter business, because large numbers of
companies will not have their stock listed on the
stock exchange or even onthe curb exchange. In
the US.A., it is cstimated that a vastly greater
number of securitics (although not larger in dollar
value) are traded over the counter than on the
exchanges, and inthe case of bonds, the greatbulk
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 forits
non-intervention policy.

5. This will need a drastic modilication 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 tocater
for the needs of the public? In India distances arc
extremely large and there arc numerous towns
which cannot afford 1o 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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Registration of all Exchanges and Outside
Brokers und Dealers

13. 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.

14. All stock exchanges, curb markets and
independent brokers must take out licences
authorising them to trade in stocks and shares.
Licences must be given under prescribed rules
which insist on certain standard practices being
ohserved. Only with the previous consent of the
Commission should stock exchanges suspend the
buying-in rule or suspend short-sclling or close
the market formore than 24 hours. Propercontract
forms should be prescribed and enforced. Ful-
filment of contracts by payment and delivery
should be cenforced whether on  organised
cxchanges or in the outside markets. The rules of
licensing, however, may have to vary as between
different sections of the stock market. A reason-
able [ee must also be charged at the original
registration and every rencwal of licence.

15. Members of a registered stock exchange
need not take out separate licences from the
Government. [t 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”. Tt 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 justand equitable principles of trade and
business”. In other words, a stock exchange does
not directly dcal 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

REPORT ON THE REGULATION OF THE STOCK MARKET IN INDIA

707

may be a joint stock company. or it may be a
voluntary association. Uniformity is not essential
in this respect.

Rules and Regulations

{8. Uniformity, however, is essential in the
methods of business on the stock exchanges and
other constituents of the stock market (curb
exchanges. independent firms, ctc.). In other
words, whatever may be 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 ol the rules, Government should have
the power to enforce such rules, cven by super-
seding as in the case of municipalities. The rules
should provide access to the public for remedices
agains! 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 partics through
members as agents. The relation between
broker-members and their clients should also be
defined in the regulations, so as o provide safety
to investors for whose benetit the markel is
provided and even to general public who have a
large stake in the concern.

Should Members Provide Security?

18A. Certain fundamental rules must be
insisted on in the Act itself as a condition 10
licences being granted to Stock Exchanges. One
of them is regarding securities to be 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 on the Governing Board

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. Itis 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 wmeetings, 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
preventacorner ora hammering when it isinsight
cannol 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.

Presidenr

20. Perhaps more necessary than outside
representation on the governing board’is 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 1o be vested in the governing board to
interfere in the normal operation of the market. A
fundamental principle of stock exchange
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administration is that except in certain clearly
definable circumstances there should be no
interference with the natural course of the market.
As the Morison Commitiee put it: "Every bargain
must be regarded as a contract to deliver 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, musi
automatically and without exception be followed
by a public declaration of default.

24. The Committee, however, agreed that it
was necessary to give the B oard power to suspend
buying-in of securities when circumstances
appear to them to make such suspension desirable
inthe general interest. When the market is subject
to bear raids, it cannot be said that the natural
forces of the market cease 1o operate. But when
an "effective corner” has been established, the
natural forces do so cease to operate, and scttle-
ment of bargains can only be ctfected at prices
which will not be dictated by individuals or group
of individuals who may have successfully
brought about acorner. The Commitice, 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
corner.

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-selling 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 o 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 Commitiee 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 ali
speculation; what we are interested in is 10 adopt
asystem which is comparatively less liable to be
used for excessive speculation. The term settie-
menl by the very nature - the long period allowed,
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
by members. and when prices move contrary Lo
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
beenreaped in London also (see Chapter I'V, para
7). in spite of the 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 adopt it.
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30. 1t 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 putup
with, owing chiefly to the undeveloped character
of the Indian stock market. This can no longerbe -
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 cashmarket as 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 allowed 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 afterdue consideration
by the Commission or other authority appointed
to administer the law.

Ready 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

been urged. Official quotation on a stock

exchange does nol guarantee the value of any
sccurity; 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 minimurn 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
therefore some doubtful companieshave obtained
official quotation on some of them. It is therefore
necessary to insist on uniform listing regulations
being maintained in all stock exchanges, leaving
unseasoned securitics to prove their mettle on
curb exchanges, if any, orin the over-the-counter
markets.

It was with a view to helping the stock
exchanges in this respect thatunder 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 S.E.C. Not only has complete information
regarding the working of the company to be filed
initially, but returns have to be made from time
totime 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 cager

brokers. It has been held that the introduction of
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compulsory margins would be desirable as a
means of preventing the excessive use of credit
and of controlling speculation and over-trading,

37. Onthe 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 considerationin Bombay. Mr. A. D. ShrofT,
in his evidence beforc the Morison Commiltice,
urged Government to take power to permit for-
ward trading only under prescribed margin
requircments. It was not cnough to fix an inital
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 alist of transactions
at the overnight closing time, in order that the
stock exchange authorities may sce 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 amarkcet
unused to such a system. The Committee sug-
gested (i) a percentage margin on the initial
bargainprice. (ii) an additional percentage margin
on the make-up price at the first settlement if the
contract is carried over. and (iii) 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 of the current markel 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 1o the large volume of transactions by
members, it may be advisable 10 insist on mem-
bers for providing margins. It istruc that members
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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
practice 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
be separated. In India both functions are per-
{ormed by the same persons. In fact, some brokers
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 prescnt scem (o obtain in India. 1tis
on the larger stock cxchanges in India - those of
Bombay and Calcutta - that any atiempt could be
made in this direction, but attempts so far madc
have proved futife.

Control of Jobbing by Brokers

47. What is more required in the conditions of
India is tostrictly 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
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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 permitied to purchase from clients’ sccurities
or sell their own holdings 10 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 markelt. Besidecs. members
doing ‘tharawani’ work as in Bombay and
Ahmedabad, and the ‘shunters’ of Calcutia,
should be brought under strict control by adequate
measures, as their activities are positively unde-
sirable. One of these. as suggested by the Morison
Committec, is the fixation of alarge unit of trading -
as jobbers. ‘

47A. In connection with the proposals in the
above para, Section 14 ol the S. Africa Stock
Exchange Control Act is worth noling. "Any
stock broker who has been instructed by any
person to buy any stocks or shares on his behalt
shall not, in connection with the purchase of those
stocks or shares, cnter 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 mentioncd person, unless he
has obtained his consent thereto and disclosed to
him in a note of purchase and sale that the stocks
or 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, aschedule of
minimum brokerage should also be fixed and



enforced by the exchange, so that variations in
stock prices between broker and broker may be
avoided. '

Need for Special Training for Membership

49. It has been shown in the course of this
-report that the lack of training for membership has
been a serious hindrance to the maintenance of
proper standards by member-firms and their
- 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 be made for a special course of training being
given to thosc 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
opportunitics are also given to them for obtaining
training. It is cssential that such opportunities
should be given to auhorised clerks on the Indian
stock exchanges also. and it will be desirable to
make provision for the really competent among
thembeing elected to membership. It may alsobe
advisable to sclect every year a certain number of
the clerks for the training mentioned above, 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
cxchanges closed when it suits the convenience
of the governing board, there is an inclination to
hive too 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.
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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 of a 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 wherc the
predominant stock exchange is located, transfers
can be easily effected. This is the casc in the UK.
Butin 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; ithas been held
valid delivery even by the Privy Council. We
shoulddevise 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 be taken for this purpose.
The first step must be to see 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 embossed with stamp fce and date of issue.
The buyer then will have 1o 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 alsobe possible to reduce e vasion and to raise
larger revenues from these items,

Over-the-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 cxchanges.
Especially in towns not served by stock
exchanges, dealers are boundto spring up to meet
the needs of local people. All these have to be
compulsorily licensed as otherwise business is
bound to flow from regulated to unregulated
arcas. The regulation of these private 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 information as prescribed
and substantialed by a statutory declaration;
(ii) The provision of reference as prescribed;
(iii) The provision of sureties as prescribed;
(iv) Undertaking 1o 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.
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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 of Company Law

61. With a view to discouraging the malprac-
tices, regarding share dealings, of promoters and
dircctors of companies, provision should be made
for the following in the amended Act:-

(1) 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 sharcs a separatc 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 be stip-
ulated in the Act.

(iii) Any change within a period of six months
in the holdings of sharcs of a company by
any of its directors or officers 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 directors 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 securitics 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 by
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 simultancously in the differ-
ent trade centres.

(vii) Companies should be statutorily required
to submit quarterly balance sheets.

62. With a view (o discouraging blank transfer
and allied evils, the following measurcs are
desirable:

(1) Transfer fees chargeable by companics
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
company should be statutorily fixed.
Deviations or evasions should be penalised
by a right to claim damages or loss. The
period for transfer should be so fixed as to
make the limitations of life of blank transfer
practicable.

(iihy Stmilarly a period for splitting or sub-
division ol scrips should be defined and
fixed. '

(1v) Companies should issue certificates in
marketable lots as practised on recognised
stock exchanges.

(v) Scrips in respect of new issues of com-
panics should be issued within a specified
time after the date of subscription of capital.

~ (Longdelays have happened in somce cases
on the ground that printing was delayed).

Supply of Statistics

66. It is essential that Government should have
power to collect statistics from stock exchanges
and dealers. One of the conditions of licensing
must be the sending of certain periodical returns
to Government. and provision must also be made
for the supply of any additional statistics that may
be catled for.
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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 be scverely
penalised by stock exchange authorities

A Sales Tax on Security Transactions

68. For undertaking a proper regulation of the
stock market on any lines, funds will be required.
It is but fair that such funds should be raised from
the sccurities trade and not from the pocket of the
general tax-payer. No doubt a part of these will
come from the licence fees fevied (rom stock
exchanges and outside dealers, but this cannot be
adequate. Further, so widespread and important a
business as stock market has a duty to contribuie
to the general revenues apart from whatever
contribution it may be making 1o the income-tax
and the new capilal gains tax.

70.1, therelore, reccommend that a sales tax on
share transactions should be levied every time a
scrip is sold. The proper procedure will be for
every member of the stock exchange to submit a
listof his sales every evening 1o the committee of
the stock exchange with a full amount ol tax as
lixed by Government, The tax may be levied at
cither of the 1/2 per cent ol the market value of
the shares sold or 2 per cent 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 havetopay 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 to dis-
courage him altogether. Thercfore, it may serve
as an elastic source of revenue. Of course, the tax
will have to be levied. notonly from members of
the stock exchanges but also from private dealers.
Strict provisions will have 1o be made for this in
the regulation of the over-the-counter market.



REPORT OF THE STUDY GROUP ON FINANCING OF
THE PRIVATE CORPORATE SECTOR IN
THE SIXTH FIVE YEAR PLAN
(Chairman: C. Rangarajan, India, Planning Commission, 1982 (mimeo)

[The Summary of only Chapter IV of the report is presented below. |

CHAPTERIV.
CAPITAL MARKET

24. The amount of capital raised from new
issues, on an average, has been of the order of Rs
58 crores 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 invesiment policies and procedure by the
Government.

25. The favourable public response to issucs
of such shares is, however, mostly confined to
well established companies. [ssues by new con-
cerns continue to be unattractive cven if the
projects are considered Lo be viable.

26. In the case of debentures, the over-
subscription has been confined mostly to con-
vertible debentures, and almost all
non-convertible 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 deposits hold a crucial
position as 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 houschold 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 attractivencss of the
instruments to the savers and

b) to strengthening the infrastructure of the
capital market.

29. Shares of companies promoted by ncw
entreprencurs have not found favour mainly due

to lack of return in the initial years. In order to
mitigate this problem. the Swudy Group leels that
such companics should be cnabled to go in for
public issues only at a stage near the completion
of the project. Till that time, the financial insti-
tations 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 of the implementation
of the scheine may be worked out by the financial
institutions.

30. It has been represented (o the Study Group
that in addition to the above there should be a
scheme under which investors in new equity can
be assured a reasonable return by way of interest
on the amount invested, pending earning of suf-
ficient profits by the company to declare divi-
dends. There is considerable meritin the principle
underlying the suggestion but there are some
problems in the implementation of this sug-
gestion. The Study Group would recommend that
the proposal may be examined in detail and a
practical alternative scheme be evolved.

31, The proportion of capital ratsed by way of
preference shares has steadily come down over
the years. In part, this phenomenon appears to he
the result of more attractive instruments of
securities now available to the investing public.
With a view to correcting this, the Study Group
recommend that the ceiling rate on dividend vn
preference shares may be raised to [5%.

32. Stock Exchanges play a crucial role in the
mobilisation of savings for investment in indus-
trial securities and in strengthentng the capital
market. The spread of stock cxchanges is rather
limited and their functioning has left much 1o be
desired. The Study Group recommends that the
functioning of the stock exchanges needs to be
studied in depth by a High-powered Committec
very urgently with a vicw to ensuring that the
working of the stock exchanges is not disrupted
by recurrent crisis, that they are able toefficiently
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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 (o
be a need to consider the streamlining of the
cxisting procedures and requirements witha view
to making the issue of capital simpler and less
expensive.

34. The restrictions on the duration of transfer
deeds are 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
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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 Actbe 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. Pendingan 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 number
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 intereston
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 below. The separate
summary of amendments to the related laws and rules, presented in the report, are not reproduced
since they are referred to in the different chapters.]

I Organisation and Management of Stock
Exchanges
Form of Organisation of the Stock Exchanges

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 conneclion, 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,
itis 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-
wted 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
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
general meeting and also of the High Court for
the reduction of capital under Sections 100 to 104
and thereafier seck the approval of the Central
Government under Section 25 of the said Act.
Where the existing Stock Exchanges are com-
panics limited by 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-
ulation) 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
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limited by shares, rather than wait for these Stock
Exchanges to complete the formalitics 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 Governing Bodies of the
Stock Exchanges to makce them fully repre-
sentative of various interests,

The Governing Body of cach 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 cxceeding 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 clected Dircctors:
{a) The elected Directors should be from
amongst the existing members of the Stock
Exchanges.

(b) 1/3rd elected Directors should retire every
year by rotation.
(c) . Theelected Directors may have « maximum

of 2 consecutive terms of 3 years and after
a minimum break of one 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 aperiod exceeding 12
years in the aggregale.

The nominated members of the Governing
Bodies should be nominated by 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 recognised
bodies such as Institute of Chartered Accountants
of India, Institute of Costs & Works Accountants
of India, Institute of Company Secretaries of
India, Institute of Management. ctc. The terms
and conditions of services ol 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.

Asregards the appointment of Chairman of the
Governing Body, the Commitiee recommends
that a panel of 3 names of independent persons
may be reccommended by the Governing Body of
the Stock Exchange concerned. In case. however,
the Government does not approve of any of the
names on the 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 intercsts
in the trading activitics of the Stock Exchanges.

The tenure of the Office of the Chairman
should be for aperiod of 5 years and he should be
eligible for reappointment for only one additional
tlern of 5 years.

The Committee recommends that there should
also be 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
Munaging Director who should possess the reg-
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
such a Managing Director should be determined
by the Government. The Managing Director
should have a term of S yecars which may be
further extended from time to time at the discre-
tion of the Government but not beyond the age of
65.

The Stock Exchanges should also have spe-
cialised  departments dealing with different
aspects of their business activity.
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In addition to the declaults commitiee. arbi-
tration committee. ctc., the Stock Exchanges must
have at least 2 other committees one for planning
and development of securitics business and the
other for the purposes of audit. It isrecommended
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 arbitration committee
should each be headed by an eminent mdependent
Chairman.

The Governing Body of the Stock Exchanges
should be vested with adecquate power and
authority to institute civil and criminal proceed-
ings against the members and non-members for
any breach or violation of any of the provisions
ol the Securities Contracts (Regulation) Act,
Rules, directives, etc. The Sccurities Contract
(Regulation) Act, the Rules framed there-under.
etc.. may be suitably amended.

Overall Administration, Supervision and Control
of The Stock Exchanges in the Country

The Committee does 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 body called the
Council for Sccurities 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 Securitics Industry should be as
under:

Number of members: Mode of selection:

4 Chairmen of the Stock Exchanges. at least one of
whom should bg a Chairnan of a small Stock
Exchange.

4 Independent members from Government officials,

expens from the field of corporate finance, com-
merce. accountancy, managenent and law (not more
than two from Government olficials ).
One member each frominvesunent and developimeni
finance institutions which would be contnbuting
towards the initial capital ofthe Council for Securines
Industry.

10 Total Members

(5]
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Additionally, the Governing Body of the
Council should be headed by a whole-time
Chairman-cum-Managing Director.

The appointment, tenure of the Office, terms
and conditions of service of the members of the
Governing Body of the Council including its
Chairman-cum-Managing Director may be
determined by the Government.

The Councif for Securitics Industry should be
astatutory body with adequate powers, embodied
m the statute to cnabie it to function cffectively.

The Council, 1o begin with, should have
Regional Oftices where the principal Stock
Exchanges are situated. Later, if need be, Branch
Offices could 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 of Finance should be considerably
increased and upgraded.

[T Membership of the Stock Exchanges
Educational and Professional Qualifications

(i) The Committee recommends that for the
present the minimum basic educational standard
should be pegged at X1lth standard or equivalent.
Aller 5 years or so. the Question of raising the
minimum educational standard to graduation
could be examined.

(11) The Committee further recommends
establishment of a separate Institute designated
as National Institute of Investment and Financial
Analysts in the country. This Institute should be

established on an All-India level on the lines of
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Institute of Chartered Accountants or Company
Secretarics, elc., by the financial institutions,
Universities or the Institutes of Management. The
Institute can also offer a special diploma course
ofayear's duration for those secking membership
of the Stock Exchanges as also for the existing
members, authorised assistant clerks and for the
persons working in the Stock Exchanges,

* investment and financial institutions.

(iii) The Committee has separately recom-
mended the establishment of a Council for
Sceurities Industry. The Commitee is of the
opinion that this Council, in collaboration with
Institutes of Management or Institutes of Char-
tered Accountanis/Company Secrctarics ol India
or the Universities, should organisc diploma
course of a year's duration through the Stock
Exchanges for those desiring the membership of
Stock Exchanges.

Candidates secking membership of the Stock
Exchanges must as a pre-requisite qualify for the
diploma offered cither by the Naional Institute
of Investment and Financial Analysts or by the
Council for Securities Industry. The Comunitice
also recommends that there should be no excep-
tions as regards the completion of this diploma
course, for persons succeeding to the established
business of a discased 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 10 8 weeks' duration.

(v) The Council for Securities Industry should

“also organise induction courses periodically for

sub-brokers licensed  sccurities  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 [inance. taxation, etc.
Further, these persons must be reasonably con-
versant with the provisions of various Statutes,
Securities Contracts (Regulation) Act. 1956,
Securities Contracts (Regulation) Rules, 1957,
Companies Act, 1956, Capital Issues (Control)
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Acl‘. 1947, Income Tax Act. 1961, Monopolies
Restrictive & Trade Practices Act, 1969, policies
of financial institutions, etc.

Experience and Practical Training in the Busi-
ness

(i) In case of candidates desiring membership
of the Stock Exchanges and who have passed at
least XlIIth standard, the minimum experience
should be as under:

(a) threemonths in case of MB As, Chartered
Accountants, Cost Accountants, Com-
pany Sccretarics or post-graduates in
commerce or eCoOnOmics;

(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 coursc
organised by the National Institute of Investment
and Financial Analysts or the Council for Secu-
rities Industry, mustundergo practical training 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.

Financial Solvency and Viability
(1) Sccurity Deposit:

The Committee recommends fixation of
security -deposits (for doing business only in

non-specified shares) per member for different
Stock Exchanges as under:

Bombay Stock Exchange 100,000
Calcutta Stock Exchange 75,000
Pelhi Stock Exchange 75,000
Madras Stock Exchange 50,000
Ahmedabad Stock Exchange 50,000
Other Stock Exchanges 25000
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Security deposits should be further stepped up
by 50 percent if the member wants to do business
in ‘specilied shares’. It is also recommended that
such security deposits should preferably be taken
in cash, and only in exceptional cases they should
be taken in approved liquid securitics with a
margin of 25 percent. However, in no event, the
membership card or the share/s of the Stock
Exchanges should be considered to be an
approved sccurity. Only such members who have
paid the security deposit in full should be per-
mitted to conduct any business in industrial
securities. However. in case of new members, the
facility of payment of the security deposit in two
installments may be given in deservingcases with
such restrictions as the Governing Body may
impose.

The Stock Exchange authoritics may, in their
discretion, collect from any member additional
security deposit.

(it) System of Net Capital Requirements or
Liquidity Margins:

The Committee feels that there should be a
linkage betwcen the volume of business and
owned funds of a member in his business. It
thercfore, recommends that in addition to security
deposit as aforesaid, a system of “net capital
requircments’ or ‘liquidity margins® should be
evolved by the Stock Exchange and limits fixed
for each member in relation thereto, for doing
separate types of business such as cash business,
forward business, underwriting business, ctc.
Details of this scheme may be worked out sepa-
rately by the Council for Securities Industry.

(iii} Annual Subscription:

Annual subscription for membership should
be minimum of Rs 2,500 per annum for smaller
and new Stock Exchanges. In major Stock
Exchanges the same should be at least Rs 5,000
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
10 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 whenever required by the
Stock Exchange authorities.

Other Issues

Provision for admission to membership:

(1} In view of the changes suggested in the
cducational 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.

(it) Candidate for membership should be asked
to give references 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,

(ili) 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 commitiee recommends that the
membership should be always open to any person
who is qualified, 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, closerelatives,
etc. There cannot be any objection to such persons
being admitted as members. However, with a
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. view to professionalising 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.

(iti) With a view to allowing the heirs of a
deceased member or‘the resigning member the
benefit of the goodwill of thc 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 reccommends 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, ctc.) 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 (o time.

(iii) In the event of termination of inactive
membership where the membership card is held
by the heir/nominee of a dececased 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: v

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.



(b) All the Directors assume unlimited liability,
and

(¢) A majority of the Directors are members of
the Stock Exchanges and also shareholders of the
corporate member.

Multiple membership:
(1) With a view 1o 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 amember of amajor 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 Commiitee 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.

(i) 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
1o 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
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specialists and evolve a suitable scheme of
encouragement as is done in the case of new
entrepreneurs.

