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Introduction

Transfer of resources from those with idle resources to others who have a productive need for them is perhaps most efficiently achieved through the securities markets. Stated formally, securities markets provide channels for allocation of savings to investments and thereby decouple of these two activities. As a result, the savers and investors are not constrained by their individual abilities, but by the economy’s abilities to invest and save respectively, which inevitably enhances savings and investment in the economy.


During the late 1980s, the developing countries started liberalizing their financial sectors. Increased emphasis was put on the development of equity markets. India also followed this path. Stock markets grew rapidly in India during the late 1980s and early 1990s. 


Over the decade of the 1990s, many important policy initiatives have focused on fostering liquidity and efficiency of the Securities markets. Capital markets have taken a prominent place in the developing countries financial system during the last decade.


To promote and develop the Capital markets various securities laws had been enacted during the decade.


The four main legislations governing the securities market are: 


—
the SEBI Act, 1992, which establishes SEBI to protect investors and develop and regulate securities market;


—
the Companies Act, 1956, which sets out the code of conduct for the corporate sector in relation to issue, allotment and transfer of securities, and disclosures to be made in  public issues;  


—
the Securities Contracts (Regulation) Act, 1956, which provides for regulation of transactions in securities through control over stock exchanges; and 


—
the Depositories Act, 1996, which provides for electronic maintenance and transfer of ownership of demat securities. 


Since its inception in 1992, SEBI had been promoting and developing the capital market. The country had witnessed a major shift from mandate-based regulations before the 1990s to disclosure based regulations in recent times. Its regulatory jurisdiction extends over corporates in the issuance of capital and transfer of securities, in addition to all intermediaries and persons associated with securities market. It can conduct enquiries, audits and inspection of all concerned.

Capital Markets- Present Scene

The Equity markets all over the world are becoming increasingly integrated over time. The securities markets in India witnessed several policy initiatives during the year 2002-03, which further refined the market micro-structure, modernized operations and broadened investment choices for investors. The irregularities in the securities transactions in the last quarter of the previous financial year  hastened  the  introduction  and implementation of several reforms. While a Joint Parliamentary 
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Committee was constituted to go into the irregularities and manipulations in transactions relating to securities, decisions were taken to complete the process of demutualization and corporatisation of stock exchanges to implement the decision to separate ownership, management and operation of stock exchanges and to effect legislative changes for investor protection and to enhance the effectiveness of SEBI as the capital market regulator. 


The markets have been weakening since the year 2000 when the  S&P CNX Nifty index was at 1500 level which has come down  now to 1000 on 21st March 2003. In India, equity investments and sales are driven by highly irrational emotions of greed or fear. The Indian securities markets dance to the tune of innumerable events across the globe. Whether it be September 11, 2002 terrorist attacks on the World Trade Centre in the U.S. or the SARS scare and the fallout of VAT implementation on corporate results dragged down the major indices. The Tables I shown below illustrate the effect on indices, of various events that took place during the past  years:

Table I

10 Largest Day To Day fluctuations In S&P CNX NIFTY as Of March 2003
10 Largest Advances in NIFTY


Rank
Up in

Date


Closing



Occassion




Percent





Index

1.

7.83

16-Apr-99

1044.45

Expectation that Vajpayee Government












survive.


2.

7.55

3-Jan-00


1592.20

Successful rollover to Y2K.


3.

7.30

17-Jun-98

976.50

RBI announces fresh forward cover benefits












for FIIs.


4.

7.21

29-Oct-97

1107.00

Rebound after the fall on October 28, 2000.


5.

7.17

7-Apr-00


1557.15

Government withdraws tax claim on FIIs.


6.

6.18

14-Mar-01

1194.2

Markets recover after previous 3 days fall as a  result of Tehelka Expose.




7.

5.64

26-Apr-00

1436.10

Relaxation of price bands from 8% to 12%.


8.

5.61

2-Feb-96


918.31

Heavy purchases by FIIs.


9.

5.53

7-Oct-99

1469.75

BJP lead NDA Government returns to power.


10.

5.50

28-Feb-97

1053.55

Chidambaram's 'dream' budget.

10 Largest Declines in NIFTY


Rank
Down in

Date


Closing



Occassion




Percent






Index

1.

-8.46

31-Mar-97

968.30

Congress withdraws support to 'UF'












Government.


2.

-7.87

28-Oct-97

1032.60

Asian meltdown.


3.

-7.42

17-Apr-99

966.95

Vajpayee government fails.


4.

-7.09

5-Oct-98

840.75

UTI announces a cut in US 64 exposure.


5.

-6.95

4-Apr-00

1428.10

Tax on FIIs.


6.

-6.11

13-Mar-01

1124.70

Effect of global stock meltdown and SEBI action against BSE broker directors.


7.

-5.69

24-Jul-00

1317.75

Political uncertainity, persistent FII selling, fall in NASDAQ and the RBIs decision to hike key interest rates.


8.

-5.60

15-Jun-98

916.80

Imposition of fresh set of margins.


9.

-5.35

14-Sep-01

919.70

Heavy selling by FIIs post WTC attacks.


10.

-5.20

2-May-00

1333.45

Heavy selling by banks of pledged shares.