Authorised assistants/clerks:

(i) The members must be made fully respon-
sible for any businesstransacted by the authorised
assistants/clerks irrespective of any privale
understanding or arrangements amongst them.

(i1) All existing and future authorised assis-
tants/clerks should be asked (o place a securily
deposit as under:

Centre Amount (Rs)
Bombay 10,000
Delhi 7.500
Calcutta 7,500
Ahmedabad 7.500
Madras 5.000
Other Stock Exchanges - 2,500

In case the authorised assistants/clerks also deal
with public and procure orders for the members.
besides trading on the floor, they may be required
to pay additional security deposit 1o the extent of
100 per cent of the aforesaid amounts.

(iii) Authorised assistants/clerks who arc
badge-holders should pay annual subscription to
the Stock Exchanges as under:

Centre Amount (Rs)
Bombay 500
Delhi 250
Calcutta 250
Ahmedabad 250
Madras 250

Other Stock Exchanges 100

(iv) Members of the Stock Exchanges should
be required to take suitable insurance covers in
respect of the acts and omissions of their autho-
rised assistants/clerks.

(v) After 1987, all authorised assistants must
qualify for a diploma/certificate course to be
conducted by the Council for Securities Industry.

Sub-brokers:

The dealing with the sub-brokers should be
effectively regulated and controlled and they
should be brought under the discipline of the
Stock Exchanges. Further, the member brokers
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should be made fully responsible and accountable
for the dealings and the acts and omissions of the
sub-brokers attached to them.

Licensed dealers:

(1) Dealers in securities should be licensed
from one of the recognised Stock Exchanges in
or ncarby their place.

(it) The licensed dealers should be of sound
linancial means and should pay asecurity deposit
of Rs 25,000.

(i11) 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
shouldundergo such training programmes or pass
such cxaminations conducted by the Stock
Exchanges or the proposed Council 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 of the Committee it will be
useful to have an additional class of licensed
securilics agents situated at places where there are
no Stock Exchanges. The functions of these
agents should only be to canvass new issuecs of
industrial securities and to assist the investors in
documentation relating to transfer of securitics,
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.

Gratuity fund:

The Committee is of the opinion that the
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
eventof the demise of amember, a fixed summay
be paid to his family, over and above the amount
represented by voluntary contributions per
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member fixed by the Body administering the
fund, depending upon the period of membership
of the deceased member.

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 ol 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 Sccuritics 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 pending orders of
the clients on the books ol a broker will be
executed first before any order on account of the
broker himself or on account of his partner or
employce is executed unless the intention behind
such an order is to earn commission only.

(it) 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 broker s
dealing with the client as a dealer or as a broker.

III Listing of Industrial Securities on Stock
Exchanges '

A company seeking enlistment on a:Stock
Exchange, at present, has to apply for the purpose
to the regional Stock Lxchange as well as to the
other Stock Exchanges where it wants enlistment
along with the prescribed documents. The pro-
cedure is not only time consuming but aiso
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involves considerable unnecessary expenditure
for the companies. The companies seeking
-enlistrnent 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 agreementand
the practices adopled by the Stock Exchanges for
grant of listing 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 setup 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. T

_ Fhe powers conferred on'the Government
"under Section 21 of the Securities Contracts
(Regulation) Act should be invoked tocompel the
unlisted companies to get their securities listed in
the following cases: : -

(i) where the companies propose to raise term
loans (excluding foreign currency loans),
debentures from the financial institutions (all
India and State level) or raise resources by wdy
of issue of shares/debentures of Rs 3 crores or
more in the aggregate, outstanding any time, and

(ii) the companies have a net worth of more
than Rs 1 crore or have made profits (before tax)
in at least three years out of the last five years. In
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case the companies had made losses 1n the lasi
two years, such companies might cither be
exempted from the compulsory listing or they
may be given more time for listing of their
securities.

The Companies Actorthe Securities Contracts
(Regulation) Act may be amended suitably to
ensure compliance of these provisions. The
existing bonus guidclines may be revicwed at
least with regard to companies requiring 1o list
their securities as per the aforesaid net worth
criterion having a small capital base but, with
large reserves, so as to permit them Lo issue bonus
shares in the ratio exceeding 1:1.

Whenever such companies seck institutional
finance, the institutions should disburse funds
only after obtaining thc necessary Board reso-
lutions of the companies to list their securities
within one year of disbursement of loans fromthe
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-banking finan-
cial companies coming under the purview of the
RB1 should be fixed at Rs 1 crore for listing
purposes.

A listed company should be de]isled 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.

Any violations of the provisions of the listing

. agreement should be made an offence punishable

by the Stock Exchanges by levy of fine by them
directly under their bye-laws or by instituting
suitable proceedings in aCourtofLaw. Inthelater
case, prior approval of the Government must hc
obtained by the Stock Exchange. Suitablce pro-
visions should be incorporated in the Securities
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Contract (Regulation) Act in this regard. Annual
listing fees payable by companies should be
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uniform as given below for all the Stock
Exchanges:

Size of Companies Rupees
Comnpanies with paid-up share and/or Debenture capital, upto Rs | crore 3,000
Above Rs 1 crore and upto Rs 5 crores 6,000
Above Rs 5 crores and upto Rs 10 crores 10,000
Above Rs 10 crores and upto Rs 20 crores 20,000
Above Rs 20 crores and upto Rs 50 crores 30,000
Above Rs 50 crores 50.000
Initial listing fees 5.000
The scale of listing fees for Stock Exchanges companies concerned will make suitable

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, including the 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
s thal there is no scope for misuse of such price
sensitive information by anyone.

Suitable provisions should be incorporated in
the 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

endorsement to this effect on the share certificates
issued to the promoters/management group of the
companies.

All listed companics 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 evolved for the protection of
investors. Apart from certain information being
furnished to the Government in the matter, the
shares subscribed by the original premoters
should not be transferable for a period of the first
three years. This fact should be prominently
superscribed on the share certificates.

The feasibility of development of an unlisied
securities market (U.S.M.) on the lines of such a
market in the UK. may be explored to enable.
medium and small sized companies which do not
get their shares listed for one reason or the other
to come into the listing fold.

Companies having provisions in the Articles
of Association which are not in tune with sound
corporale practice, such as some specified
directors having powers of veto tantamounting to
overruling the majority decisions of the Board.
should not be listed unless the Atticles of Asso-
ciation of these companies are suitably amended
to.ensure that the majority decision of the Boards’
of Directors shall always prevail in all 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
transfer of shares. Nevertheless, the Board of
Directors of a listed company should not 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 or destabilisation 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 areference 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-
ment in this regard.

With a view1o minimising the cost of servicing
the shareholders’ it is suggested that the minimum
lot of transfer and sub-division corresponding to
the market unit of trading should be stipulated.

Companies must be raquired to pay interest on
the amount to be refundéd at the rate 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.
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Section 73 of the Companies Act, 1956 may
be amended empowering the regional Stock
Exchanges to extend the period for admitting the
securities of the company for dealing beyond ten
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 notification 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 ccasing
to be a subsidiary company, delivering 10 the
Stock Exchanges copies of the Chairman’s
address or other announcements. cic.

Rule 19(2) (a) (iv) of the Sccurities Contracts
(Regulation) Rules relating to forfeiture of
unclaimed dividends may be amended so as to
bring it in consonance with the provisions of
Section 205A of the Companics Act, 1956. Rule
19(2)(b) of the Securitics Contracts (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
are proposed to be enlisted.

Whenever bonus or right shares are issued by
a company it should as far as possible be donc in
such proportions that the issuc of {ractional cer-
tificates 1s reduced to the minimum. Even the
residual fractional certificates required to be
issued to the shareholders need not be issued.
Instead they may bc paid the proporiionate
amount in cash.

IV Measures to Reduce the Cost of Public
Issues of Capital

The financial resources which are expected to
bemobifised. through thechannelofthe new issue
market would reach a level of at least Rs 5000
crores per annum in the next few years. Recog-
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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:
1. 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 of 25 per cent 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 1o
the companies concerned;

(iii) In such and other cases the Controller of
Caputal Issues/All India financial institutions
should use his/their discretion to decide about the
extent of underwriling 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 cascs where the projects are
vetted by the financial institutions and they are
agrecable o provide [inancial assistance by way
of term loans 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 the minimum public subscrip-
tion has not been received by then. This would
ensure  compliance  with  the  minimum

REPORT OF THE HIGH-POWERED COMMITTEE

727

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 subscnbed 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:

On amounts  On Amounts
Devolving on the Subscribed by
Underwriter the Public
(a) For amounts upto
Rs 5 lakh 2.5% 1.5%
(b) Foramounts in excess
of Rs § lakh 2% 1%

(vii) It may be clarified by way of circu-
lar/notification by the Controller 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;

(vii1) Underwriting commission 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 issucs uptoRs | crore,
the financial institutions could consider taking up
the entire issues on a consortium basis, sothat the
smaller new companies may nothave 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 | crore. Later,
when the companies reach the stage of profit-
ability, these issues may be ofl-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 publicissue formalities,
and when they offload the shares of such com-
panies to the public, the benefitof Section 80 CC
of the Income Tax Act, 196! 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
lo 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 establisha separate institution
by the consortium of financial institutions, banks,
State Industrial Development Corporations, etc.,
to take 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 of the 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 privaté placement of capital, by
whatever name it is called, @ 0.5 per cent only.
It should be clarified by acircular that the cost of
public issue includes the costof private placement
of issues, if they are out of public issues sanc-
tioned by the Controller of Capital Issues;

(iv) Brokerage incase of public issue of capital
orin 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,
deposttors and debenture-holders of the com-
panies in case of preferential allotment and the
rightsissues 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
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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 of the Managers to the Issue

The companies should be free to appointment
one or more agencies as managers o 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 issuc 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 rcleased 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.

[HI]. VARIABLE COSTS:

|. Printing and distribution cost in 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
fromthe offices of the company concerned, Stock
Exchanges, underwriters, managers to the issue,
bankers to the issue, etc.

(i1) The formal, size and the contents of the
prospectus itself should be simplified by incor-
porating only the vitally required details which
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are not otherwise available in the Mcmorandum
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.

(iit) 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 | crore;

(b) Underwriters should be given, if
demanded, 1000 application forms and prospec-
tuses for every Rs | lakh of capital underwritien;

(¢) The managers to the issue and cach of the
Stock Exchanges should be given SO0 application
forms and prospectuses.

(iv) For additional supply of application forms
and prospectusces, over and above the frec quota
asenumerated above. the same should be supplied
on payment of actual cost not excceding 25 ps.
per application form and Re 1 perprospectus and
the company should keep a properrecord thereof;

(v) All agencies concerned with the marketing
of the public issuc must place firm orders for the
supply of application forms and prospectuses
with the company sufliciently in advance of the
opening of public issuc;

. (vi) The free quota of application [orms and
prospectuses to be supplicd by the companies
should be reduced as under alter the amendment
of Section 56 of the Companics Act. 1956;

Sr. : Quantity
No. Category Public Issue ———— e s
Size of the forms Application Prospectuses
(nH (2) 3 4) (5)
(1) Members of the issue Any size 100 1)
(i1) Stock Exchanges
(a) Upto Rs 1 crore 200 20
(b) Above Rs | crore
(i) Underwriters 1O00%* SO**
(iii) Muanagers of the issuc Any size 500 50
{iv) Stock Exchanges 500 50

**For every Rs | lakh of capital underwritten. if demanded.
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2. Advertisement and Publicity

(1) 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 organised in
semi-urban and rural arcas to evoke wider
investors interest and response.

(iit) Expenses being incurred by the companies
to mobilise non-resident savings being rather
high. such expenses need 1o be controlled 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 collecting
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.

(it} In respect of public issue of securities
cxceeding Rs S crores, the centres for acceptance
ofapplications should be all the recognised Stock
Exchange centres and all the centres prescribed
by the Governmerit.

(b) Minimum Subscriptiom\Allotment:

The applications for securities be invited from
the public for a minimum amount of Rs 1000(100
shares of Rs 10 each or 10 shares/debentures of
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Rs 100 each) with a minimum alloument of 100
shares of Rs 10 or 10 shares/debentures of Rs 100
each.

(¢) 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 application money at 50 per
cent or 100 per cent of the issue price at their
discretion.

(d) Minimum offer period:

For minimising workload and cxpenscs
involved in heavy over subscription, the sub:
scription list should preferably be allowed to be
closed at the end of the first day of the opening
of the issues in case the samc is oversubscribed
by thatday. However. to begin with, the minimum
period to keep the subscription list open be
reduced from the present level of 3daysto?2 days.

(e) Despaich of instruments/documents:

The companics should despatch instruments
documents by means of "Recorded Delivery’
instead of ‘Registered Post’. However, with the
implemcniation of the suggestion above. there
may perhaps be an increase in the instances of
instruments/documents being lost in transit. The
companies should, therefore, re-cxamine their
procedures for the issue of duplicate shares/de-
bentures certificates and/or any other instru-
ments/documents to simplity them to avoud
inconvenience to the investors.

(D) Intimation of basis ol allotment:

The basis of allotment of the issue necd not be
intimated to the applicants and it should suffice
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 carly as possible,
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the setting up of a centralised servicing cen-
tre/issue House by the financial institutions and
investment institutions in collaboration with the
commercial banks and/or Stock Exchanges. Such
an Issuc House/[servicing centre] 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 delavs in processing of

applications and realisation of application
moneys

() The Commitiee recommends that the
application moneys should be collected only
through the prepaid instruments like demand
drafts.postal orders or anew type of an instrument
called ‘security cheques’ or even cash. With this
syslem the company would be able to draw out a
list of successful allotices without encashing the
application moneys received from the applicants.
The application moneys received in respect of
successful allottees alone should be encashed.
The unsuccesstul 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 of refund order should be continued.
To implement the above proposal suitable
amendments to Sections 69 and 73 of the Com-
panics Act, 1956 may be made, if necessary.

(i1)In addition to the introduction of the system
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
thereceiving bankers. The new procedures would
facilitate quick processing, easy reconciliation of
applications and moneys received, early allol-
ment of securities and expeditious despatch of
refunds to the unsuccessful applicants.
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[III]. FIXATION OF OVERALL CEILING
ON THE COST OF PUBLIC ISSUES:

The Committee realises thatthere are a number
of variable and imponderable factors which come
in the way of cvolving 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. AH 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:

Particulars/size of the issuc Limits of the cost

(a) Equity & Convertible Deben-
tures:
Upto Rs 5 crore
In excess of Rs § crore
(bj Non-Convertible Debentures:
Upto Rs § crore
In excess of Rs 5 crore

Mandatory costs +5%
Mandatory costs +2%

Mandatory costs +2%
Mandatory costs +1%

Expenditures incurred beyond the above limits
should not be allowed for deduction for the
purpose of taxation. This would require suitable
amendment to the rclevant provisions of the
Income Tax Act, 1961,

The auditors of the companics concerned
should be required to qualify 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 suitably 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 matter and should cxtend
maximum co-operation 0 the companies con-
cerned to minimisc 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. or lor that
matter there cannot be any. for sell restraint, sell



discipline, consciousness on the part 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
continuily of sccurities 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.

Disclosures by the Investors

(i) Every investor must disclose, at the time of
placing order lor purchasc or sale of shares,
whether he wants to take or give deliveries of
shares or is interested only in trading for settle-
ment business.

(i) The stockbrokers will be required to issue
two types of contracts - one, for cash, and the
other. for scttlement transactions, the contracts
issued being in distinet and different colours for
casy identification. This system will assist the
genuine investor and would {acilitate the Stock
Exchange authorities 10 know the volume of
transactions on a cash ora carry over basis, which
in wrn would enable them totake timely measures
to deal with emerging situations.

Specified Shares

(1) The criteria for inclusion of scrips in the list
of specified shares should be made more rigid and
uniform lor 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
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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 specified 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 are
cffected in a regulated and controlled manner.
Such a step would actively encourage inter-
market arbitrate business, paving the way 1o a
national securitics market.

Financial Resources of the nvestor

(i) Any one who wants to buy or sell shares of
listed companies on the Stock Exchanges must
have sufficient financial resources 10 back up his
business commitments. Every investor, must
therefore, pay front-end margins before buying or
selling equity shares in the markets. Front-end
margins should be applicable both in respect of
transactions on a cash basis and a scttlement
trading basis.

(i1) In case of cash transaciions, 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 securitics, on a cash basis. deliverics should be
effected by the individual investors within 7to 10
days of placing the order [or sale. In the case of
non-fulfilment of the stipulations. suitable pen-
altics should be imposed on the investor con-
cerned.

(ii1) If an investor wants to buy or sell specified
shares for trading for settlement business he
should pay front-cnd margin money of minimum
20 per cent at the time of placing the order for
purchase or sale of sharcs. This can be stepped up
further if the situation so warrants.

(iv) The front-end margin money collected
should be deposited with the Stock Exchanges by
the stockbrokers immediately.

(v) An investor must be properly introducedto
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.

Minimum Liquidity Margin

(1) 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 securities, underwriting, etc., would
berelated to his financial resources. The proposed
Council for the Securilies Industry shall frame a
suitable scheme on the lines of the broad outline
of the scheme given in the annexure to the Report.

Disclosure of Information by the Stockhol-
ders/Stock Exchange Authorities

(1) 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 [ lakh
in cash or settlement basis.

(ii) 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. '
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Distinction between Contracts for Trading for
Settlement Business and Contructs for Genuine
Investments

There should be a distinction between con-
tracts for trading for scttlement business and
contracts for genuine investments. This calls {or
amendments to the present Bye-laws and Regu-
lations for making specific provisions fordelivery
and payment of shares. Al no time. any investor
should be made to suffer in receiving deliveries
of shares against payment or sale procceds of
shares delivered by him.

Carrv-over of Transactions

(i) The Committee recommends that the
carry-over of transactions should be allowed for
not more than 4 settlement periods of 14 days
duration each with the aggregaie time span of 60
days. If the delivery of shares is not completed
within the stipulated time and at the contracied
price, the member broker should be 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 provided in the Byc-laws and Regu-
lations against carry-over of transactions of cash
SCrips. .

(ii) Every member must scttie hisaccountsand
square up his positions once in 60 days and a
certified statement to this cffect must be filed by
the member with the Stock Exchange authorities.

Trading Dours

The Committee is of the opinion that the
trading hours of all the Stock Exchanges should
be increased to 5 hours aday. in a phased manncr,
and there should be separate sessions for cash
business and for scttlement business.

Outside Finunce

(1) The stockbrokers should not be allowed to
arrange for finance from outside by offcring
shares under purchase with blank transfers as
security for speculative wrading on their own
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account.

(it) At the end of each settlement period, every
stockbroker should submit to the Stock Exchange
authoritics, details regarding the quantum of
monies he has borrowed from outside and the rate
of interest at which the money has been raised by
him.

(iii) Non-banking finances used for ‘badla’
and speculative purposes by non-member oper-
ators should be brought within the purview of
Usurious Loans Act or Money Lender's Act or
should be regulated by the Reserve Bank of India
as is done in case of fixed deposits, operations of
chit funds. ete.

(iv)ltmay be prescribed that necessary returns
detailing the names of the partics concerned,
quantum ot moncys involved, rate of interest at
whichmoncy isborrowed, securities offered, cte..
are 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-
stockbrokers dircct.

Option Trading and Kerb Trading

(i) The ban on option trading should be con-
tinued and persons indulging in this activity
shouldnot be allowedto enter the Stock Exchange
premises during the trading hours,

(it} Option trading is a cognizable offence
punishable with an imprisonment ol 2 years and
cxpulsion  from the membership of the Stock
Exchange. This should specifically be brought to
the notice of the stockbrokers,

(ii1) A vigilance squad should be cstablished
in cach of the Stock Exchanges to detect the
members who indulge in Option and Kerb trad-
ing. ‘

(iv) Stock 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
by the stock broker and executed during the
trading session on the next working day.
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Closing Quotations

No closing gquotation of any scrip should be
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 spreadin the two-way quotations of equity
shares should be reasonable and be regulated by
the proposed Council for Securities Industry.

Undesirable Activities

Any activity on the part of the members of the
Stock Exchanges which is undesirable and which
would adverscly affect the gencral health of the
stock markets and the orderly functioning thercof.
such as manipulation, false trading, market rig-
ging, insider trading, Kerb trading, ctc.. should be
treated as civil and criminal offences punishable
with heavy lines and imprisonment upto 5 years.
For this purpose, the Sccuritics Contracts (Reg-
ulation) Act may be amended suitably.

Disclosure of Information by Companies

Topreventspeculation onthe basis of rumours
regarding the current functioning of the com-
panies, it should be provided in the listing
agreement thatallcompanics must publish atieast
their unaudited working results on a half-yearly
basis, and on a quarterly basis 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 Mcetings ol the
companies which is required to be circulated o
the Stock Exchanges well in advance,

Insider Trading

Insider trading must be made a punishable

“offence with severe penalties or fines or even

imprisonment. Suilable provisions may be
incorporated in the Securities Contracts (Regu-
lation) Act on the lines of a draft annexed to this
Report.



VOL. 11 NO. 4

Trading in Securities Before Listing

(i) The time span between the offer of shares
o 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
from the date of issue of the prospectus. The
Bye-Laws should be amended to permit such
trading with suitable regulations.

(i1} The regulations framed for the purpose will
be applicable to all the persons in charge of
management and their merchant bankers man-
agers 10 the issue.

Svstem of Murgins

(i) Besides introducing a system of front-end
margins as suggested earlier, the Commitiee
recommends that a carry-over margin should be
fevied uniformly at the rate of 10 per cent.
However, il the price of a scrip increases by more
than S per cent during a settlement period and by
more than 10 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.

{1i) Carry-over margin money should be col-
lected only in cash.

" Operation of the System of Margins for Reason-
able Periods

All the margins collected from the members
should be retained by the Stock Exchanges till the
tlime the actual outstanding transactions for which
the margins have been paid get settled or alter-
natively the technical position of the market
becomes stable. with the discretion vested with
the Managing Dircctor of the Stock Exchanges.
Once the margins arc imposcd, they should be in
operation for a rcasonable duration so that their
impact is not allowed to be whittled down by fresh
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bouts of speculative activity. Even withdrawal of
margins, when decided upon. should be permitied
in a phased manner.

Disclosure of Information in Transactions by the
Stockbrokers

With suitable amendments in the Bye-Laws
and Regulations of the Stock Exchanges. it should
be made obligatory on the part of the stockbrokers
to make full disclosure of the information
regarding the transactionseffected by themasand
when and to the extent required by the Stock
Exchange authorities.

Powers of the Stock Exchanges and Other Fuci-
lities Available to Them

(1) Stock Exchanges should also be vested with
adequate authority to ask for reports on the
activities of any authorised cierks or “Taravani-
wallas' and 1o take disciplinary action against
them, if required.

(i1) Stock Exchanges should be empowered by
suitable amendments (o 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. ’

(ii1) Stock Exchanges should have well orga-
nised secretariats and research and statistical
divisions to collect and interpret necessary data,
10 judge trends in trading, to monitor activities of
the brokers, etc.

Organisation and Management of the Stock
Exchanges

The organisation andmanagement of the Stock
Exchanges should be revamped as reccommended
so that the Boards of the 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, Practices and
Procedures

For the purpose of cffecting better control on
speculative transactions, the Stock Exchanges
should folow 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 securitics ex or cum right/
bonus/dividend basis, fixation of uniform rates of
margins, lrading hours, ctc. Additionally, all
Stock Exchanges must adopt uniform measures
lor regulation and control of trading tor settlement
business and micro-processors and compulers
should be used by the Stock Exchanges to handle
the growing volume of business. Other infra-
structure facilities available to them should be
improved.

Aungmentation of Supply of Equity Shares

(i) Closely held unlisted companies should be
encouraged 1o get their shares listed, as recom-
mcnded.

(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 companics (o 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 activities {or the sales and purchases of shares.

(v) Norms of debt-equity ratio in case of
project financing should be reviewed by the
development institutions so as to facilitate larger
issue of cquity capital rather than rely on debt
finance by the entrepreneurs.

(vi) Entrepreneurs who corner the shares of the
companics after listing to disturb the proper
distribution of shareholding to the public, should
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be made to offer part of their shares to the public:
to comply with the requirements of the listing
agreements.

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 | year provided the net proceeds of the
industrial securities are reinvested within a period
of one year in any other industrial security of the
listed companies.

Revision in Bonus Guidelines

The Commitiee recommends that C()mﬁanies
may be allowedto issue bonus shares as and when
their reserve position permits them Lo do so. The
present guidelines in respect of bonus issue
which, amongst other matters. specifies that there
should be at least 3 years’ gap between 2 issues
of bonus sharcs and in a period of 5 years a
company cannot issue bonus shares on more than
2 occasions, should be suitable amended.

Turnover Levy

Turnoverlevy shouldbelevied @ 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 Social
Responsibilities

Improvement in the self discipline and ethical
behaviour of the stock brokers and awareness on
their part of their social responsibilities 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 help the
Stock  Exchange authorities to  moderaic
speculative excesses in the markets bur 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

Publicution of Pamphlets and Hand-outs

The Committee is of the opinion that in order
that an investor is made aware of the mechanics
of trading on the Stock Exchange so as to cnable
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.

lmprovements in the Practice

(1) As instantancous availability of informa-
tion relating to fluctuations in prices and volume
of securities traded is of vital importance for
etficient 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-
alter the prices being broadcast or written on the
black-board should be replaced by an electronic
system whereby there is an instantancous record
of transactions and prices for the usc of the offices
of the 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 achievéd in the ecfficiency and

“lunctioning 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 Exchange and elsewhere.

(i1) 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 speedicr disposal of work in
their offices.

(iti) The Commitiee is of the view that the
Bye-laws of the Stock Exchanges should be
suitably amended to provide for the compulsory
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issue of contracts to the clients. These contracts
should not only give 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 ol 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.

Settlement of Transactions

Atthe 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
systcm 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 by Stock
Exchange personnel for immediate dataentry into
computer system through the terminals instalted
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 keep withhim apad of' sauda
slips in triplicate wherein he would fill the details
of the transactions like the code number of the
buyer broker, the code number 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 slip
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.

(1) Use of screen projection of VDU contents
for the continuous display of security prices and
volume information in the trading ring.

(iit) 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 Tata 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 of the 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 sclected for the purpose and
implemented as soon as possible.

VII Measures to lmpi'ove Overall Service to
Investors

Part A: Measures to Improve Services to the
Investors :

Members of the Stock Exchanges should have
adequate financial resources and infrastructural
and research facilities 1o offer appropriate ser-
vices Lo the investors. With this end in view, it is
recommended that as far as possible, sitockbrokers
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
speculative business.

Disclosure on the part of stockbrokers and pro-
hibition 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
sccurities are bought or sold, amount of
commission charged, whether the stockbroker
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has acted as an agent or principal. the time of
execution of the bargain, 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 floor of the Exchange arc
promptly and properly reported and recorded and
no manipulation takes place therein.

(iv) Closing quotations of prices should not be
allowed to be recorded uniess transactions are for
a sufficient number of securitics. (This point has
been dealt in detail in Chapter 7).

(v) The Stock Exchange authorities should
conduct surprise audit and checks 1o ensure due
compliance of the above and also of the Bye-laws
and Regulations by the stockbrokers.

Kerb trading:

Kerb trading should not be allowed to take
place and it should be ensured that transactions
done in kerb are not regularised.

Prompt deliveries/payments:

(i) Severe penalties, including suspension of
membership, should be levied in the event of a
member not cffecting timely deliveries or pay-
ments to his clients, '

(11) 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 ol securities
which are cum or ex-dividends, rights or bonus,
etc.

(iti) The moneys and securitics of a client
should not be mixed up with that of his slock-
broker. For the purpose, the stockbroker con-
cerned should maintain separate bank accounts
and safe custody accounts for deposiling 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
up 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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specified period and delivered tothe investor. The
difference 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.

Responsibility for the actions of suh-brokers:
The stockbroker with whom a sub-broker is
associated  should be wholly and - directly
responsible for any acts of commission or omis-
ston on part of the sub-broker, notwithstanding
any agreement or arrangement entered into
hetween the stockbroker and the sub-broker,

-Bad deliveries:

Strictdisciplinary action including suspension
should be taken against members of the Stock
Exchanges who have effected *bad’ deliveries
and who do not co-operate in the removal of the
objections and other inlirmities in the documents
delivered by them.

Bank finance for some transaction of stockbro-
kers:

(1) The commercial banks shouldprovide loans
against non-convertible debentures pledged with
them by the stockbrokers. Also credit facilities
should be granted against securities of cash price.
However security margins in respect of finance
made available against cash scrips should be
much higher as compared to the margins appli-
cable in respect of non-convertible debentures.

(i} The banks should provide loans to the
specialists (this point has been examined in detail
in Chapter 4).

(1i1) Loans should be granted to stockbrokers

for purchase of office equipment, furnishing of

the premises, elc., al reasonable rates of interest.

(iv) Adequate working capital tacilities should
be provided by the banks to the members of the
Stock Exchanges to augment their business
finance to facilitate payment requirements of their
clients.

(v) At the time of sanction of issues of capital
for bonus or right shares or convertible
bonds/debentures to the existing shareholders, it
may be ensured by the Controllerof Capital Issues
that the quantum of fresh capital allowed to be
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raised does not, as far as possible. result in odd
lots.

(vi) The basis of allotment of shares in respect
of public issues should, as far as possibie. 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-active
shares should also deal in odd [ots of shares on a
fixed commission basis. *Specialists’ should be
extended the ftacility of bank finance for their
operations, as stated carlier. :

(viii) If three certificates ol odd lots of shares
togcther make a marketable lot and if requisite
number of transfer deeds are tendered, the
delivery of documents should be accepted even
though the shares represented by them may stand
in the names of upto three different persons. The
Stock Exchanges may examine this suggestion
and amend the concerned Regulation. if neces-
sary.

(ix) In case the odd lots of shares which
aggregate to a marketable lot or more, are
tendered for transfers, the companies themselves
should cffect consolidation and issuc certificate
in marketable lots to the exient possible.

(x) The companies should Lake the initiative
and request the shareholders to tender their odd
lot holdings tor encashment, These odd lot
holdings should then be consolidated into mar-
ketable lots in the name/s of the assigned nomi-
nee/s appointed for the purpose by the Boards of
the companies and sold in the Stock Exchanges.
The sale proceeds thereof should thercalter be
distributed to the original odd lot sharcholders on
a pro-rata basis.

(xi) The quotations in respect ol 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 ol stamping or one
month atter 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 Commitiec does not lfavour 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. Such
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 sharcs 21 days before the closure of Register
of Members as against bétore 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
“detail of the-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,
- suitable space for giving particulars of the bank
accounts of the sharcholders applicants should be
provided in the transfer deed and in the share
apphc.auon form.

(vi) Companies should accept the signature ot
the ransferor if his signature is duly atiested on
the transfer deed by any of the following:

(a) Bank officials of the rank of Branch
Managers and above;

(b) Garetted Officers;

(¢) Honorary Presidency Magistrate;

(d) Notary Public; and

(¢) Managing Director of the Stock Exchange
(reccommended in the revised organisation
structure of the Stock Exchanges in the Com-
mitiee’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 10 insulating the companies
against any financial lability resulting from
fraudulent atwestation of the signatures of the
transferors,
inSurance cover for the purpose.

(viii) Inthe event of the company notaccepting
a transfer of securities on account of infirmities
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in the documems executed or forany 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/decbentures or right
entitled letters should not be despatched inrespect
of such shares, debentures to the sclier of the
securities (i.. 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 trusy, for
the purchaser till such time the matter is resolved
beiween the transferor and the transterce. The
Commitiee also recommends that 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 separale
register. Suitable legislative changes may be
made in the concerned Act.

(ix) In case duly cxccuted transfer deeds
together with share/debenture certificates are
‘posted’ (o thewompany 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 todged
for transfer are not received by the company
concerned before the closure of books due to
postal delays, the delay in such cases should he
condoned. Section 108 (1A) (b of the Companics
Act, 1956 should be amended to substitute the
word ‘delivered’ by the word “posted’.

(x¥In principle, there shouid be frec transfer-
ability of shares. However. for the present, when
the aggregate holding of a sharcholder does not
exceed beyond a specified amount, {rec trans-
ferability should be ensured.

(xi) If in case the signature of a transicror on
the transfer deed differs rom his specimen sig-
nature recorded with the company, the power 1o
say so should vest only with the Secretary of the
company. ’

(xii) Guidelines regarding procedures (o be
followed in case of death of ashareholder. loss of
share/debenture certificates. etc., should be uni-
form and be simplificd. Such guidelines should
be [ramed by the proposed Council for Securities
Industry.

(xiii) The stamp duty on transfer of securities
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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 sharc transfer stamp duty. Additionally,
share transfer stamps should be made available at
all post offices.

Facilities provided by the stock exchanges and.

their general functioning:

(i) With a view to improving the services to
the investors the Stock exchange authorities must
cnsure that there is strict observance of the Rules,
Byc laws and Regulations on the part of their
members and if there is any violation, promptand
strict disciplinary action should be taken.

(i) 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 Stock Exchanges
should be increased commensurate with the
securitics business.

(iv) The Arbitration Commitiees must look to
the interests of the investors. These Commitiees
should be headed by outside persons with a view
o ensuring impartiality and they should meet
more often to avoid delays.

(v) All Stock Exchanges should follow uni-
{orm practices and procedures relating to marking
of quotations, cum and cx-rights or bonus, cum
and ¢x. dividends (on the dates of closurc of
transfer books ). settlement periods, tradinghours,
clearing systems, clectronic display on the notice

boards ol 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 be placed on the
mechanical aids such as computers, micropro-
cessors, ele., by the Stock Exchanges.

{vii) The grievance cells proposed to be
cstablished at cachof'the Stock Exchanges should
be managed by the senior executives ol the Stock
Exchanges.

REPORT OF THE HIGH-POWERED COMMITTEE

C 74

(viii)One of the measures Lo prevent excessive
speculation would be to require cach broker to
make full disclosure of the volume of transactions
and the prices to the Stock Exchanges. Consoli-
dated information of the same should be 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 todisclose the
names of the persons/group of persons” who
directly or indirectly have acquiréd 5 per cent of
the paid-up capital of the company. This disclo-
sure should be 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 by companies:

(1) Staff of the share departments of the com-
panies should be made aware of their responsi-
bility to the shareholders andtheir working should-
be toned up and made more efficient.
Management of companics should take keen
interest in such matters.

(i1) The Chambers of Commerce, Merchant
Chambers and other such associations should
cvolve a code of conduct for the companies to
follow in matters relating 1o proper scrvice to the
share debenture holders. .

(iii) Institute of Company Sccretaries of India
should issue suitable guidchnes for the Scereta-
ries of the companices 1o tonc up the cfficiency of
the Secretarial and Share departments of the
companies and also to help the managements to
simplify and streamline the procedures 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 1o service to share deben-
ture holders.

(v) Companics should publish their unaudited
working results on a half yearly basis and on a
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quarterly basis, if their paid up capital is Rs 10
crores or-more and also publish frequently news
items about otherimportant de velopments having
a bearing on their working for the information of
the sharcholders and the investing public.

(vi} The companics, should make divi-
dends/refund orders/interest pay orders payable
at par at all the branches of their banks.

Part B: Meausures to Encourage Investors in
Semi-Urban and Rural Areas to Invest in Indus-
trictl 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) twould be appropriate that, for the present,
the investors from such areas are not exposed to
equily 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
issuc 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 arcas. ’

(iv) Measures should also be taken to
encourage public sector companies to issuc
debentures with buy-back arrangements (o the
investors in these areas.

Reservation of issues 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
1anguages should be undertaken by the proposed

Council for Securities Industry or by other
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agencies with a view to crealing awarcness and
highlighting the bencfits of investment in indus-
trial sccurities.

(i) Within a rcgulated framework. the
stockbrokers, investment consultants, merchant
bankers, ctc.., may be allowed to advertise to
promote investment in industrial securities.

(iif) The Government may consider publicis-
ing over radio and TV, the benefits ol investment
in industrial securities and also the quotations ol
prominent scrips of the Stock Exchanges, peri-

“odically.

(iv) Publicity Campaigns undcrtaken by
stockbrokers and others connected with the
securitics industry. over radio and TV may be
allowed at concessional rates, subject to the
contents ol the advertisements being within the
guidelines laid down for the purposc.

(v) Concessions should be granied on postal
tariff in regard to the distribution of various types
of investment literature. 1o the investors. Such a
step would further the cause of investment in
industrial sccurities.

(vi) Seminars, lectures. press conferences
should be organised in semi-urban and rural arcas
at different intervals by the Stock Exchanges.
Establishment of Investors’ clubs and Investors’
Bureaus should also be encouraged by the Stock
Exchanges.

Steck Exchange Centres:

(1) Stock Exchanges should be established, in
a phased manner, in all the non-metropolitan
centres having a population of 5 lakh or more. In
the alternative, to begin with, the cxisting Stock
Exchanges may be allowed to open their branch
representative offices in such centres. However,
such offices of Stock Exchanges should have
adequate facilities of stmultancous display of
stock prices and other vital investment informa-
tion. In the carly stages, the Government may
consider subsidising the cost of the clectronic
link-up so required and subscquently the same
could be financed by stockbrokers and other
operators working in the branch/representative
offices ol 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.

(i1) Sub-brokers who are located in semi-urban
and rural arcas should be allowed to undertake
other gainful activities to augment their income.

(1ii) Stockbrokers should be encouraged to
open their branch offices in centres where there
arc no Stock Exchanges.

{(iv) Services of the agents canvassing business
for Life Insurance Corporation of India, Unit
Trust of India. national savings certificates, etc.,
should be 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
cnlisted for the purpose.

Use of services of post offices and Commercial
Banks:

(i) Services of post offices should be utilised
for the distribution of literature in industrial
seeurities. application forms, etc.

(i1) The services of commercial banks oper-
ating in the rural and semi-urban areas should be
utilised for canvassing of investment in industrial
sccurities in these areas.

(iii) The bank branches situated in semi-urban
and rural areas should encourage their account
holders and other investors to hold corporate
securitics cither jointly i the name of the bank or
in the name of the bank only as their power of
attorney holder or custodian. This will facilitate
the rural and semi-urban investors in overcoming
irksome hurdles and avoid compliance with for-
mulitics on their part.

{iv) The bank branches should also encourage
the investors 10 open accounts with them and
obtainmandates trom them sothat they canrender
services (o them like applying for new issues,
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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 Cooperative
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
utilisation of the services of the proposed service
Institute Issue House for the purpose.

Investment advice and services:

(i) Intensive research and indepthstudy should
be undertaken in regard to the securities business
preferably by the proposed Council for Security
Industry and the information compiled there from
should be freely circulated (o the Stock Exchange
and at subsidised price among the stockbrokers,
sub brokers, agents. etc., who in turn would
distribute 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-rclated matters so as to offer proper
investment counsel to their clients.

Protection to Investors:
As Already Recommended

(i) Investors’ Protection Fund should be
created with a view tocompensating the investors
inthe event of toss incurred onaccount of defaults
committed by their stockbrokers.

(i) Each member of the Stock Exchange
should obtain insurance covers with a view (o
protecting the investors against the loss of doc-
uments in transit or by fire and in the event of
fraudulent acts commitied by the staff members
or others associated with him. '
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1. 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 Committec has identified five major areas

of concern:
(1) Lack of liquidity: 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 conscquence of this lack of liquidity,
investors in regions serviced by the smaller
cxchanges have not been able to fully exploit the
rccent 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 difficultiesininducing companies to list
on their ecxchange. Consequently, these
exchanges have been unable to also provide
adequate infrastructure and services (o their
members 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 coniributing 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 pereentage of listed
securities are either traded infrequently. or notat
all, with volumes concentrated on arclatively few
number of scrips.

(2) Lack of infrastructure fucilities: All stock
exchanges arc laced with- the problem of inade-
quate infrastructure facilities. like adequate office
space, effective computerisation,
telecommunication systems, cie.. Consequently,
exchanges have not been able to provide members
with the facilitics needed for cificient trading.
back-up office for members. library and Olhu'
administrative requirements.

The level of computerisation across stock
exchanges has been inadequate. resulting in lower
operational {lexibility of 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 mlu-
exchange basis.

This has in turn restricted growth across
exchanges, and the ability of exchanges o handle
increasing trading volumes.

(3) An inefficient and outdated trading systen:
The poor infrastructural facilities at exchanges
has also resulted in exchanges following inefli-
cient and outdated wading systems. A major
drawback has been the absence of on-line
transaction recording systems. This has led 0 a
lack of transparency in trading operation. In
addition, it has led to delays in settlement, which
inturn has affected investor confidence, and acted
as an impediment 1o the spread of the cquity cult,

(4) An outdated settlement svstem: A major
shortcoming of the cxisting settlement system is
the need for the physical transfer of stocks. This
has resulted in enormous paperwork. bad and
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improper delivery of stock, and delays in regis-
wration and transler of scrips. Objections raised
during registration of transfers results in further
delays in settlement.

The settlcment 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 a single market: Due to the inability
of the various stock exchanges. to function
cohesively, the growth in business in any one
exchange or region has not been transmitled to
other exchanges. The limited intermarket opera-
tions have only incrcased the costs and risks of
investors in the smallermarkets. This problem has
been aggravated by the lack of cohesion between
cxchanges in terms of legal structure and regu-
latory framework, trading practices. settiement
procedures, jobbing spreads, etc.

Inadequacy of investor service

It 1s clear that exchanges. particularly the
smaller oncs. have been unable to service their
investor base adequately, and have been able to
make a limited contribution to the spread of the
equity cult in their region.

The inadequate infrastructure and incffective
trading practices/ scttiements has also resulted in
a lack of NRI confidence in the Indian capital
markets. Major Indian corporates today need to
diversify their sources of capital. and seck the
dircctparticipation ol forcigninvestors. ‘The arcas
ofconcern detailed hereinwould effectively deter
such direct foreign currency investnents. The
upgradation ol existing stock exchanges thus has
to be viewed as an integral component of the
increasing globalisation of the Indian cconomy.

Improving investor access to capital markets

In view ol the forcgoing. the Committec felt
the need to widen the perspective of the Study in
order 1o arrive at a more balanced and strategic
view of its terms of reference. The explosive
erowth of the capital market and the extension of
the investor base to regions outside those served
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by the existing stock exchanges. argue the case
for first improving the access of investors o the
capital market.

However, it is a moot point as to whether such
access can be best provided by cstablishing new
exchanges, or through some alternative mecha-
nism. In evaluating this issue., the Committec has
per force kept in mind that the ultimate objective
18 to ensure that investors should directly benefit
from the emergence of any new system, and that
this benefit in turn should be transparent to the
investor.

The Indian capital markel has witnessed an
explosive growth in the last decade. The number
of stock exchanges. the number of listed com-
panies, ..... market capitalisation, ..... and trading
volumes. ...... have all grown substantially. Inline
with this growth, the investor base in the country
has also grown in size and geographical spread.

In spite of the increase in the number of stock
cxchanges, there are still a large number ol
regions, where interest in the primary and scc-
ondary markets is cvident, but where access 10
exchanges is difficult for a variety of reasons.
Poor liquidity in regional exchanges, absence of
broker and/or seccurity house networks. and
incfficient telecommunication {acilitics  have
largely contributed to this problem. Conse-
quently, the further spread of the equity cult is
hampered by these factors, with a clear barrier
arising between the primary and the secondary
markets.

The scope for increasing the investor base is
considerable. Although market capitalization has
increased significantly {rom Rs 25.000 crores in
1980 to as much as Rs. 90000 crores in 1990, o
still accounts for only 20% of GNP. It must be
noted that in USA and Japan, the corresponding
figurcs are 56% and 127% respectively. More-
over, the number of sharcholders as a percentage
1o total population remains insignificant at 2.5%
as against 20% in USA.
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The scope in this regard is cvident from the
relatively low incidence of financial asscts
amongst houscholds....

I1. The National Stock Market System*
Establishing new stock exchanges

The Committee determined that existing
exchanges have not met the objective of liquidity
loany reasonable extent, and have provided a less
than adequate level of service for the small
investor. The Committee determined that despite
the substantial growth in the capital market,
cxchanges, cspecially the smaller ones, have
found itdifficult to meet the objective of liquidity
to a reasonable cxtent..... In conjunction with

other factors, this has resulted in poor levels of

scrvice for small and regional investors. In view
of the loregoing, the establishment of new stock
exchanges must be predicated on setting into
place a set of conditions that would ensure that
exchanges operate efficiently, are liquid and are
financially viable. This would perhaps be the only
approach Lo improving service 10 investors,

Aflterconsiderable discussions, the Commitice

arrived at the conclusion that the setting up of

additional stock exchanges would in itself not
serve the purposc of spreading the equity cult, or
cnhancing liquidity in the secondary market.

In line with international trends, the Com-
mittee is of the view that a systemic improvement
can only be achicved by establishing closer links
between exchanges.

The Committee is of the opinion that the issue
of establishing new exchanges, and the criteria
thereof, can be muanmélully examincd only in
the context of streamlining the operations of the
existing exchanges, and their ultimate networking
1o establish a National Stock Market system.

International trends arc clearly towards a lesser
number of exchanges, and in fact, scveral
developed economics have closed down anumber
of exchanges.... This is essentially due to the
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extremely efficient communication links and the
high degree of automation availablc in these
countries.

Need for a National Stock Market System

The Committee is of the view that in the
ultimatc analysis, the problems enumcrated
herein can only be addressed with the emergence
of an integrated Stock Market System. with cach
stock exchange in the system streamlined and
posscssing the necessary telecommunications
andrelated infrastructure. Indeed. the Committee
submits that there is an extremely strong case for
the creation of an mtugmlcd National Stock
Marku System.

Underthissystem. allexchanges in the country
would be inter-linked to facilitate the casy flow
of transactions between them. The national inte-
grated system would comprise several distinetive
but inter-related  clements.  The  major
pre-requisites for the cffective functioning ol
such a system include:

(1) greater degree of automation within stock
exchanges;

(2) ‘net-working” between stock exchanges:

(3) establishment of National Clearing and
Settlement Facilitics and a Central Depository
Trust under the aegis of a single nodal Corpora-
tion; ‘

(4) the establishment of a Securitics Facilities
Support Corporation 1o oversee the net-working
of all stock exchanges.

Given the experience derived by more devel-
oped economies, the establishment of such a
system can bc accomplished in India in a
relatively rapid time frame. notexceeding 3ycars.
Inthe meantime, to cater to the increased investor
basc. the Committee recommends. subject to the
criteria presented in Chapter V of the (Study
Group) Report, the setting up of a few more
cxchanges in the “high potential® investment
regions. *The Committee recommended new
stock exchanges at only four places, viz, Nagpur.
Gwalior. Chandigarh and Shimla. This is apart
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from the reccommendation for setting up the NSE
al the New Bombay to provide computeriscd
sccuritics trading with all-India coverage.

Once the integrated national system is in place,
itwould not be necessary Lo set up any additional
exchanges. Indeed under the proposed system it
would be possible for investors in remote loca-
tions to access major markets casily.

The proposed national system would achicve
an over-all improvement in the working of stock
exchanges, which 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 Committce
recommends that the establishment of new stock
cxchanges be regarded as part of an overall
scheme of developing the country’s capital mar-
kets. A large number of stock exchanges, working
inisolation, would only fragment the market, and
create investor dissatisfaction, leading to con-
siderable incfficiency in the system. Steps thus
need to be taken to achieve an integrated system.

The Concept of National Stock Market Svstem

In the ultimate analysis, a liquid market is the
only means of providing every investor the
opportunity to trade securitics freely. Itis only a
large and liquid stock exchange market that would
be viable in tlerms of cost, cfficiency and
sophistication of infrastructure needed to provide
the quality of service required by the invesior.
Thus, a large number of independent small
exchanges would not, by itsell, provide the nec-
essary impetus o capital market growth.

The Commitiee is thus of the view that such a
market can only be provided within the frame-
work of a nationally integrated Stock Markel
System. Under this system, all exchanges would
be inter-linked. facilitating an easy ftlow of
fransactions and resources. It would also be the
most cost effective and efficient solution to the
present  problems  be-setting  the  smaller
exchanges.
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* 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.

11 Promotion of the National Stock Exchange

The Bombay Stock Exchange (BSE) is the
largest Stock exchange in the country. with over
2,600 listed scrips and an ever increasing volume
of trading. The BSE today accounts for 70% of
all transactions. and has provided the underpin-
ning for the exponential growth of the capital
markets. [thas played the role ofa Jeader 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 members and a modern
rading ring.

The larger companies listed on the Exchange
have been serviced well, with 80% ol wrading
concentrated in the "A’ category where carrying
lforward of transactions is allowed. Daily trans-
actions are carried oul in about 250-300 com-
panics. However, due 1o the physical constraints
referred to carlier, other scrips are cither traded
very infrequently or not raded at all. The
Exchange has also been unable 10 develop a debt
market, duc to shortage ol space. and the apparent
unwillingness of members to act as market
makers.

The Committee has observed that the debt
market, especially for long-dated fixed income
sceurities, in fact accounts for the major propor-
tion of the volume of trading in more developed
economics. It is this availability of a sccondary
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market in debt that has provided the major
impetus to capital formation, especially in the
USA and the UK.

In view of the foregoing, the Commitice
strongly recommends that a new Stock Exchange
be promoted immediately at New Bombay as a
*Model Exchange’ and to actas a *National Stock
Exchange’ (NSE). The NSE would provide
access to investors from all across the country on
an equal footing, and work as an integral com-
ponent of the National Stock Market System.

Principal features

The NSE could limit itself to listing only
medium-sized companies..... [and] focus on cre-
ating a market for debt instruments..... Wholly
neglected by the BSE as well as other existing
exchanges.....

The Exchange could be promoted by financial
institutions and mutual funds. and financed on a
sclf-sustaining basis through levy of membership
fees.....

At least 50% of the Managing Board ol the
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Exchange should comprise ol professionals who.

arc not members.......

The Exchange should be complelcly automa-
ted in terms of both trading and sctlement pro-
cedures. The implementation of the automated
trading and settlement procedurc should be

‘planned on a priority basis.

In addition to the admission of professionals,
corporate members and institutions. representa-
tion should be permitied from across the country,
and not limited to the city of Bombay. This would
allow for direct access to the market to potential
investors and professionals from other invest-
ment centres of the country. Members of exisling
cxchanges would be limited to 25% of the total
number of individual members of the NSE. The
balance 75% would be new professional mem-
bers. '

The Committee urges the introduction ol the
concept ol compulsory market makers/jobbers in
the NSE - a role that would cminently suit
institutional members, Thisrole isin factessential
to ensurc liquidity to all scrips listed on the
Exchange.

REPORT OF THE COMMITTEE ON REVIEW OF DISCLOSURE
REQUIREMENTS IN OFFER DOCUMENTS
(Chairman: Y.H. Malegam, Mumbai, Securities and Exchange Board of
India, June 1J95)

[The summary of the recommendation of the committee, as given in Annexure-G of the report are

reprodicce helow. |

The Sccurities and Exchange Board of India
(SEBD) constituted a Committee under the
Chairmanship of Y.H. Malegam to review the
existing disclosure requirements in offer docu-
ments and recommend additions thercto and
modifications thereol so that disclosures assist in
achieving the objects tor which SEBI has been set
up. namely to protect the interest of investors and
10 promote the development of and regulate the
securitics market. This Commitiee 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
hereunder:-

I. All of SEBI’s requirements on disclosure
should be consolidated in a single document

issued in loose-leaf form which can be periodi-

cally updated in a systematic fashion.

2. The Prospectus should disclose the actual
expenditure incurred on the project upto the date
of filing the draft prospecius with SEBT or upto a
date falling two months before 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
break-up of the expenditurc remaining to be
incurred on the project.

3. The Prospectus should disclose the "bridge
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loan” or other financing arrangement, il any, to
incur cxpenditure on the project and which is
expecled to be repaid out of the proceeds of the
issuc. '

4. In respectof financial mformation disclosed
in the Prospectus, adjustments necded musi.
wherever possible. be made in the statement of
assels and liabilities and in the statcment of profit
and loss itself and not indicated by way of notes.
In particular: -

(i) All incorrect accounting practices o
failures 10 make provisions or other adjustments
which resulted in audit qualification should be
rectified and accounting figures be recomputed;

(ii) the material amounts relating to adjust-
ments relating to previous years be identified and
adjusted in arriving at the profits of the years o
whichthey relate irrespective of the year in which
the event triggering the profit or loss occurred:;

(i) where there has been a change in
accounting policy, the profits or losses of the
carlier ycars and of the change be recomputed to
reflect what the profits or losses of those years
would have been il a uniform accounting policy
had been followed in cach of those years;

(iv) the statement of profit or loss should
disclose the profit or loss before extraordinary
ilems separately from the profit or loss after
extraordinary items.

5. In thestatementof profit or loss, the turnover
disclosed should be bifurcated into: (1) turnover
of products manufactured by the company and,
(it)wrnoverof productstradedin by the company,
andif the wurnover ol traded products is in respect
of products not normally dealtin by the company
the same should be separately discussed.

6. The Prospectus should disclose details of

_'Other Income’ in all cases where such income
(net of related expenses) exceeds 20% of the net
profit before tax.

7. The prospectus should disclose the signifi-
cant factor alfecting tax provisions in any year,

8. The statement of assets and liabilities
disclosed in the prospectus should be prepared
after deducting the amount of ‘revaluation
reserve’ from both lixed assets and reserves to
arrive at the Net Worth,

9. The Prospectus should disclose material
changes (with yuantification whercver possible)
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in the activities of the issuer which may have had
a material effect on the statement of profiy loss
for the five years disclosed in the prospectus.

10. The Prospectus should disclose all sigmt-
icant accounting policies followed in the prepa-
ration of the linancial statements.

i 1. The Prospectus should disclose sales or
purchases between companies in the promoter
group when such sales or purchases cxceed i
value in the aggregate 10% ol the total sales or
purchases of the issuer and also material items of
income or expenditure arising out of transaction
in the promoter group.

12. The Prospectus should disclose specified
accounting ratios for cach ol the accountng
periads for which financial information is given,

13. Al fmancial nformation given in the
Prospectus including accounting ratios should be
audited.

14. In respect of all companies cmbarking on
major cxpansions ornew projects, the Prospectus
should make disclosure regarding (i) Technology.
(1) Market. (iii) Competition, (iv) Managerial
competence, and (v) capacity build-up.

15. Normally the Prospectus should not dis-
closeprojections of future profits. Disclosure may
be made in respect of-

(1) New companics. (i) Existing companies
cmbarking on a new project, () FExisting com-
panics embarking on an expanston which is dis-
proportionately large in relation 10 the easting
business.

[6. Where projections of future profits are
disclosed in the prospectus, such disclosure must
be governed by specificd conditions.

17. The Prospectus should contain a statement
by the directors whether there have, in their
opinion, arisen since the date of the st financial
statements disclosed in the prospectus any cir-
cumstances that materially adversely alfect the
trading or profitability of the issuer or the value
ofitsassctsoritsability topay its habilitics within
the next twelve months.

18. The Prospectus should contain a forecast
of the estimated profits for the financial year
ending immediately before the date ol the offer
document (if such information is not already
given in the prospectus) and for the financial year
ending mnmediately after the date of olfenng
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document duly supported by an auditors’ certif-
icate which lists the major assumptions on which
the forecast is based and gives assurance on the
arithmetical calculations derived from such
assumptions.

19. The terms ‘Promoter’ and ‘Promoter
Group” should be defined for the purposes of the
disclosure requirements in the Prospectus.

20. The Prospectus must disclose - (i) the
aggregate sharcholding of the Promoter Group
and of the directors of the Promoter, (i) the
aggregate number of shares traded in by the
Promoter Group and the directors during the six
months prior to the date on which the Prospectus
is filed with the Registrar of Companics together
with the maximum and minimum price at which
purchase and sales were made and the date on
which such minimum and maximum prices were
determined.

2 1. When disclosure is made in the Prospectus
of the aggregate holding of the Promoter Group,
a list of the persons who constitute the Promoter
Group and their individual share holdings should
be filed with SEBI.

22, The disclosure required in the Prospectus
regarding other ventures/companies promoted by
the promoter should be restricted to certain spe-
cilied matters,

The Prospectus should disclose -

(i) stock market data separately for each
period which commences with a change in capital
structure. '

(i1} the market value immediately after the
date on which the resolution of the Board of
Director concerning the issue was passed,

(iii) the volume of business for each month

during the six months preceding the issue.

23. The disclosure required in the Prospectus
concerning  outstanding  litigation  should be
confined to -

(1) litigation against the company or against
any other company whose outcome could have a
materially adverse eflect on the financial position
of the company. ‘

(ii) litigation against the promoters or
directors involving violation of statutory regu-
lations or criminal offence.

24, The bifurcation of disclosure in the
Prospectus of "risk factors” into "internal” and
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"external factors” on the one hand and "man-
agement perceptions” on the other should be
prohibited.

25. Projected Earnings should not be used as
ajustification for the price.

26. The Prospectus should disclose as justifi-
cation for the issue price - '

(i) EPS pre-issuc for the fast three years (as
adjusted for changes in capital),

(ii) P/E pre-issuc and companson thercof
with industry P/E where available.

(iii) average return on nct worth in the last
three years,

(1v) minimum return on increaséd networth
required to maintain pre-issuc EPS,

(v) NAYV based on last balance sheet,

(vi)NAYV after issue and comparisonthercof
with the issue price.

27. The accounting ratios disclosed in the
Prospectus in justification of the issuce price
should be calculated after giving elfect 1o the
conscquent increase of capital on the assumption
that the option to subscribe for additional capital
will be exercised. ,

28. The Prospectus must disclose specilied
information regarding partics with whom tech-
nical and financial agreements have been entered
into.

29. The Prospectus should disclosc Manage-
menis” discussion and analysis of the financial
condition and results of the operations presented
in the financial statements.

30. The Prospectus should disclose a Capi-
talisation Statement. Where there has been a
change in the share capital since the date as of
which the financial information has been dis-
closed in the prospectus, there should be a note
explaining the nature of the change.

31. The Prospectus should disclose all "buy-
back" and "standby" and similar arrangements.

32. There should be special disclosure
requircments in the Prospectus for specialised
industry groups. For the time being specificd
disclosures should be required for financial ser-
vices companics.

33. The Prospectus should disclose specified
details regarding major shareholders.

34. Every prospectus should have an index
which identifies the contents of prospectus.
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35. The draft Abridged Prospectus should be
filed with SEBI and scrutinised by SEBI before
an acknowledgment card is issued.

36. The Abridged Prospectus should disclose
specified items presently required to be disclosed
in the Prospectus.

37. The Abridged Prospectus should also
disclose specified items, disclosure whereof in the
Prospectus has been suggested.

38. The Abridged Prospectus need not disclose
specified information regarding associated com-
panics.

39. The disclosurce of financial information in
the Abridged Prospectus should be in the same
manner as in the Prospectus.

40. Companics should be authorised 1o levy to
the brokers a nominal fee for every copy of the
Abridged Prospectus.

41. The Application Form should in all cases
be a perforated part of the Abridged Prospectus.

42. The reproduction in an advertisement of
any information or language contained in the offer
document should be reasonably complete dis-
closing all relevant facts included in the offer
document and not restricted to certain extracts or
restricted information only from the offer docu-
ments in relation to that item.

43, The guidelines on advertisement should
apply 1o all advertisements issucd after the
acknowledgment card is issued by SEBI.

44. It should be clarificd that:-

(i) no advertisement regarding the dosunc
of an issuc can bhe issued unless prior to the
issuance of the advertisement the lead manager is
satisfied on the basis of a certificate issued by the
Registrar that at least 90 per cent of the issuc has
been subscribed for;

(ii) no advertisement that the issue is over-
subscribed can be issued until the issue has
actually closed.

45. A provision similar 1o the provmon gov-
crning issuc advertisement in The Sccuritics
Regulation, 1983, in New Zealand be introduced
in the Sccuritics (Regulation) Act, 1956, but until
this is done:-

(i) the publishers of a newspaper or maga-
zine, the advertising agents and other media
should be required to be registered with SEBT like
any other inlcrmediary;
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(i1) after an acknowledgment card is issued
by SEBI, the issucr must be required to issue
advertisements only through such registered
intermediarics;

(1)) no advertisecment can be issued by the
registered intermediary unless a certificate in the
prescribed form signed by a director of the
company and the lcad manager is filed with the
intermediary.

46. In the case of a rights issue. disclosures
should be confined (o specified items

47. With a view to climinating unnccessary
detail, the disclosure requirements in the Pro-
spectus for specilied ttern be modified as under:-

(i) details regarding underwriters be given
only for major underwriters:

(11) disclosure regarding rights of members
and restrictions. on transfer be conflined to those
articles of association which are at material
variance 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
(1) of Form 2A be not required.

49, The Lead Manager should be required 1o
file with SEBI the following certificates: -

(1) a "duc diligence" certificate when filing
the draft prospectus;

(i1) A "duc diligence” certilicate that all the
amendments suggested by SEBI on the basis of
the observation letters have been made in the
Offer Documents;

(1ii) A final "due diligence” certificate when
filing the document with the Registrar of Com-
panies or belore issuing the "letter of offer” as the
case may be;

{iv) a certificate mmmediately belore the
opening of the issuc that no corrective action is
needed;

(v) A final "compliance certificate” before
the issue is closed.

50. SEBI should examine the Annual Reports
issucd by the issuer for the two financial years
ending after the date of Offer Documient o
determine whether there is anything  therein
which is inconsistent with what is stated in the
Offer Document or anything is stated there in
which should have been stated o the Offer
Document but was not stated.



51. The time taken by SEBI for vetting of the
draft prospectus should be reduced 1o 21 days.

52. The periad of notice to be given tothe Stock
Exchange for the fixation of a 'record datc’ in the
caseolarights issue should be reduced to 30 days.

53. In the case of a public issue the period
which must clapse between the date on which the
prospectus is approved by the Registrar of
Companies and the opening of the issue should
be reduced to 14 days.

5S4, Where SEBI has evidence that certain
banks or certain branches of banks have been
consistent defaulters in processing applications,
itshould refuse to approve suchbanks orbranches
as authorised agencies for collection of applica-
tion forms and monies.

55. For rights issues, the mandatory period
provided in the listing agreement for issuc of share
certilicates should be reduced w 30 days.

56. There should be an undertaking by the
issuer that transactions in shares by the "promoter”’
the "promoter group’ and the immediate relatives
ol the "promoter during the period between the
datc of filing the prospectus with the Registrar of
Companies or the letter of offer is issued and the
date of closure of the issue’ should be reported to
the concerned Stock Exchange within 24 hours of
the vansaction.

57, (i) As soon as a dralt prospectus or letler
ol'offer is liled with SEBI, an intimation should
besent by SEBI to the concerned stock exchanges
where the share is listed with 2 request that
transactions in the shares be monitored and all
unusual movements in volume or price promptly
reported to SEBL

(11) As soon as the above intimation is
received by the concerned stock exchange. trad-
ing in the share should be put on the screen based
trading system. E

ui) In respect of stock exchanges where
screen based trading has not yet been introduced,
trading in the share should be allowed only on 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
disclosed in the Prospectus but which provides
liquidity nceded 1o ensure that the tunds will be
available for use when required for the ohjects
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specified in the issue.

All unutilised monies out of the issue must be
scparately disclosed in the Balance Sheet of the
Company indicating the form in which such
univested funds have been invested.

There should be an annual auditors’ certificaie
confirming, that funds have been utilised only for
the specified objects and indicating the funds
remaining to be utilised and how the same have
been invested. :

59. Funds which cannotbe used for the purpose
specified can be used for other purposes only with
the prior approval of the sharcholders.

60. SEBI should publish periodically the
names of the Companies and details of the issue
for which a dralt prospectus or letter of offer is
filed with SEBL

61. The minimum share capital to be oflered
1o the public for obtaining a listing on the stock
exchange should be 25 pereent of the issucd
capital or capital of a face value o' Rs. 1.8 crores
(but not exceeding Rs 5 crores of issuc value)
whichever is higher.

62. An Issuer which has a capital of less than
Rs. 10 crores and which has not been in com-
mercial operation for more than 2 years or which
makes an issuc with the objectofl [inancing anew
line of business which has not been in commercial
operation for more than 2 years should not be
allowed to make a publicissucexcept through the
OTC Exchange of India or it must be required to
first placc the offering with a group of under-
writers who will subsequently offer the shares in
the market. '

63. Wherc authorily is given o the Board of
Directors to {ix 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 by
the Board of Directors at a meeting of the Board
of which 48 hours notice is given to the Stock
Exchange.

64. The right to an unlisted Company to make
afirstissuc at a premium should be available 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 after the
issue is made and the unlisted company has a net
worth before the issuc of notless thanRs, 3crores.

65. The right 1o an unlisted Company to issuc
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shares at a premium should also be available
where a division ol a company is spun off into a
separate company and the track record of profit-
“ability of the division (established of the basis of
an auditor’s certificate) should be considered in
the same manner as for a partnership converted
into a4 company.

60. SEBI should. inconsultation with the Press
Council ol India, evolve a code of conduct lor
financial journalists.

67. SEBI should in consultation with the stock
exchanges and the Association of Merchant
Bankers evolve a code of conduct for brokers,
lead. managers. cte.. in respect of communica-
tions to clients on new issues and rights issues.
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68. The offer documents should be required to
carry a clear warning to the reader that the issuer
accepts no responsibility for statement made
otherwise then in the offer document or in the
advertisement issucd by the issuer and that any-
one placing rcliance on any other source of
information doces so at his peril.

69. When an unlisted company has merged
with a listed company the continuance ol the
listing of the merged company should be made
subject to specified conditions.

Source: Chartered Secrctary. Vol. XXV, No. §,
August 1995, Pp. 759-762.
Table-A notincluded here.

SECURITIES AND EXCHANGE BOARD OF INDIA
(FOREIGN INSTITUTIONAL INVESTORS)
REGULATIONS, 1995

[These regulations us amended upto October 7, 1999 are reproduced from Securities und Exchange

Bourd of India website: File fiil 3.html

CHAPTER 1.
PRELIMINARY

Short ritle and commencement

!. (1) These regulations may be called the
Sccurities and Exchange Board of India (Forcign
[nstiutional Investors) Regulations . 1995.

(2) They shall come into force on the date of

their publication in the Official Gazette Defi-
muons

2. In these regulations, unless the context other-
wise requires, -

() "Act" means the Securities and Exchange
Board of India Act, 1992 (15 of 1992);

{b) "certificate” means a certificale of regis-
tration granted by the Board under these regu-
lations;

(¢)"designated bank” means any bank in India,
which has been authorised by 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
services in respect of securitics;

(¢) "enquiry officer” means any officer of the
Board. orany other person appointed by the Board
under Chapter V of these regulations: '

(M "Forcign Institutional Investor” means an
institution established or incorporated outside
India which proposes to make investmentin india
in securities;

(g) "form" means a form specified in the First
Schedule 1o these regulations;

(h) "Government of India Guidelines” means
the guidclines dated September 14, 1992 issued
by the Government of India for Forcign Institu-
tional Investors, as amended from time to time;

(1) institution” includes  every  artificial

juridical person;

(j) "schedule” means a schedule 10 these reg-
ulations;

(k) "sub-account” includes those institutions,
established or incorporated outside India and
those funds, or portfolios. established outside
India, whether incorporated or not. on whose
behalt investments arce propused to be made in
India by a Forcign Institutional Investor.
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CHAPTER 11,
REGISTRATION OF FOREIGN INSTITUTIONAL INVESTOR

Application for certificate

3. (1) No person shall buy, sell or otherwise deal
in securitics 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 1o the Board in form A.

(3) Notwithstanding anything contained in
sub-rcgulation (2), any Foreign Institutional
Investor whohas made anapplication for the grant
of a certificate to the Board prior o the com-
mencement of these regulations shall be deemed
10 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 Government
ol India Guidelines 1o act as a Foreign Institu-
tonal Investor shall be deemed 10 have made an
application under sub-regulation (2) above may
continue to buy, scll orotherwise deal in securities
subject to the provisions of these regulations, till
the grant or refusal of a certificate under these
regulations.

Furnishing of information, clarification, and
personal representation

4. (1) The Board may require the applicant to
furnish such f(urther information or clarification
as the Board considers necessary regarding mat-
lers relevant to the activitics of the applicant for
grant of certificate.

(2) The applicant or his authorised repre-
sentative shall, if sorequired by the Board, appear
before the Board for personal representation in
connection with the grant of a certificate.

Application to conform to the requirements
5. Subject 1o the provisions of sub-regulation (3)

and sub-rcgulation (4) of regulation 3, any
application, which is not complete in all respects
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and does not conform to the instructions specified
inthe form or is false ormislcading in any material
particular, shall be rejected by the Board.  Pro-
vided that, before rejecting any such application,
the applicant shall be given a reasonable
opportunity to remove, within the time specified
by the Board, such objections as may be indicated
by the Board.

Consideration of application

6. For the purpose of the grant of certificate the
Board shall take into account all matters which
are relevant to the grant of a certificate and in
particular the following, namely:-

(a) the applicant’s track record. professional
competence, financial soundness. experience.
gencral reputation of fairness and integrity;

(b) whether the applicant is regulated by an
appropriate foreign regulatory authority:

(¢) whether the applicant has been granted
permission under the provisions of the Foreign
Exchange Regulation Act, 1973 (46 of 1973) by
the Reserve Bank of India for making investments
in India as a Foreign Institutional Investor:

(d) whether the applicant is -

(1) an institution established or incorporated
outside India as Pension Fund or Mutual Fund or
Investment Trust; or

(i) an Asset Management Company or
Nominee Company or Bank or Institutional
Portfolio Manager, established or incorporated
outside India and proposing to make investments
in India on behalf of broad based funds and its
proprietary funds, if any;' or

(iti)a Trustec ora Power of Attorney holder.
incorporated or established outside India. and
proposing to make investments in India on behalf’
of bl;oad based funds and its proprietary funds, if
any.”

W \university fund, endowmenis, founda-
tions or charitable trusts or charirable societies.
Provided thut while considering the application

Jrom the applicants under clause (iv) the Board

may take into account the following namely :-
(a) Whether the applicant has been in
existence for « period of at least 5 vears.
(b) Whether it is legally permissible for
the applicant 1o invest in securities outside the
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country of its incorporation or establishnient;
(¢) Whether the applicant has been reg-
istered with any statutory authority in the country
of their incorporation or estublishment;
() Whether any legal proceeding has
been initiated by any statutory authoriry against
the applicant].”

Explanation:

For the purposes of this regulation. "broad
hascd fund” means a fund, cestablished or incor-
porated outside India. which has at least ey
[twenty]™ investors. with no single individual
investor holding more than five{ ten ¥ per cent of
the shares or units of the fund.  Provided that if
the broad based fund has institutional investor(s)
i shall not be necessary {or the fund o have ffey
{twenty] P investors:  Provided further that if the
broad based fund has an institutional investor who
holds more than live [ten] 33 percent of the shares
or units in the fund, then the institutional investor
must itself be a broad based fund; or

(¢) Whether the grant of certificate to the
applicant is in the interest of the development of
the securities market.

(f) Whether the applicant is a fit and proper
person.’

Procedure and grant of certificate

7. Where an application is made for grant of
certificate under these regulations, the Board
shall, as soon as possible but not jater than three
months after information called for by it is fur-
nished. if satislied thatthe application is complete
in all respects, all particulars sought have been
furnished and the applicant is found to be eligible
for the grant of certificate, grant a certificate in
form B, subject to payment of fees in accordance
with the Sccond Schedule.

| Provided that the Board may exempt from the
pavnent of fees, an applicant such as the World
Bunk and other institutions established outside
India for providing aid, and which have been
granted privileges and immunities from the pay-
mentoftax and duties by the Central Governnent.
Provided further that the Board shall refund the
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Sees already collected from the institutions which

are exempted from the pavment of fees by the
proviso mentioned above.”

Validity of certificate

8. The certificate and ecach renewal thereof shall
be valid for a period of five years from the date
of its grant or renewal, as the case may be.

Application for renewal of certificate

9. (1) Three months before the expiry of the
period of certificate, the Foreign Institutional
Investor. if he so desires, may make an application
for renewal in form A.

(2) The application for renewal under sub-
regulation (1) shall. as far as may be. be dealt with
in the same manner as if it were an application
made under sub-regulation (2) of regulation 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 certificale in
form B, subject to payment of fees in accordance
with the Second Schedule.

Conditions for grant or renewal of certificare 1o

Soreign institutional invesiors

10. The grant or renewal of certificate to the
Foreign Institutional Investor shall be subject 1o
the following conditions, namely:

(a) he shall abide by the provisions of these
regulations;

(b)if any information or particulars previously
submitted to the Board are found 10 be false or
mislecading, in any material respect. he shall
forthwith inform the Board in writing;

(c) if there is any material change in the
information previously furnished by him to the
Board. which has a bearing on the certilicate
granted by the Board, he shall forthwith inform
the Board;

(d) he shall appoint a domestic custodian and
before making any investments in India, enterinto
an agreement with the domestic custodian pro-
viding for custodial services in respect of secu-
rities;

(¢) he shall, before making any investmentsin
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India, enter into an arrangement with adesignated
bank for the purpose of operating a special non-
resident rupee or foreign currency account;

() 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 certificate is nor granted

I1. (1) Where an application for grant or
renewal of a certificate does not satisfy the
requirements specificed in regulation 6, the Board
may reject the application after giving the apphi-
cant a reasonable opportunity of being heard.

(2) The decision to reject the application shall
be communicated by the Board to the applicant
in writing stating therein the grounds on which
the application has been rejected.

(3) The applicant, who is aggrieved by the
decision of the Board under sub- regulation (1)
may, within a period of thirty days from the date
of receipt of communication under sub-regulation
(2), apply to the Board for reconsideration of its
decision.

(4) The Board shall, as soon as possible, in the
light of the submissions made in the application
for reconsideration made under sub-regulation(3)
andafter giving arcasonable opportunity of being
heard, convey its decision in writing 0 the
applicant. .

Application for registration of sub-accounts

12. (1) A Forcign Institutional Investor shall
seek from the Board registration of cach sub-
account on whose behall' he proposes to make
investments in India.

(2) Notwithstanding any thing containedin sub
regulation (1) 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-
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specified in
L[ Para 1 of
Annexure B to Form A of the First Schedule |,

account shall contain particulars

u s -

Procedure and grant of registration of sub-
accounts

13. (1) For the purposc of grant of regisuration
the Board shall take into accountall matters which
arc relevant to the grant of such registration to the
sub-account and in particular the followmg,
namely-

, (a) the applicant is an wstitution or fund or
portfolio established or incorporated outside
India and proposes 1o make investment in India;

(b) the applicant is a broad based fund Jor
proprietary fund|

[bb) the applicant is a fit and proper person. [

(¢) the Forcign Institutional Investor
through whom the application for registration is
madc 10 the Board holds a centificate of regis-
tration as Forcign Institutional Investor; and

(d) the Foreign Institutional Investor
through whom an application for registration of
sub-account is made, is authorised 1o invest on
behalf of the sub-account.

() [The foreign institutional investor
through whom the application for registration is
made, has submitted undertakings that the sub-
account fulfils the criteria referred to in this
sub-regulation in a mamier specified in para 2 of
Annexure Bto Form A of the First Schedule.

(f) The sub-account has paid registration
fees in accordance with the Second Schedule.|

(=

*IThe Board on receipt of the undertakings aned
the registration fees as referred 1o in sub-
regulation (1), may grant registration 1o the sub-
account.| ‘

(3) A sub-account granted registration in
accordance with sub-regulation (2) of this regu-
lation shall be deemed 10 be registered as a
Foreign Institutional Investor with the Sccurities
and Exchange Board of India for the limited
purpose of availing of the benefits available to
Foreign Institutional Investors under section 115
AD of Income Tax Act, 1961, (43 of 1961).
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CHAPTER i1
INVESTMENT CONDITIONS AND 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. '

Investment restrictions

15. (I} A Foreign Institutional Investor may
mvest only in the following:-

(a) sccurities in the primary and secondary
markets including shares, debentures and war-
rants of companies [unlisted]'" listed or to be
listed on a recognised stock exchange in India;
and

(b) units ‘of schemes floated by domestic
mutual funds including Unit Trust of India.
whether listed on arecognised stock exchange or
not.

(c) [dated Government Securities. |"”

(d) [derivatives traded on a recognised
stock exchange. |

(2) Notwithstanding anything contained in
sub-regulation (1) of this regulation, the total
investments in equity and equity related instru-
ments {including fully convertible debentures,
convertible  portion  of partially convertible
debentures and tradable warrants) made by a
Forcign Institutional Investor in India, whether
on his own account or on account of his sub-
accounts. shall not be less than seventy per cent
of the aggregate of all the investments of the
FForeign Institutional Investor in India, made on
his own account and on account of his sub-
accounts.

[ Provided  that  nothing  contained  in
sub-regulation (2) shall apply to any investment
of the foreign institutional investor either on its
own account or on behalf of its sub-accounts in
debt securities which are (unlisted)" or listed or

to be listed on any stock exchange if the prior

approval of the Board has been obtained for such
investients.

Provided further that the Board may while
granting approval for the investments impose
conditions as are necessary with respect to the
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maximum amount which can be invested in debi
securities by the foreign instinetional investor on
its own account or through its sub accounts.|'*
[Explanation; for the purpose of the provisos to
this sub-regulation, the expression “debt securi-
ties" shall include dated Government securities
and'® {treasury bills}""}

(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 deliverics of securities bought and sold and
shall not engage in short selling in securities;
[Provided that nothing contained in clause (a)
shall apply in respect of transactions in deriv-
atives traded on a stock exchange J*

(b) no transaction on the stock exchange
shall be carried forward;

(¢) the transaction of business in sccuritics

(d) shall be only through stockbrokers who
has been granted a certificate by the Board under
sub section (1) of section 12 of the securities and
Exchange Board of India Act, 1992;

“[Provided that the transactions in government
securities including treasury bills™ shall be
carried out in a manner specified by the Reserve
Bank of India]

[ Provided further that in case of an open offer
by a company to buy-back its securities , the

Joreign institutional investors may sell the secu-

rities held by it to such company in accordunce
with the Securities and Exchange Board of Indiu
(Buy-Back of securities Regulations, 1998)]
Z[Provided further that nothing contained in
clause ( ¢) shall apply 1o sale of securities by a
Foreign Institutional Investor in response to a
letter of offer sent by an acquirer in accordance
with the Securities and Exclange Board of India
{Substantial Acquisition of Shares and Take-
overs) Regulations, 1997, |

“I(d) a Foreign Institutional Investor or a sub
account having an aggregate of securities which
are worth rupees ten crores or more, as on the
larest balance sheet data, shall. subject to such
instructions as may be issued from time o time
by the Board, settle their transactions entered on
or dfter January 15, 1998 only through demai-
erialised 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 Forcign Institutional
Investor is making investments on his own behalf;
or

(b) in his name on account of his sub-
account, or inthe name of the sub-account, in case
he is investing on behalf of the sub-account:
Provided that the names of the sub-accounts on
whose behalf the Foreign Institutional Investor is
investing are disclosed 1o the Board by the For-
cign Institutional Investor.

(5) The purchase of equity shares of cach
company by a Forcign Institutional Investor
ivesting on his own account shall not exceed five
{ten]™ percent of the total issucd capital of thai
company.

(6) In respect of a Foreign Institutional
Investor investing in cquity shares of a company
on behalf of his sub-accounts, the investment on
behalf of cach such sub-account shall not exceed

five [ten |7 percent of the total issued capital of

that company. »

{7) The investment by the Foreign Institutional
Investor shall also be subject to Government of
India Guidelines.

[A Foreign Institutional Investor or sub-account

may lend securities. through an approved inter-

mediary inaccordance with stock lending scheme
: 26

of the Board|

CHAPTER IV,
GENERAL OBLIGATIONS AND RESPONSIBILITIES

Appotniment of domestic custodian

16. (1) A Foreign Institutional Investor or a
global custodian acting on behalf of the Forcign
Institutional Investor, shall enter into an agree-
ment withadomestic custodianto actas custodian
of securities for the Foreign Institutional Investor,

- (2y The Foreign Institutional Investor shall
ensure that the domestic custodian takes steps for

(a) monitoring of investments of the Foreign
Institutional Investor in India;

(b reporting o the Board on a daily basis
the transactions entered into by the Foreign
Institutional Investor;
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(¢) 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 (or 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. but only one custo-
dian may be appointed for a single sub-account
of a Forcign Institutional Investor.

Appointment of designated bank

17. A Forcign Institutional Investor shall appoint
a branch of a bank approved by the Reserve Bank
of India for opening of forcign currency denom-
inated accounts and special non-resident rupee
accounts.

Maintenance of proper books of accounts,
records, elc.

18. (1) Every Forcign Institutional Investor
shall keep or maintain, as the case may be. the
following books of accounts, records and docu-
ments, numely:

(a) truc and [air accounts relating to
remittance of initial corpus forbuying. selling and
rcalising capital gains of investment made from
the corpus:

(b) accounts of remittances to India for
investments in India and realising capital gauns
on investments made rom such remittances;

(¢) bank statement of accounts:

(d) contract notes relating to purchase and
sale of securities: and ,

(¢) communication fromand to the domestic
custodian regarding invesunents in sccuritics.

(2) The Forcign Institutional Investor shall
intimate (o the Board in writing the place where
such books. records and documents will be kept
or maintained.

Preservation of books of accounts. records, ere.

19. Subject o the provisions of any other law. for
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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.

Information to the Board

20. Every Foreign Institutional Investor shall, as
and when required by the Board or the Reserve
Bank of India, submit to the Board or the Reserve
Bank of India, as the case may be, any informa-
tion, record or documents in relation to his acti-
vitics as a Forecign Institutional Investor as the
Board or as the Reserve Bank of India may
require,

CHAPTERV.
PROCEDURE FOR ACTION IN CASE OF DEFAULT

Cuncellation or suspension of certificate

21. (1) A Forcign Institutional Investor who -
(a) fails to comply with any condition sub-
jectto which certificate has been granted; or
(b) contravenes any of the provisions of the
Act or these regulations, shall be liable to the
penalty of-
(1) suspensionof certificate lor aspecified
period: or
(ii) canccllation of certificate, after an
cnquiry as provided for in these regulations has
been held. '
(2) The provisions of these regulations shall
be without prejudice to those of regulations 22
and 23,

Suspension of certificate

22. A penalty of suspension of certificate of a

Foreign Institutional Investor may be imposced if

he -

{a) indulges in fraudulent transactions in
securities;

(b) fails o furnish any information rclated to
his transaction in sccuritics as required by the
Board or the Reserve Bank of India:
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(¢) furnishes false information to the Board; or
{d) does not co-operate in any enquiry con-
ducted by the Board.

Cancellation of certificare

23. A penalty of cancellation of certificate of
a Foreign Institutional Investor may be imposed
if he -

(a)indulgesindeliberate manipulationorprice
rigging or corncring activities prcjudicially
affecting the securities market or the investors’
interest;

(b) is guiity of fraud or a criminal olfence.
involving moral turpitude;

(c) does not meet the eligibility criteria laid
down in these regulations;

(d) violates the provisions of the Securities and
Exchange Board of India (Insider Trading) Reg-
ulations, 1992 or of the Sccuritics and Exchange
Board ol India (Prohibition of Fraudulent and
Unfair Trade Practices Relating to Sccurities
Markets) Regulations. 1995, made under the Act;
or

(e} is guilty of repcated detaults of the nature
mentioned in regulation 22. Explanation: In this
rcgulation. "fraud” shall have the same meaning
as is assigned to it in section 17 of the Indian
Contract Act. 1872,

Manner of making order of suspension and can-
cellation of certificate

24. No order of pemalty of suspension or
cancellation of certificate shatl be imposed on the
Foreign Institutional Investor except alter hold-
ing an enquiry in accordance with the procedure
specified in regulations 25 and 26.

Manner of holding enqueiry

25. (1) For the purpose of holding the enquiry
referred to in regulation 24, the Bourd may
appoint an enquiry officer.

(2) The enquiry officer shall issue 10 the
Foreign Institutional Investor a notice at the
principal place of business of the Foreign Insti-
tutional Investor setting out the default atleged 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.

(3) The Foreign [nstitutional 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
cvidence relied on by him in support of its reply:

Provided that the enquiry officer may call upon-

him to supply further information.

(4) Theenquiry officer shall, give a reasonable
opportunity of hearing to the Foreign Institutional
Investor to enable him to make submission in

support of his reply under sub-regulation (3) of

this regulation.

(5) Before the enquiry officer, the Foreign
Institutional Investor may cither appear in person
or through any person duly authorised by him in
writing.

(6) 11 it is considered necessary, the enquiry
officer may ask the Board to appointa presenting
officer to present s case.

{7) The enquiry officer 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, submita report 1o the Board
and recommend the penalty if any to be awarded
along with the justification for such penalty.

Show cattse notice and order

26.  (1)Onreceiptof the report from the enquiry
<}ﬂ'icer, the Board shall consider the same and
1ssuc a show-cause notice to the Foreign Institu-
tional Investor as o why the penalty, which it
considers  appropriate  and which shall be
specified in the notice should not be imposed.

(2) The Foreiga Institutional Investor shall
within twenty-one days of the date of the receipt
of the show-cause notice referred 0 in sub-
regulation (1). of this regulation send to the Board
areply to the notice.

(3) The Board after considering the reply to
the show-cause notice, if reccived in time. shall
as soon as possible but not later than thirty days
from the receipt of the reply, il any, pass such
order as it deems fit.

(4) Every order passcd under sub-regulation
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(3) of this regulation shall be sclf-contained and
give reasons for the conclusions stated therein
including the justification for the penalty. if any,
imposed by that order.

Effect of suspension and cancelluation of
certificate

27.(1) On and from the date of the suspension of
certificate, if ordered under this Chapter. the
Foreign Institutional Investor shall cecase to buy .
sell orotherwise deal in securities in India during
the period of suspension.

(2) On and from the date of canccllation of
certificate, if ordered under this Chapter, the
Foreign Institutional Investor shall ceasc to buy,
sellorotherwise deal in securitics in India, except
for the purpose of liquidating the cxisting
investments. '

Publication of order of suspension and caneel-
lation of certificate

28. The order of suspension or cancellation of
certificate under this Chapter shall be published
by the Board in at Icast two daily ncwspapers.

Appeal

29. Any Foreign Institutional Investor aggrieved
by an order of the Board under the regulations
may prefer an appceal to the Central Government
under the provisions of the Sccuritics and
Exchange Board of India {Appcal 1o the Central
Government) Rules, 1993.

Source: Securities and Exchange Board of India
website: File: fii2.html

FOREIGN INSTITUTIONAL INVESTMENT

ELIGIBILITY CRITERIA FOR REGISTRATION OF
FOREIGN INSTITUTIONAL INVESTORS

The following categories of institutional
investors are cligible for registration as Foreign
Institutional Investors:

Pension Funds

Mutual Funds

Investment Trusts

Insurance or reinsurance companics
Endowment Funds

University Funds

Foundations or Charitable Trusts or Charitable
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Socicties who propose to invest on their own
behalf, and

Assct Management Companies

Investment Advisers

Nominee Companics

[nstitutional Portfolio Managers

Trustees

Power of Attorncy Holders

Bank who propose to invest their proprietary
{funds or on behall of "broad based” funds. which
arc registered with SEBT 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 10 fulfil the
following conditions to qualify for grant of reg-
istration:  The applicant is required Regulation 6
{a) requires the Foreign Institutional Investor to
have a track record. professional competence,
financial soundness. cxperience, general reputa-
tion of fairness and integrity; The applicant
should be regulated by an appropriate foreign
regulatory authority such as asccurities regulator,
central bank or government ministry, agency or
departiment. Registration with authoritics, which
are responsible for incorporation, is not adequate
1o quality as Forcign Institutional Investor. The
applicant is required to have the permission under
the provisions ol the Foreign Exchange Regu-
lation Act. 1973 trom the Reserve Bank of India.
The applicant has to satisfy the "Fit and Proper™
Guidchines issued by SEBIL. The applicant’s
activities and its registration with their regulatory
authority should cnable it to be categorised in the
cligible categories as mentioned above. The
applicant has to appoint a local custodian and
cnter into an agreement with the custodian.
Besides it also has 1o appoint a designated bank
toroute its transactions. Besides the above, SEBI
would also consider whether the grant of regis-
tration is in the interest of the developmentof the
securitics markel.

Custodian and Designated Bank for Foreign
Institutional hivestors Transactions
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Custodians are regulated by SEBI under the
SEBI (Custodian of Sccuritics) Regulations,
1996. Regulation 16(1) of the SEBI (Forcign
Institutional  Investors)  Regulations. 1995
requires an Forcign Institutional Investor to
appoint a domestic custodian tor safe custody of
securities and settlement of transactions on its
behalf and to have a designaled bank to route its
forcign exchange and Indian rupce transactions.
While several custodians in India are branches of
domestic and foreign commergial banks, there are
others who provide custody and settement ser-
vices with respect to securities, but are not banks.
Foreign Institutional Investors are frec o open
accounts with banks who arc not acting as their
custodian, Where Foreign Institutional Investors
are investing on behalf of sub-accounts. Foreign
Institutional Investors may usc different custo-
dians and banks lor different sub-accounts.
However, for one sub-account. only onc
custodian may be used.

In case the Forcign Institutional Investor has
an agreement with a global custodian which
provides forappointment of localcustodians. then
it is not neeessary for the Foreign Institutional
Investors to again enter into an agreement with
the local custodian. In such cases the global
custodians have an agreement with the focal
custodians.

The custodian for an Foreign Institutional
Investors or sub-account may be changed at any
time after initial approval by writing to SEBI and
providing a copy ol the agreement with the new
domestic custodian.

List of registered custodians

The generalpermission granted hy the Reserve
Bank of India under the Forcign Exchange Reg-
ulation Act permits Foreign Institutional Inves-
tors Lo do the following: _
to open a foreign currency denominated account
with a designated bank
o open a Special Non Resident Rupee Account
10 which could be credited all receipts urising out
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of capital inflows. sales proceeds of shares and
other securitics, corporate benefits

to transfer sums from the lorcign currency
account to the rupee account and vice versa at the
market rates of cxchange

to make investiments in the securities as indicated
in the guidelines for investment by Forcign
Institutional Investors out of the balances in the
rupec account

to transfer repatriable (after payment of tax)
procecds from the rupee account to the foreign
currency account

to repatriate the capital. capital gains, dividends,
incomes received by way of interesy, ete., and by
compensation received towards sale/renounce-
ments of rights offerings of sharces, ete., subject
10 the designated branch of a bank/the custodian
being authorised to deduct withholding tax on
capital gains and arranging to pay such tax and

remitting the net proceeds at the market rates of

exchange.

The Special Non-Resident Rupee Account
shall be used only for genuine investment trans-
actions perntitted.

Souree: Sceurities and Exchange Board of India
website. File: 13 hunl

GUIDELINES FOR DETERMINATION OF
FIT AND PROPER ENTITY

1. In determining whether an applicant is a [it
and proper person, the Board shall  take into
consideration the following, namely :-

whether the applicant is financially sound.
Whether the applicant has been convicied by a
Court lor any offenee involving moral wrpitude
or fraud and sentenced in respect thereof to
imprisonment for a period not less than six
months:

whether any winding up orders have been passed
against the applicant;

whetherany orders under the Insolvency Acthave
been passed against the applicant or any ol its
directors. or person in management in the pre-
ceding live years:

whether any order suspending or debarring the
applicant from permanently carrying on activitics
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in the financial sector has been passed by any
other regulatory authority;

whether any order, withdrawing or relusing to
grantany licence/approval to the applicant 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 affects the reputation or
character of the applicant which has a bearing on
the capital market so as to deny it the certificale
or renewal thereol.

2. Where the penalty imposed (including a
monclary penalty) by any other regulatory
authority has been carried out. then subject 1o
compliance with other requirements specified in
the relevant rules and regulanons. the applicant
may be considered to be a fitand proper person
for the grant of certificate of registration.

FOOINOTES

1. Inserted by SEBI (Forcign Institutional Investors)
Amendment Regulations, 1997 dated February 12, 1997,

2. as above,

3. Inserted by SEBI (Foreign Institutional Investors)
Amendment Regulations, 1996 dated October Y, 1996,

4. Inserted vide SEBI(Forcign Institutional Investors)
(Third Amendment) Regulations. 1997 dated December
5. 1997

5. Inscrted by SEBT (Foreign Instituional Investors)
Amendment Regulations, 1996 dated October 9, 1996.

6. Amended vide SEBI (Foreign Institutional Inves-
tors) (Third Amendment) Regulations, 1998 dated Junc
30. 1998,

7. laserted by SEBI (Foreign Institutional Investors)
Amendment Regulations, 1997 dated February 12, 1997

8. Inserted vide SEBIForeign stitutional Investors)
{Third Amendment) Regulations, 1997 dated December
5. 1997,

9. Amended vide SEBI (Forcign Institutional Inves-
tors) (Third Amendment Regulations. 1998 daied June
30. 1998,

10. Amended vide SEBI (Forcipn Instnttional Inves-
tors) (Third Amendmient) Regulations, 1998 dated June
30. 1998,

H. Inserted vide SEBY (Forcign Instiutional Inves-
tors) Amendment Regulinions, 1996 dated October Y.
1990,

12. Inserted vide SEBI (Forcign Institutional Inves-
tors) Amendment Regulations. 1998 daed A pril 20, 1998,
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{3. Inscricd vide SEBI (Foreign Institutional Inves-
ors) (Amendment) Regulations, 1998 dated June 30.
1998.

14. Inserted vide SEBI (Foreign Institutional Inves-
tors) (Sccond Amendment) Regulations, 1996 November
19. 1996.

15. Inserted by SEBI (Foreign Institutional Investors)
(Third Amendment) Regulations. 1998 dated Junc 30.
199§

16, Inserted by SEBI (Foreign Institutional Investors)
Amendment Regulations, 1997 dated February 12, 1997,

17. Inserted by SEBHForeign Institutional Investors)
{Second Amendment) Regulations. 1998 dated May 18,
1998,

18. Inscerted by SEBI (Foreign Institutional Investors)
(Third Amendment) Regulations, 1998 dated June 30,
19V§.

19. Inserted by SEBI (Foreign Institutional Investors)
{Second Amendment) Regulations, 1997 dated July 10,
1997,
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20. Inserted by SEBI (Foraign Institutional lnvestors)
(Second Amendment) Regulations. 1998 dated May 18,
1998.

21. Inserted by SEBI (Forcign Institutional Investors)
(Amendment) Regulations, 1999 dated April 16, 1999.

22 Inserted by SEBI (Foreign Institutional Investors)
(Third Amendmenty Regulations, 1998 dated June 30.
1998.

23, Inscrted by SEBI (Forcign Institutional [nvestors)
(Third Amendment) Regulations, 1997 dated December
5. 1997.

24. Inserted vide SEBI (Foreign Institutional Inves-
tors) Amendment Regulations, 1996 dated October 9,
1996.

25. Inserted vide SEBI (Forcign Institwtional [nves-
tors) Amendment Regulations, 1996 dated October 9.
1996,

26. Inserted vide SEBI (Forcign Institutional Inves-
tors) Amendment Regulations, 1998 dated April 20. 1998,

REPORT OF THE COMMITTEE ON CORPORATE GOVERNANCE
(Chairman: Kumar Mangalam Birla, Mumbai, Security and Exchange
Board India, 1999.)

[Selected portions of the Report and its recommendutions excepting the Preface and the chapter on
the Constitution of the Committee and Setting for the Report as also the Annexures, are reproduced

belnw|

The Recommendations of the Committee

3.1 This Report is the first formal and com-
prehensive attempt to evolve aCode of Corporale
Governance. in the context  of  prevailing
conditions of governance i Indian companies. s
well as the state of capital markets. While making
the recommendations the Committee has been
mindful that any code of Corporate Governance
must be dynamic, evolving and should change
with changing context and times. [t would
therefore be necessary that this code also s
reviewed from tinie to time., keeping pace with the
changing expectations of the investors, share-
holders. and  other  stakeholders  and  with
ncreasing  soplistication achieved in capitul
niarkets.

Corporate Governance-the Objective

4.1 Corporate governance has several claim-
ants - sharcholders and other stakcholders - which
include  suppliers.  customers.  creditors.  the
bankers. the cmployces of the company. the
government and the society at large. This Repornt
on Corporate Governance has been prepared by
the Committee for SEBL keeping in view pri-
marily the interests of a particular class of
stakcholders, namely, the sharcholders. who
together with the mnvestors form the principal
constituency of SEBI while notignoringthenceds
of other stakcholders.

4.2 The Commiittee theretore agreed that the
fundamental objective of corporate governance
is the “"enhancement of shareholder value. keep-
ing in view the interests of other stakeholder”.
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4.3 The Commitiee is thus of the firm view,
that the best results would be achieved when the
companies begin to treat the code not as a mere
structure, but as a way of life.

Applicability of the Recommendations
Mandatory and non mandatory recommenda-
tions

52 The Committee [clt that some of the
recommendations are absolutely essential for the
framework of corporate governance and virtually
form its core, while others could be considered as
desirable. The Conuunittee therefore felt that the
recommendations should be divided into man-
datory and non- mandatory categories and those
recommendations which are absolutely essential
Sfor corporate governance, can be defined with
precision and which can be enforced through the
amendment of the listing agreement could be
clussified as mandatory. Others, which are either
desirable or which may require change of laws,
may. for the time being, be classified as non-
mandatory.

Applicability

5.3 The Conmittee is of the opinion that the
recommendations should be mude applicable 10
the listed companies, their directors, manage-
ment, emplovees and professionals associated
with such companies, inaccordance with the tine
table proposed in the schedule given luter in this
section,

5.4 The recommendations will apply 1o all the
listed private and public sectar companies, in
accordance with the schedide of implementation.
As for listed entities, which are nor companies,
bui body corporates (c.g. private and public,
sector banks, financial institutions, insurance
companies, etc.) incorporated uncder other stai-
ntes, the recommendations will apply to the extent
that they do not violate their respective stutites.
and guidelines ordirectivesissued by the refevant
regitlatory anthoriies.
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Schedule of Implementation

5.6 The Committee recommends that while the
recommendations should be applicable to all the
listed companies or entities, there is a need for
phasmg out the implementation as follows:

By all entities seeking listing for the firsttime,
at the time of listing.

*  Within financial vear 2000-2001, but not later
than March 31, 2001 by all entities, which
are included etither in Group "A” of the BSE
orin S&P CNX Nifty index as on January |,
2000. However 10 comply with the recom-
mendations, these companies may have to
begin the process of implementation as carly
as possible. These companics would cover
more than 80 per cent of the market capital-
isation.

* Within financial vear 2001- 2002, but not later
than March 31, 2002 by all the entities which
are presently listed, with paid up share
capital of Ry 10 crore and above, or networth
of Rs 25 crore or more any time in the history
of the company.

*  Withinfinancial year 2002-2003.but not luter
than March 31, 2003 by all the entities which
are presently listed, with paid up share
capital of Rs 3 crore and ubove

This is a mandatory recommendation.
Board of Directors

6.1 The board of a company provides leader-
ship and strategic guidance. objective judgement
independent of management to the company and
exercises controb over the company, while
remaining at all imes accountable to the share-
holders. The measure of the board is not simply
whether it fulfils its legal requirements but more
importantly, the board’s attitude and the manncr
it translates its awarcness and understanding of
its responsibilities. An elfective corporate gov-
crnance system s one, which allows the board o
perform these dual functions efficienily. The
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board ol dircctors ol a company, thus directs and
controls the management of a company and is
accountable o the sharcholders.

Composition of the Board of Directors

6.3 The Commitice is of the view that the
composition of the board'of directors is critical to
the independent functioning of the board. There
iy a significant body of Hicrature on corporate
governance. which has guided the composition,
structure and responsibilities of the board. The
Committee ook note of this while framing its
reccommendations on the structure and composi-
tion of the board.

The composition of the board is important in
as much as it determines the ability of the board
tocollectively provide the leadership and ensures
that no one individual or a group is able 1o
dominate the board. The exccutive directors (like
dircetor-finance. dircctor-personnel) are
involved in the day to day management of the
companics; the non-executive dircctors bring
external and wider perspective and independence
1o the decision making. Till recently, it has been
the practice of most of the companies in India to
il the board with representatives of the pro-
moters ol the company, and independent directors
if chosen were also handpicked thereby ceasing
to be independent. This has undergone a change
and tncreasingly the boards comprise of follow-
ing groups of direclors - promoter dircclor,
(promoters being defined by the ersiwhile
Malegam  Committee).  exccutive  and  non
exeeutive directors. a part of whom are inde-
pendent. A conscious distinction has been made
by the Committce between two classes of
non-executive directors, namely, those who are
independent and those who are not.

Independent directors and the  definition of

independence

6.5 It was agreed that "material pecuniary
relationship which affects independence of a
director” should be the litmus test of indepen-
dence and the board of the company would
exercise sufficient degree ol maturity when left
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1o itsell. to determine whether a director is inde-
pendent or not. The Comminee therefore agreed

on the following definition of "independence”.
Independent directors are directors who apart

from receiving director’s renumeration do not

have any other material pecuniary relationship
or transactions with the company., its promorers,
its management or its subsidiaries, which in the

Judgement of the board may affect their inde-

pendence of judgement. Further, all pecunian
relationships or transactions ofthe non-executive
directors should be disclosed in the annal
report,

- 6.6 The Conmirtee is of the view that the
non-executive directors, i.e.. those who are
independent and those who are not, help bring an
independent  judgement 10 bear on board’s
deliberations especially on issues of strategy.,
performance, management  of  conflices  and
standards of conduct. The Conmiittee therefore
lavs emphesis on the calibre of the non-executive
directors, especially ofthe independent directors.

6.7 Good corporate governance dictates that
the board be compriscd ol individuals with certain
personal characteristics and core competencies
such as recognition of the importance of the
hoard’s tasks. integrity. a sense of accountability,
track record of achievements, and the ability 1o
ask tough questions. Besides. having financial
literacy. experience, leadership qualitics and the
ability to think strutegically, the directors must
show significant degree of commitment o the
company and devote adequalte time for mecting.
preparation and attendance. The Committee is
also of the view thatitis important that adequate
compensation package be given w the non-
cxceutive independent directors so that these
positions  become  sufficiently  financially
attractive to attract talent and that the non
exeeutive dircetors are sufficiently compensated
for undertaking this work,

6:9  The Committee recommends that the
board of a company have an oprinuem combina-
tion of executive and non-executive directors with
not less than fiftv percent of the board comprising
the non-executive directors. The nuwmber of
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independent directors (independence being as
defined in the foregoing paragraph) would
dependon the nature of the chairman of the board.
In case a company has a non-executive chairman,
at least one-thivd of board should comprise of
independent directors and in case a company has
an exccutive chairman, at least half of board
should be independent.

This is a mandatory recommendation.

6.10 The tenure of office of the dircctors will be
as prescribed in the Companies Act.

Nominee Directors

7.3 Clearly whencompanies are well managed
and performing well, the need for protection of
institutional interest is much -less than when
companics  arc  badly managed or under-
performing. The Committee would therefore
recommend that  institutions  should  appoint
nominees on the boards of companies only on a
sclective basis where such appointment is pur-
suuant to a right under loan agreements or where
such appointment is considered necessary (o
protect the interest of the institution.

7.4 The Committee also recommends that
when a nomince of the institutions is appointed
as a dircctor of the company, he should have the
same responsibility. be subject to the same dis-
cipline and be accountable to the shareholders in
the same manner as any other director ol the
company. In particular. if he reports 10 any
department of the institutions on the atlairs of the
company. the institution should ensure that there
exist Chinese walls between such department and
other departments which may be dealing in the
shares of the company in the stock market.

Chairman of the Board

8.1 The Committee believes that the role of
Chairman is to ensure that the board meetings are
conducted ina manner which securcs the effective
participation of all directors, exceutive and non-
exceutive alike, and encourages all to make an
effective contribution, maintain a balance of
power in the board, make certain that all directors

JOURNAL OF INDIAN SCHOOL QF POLITICAL LCONOMY

OCT-DEC 1999

recetve adequate information. well in time and
that the exccutive dircctors look beyond their
executive duties and accept full share of the
responsibilities of governance. The Commitiec is
of the view that the Chairman’s role should in
principle be different from that of the chicf
executive, though the same individual may per-
form both roles.

8.2 Given the importance of Chairman’s role,
the Committee reconmends that a non-executive
Chairman should be entitled to maintain a
Chairman’s office at the company’s expense and
alsoallowed reimbursement of expenses incuirred
in performance of his duties. This will enable him
10 discharge the responsibilities effectively.

This is a non-mandatory recommendation.
Audit Committee

9.3 A proper and well functioning system
exists therefore, when the three maun 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 committec has an important
role to play in this process. since the audi com-
mittee is a sub-group of the [ull board and hence
the monitor of the process. Certainly. itis not the
role of the audit commitice 1o prepare financial
statements or engage in the myriad of decisions
relating to the preparation of those statements.
The committee’s job is clearly one of oversight
and monitoring andin carrying outthis job itrclies
on senior financial management and the outside
auditors. However it is important to ensure that
the boards Tunction cfficienty for if the boards
are dysfunctional, the audit commiuces will do
no better. The Committee believes that the pro-
gressive standards of governance applicable to
the full board shouldalso be applicable to the audit
commitice,

9.4 The Committee therefore recommends
that a qualified and independent auelit committee
should be set up by the board of a company. This
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would go a long way in enhancing the credibility
of the financial disclosures of a company and
Promoting transparency.,

This is a mandatory recommendation.

9.5 The following recommendations of the
Committee, regarding the constitution, functions
and procedures of audit committee would have (o
be viewed in the above context. But just as there
isno"one size fits all” for the board when it comes
10 corporate governance, same is true for audit
committees. The Committee can thus only lay
down somie broad parameters, within which cach
audit committee has to evolve its own guidelines.

Composition

9.6 The composition of the audit commiltlee
is based on the fundamental premise of inde-
pendence and expertise.

The Committee therefore reconmends that

*  the audit committee should have minimin
three members, all being non executive
directors, with the majority being indepen-
dent, and with at least one director having
financial and accounting knowledge;

*  the chairntan of the committee should be an
independent director;

* the chairman should be present at Annual
General Meeting 1o answer shareholder
queries;

*  the audit committee should invite such of the
executives, as it considers appropriate (and
particularly the head of the finance function)
1o be presentatthe meetings of the Conunittece
but onoccasions it may also meetwithout the
presence of any executives of the company.
Finance director and head of internal audit
and when required, a representative of the
external auditor should be present as invitees
for the meetings of the audit committee;

* the Company Secretary should act as the
secretary to the committee.
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These are mandatory reconmendations.
Frequency of Meetings and Quaoram
9.7 The Commitiee recommends thatto hegin

with the audit committee shouled meer at least
thrice a year. Onc meeting must be held before

Sfinalisation of annual accounts and one neces-

sarily every six months.
This is a mandatory reconmendation

9.8 The quorum showdd be cither o members
or one-third of the members of the audit coni-
mittee, whichever is higher and there should be
a mininum of two independent directors.

This is a mandatory reconunendation.
Powers of the Audit Commitiee

9.9 Being a commitiee ol the board. the audit
committee derives its powers from the authori-
sation of the board. The Committee recommends
that such powers should include powers:

*  Toinvestigate any activity withinits tenns of
reference.
To seek information from any employvee.
To obtain owtside legal or other professional
advice,

*  To secure attendance of outsiders with rele-
vant expertise, if it considers necessary.

This is a mandatory reconmendation.
Functions of the Audit Commirtee

9.0 As the audit commitiee acts s the bridge
between the board. the stantory anditors and
internal auditors, the Commitiee reconmends
that its role should incliude the folloving:
¥ Qversight of the company’s  financial

reporting process and the disclosure of its

Sinancial information 1o ensure that the

financial statement is correct, sufficient and

credible.
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¥ Recommending the appointnient and removal
of external auditor, fixation of audit fee and
also approval for puvment for. any other
services.

o Reviewing with management the annual
furanciul statements hefore submission to the
hoard, focussing primarily on:

* Any changes in accounting policies and
practices.

* Mujor accounting entries based on
exercise of judgement by management.

* o Qualifications in draft audit report.

* Significant adjustments arising out of

audil.

¥ The going concer assumption.

* Compliance with accounting standards.

* Compliance with stock exchange and
legal requirements concerning financial
statements.

* Anv related party transactions, ie.,
transactions of the company of material
nature, with promoters or the munage-
ment, their subsidiaries or relatives, etc.,
that may have potential conflict with the
interests of company at large.

* o Reviewing with the management, external

aned internal auditors, the adequacy  of

internal control systems.

* Reviewing the adequacy of internal audit
SJunction, including the structure of the
internal andit department,  staffing  and
seniority of the official heading the depart-
ment, reporting structure, coverage and
frequency of internal audit.

* o Discussion with internal auditors of anvy
significant findings and follow-up thereon.

¥ Reviewing the findings of any internal
investigations by the internal auditors into
matters where there is suspected frawd or
irregularity or a failure of internal control
systems of a meterial nature and reporting
the matter to the board.

Discussion witl external auditors before the

andit commences, of the nature and scope of

audit. Also post-audit discussion ro ascertain
any area of concern.

* Reviewing the company’s financial and risk
management policies.
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*  Looking into the reasons for substantial
defuunlts in the pavments to the depositors,
debentire holders, share holders (in case of
non-payment of declared dividends) and
creditors.

This is a mandatory reconmendation
Remuneration Committee of the Board

10.1  The Committec was of the view that a
company must have a credible and transparent
policy in determining and accounting lor the
remuneration of the directors. The policy should
avoid potential contlicts of interest between the
sharcholders, the directors, and the management.
The overriding principle in respect of directors’
remuneration is that of openness and sharcholders
arcentitled to a fulland clear statement of benelts
available to the directors. ‘

10.2 For this purpose the Committee recom-
mends that the board should set up a remunere-
tion conunittee to determine on their behalf and
ont behalf of the shareholders with agreed terms
of reference, the company’s policy on specific
rentuneration packages for executive directors
mctuding pension rights and any compensation
puvment.

This is « non-mandatory recommendation.

10.3 The Commitiee however recognised that
the remuneration package should be good enough
to attract. retain and motivate the exceutive
dircctors ol the quality required. but not more than
necessary for the purpose.

Composition, Quorum, etc., of the Remuneration
Commintee

10.4 The Committee reconmends thar toavoid
conflicts of interest, the remuneration committee,
which would determine the remuneration pack-
ages of the executive directors should comprise
of ut least three directors, all of whom should be
non-executive directors, the chainnan of com-
mittee being an indepencent direcior.
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10.5 The Comniittee was of the view that it
should not be difficult to arrange for a date to suit
the convenience of all the members of the com-
mittee, The Committee therefore recommends
thar all the members of the remuneration
committee should be present at the meeting.

10.6 The Committee also recommends that
the Chairman of the remuneration committee
should be present atthe Annual General Meeting,
to answer the shareholder queries. However, it
would be up to the Chairman to decide who should
answer the queries.

All the above recommendations in paragraphs
104 10 10.6 are non-mandatory.

10.7 The Committee recommends that the
board of directors should decide the remunera-
rion of non-executive directors.

This is « mandatory recommendation.
Disclosures of Remuneration Package

10.8 It is important for the sharcholders to be
informed of the remuneration of the dircctors of
the company. The Committee therefore recon-
mends that the following disclosures should be
made in the section on corporate governance of
the annual report:

*  All elements of remuneration package of all
the directors, i.e., salary, benefits, bonuses,
stock options, pension, elc.

*  Deitails of fixed component and performance
linked incentives, along withthe performance
criteria.

*  Service contracts, notice period, severance
fees.

*  Stock option details, if any - and whether
issued at a discount as well as the periodover
which accrued and over which exercisable.

This is a mandatory recommendation.
Board Procedures
11.1 The measure of the board is buttressed

by the structures and procedures of the board. The
various committees of the board recommended in
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this report would enable the board to have an
appropriate structure to assist it in the discharge
of its responsibilitiecs. 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 four
times in a vear, with a maximum time gap of four
months between any two meetings. The minimum
information as given in Annexure 2 should be
available to the board.

This is a mandatory reconunendation.

The Committee further recommends that to
ensure that the members of the board give due
importance and comnuiitment to the meetings of
the board and its committees, there should be a
ceiling on the maximum number of committees
across all companies in which a director could
be a member oract as Chairman. The Committee
reconunends that a director should not be a
member in more than 10 committees or act as
Chairman of more than five conmittees across all
conipanies inwhich he isa director. Furthermore
it should be a mandatory annual requirement for
every director 1o inform the company about the
committee positions he occupies in other com-
panies and notify changes as and when they take
place.

This is a mandatory reconnienclation.

Accounting Standards and Financial
Reporting

12.1 The Committee took note of the discus-
sions of the SEBI Committee on Accounting
Standards referred 1o earlier and makes the
Jfollowing recommendations:

* Consolidation of Accounts of subsidiaries
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The companies should be required to give

-consolidated accounts in respect of all its sub-
sidiuries in which they hold 51 % or more of the
‘share capital. The Committee was informed that
SEBI was already in dialogue with the Institute
of Chartered Accountants of India to bring about
“the changes in the Accounting Standard on con-
solidated financial statements. The Instiute of
Chartered Accountants of India’ should be
requested to-issue the Accounting Stundards for
"consolidation expeditiously.

* Segment reporting ‘where a company has
multiple lines of business.

Equally in cases of companies with several
businesses, it is important that financial reporting
in respect of each product segment should be

- available to sharcholders and the market to obtain
‘a complete financial picture of the company. The
Committee was informed thar SEBI was already
in dialogue with the Institute of Chartered
Accountants of India to introduce the Accounting
Standard on segment reporting. The Institute of
Chaitered Accountants of India has already
issued an Exposure Draft on the subject and
should be requested to finalise this at an early.
date. ‘ '

* Disclosure and treatment of related party
transactions. = :

This again is an important disclosure. The
Committee was informed that the Institute of
Chartered Accountants of India had alrcady
issued an Exposure Draft on the subject. The
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 set out in Clause 7 of Annexure-4.

* Treatment of deferred taxation

The treatment 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
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the Institute of Chartered Accountants of India be
requested to issue a standard on deferred tax
liability at an early date.

Management

13.1 In the view of the Committee, the over-
riding aim of management is (o maximize
shareholder value without being detrimental to
the interests of other stakeholders. The manage-
ment however, is subservient to the board of
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 for translating intoaction. the policies
and strategies of the board and implementing its
directives to achieve corporate objectives of the
company framed by the board. It is therefore
essential that the board should clearly define the
role of the management.

Functions of the Management

13.2 The management comprises the Chiefl
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 outthe following functions:
*  Assisting the board in its decision making

process in respect of the company’s strategy.

policies, code of conduct and performance
. targets, by providing necessary inputs.
*  Implementing the policies and code of con-
duct of the board.

*  Managing the day to day affairs of the com-

pany to bestachieve the targets and goals set
by the board, to maximize the shareholder
value.

Providing timely, accurate, substantive and
material information, ncluding financial
matters and exceptions, to the boourd,
board-comumittees and the shareholders.

*

Ensuring compliance of all regulations and
laws. '
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*  Ensuring timely and efficient service to the
shareholders and to protect shareholder's
rights and interests.

*  Setting up and implementing an effective
internal control systems, commensurate with
the business requirements. o

*  Implementing and complying with the Code
of Conduct as laid down by the bourd.

Y Co-operating  and  facilitating  efficient
working of board commitiees.

13.4 As a part of the disclosure related to
Mancagement, the Comnuittee recommends that as
part of the directors’ report or as an addition
there to, a Management Discussion and Analysis
report should form part of the annual report to
the shareholders. This Management Discussion
& Analvsis should include discussion on the
Jollowing marters within the limits set by the
company'’'s competitive position:

o Andustry structure and developments.

Opportunities and Threuts.

Segment-wise or product-wise performance.

Outlook. _

Risks und concerns.

Internal control svstems and their adequacy.

* Discussion on financial performance with
respect to operational performance.

* Material developments in Human Resources
/ndustrial Relutions front, including number
of people emploved.

This is.a mandatory recommendation

13.5 Good corporate governance casts an
obligation on the management in respect of dis-
closures. The Committee thevefore recommends
that disclosures must be made by the management
1o the board reluting to all material financial and

commercial transactions, where they have per-'

sonal interest, thar may have a potential conflict
with the interest of the company at large (for e.g.
dealing in company shares, commercial dealings
with bodies, which have shareholding of man-
ugement and their relatives, etc.)

This is a mandatory recommendation.

Shareholders

14.1 Thé shareholders are the owners of the
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company and as such they have certain rights and
responsibilitics. But in reality companies cannot
be managed by sharcholder referendum. The
sharcholders are not expected to assume respon-
sibility for the management of corporate affairs.
A good corporate framework is one that provides
adequate avenues to the sharcholders for et fective
contribution in the governance of the company
while insisting on a high standard of corporate
behaviour without getting involved in the day to
day functioning of the company.

Responsibilities of Shareholders

14.2 The Committee helieves thatthe General
Body Meetings provide an opportunity to the
sharcholders to address their concerns to the
board of directors and comment on and demand
any explanation on the annual report or on the
overall functioning of the company. It is impor-
tant that the sharcholders use the forum ol general
body mectings for ensuring that the company is
being properly stewarded for maximising the
interests of the sharcholders, This is impottant
especially in the Indian context. It follows [Ton
the above, that for effective participation share-
holders must maintain decorum during the Gen-
cral Body Meetings.

14.3 The cffectiveness of the board is deter-
mincd by the quality of the directors and the
quality of the financial information is dependent
to an extent on the efficiency with which the
auditors carry on their duties. The sharcholders
must therefore show a greater degree of interest
and involvement in the appointment of the

“directors and the auditors. Indeed. they should

demand complete information about the directors
before approving their directorship.

14.4 The Committee recommends that in case
of the appointment of a new director or re-
appointment of a director the shareholders must
be provided with the following information:

A brief resume of the director:
Nature of his expettise in specific functional
areus; and

*  Names of compeanies inwhich the person also
holds the directorship and the membership of
Committees of the bouard.
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This is a mandatory recommendation
Shareholders’ Rights

145 The basic rights of the sharcholders
inctude right to transfer and registration of shares,
obtaining relevant information on the company
on a timely and regular basis, participating and
voting in sharecholder 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 sharcholders 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
company’sweb-site or may be sent in such aform
50 as to enable the stock exchange on which the
company is listed to put it on its own web-site.
This is a mandatory recommendation.

148 The Commitiee recommends that the
half-yearly declaration of financial performance
including summary 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 thercin. 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
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shareholders who are unable 1o atiend the meet-
ings, there should be a requirement which will
enable them to vole by postal ballot for key
decisions. A detailed hist of the matters which
should require postal ballotis givenin Annexure
3. This would require changes in the Companics
Act. The Committee was informed that SEBI has
already made recommendations in this regard to
the Department of Company Aflairs.

14.12 The Conumittee recommends that a
board committee under the chairmanship of o
non-executive director should be formed to spe-
cifically look into the redressing of shareholder
complaints like transfer of shares, non-receipt of
balance sheert, non-receipt of declured dividencls,
etc. The Committee believes that the formation of
such a committee will help focus the attention of
the company on shareholders’ grievances and
sensitise the management to redressal of their
grievances.

This is a mandatory recommendation.

14.13  The Committee further recommends
that to expedite the process of share transfers the
board of the company should delegate the power
of share transfer to an officer, or a committee or
to the registrar and share transfer agents. The
delegated authority should attend 1o share
transfer formalities at least once in a fortnight.

This is a mandatory recommendation.
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 rolec to play in corporatc
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

* Takeactive interest in the composition of the
Board of Directors.

*  Bevigilant.
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

15.1 The Committee recommends that SEBI
writes 10 the Central Government to amend the
Securities Contracts (Regulation) Rules, 1957 for
incorporating the mandatory provisions of this
Report.

15.2 The Committee further recommends to
SEBI, that as in other countries, the mandatory
provisions of the recommendations may be
implemented through the listing agreement of the
stock exchanges.

15.3 The Conumnittee recognises that the listing
agreement is not a verv powerful instrument and
the penalties for violation are not sufficiently
stringent to act as a deterrent. The Comniittee
therefore recommends (0 SEBI, that the listing
agreement of the stock exchanges be strengthened
andthe exchangesthemselves be vested with more
powers, so that they can ensure proper compliance
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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 exchanges
to take deterrent and appropriate action in case
of violation of the provisions of the listing
agreement. These could include 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 Department of Company Affairs
Jorsuitable amendments 1o the Companies Actin
respect of the recommendations which fall within
their jurisdiction.

15.6 The Committee recommends that there
should be a separate section on 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
extent to which the non-mandatory recom-
mendations have been adopted should 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 recommendation.

15.7 The Commintee also recommends that the
company should arrange to obtain a certificate
from the auditors of the company regarding
compliance of mandatory recommendations and
annex the certificate with the directors’ report,
which is sent annually to all the shareholders of
the company. The same certificate should alsobe
sent to the stock exchanges along with the annual
returns filed by the company.

This is a mandatory recommendation



REVIEW ARTICLE*

RULES, LAWS AND CONSTITUTION

S.B. Wad

This book is a collection of essays by Satish
Saberwal and friends. The flagship essay is by
Satish Saberwal, advocating the concept of con-

.. text 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.

I

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 generalrules, the study of historical
experiences in different countries would provide
a basis for forming judgements on this crucial
issue. Theauthor states ‘The papersin this volume
will on the whole argue that rules, laws and
constitutions - at least good rules, laws and
constitutions - are desirable not because they are
morally betier but because these can enable
socicties to run themselves more efficiently...” (p.
16). The general rules are more versatile. Of this
larger categories of general rules, modern legal
rules are a subset, constitutions being a subset of
legal rules.

After briefly setting out A. K. Ramanujan’s
analysis, where Ramanujan contrasts between
conlextsensitive 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’ castg,
status in Manu’s codes. The author then advocates

the use of terms “rules’ and ‘laws’ only for the

context free formulations. He has tal_(en serious
note of the criticism by Bishnu Mohapatra that in

S.B. Wad is retired judge of the Delhi High Court.

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 theréfore 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, contexi free rules and laws
are an important, potential resource for persons
and societies... Granting that, the question
remains: whereand how tofind 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 achicved 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 ground 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 are two. essays, one on
Constitutionalism - Meaning, Endangerment,
Sustainability. Another is an essay on Homo-
geneity and Constitational Democracy: Speaking
on Group Rights as an Answer 1o Identity
Conflicts. These two essays.are by (wo German
Contributors, U.K. Preuss and Claus Offe. The-
third essay entitled Rule of Law versus Rule of
Man, by Giri Deshingkar describes the state of
affairs in China including the adoption of market

*Saberwal Satish and Heiko Sievers (Eds.), Rules. Laws, Constitutions, Sage Publications India Private Lid., New Dethi,

1998, Pp. 289, Price Rs 350/-.
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economy. These articles have nothing to do with
the main theses of context free laws. Constitu-
tions, as would be demonstrated, are a combina-
tion 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. 1t is an anti-thesis of arbitrariness,
both 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 concept of Rule of
Law as an instrument of justice. By referring to
Emergency declaredby 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 of Justice, that the Marathas never
feltany need for general context free law oreven
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 obscrved, “the situation of lowerorders 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 1o be a total denial of the
validity of the author’s thesis.
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In order to illustrate a context sensitive rule,
the author has referred to distinct punishments on
the basis of caste status in Manu’s code. But there
are several provisions in Manu’s code which are
of general application. Aparnt fromthe substantive
provisions, the Code also lays down rules of
procedure and evidence. They are in the nature of
a context free law, as they are in all other legal
systems. The rule of status based punishment isa
logical extension of the social organisation based
on vernas and Caste by birth 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 most of the period of these civilisa-
tions. Sociologists should answer the question
why Indian society survived the test of time while
the other socicties and civilisations collapsed.
What judgement can be passed on this historical
fact?

11

In support of the thesis of the extension of
general law and enlargement of scales, the present
efforts at unification of Europe are cited: 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 Ircland.

There is a good deal of misconception about
the English legal system. It is assumcd that it is
also based on Roman Law. But itis 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 system detests codifi-
cation of laws, although the same was advocated
by the noted jurist Bentham in the 18th century.
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 constiwtion. Supremacy of
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Parliament and independence of courts are his-
torical facts arising out of the tussle for supremacy
between monarchy and the parliament in the 17"
century.

English and American legal sysiems 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-
stantive 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 cach 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 {ashion to distrust the public at large
and their representative, the jury. American
judges, by contrast, distrust the establishments
and trust the people and the jury. English judges
are more likely 10 usc formal reasoning in many
sorts ol 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 o 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. 39].
Another obscrvation of the learned authors is also
incisive. It'is said that ‘the free wheeling sub-
stantive reasoning in America, ignoring a statute,
and high level of judicial activism scems 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
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history of India. Existing textual provisions of the
Constitution and laws arc overturned by the courts
if the public interest so required.

The above discussion of the western systems
of law will demonstrate how the assumptions in
the main thesis are not wholly correct.

134

A lawyer would be misled by 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 arc understood in legal
parlance. As he goes through the essays, he will
realise that this is not alaw book. It is an attempt
by a sociologists to explain these legal concepts.
But even then some confusion remains. Func-
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
socicty. They have no distinet connotation in
terms of the social function they perform.

v

The difficulty with the thesis propounded in
the book starts with the concept of context free
rules. What is meant by context is not defined in
the book. Contexts may be historical. territorial
or based on social classification. It is impossible
to imagine a legal systcm of any society where
rules and laws are completely context free.

Totest the author’s thesis, let us e xamine some
provisions of the Indian Constitution. The Con-
stitution of India contains sceveral provisions
which are context specific and are not of general
application. Article 1 5 incorporates aprinciple of
equality before law. It states that the State shall
not discriminate against any citizen on the
grounds of religion, race, caste, sex, place of birth
orany of them. Howe ver, thesame article clarifics
that this provision shall not prevent the State from
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making any special provision for the advance-
mentof 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 class or classes of posts in the services under
the siate in favour of scheduled castes and
scheduled tribes, which, in the opinion of the
statc, are not adequately represented in the ser-
vices under the state. The Mandal Commission’s
recommendations for the reservation in public

employment arc specific in terms of the backward

classes, scheduled castes and scheduled tribes.
Auticle 17 is a very direct provision for protecting
aclass. Article 17 prescribes that *untouchability’
is abolished and its practice in any form is
forbidden. The enforcement of any disability
arising out of "untouchability’ shall be an offence
punishable in accordance with the law.

Articles 29 and 30 afford special protection to
the minoritics and 1o their cducational institu-
tions. These provisions of the Constitution stated
above pertain o specific social groups. The
minoritics mentioned in the arlicles 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 the state is English. There is a special
provision for the state of Jammu and Kashmir
incorporated in article 370 of the Constitution.
The laws passed by the Parliament are not
applicable 1o the state of Jammu & Kashmir
unless the state legistature 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
social 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
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Nagaland. Similarly, there is a special provision
for the state of Assam incorporated inarticle 371B
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 Mizoram. These
are the examples of context sensitive provisions
of the Constitution in terms of a (erritory 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 thc judges of the superior courts,
Ministers, Members of Legislature. etc. The form
of oath states that ‘1 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 functions of the
State. There cannot be any law higher than the
Constitution of India and there cannotbe any legal -
source of the Constitution of India. The only
context of the reference 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
cxample of a historical political context, )

In order to maintain legal and administrative
continuity after India became free. a special
provision was incorporated in Article 372 of the
Constitution. This article provides that all laws
cnforced in the territory of India immediately
before the commencement of the Constitution
shall continue in force until altered or repealed or
amended by Indian legislawure or other competent
authority. The only caveatis thatsuch laws should
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nol 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 communitics 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 of the Constitution enjoins the State
to endcavour o 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 but these provisions are funda-
mentalin the governance of the country and it will
be the duty of the State to apply these principles
inmaking laws. The provision regarding uniform
civil code envisaged by Article 44 of the Con-
stitution is an cxample of context free 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 arcas of
marriage, succession to property, adoption and
guardianship. The Muslim community and the
Christian community are not only opposing the
untform civil code but ase averse to any alteration
in the personal laws to give it a modern look.

The codification of the Hindu Personal Civil
Law is entircly based on the model of western
concepts and faws. The old Hindu law laid down
by the Smritis is given a complete go by cxcept
m a small arca. For cxample. in, the law of
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succession, the principle of necarness 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 Maharashtrahave completely
done away with the difference between males and
females in matters of succession. The women
have been recognised as coparcenors along with
males in succession to ancestral propertics.

Part XVI of the Constitution provides for
special provisionsrelating 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 ortribes or parts of
groups within castes, races and tribes 1o be called
Scheduled Castes and Scheduled Tribes. Parlia-
ment can include or exclude castes, races and
tribes from such a Presidential Order. Similarly,
for the Backward Classes which are socially and
cconomically backward. the President of India

can reccommend measures for removal of their

backwardness. The President can constitute a
commission for that purpose. The Mandal Com-
mission’s recommendations for reservation for
the Backward Classes falls under this provision.
These special provisions in the Constitutionserve
the social purpose of the empowerment and
economic opportunitics for the Backward 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 of the
confusion of the thesis propounded in the book.

The Hindu Marriage Act, 1955 makes provi-
sion for marriage, divorce and similar provisions
applicable to Hindus. This appearsto bea context
free law. Section 2(2) excludes Scheduled 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
customor usage the provisions of Hindu law were
being followed by Muslims, Christians, Parsis or

Jews, then Hindu Marriage Act, 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-
tation for 33 per cent reservation of women in
Parliament and statc assemblies further illustrates
that a gencral context free law is impossible to be
adopted. The Backward Classes, Scheduled
Castes, Scheduled Tribes and even Muslims are
claiming reservation within the 33 per cent res-
ervation for women,

These two illustrations fully demonstrate the
difficulty in identilying the ‘context’. Since per-
sonal laws for different religions arc dilferent,
Hindulaw would have adefinite context. The next
context is that of Scheduled Tribes to which the
Actis not applicable and there is a third context
of Buddhists, Jains, Arya Samajis, ctc. Then there
is the next sub-context amongst the Muslims,
Christians and Parsis who had been, as a matter
ol custom or usages. following Hindu law so lar.
The question s, 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 1o the
Parliament and Legislatures, the gencral statutory
ruleis thatalladultcitizens arc entitled to become
Members of Parliament or Member of State
legistature. The division in this category is being
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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?

A4

The main thesis of the book completely
ignores the law created by the superior courts
through precedents. 1t 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 of India
and Article 142 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.

In Keshavananda Bharati v. State of Kerala,
LAIR. 1973, SC, p. 1.461], the Supreme Courthas
laid down that it has a power (o quash even the
constitutional amendment made by the Parlia-
ment in its sovereign capacity, i 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
cquality and judicial supremacy not only from the
exccutives  but also from the Parliament
expressing itself in a sovercign capacity by
amending the Constitution. In a written Consti-
tution, the question arises as to how far the
conventions of British  Constitution arc
applicable. The Supreme Court has ruled that
President of India is legally bound by the advice
of the Cabinct. Where the President of India did
noltake any decision as to whether death sentence
should be commuted or not, the Supreme Court
has intervened and commuted death sentence to
life imprisonment. Supreme Court has laid down
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substantive law for foreign adoptions, sexual
harassment at work places and service conditions
ofdistrict judiciary. Recently, the Supreme Court,
through its judgement, has arrogated to itself the
power to appointand transfer of judges of superior
courts. There are several decisions of the courts
in the area of pollution laws where the original
text is supporied with new contents. :

Existing textual ruies, laws or Constitution are
not treated by superior courts as a sacrosanct
resource. Courts are equally not concerned
whether a rulc is context free or not. Judicial
decisions by their very nature are problem spe-
cific, or individual/group specific.

V1

Another problem for the author’s definition of
law (namely, context free faw) 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-division of customs. The custom orusage
may be one which is followed in a local area or
by a tribe or a community or group or family.
Thus, cven family custom isrecognised 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 amarriage,

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 18 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 belicfs. Not only are such child mar-
riages accepled by society as legal marriages but
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the children of such marriage are also aceepled as
legitimate and their property rights are decided
according to the pormal law of property.

vl

Let us now refer to somce attempts made by
juristsinthe past toevolvc a formal general theory
of law. The authorhas cited Kelsen's Pure Theory
of Law (1967) in his bibliography. Has he drawn
inspiration from Kelsen in propounding his
theory? According to Kelsen, a theory of lawmust
be frec fromethics, politics, sociology,etc. Itmust
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’ traccable 1o the funda-
mental ‘ought’ - Grundnorm’. Although at
intermediate slage law is ‘pure’. Kclsen had 1o
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 be
obeyed. Apart from these facls of minimum
effectiveness, the critics have pointed out that
Kelsen had to accept the role of morals - of socicty
and judges - as another fact of effectiveness.

Before Kelsen, Austin propounded a formal
theory of law - law being a command of the
sovereign enforced by force of the State.

None of thesc formal theories arc found ade-
quate in jurisprudence to explain the complex
concepts of law.

vin

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 varielies of law.
However, in aconflict between them, special law
prevails over general baw. This is exactly opposite
to what the author has propounded. A law
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applicable to a locality or to a class of cases or
individuals 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, 1961, entitles
an Advocate to practice in all courts. Both laws
arc simultancously in force and the carlier special
law is not impliedly repealed by subsequent
general law. But a subsequent special law will
prevail over prior gencral law if they operate in
the same field. Civil Procedure Code generally
provides where civil suits can be filed. A subse-
quent provision of Railways Act provides a sep-
arate forum for 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
becausc they are ‘context free’. A social/political
explanation of the supremacy of law is discern-
able in the preambic of the Constitution of India
- *We, the people of India, hereby adopt, enact
and give to ourselves this Constitution’.

Kelsentried to constructa ‘pure’ theory of law.
But, as he has admitted and the critics have
emphasised, he could not ignore historical,
political contexts, nor free himself of the role of
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morals in the administration of justice. The main
thesis in this book is a pale and halting socio-
logical appropriation of Kelsen’s "purc’ theory of
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 alarger category of
general rules - Constitutions 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’, does not prescribe
what ‘ought’ to be - akin to discourse in physical
sciences. Occasionally, it is structural - func-
tional. Butit is never normative/prescriptive. The
main thesis in the book over-sieps the limits of
the description of sociology and transgresses the
ficld 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 ihe scientific
approach in the thesis is the reference to morals
in the definition of "law’. Tt is legitimate, nay. a
requirement of scientific enquiry to keep moral
considerations out. In every legal system, there
are somerules which reflect the moral e xpectation
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 {rom 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 sccond to
personal aspects. It is silent about the entire range
of historic, social and political or gcographic
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tacts, Even. family custom and sub-groups of

castes are recognised in modern Indian law. What
is the unit or hicrarchy or stage of a social group
where context becomes relevant or irrelevant, is
the question. 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
cach sub-caste amongst Brahmins.

The author submitsthat for the purposes of that
essay. only context free law will be treated as
‘law’. It 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, incorporated 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 be described as *law’. The author’s
assertion, therefore, begs the question. It is
assumed that only ‘context free’ laws can bc
called laws; then logically it would follow that
such laws alone can be designated as ‘Good
Laws’ . It is then difficultto comprehend what the
author means when he states “at Ieast good rules,
laws and constitutions are desirable not because
they arc morally better ......... > (but because they
arc 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 thesis is
Af the countries under review do not have all their
laws which are context frec, then their legal
system is not good. Sumit Guha in his cssay has

referred to Lord Elphinstone’s (the Governor of

Bombay) obscrvation of how prosperous the
Maratha Kingdom was in spite of absence of Rule

RULES. LAWS AND CONSTITUTION

of Law. He has also adverted to double-digit
economic growthof Chinawhere thereis minimal
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 ‘tradiional caste
hierarchies are collapsing’ and exhorts society Lo
have collective *U’ turn for the optimum success
of context {ree laws. A formidable *U" twrn was
taken by Buddhism and thereafter by various
reformist sects and social thinkers, Indian Penal
Code, enacted in 1860, made substantive provi-
sions of offences and punishment equally appli-
cable o all section of Hindus. Muslims.
Christians, etc. The Constitution of India 0ok a
quantum leap to enshrine Rule of Law and
Equality before Law. Yet, there are no signs of
caste hicrarchies collapsing. In fact, Mandal has
taken a reverse wrn to lurther consolidate the
casle systeni.

“Regrettably, the thesis propounded by the
author is not socially and legally valid. It is also
not useful. Sumit Guha has summariscd his
review on the thesis saying ‘perhaps the rule of
law nceds o be detended as in itsclf and not as
means to some other good'. The plight of contexi
free law is worse. Bishnu Mohapatra has
described it as quixotic. No wonder, the author 1s
in a fix to find the constituency.

X

In a vast country like India, which is almost a
sub-conlinent, there are various lerritorial sub-
divisions, which have peculiar problems of their
own. Allthe religions of the world are being freely
practised in differcit parts of India. There arc
castes and tribes which is very basic 1o the social
fact of Indian society. Atleast1 40 per cent of the
population in India is below the poverty line and
is socially, economically and cducationally
backward. Any social, political, 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 country like India. The social
and legal norms in Indiaare always a combination
of comext free and context specific norms. That

is the reason why although the Constitution of

India is, generally speaking, a Federal Constitu-
tion, in its content it is a highly unitary Consti-
wtion. 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
intended to be of a general and universal appli-
cation, their implementation lcaves an enormous
discretion in the hands of the administrator.
Therefore, at a given time, the administrative

JOURNAL OF INDIAN SCHOOI. OF POLITICAL ECONOMY

OCT-DEC 1999

system cannot work only by rules or only by
discretion. There is a combination of both. If the
author’s definition of law as a context free rule is
tobeaccepted, not only Indian butnoother system
of law will qualify for being called a law.

But, has the author propounded any theory at
all? He says (I repeat), * At least good rules ... are
desirable ... becausc these can cnable societies to
run more efficiently’. This is at best an affec-

tionate cxhortation like. sre5 ¥29 U¥ T2 v |
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Kumar, Vinita, Economic Growth and Rural
Poverty - The Indian Experience 1960-1995,
Concept Publishing Company, New Delhi,
1997, Pp. 282, Rs 400/-.

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
cnables 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
itis conducted at the all-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 atthe macro level inorder to derive policy
conclusions for the country as a whole’.

A notable featurc of the analysis is that the
factors affecting incomes of farmers have been
considered scparately 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 1980s.

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.

Onalmost indisputable e vidence 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 inhcrent 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 caretul 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 of land 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, itis likely
that hard-core povertly among marginal farmers
persisted and may have even become more acute
in some pockels”.

Moreover, itis not small and marginal farmers
but agricultural labourers who form the largest
poverty group in the rural sector. They formed
well overtwo-fifths of the total number below the
poverty linc in rural areas towards the close of the
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-{ifth of all such households. The
author observes that ‘poverty among agricultural
labourers is sometimes rooted in the institutional.
social and attitudinal rigidities prevailing in rural
areas” and “economic growth may not always be
the solution to poverty” but chooses o analyse the
problem solely from the economic view point as
reflected 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 cxamined
insomedetail asa partof theanalysis. While 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 of growth of labour supply. However, it
is also noted that “changes in the pattern of
agricultural growth with greater reliance 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 labour
population dependent on agriculture, *it did not
provide any major impetus to push non-
agricultural labourers outside the poverty trap’.
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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
cmployment and income levels of the rural pop-
ulation has been examined in some detail. The
conclusion is that it was basically the higher rate
of growth in non-crop production which provided
additional employment opportunitics 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 1o bring about direct and
indirect income transfers through expansion of
wage and self-cmployment opportunitics.

Ms Vinita Kumar has made a competent and
quite sophisticated analysis ol the factors relevant
10 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 requirc a much fargereffort than could
have been undertaken by an individual scholar.
Since Ms Kumar is an official working in the
Ministry of Rural Areas and Employment, onc
hopes she will have opportunities 10 pursuc her
scholarly interests in this and other related arcas.

K.N. Ryj,

"Nandavan'.

Kumarapuram.
Thiruvananthapuram - 695011.

Kumar, Arun, Black Economy in India, Penguin
India Books Limited. New Delhi, Pp. 314,
Price Rs 250.00.

A theme running through Arun Kumar's book
is the parallel between the traffic on roads and the
economy. He lakes as given the laws which
governtraffic; these laws are supposed to ensure,
smooth flow of traffic, protect the interest of all
users of roads. whatever their size. If laws are
followed volunarily. traffic flows smoothly.
However, since there are al ways violationsoflaw,
wraffic police must ensure that law-breakers are
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penalised. So long as the number of violators is
not large, the normal course of traffic is not
aflected. However, as the number of violators
increases, the police are unable to monitor all
violations of law. Smooth flow of traffic gets
badly affected. Should the police collude with
law-breakers. the situation is worsened even
further. According to Kumar a similar process
helps explain problems created by the black
economy. So long as thosc violating laws in
pursuit of incomes are an insignificant minority,
the normal course of the economy nced 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 traffic and the
flow of the cconomy works up to a point. The
example, however, ignores certain important
aspects of law-making and political economy of
taw making and this, I believe, is a major lacuna
of Kumar’s analysis of the black cconomy in
India. Kumar attaches a particular sanctity to
existing laws and controls and will brook no
criticism of the law on grounds of unfairncss,
capriciousness and. sometimes. pure stupidity.

The ntroduction of basic traffic laws for me
is very similarto the introduction of a constitution
in a society. Prior to the constitution, traffic on
roads is purc chaos with size being the only factor
that determines right of way. The existence of
tralfic laws, such as speed limits, lane driving,
right of way, traffic lights, etc., is expected to
smoothen the flow of traffic. However, this pre-
sumes that road uscrs are fully aware of traffic
laws, that there is regulation, operating in a
predictable, impartial manncr that determines the
fitness ol potential users of the roads. If this filter
is inoperative. as it generally is in India, is it the
fault of the uscrs or the regulators? The filter may
well be rendered inoperative out of pure indif-
ference but it may also be deliberately destroyed
for monetary consideration. In such a situation
should onc 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
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behind trees (p. 105)? Or, ‘no-parking’ signs with
arrows extending indefinitely in cither direction?
These are laws or manifestation ol laws, which
are designed 1o make usage of roads difficult.
Even if the motive behind such laws may not be
to deliberately inconvenience users, the net effect
is the same. Is it the road users’ responsibility to
accept the sanctity of these laws? Is this expected
even when unclear laws become a source of
harassment and there is the suspicion that laws
are deliberately drafted in ways to torment users?
Kumar does not question this and. like most. who
have an enduring faith in flawless 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 [ar morce frequent in Delhi.
that the operation of traffic lights is suspended
and manual intervention by the police organises
flow of tralfic. What has happenced 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 been trapped in a traffic
jam created by law-enlorcers expericnces first
hand the superiority of rule-based. transparent
regulation over discretionary.  non-transparent
interventions. The latter may succeed onee in a
while, when the informaton required for the
intervention is availablc. when the regulators are
competent and when the intention of regulators is
promotion of welfare. Kumar's position is that all
regulation is of such analure and. if at all there is
cvidence o the contrary, itis specilic regulators
who are implicated but not regrelution itsclf.

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 my reactions and modi-
fications to the example that Thave listed above.
However, for the benefit of potential readers of
the book T will now discuss various aspects of it
in slightly more detail. 1 will touch upon the
following:
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1. Consequences of black economy
2. Causes of black economy
3. Remedies for curbing the black economy

Consequences of Black Economy

If the size of the black economy were small,
there would be very little reason to spend too
much time cither 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
it and study its effects are worthwhile. Depending
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
various approaches that have been employed 1o
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
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 liberalisation, far from
reducingthe growth of the black economy, in fact.
has pushed it along. This is important for Kumar
since one of his arguments is that neither controls
nor excessive regulation nor excessive taxation
canbeimportant 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 rates and tax evasion and
implicates rising disparities for higher tax
collections. The conjecture that tax collections
have risen due (o 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

. of the economy and growing illegality. In Chapter
6 Kumar gives a long list of the consequences of
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the black economy. The following is anindicative

list, by no means exhaustive, of what Kumar

believes are the effects of black economy:

1. Policy Failure: Tax evasion leads to inade-
quate resources being available to the gov-
ernment, which results in deficient social
infrastructure.

2. Criminalisation: Deteriorating law and order
are directly the result of black economy.

3. Impact on Environment: Environmental
degradation is linked to the violation of laws
and the growth of the black economy.

4. Waste: The existencc of black economy
results in increased transactions without
social welfare rising. This includes dumping
of effluents, demanding bribes, transport
patterns in urban areas, bottled water, milk
and edible oil in tetra packs, eic.

5. 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 brel, professional
commitment to work is missing. When an
author makes such a sweeping statement it is
especially important that the same charge not
be levelled 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 public sector as compared o the
private sector’ (sic., p.217). By Kumar’slogic -
this is carelessness and, going by his single-
minded task of implicating the black. econ-
omy in all ills confronting the cconomy, 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].

6. Crisis and Fiscal Policy: The growing shares
of black economy, property incomes and the
tertiary sector (the latter two 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.. Stagnation: 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 black economy are direct, but for others the
links gel exceedingly tenuous and tend to strain
the credibility. T am always reluctant to accept
mono-causal explanations of complex social
phenomena and that is what I have against
Kumar's enumecration 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,
excessive 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 gencration of black incomes.

Kumar presents 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
betier implement rules, which will better monitor
the activitics of tax evaders, which will betier
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
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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
1o use techniques which recognise these limita-
tions, It will have to devise incentive-compatible
mechanisms by which economic agents finditin
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 capability)
do so, butrather they do not wish to 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 hastodefend
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 changingso 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).

What this means is that Kumar has in mind a
list of activities which are ‘undesirable’ from the
pointof view of the economy. Such activities may
be legal or illegal, so long as they arc ‘undesit-
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 elsc does what is good for society. 1 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 of legality and illegality;
it cannot be about desirability and undesirability.
If it is about legality then the basic consideration
is whether an activity contravenes anexisting law.
If it does not contravenc an existing law then the
aclivity 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
lime 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:

1. There should be right to information
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2. There should be accountability of the
bureaucracy

3. Rules should be simple and clear

4. There should be swilt action against those

indulging in corruption

Judicial process must be simplificd

Lawyers should introspect

Judges must keep distance from vesied

interests

8. Medianeedsautonomy from governmentand
commercial intercsts

9. Tax laws must be simplified

10. Public sector should have autonomy in its
functioning

11. Political system should be reformed

12. The voter should be made king

13. Elections should be held every two and hall
years :

Democracy should be strengthened

Now

14,

Within each of the suggestions listed there arc
some more nested suggestions, yielding a com-
prehensive blucprint for what needs to be done.
Of course, not a thought is given to how these
changes can be brought about. Most pcople. who
are aware of the problem of the black cconomy,
are also aware of what needs to be done to reduce
this problem. The real challenge lies, notin listing
measures for curing the problem, but in articu-
lating the steps. which need to be taken to solve
the problem. Almost all of the suggestions that
have beenlisted by Kumarare eminently sensible.
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 o offer towards
operationalising the remedics he suggests.

Summing-up

Arun Kumar has made an attempt o putacross
to non-economist readers the complex problem
of black economy and, 1 belicve, he has, by and
large, been successful in his endeavour. Kumar’s
writing style is simple and does not make too
many demands on prior knowledge on the part of
readers. The best chapters are the first four. His
next three chapters, which deal with causes and
consequences of the black cconomy, and reme-
dies forcurbing the black economy, insome way's.



VOL. 11 NO. 4

do too much and too little. They do too much
becausc 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 fucing the Indian economy. When acomplex
system is being studied, itis 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. Idon’texpect 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.

Kumar believes that the Indian democracy has
been hijacked by the triad of business, politicians

and burcaucrats. His remedy for solving this

problem is (1) the political system should be
reformed and (2) the voter should be made king.
The trouble with such solutions is not that there
will be disagreement; who could possibly deny
that the Indian political system needs cleansing?
The big question is: HOW? In the absence of any
thoughts on operationalising his remedies,
Kumar’s suggestions seem like slogans. But
sloganeering should really lie within the realm of
politicians, not academics.

Ajit Karnik,

Department of Economics,
University of Mumbai,
Vidyanagari, Mumbai 400 098.

Papola. T.S./Alakh N. Sharma(Eds.): Gender and
Emplovment in India, Vikas Publishing House
Pvt. Lid., New Delhi, 1999, Pp. 439, Rs. 495/-.

Radhakrishna, R./Alakh N. Sharma (Eds.):
Empowering Rural Labour in India, Market,
Srate 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 -
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though it has been slowing down since the
beginning of the 1990s - and adecrease 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 articles
written by experts as well as activists. They
provide, therefore, a broad understanding of and
insight into the complexity of recent develop-
ments and processes at work. Discussions on the
nature of operations of the market forces, state
intervention and mobilisation by trade unions,
political parties and non-governmental organi-
sations (NGOs) are reflected in both the volumes,
though they are put into the respective context of,
(a) rural labour in India, and (b) women in the
Indian labour market. This also includes critical
assessments of foregone policies on poverty
alleviation inrural India as well as gender specific
programmes. Recent trends of employment are
analysed within a long-term perspective and in
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 reflection upon the
limitations of the traditional ways to measure
employment and workforce participation in
labour force surveys, since they still tend 1o
underestimate women’s economic  activities
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
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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-
cultural activities, women more than men. This
reversal has led to deteriorating conditions for
rural labour: the former 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
teims 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 over time 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 liberalisation of trade (Hir-
way). In fact, 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 hierarchy and work under
extremely exploitative conditions (Mukhopad-
hyaya). In certain industries, women have sub-
* stituted'men, accepting lower payment and poorer
working conditions (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
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interpreted as a trend towards feminisation. In the
context of feminisation, employment of women
in industrialised countries means economic
empowerment by taking up quality jobs. This is
not the fact in developing countries (Banerjee).
Additional economic activities have turned out1o
be additional workload, since most of the work is
unrecognised and does not significantly improve
their economic status. Therefore, focus should be
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 agriculturc. 1t
was also shown that in rural arcas, the shift back
into agricultural activities has been more inlense
for women than for men. Although there was a
positive trend towards closing the wage gap
between men and women earlier. in particutar 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 o 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 yet 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
fromlow-caste, as well astribal societies. Women
and girls are still 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-
tures 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 gencrate
sustainable income through self-employment
{(JRY) as well as wage employment (EGS), is far
from satisfactory, except for some schemes in
Kerala 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
werecffective. but notas muchas 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 Rajecev). Similar results have been quoted for
social sccurity schemes provided by the govern-
ment: they have not only failed in reaching the
beneficiarics, but have also neglecied 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 valuable and
cffective fire-fighting measure, but do not con-
tribute much to sustained development in the long
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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
wouldnot 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 thatinstead
of such programmes, relief-cum support mea-
sures should be provided, which react more sen-
sitively to the different needs of the rural poor at
the micro level. Public administration in India has
to undergo radical reforms (Theral and Hirway).
Planning and administration necd to be decen-
tralised at the Panchyati Raj level and should be
continuously monitored and evaluaied by
independent participants (Dev: Nayyar; Partha-
sarthi; Rao). Those (latter) institutions, however,
need to be strengthened. Employment generation
schemes should finally be more skilldevelopment
oriented (Dev). Providing minimum wages and
minimum social security oo is a crucial precon-
dition for functioning implementation of such
schemes (Dev; Theral and Hirway). Such
minimum wagces. however, need to be continu-
ously adjusted and revised. In order 10 be suc-
cessful, they need to be linked to cmployment
gcneration 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 specific
groups.

In contrast to the rather small success of
government initiatives, various authors empha-
size the relevance of organisation and social
mobilisation of rural labourcrs 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 agricultural
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 feaves
women completely out (Gill; Kannan). The low
level of organisation can be explained by the
strong position of the farmers who, being better
organised and in alliance with the government at
the 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 mcreased segmentation
along caste structures and therefore limited
occupational mobility in rural areas. As Kannan
points out for Kerala, unionisation was successful
in intervening in distribution of cmployment, 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 cffects on low caste workers by pre-
venting inter-occupational mobility which could
have alsoled to loosening the traditional ncxus of
caste and occupation” (Kannan, p. 367). Here, the
state should provide the conditions conducive to
the organisation of the rural workers and
cncourage the setting up of unions at the village
level so that their organisational base and effec-
liveness 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 struggic for
rights and income generating support through
sel{-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.
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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 organisation could be
effectively reached, and the bargaining power of
those organised lead toa significantimprovement
of economic and social conditions of rural labour
(Breman; Chandra and Reddy). NGOs have been
crucial actors in such initiatives. '

On the whole, however, itis 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 scen 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 cmploy-
ment generation schemes or providing them
education, would not bc 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 guarantice their rights
through providing education, wage-employment
assistance as well as ensure empowerment
through legal and economic means (Papola and
Sharma). This becomes cven more relevantin 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 labour
as well as on gender and labour market related
questions. In the introductory section, the cditors
of both books have provided a theoretical
framework in the otherwise quite heterogeneous
collection of articles. The varicty of those articles
makes both volumes extremely valuable for
researchers, NGOs, students and teachers who are
interested in the functioning of the Indian labour
markets, with particular refercnce 1o rural
employment or to gender specific questions. Both
volumes, however. tend to over stress the macro
perspective while using similar dala. 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 at the community level or the intra-household
description of wrends, be it the labour force, level, and the exact reasons for difficultics in the
women's labour force participation, wage jmplementation of specific initiatives -have
changes or interventions either by Governments, ..y rred and why these could not be removed till
Untons or NGQOs. Not only the theoretical ques- toda

tions, but also issues such as the effectiveness of Y.

government initiatives would be interesting when

analysed on a qualitative basis so that we would Sandra Rothboeck.
get better insight into the dynamics of the labour ILO SAAT,
markets and questions like change of inequalities New Delhi.
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