Rolling settlement on T+2 basis commenced for all listed securities from April 1, 2003 and Rolling Settlement on T+1 basis is due to commence  from April 1, 2004. All deferral products such as carry forward were banned from July 2, 2002. The following Table II describes the settlement cycle in capital market segment:

Table II

SETTLEMENT CYCLE IN CAPITAL MARKET SEGMENT

Activity







T+3 Rolling Settlement

T + 2 Rolling Settlement











(From April 1, 2002)

(From April 1, 2003)

Trading









   T



   T


Custodial Confirmation





T + 1



T + 1


Determination of Obligation




T + 1



T + 1


Securities/Funds Pay-in





T + 3



T + 2


Securities/Funds Pay-out





T + 3



T + 2


Valuation Debit







T + 3



T + 1


Auction









T + 4



T + 3


Bad Delivery Reporting





T + 5



T + 4


Auction Pay-in/Pay-out





T + 6



T + 5


Close Out








T + 6



T + 5


Rectified Bad Delivery Pay-in/Pay-out


T + 7



T + 6


Re-bad Delivery Reporting




T + 9



T + 8


Close Out of Re-bad Delivery



T + 10



T + 9


T + 1 means one working day after the trade day. Other T+terms have similar meanings.


Trading in interest rate futures has become operational w.e.f. June 24, 2003 and the Banks have been allowed to become members of the stock exchanges and trade directly in interest rate futures. The National Commodity and Derivative Exchange, the first multi commodity exchange in the country, will start futures trading in Gold and Silver along with other agri-commodities from October 2003. The Forwards Markets commission has given permission for having four new commodity Futures Exchanges in the country. Recent estimates have shown that the commodity trading volumes would be ten times above the stock markets volumes in India in the next five years.


The last couple of months have finally provided some respite to equity market investors. After a shaky start at the beginning of the year, the markets have risen smartly in the last two months erasing earlier losses and pushing the indices into positive territory. Especially encouraging is the broad based nature of the rally. On one  hand, both foreign and domestic institutions as well as retail investors have shown renewed interest in the market. On the other hand, the rally has seen participation from both large as well as small and mid size companies. In the last couple of months investor interest in the market has also rejuvenated. Both FIIs and domestic mutual funds have significantly stepped up investments. FIIs have led the way and made net purchases of $1283 m in the January to June period versus $496 m in the corresponding period last year.  Retail interest has perked up as well as evidenced by the overwhelming response to the Maruti initial public offering, which was oversubscribed ten times reflecting the prevalent feel – good factor.


Going forward, after a disappointing performance during the last year,  investors will be keen to discern any signs of  improvement in business conditions. A reasonable performance from corporate India will add to investor enthusiasm in an environment of ample liquidity and improved sentiment.

Legal Framework of Indian Capital Markets

Various Acts, Rules, Regulations, Ordinances, guidelines, clarifications, press releases and bye-laws of self regulatory organizations constitute the legal framework of Indian capital markets. The Indian securities laws, rules and regulations enacted for its capital markets include the following:


—
The Companies Act, 1956


—
The Securities Contracts (Regulation) Act, 1956


—
The Securities Contracts (Regulations) Rules, 1957


—
The Securities and Exchange Board of India Act, 1992


—
The SEBI (Insider Trading) Regulations 1992


—
The SEBI (Merchant Bankers) Regulations 1992


—
The SEBI (Stock Brokers & Sub Brokers) Rules 1992


—
The SEBI  (Stock Brokers & Sub Brokers) Regulations 1992


—
The SEBI (Debenture Trustees) Rules 1993


—
The SEBI (Debenture Trustees) Regulations 1993


—
The SEBI (Portfolio Managers)  Rules 1993


—
The SEBI (Portfolio Managers)  Regulations 1993


—
The SEBI (Registrars to issue & Share Transfer agents) Rules 1993


—
The SEBI (Registrars to issue & Share Transfer agents) Regulations 1993


—
The SEBI (Underwriters) Rules 1993


—
The SEBI (Underwriters)  Regulations 1993


—
The SEBI (Appeal to Central Government) Rules 1993


—
The SEBI (Bankers to an issue) Rules 1994


—
The  SEBI  (Bankers to an issue) Regulations 1994


—
The SEBI Appelate Tribunal (Procedure) Rules 1994


—
The SEBI (Foreign Institutional Investors) Regulations 1995


—
The SEBI (Prohibition of fraudulent & unfair trade practices relating to securities market) Regulations 1995


—
Depositories Act 1996


—
The SEBI (Depositories & Participants) Regulations 1996


—
The SEBI (Mutual funds) Regulations 1996


—
The SEBI (Venture Capital funds) Regulations 1996


—
The SEBI (Custodian) Regulations 1994


—
The SEBI (Substantial acquisition of shares & takeover) Regulations 1997


—
The Securitisation  & Reconstruction of Financial Assets and Enforcement of Security Interest Act, 2002

Objective/Use of the Study

The purpose of this paper is to document changes in trends, functioning of Capital markets in a globalised scenario particularly with reference to working of SEBI as market regulator.  It also reflects the impact of changes in securities laws on the capital markets. 


Given this backdrop, it is important to assess the impact of stock markets on a country‘s economic development. One of the most obvious and direct effect of the stock market is on the corporate sector of a country. The paper gives a section-wise study of the various determinants of the Capital Markets and the effects of changes in securities laws governing them.

SECTION 1 : CAPITAL MARKETS – TOPICAL DEVELOPMENTS IN VARIOUS CONSTITUENTS
Primary Market

Primary market provides opportunity to issuers of securities, Government as well as corporate, to raise resources to meet their requirements of investment and/or discharge some obligation. The issuers create and issue fresh securities in exchange of funds through public issues and/or as private placement.


This chapter presents developments in primary market for corporate securities in India, both equity and debt. The public issues market for corporate securities remained subdued since 1995-96 due to discouraging global economic trends, prolonged depressed conditions in the secondary market, high real interest rates and stringent entry norms. This trend was further reinforced by low confidence of investors arising from unduly high premia charged on issues made in earlier years and disappearance of some of these issuers. However, a few number of IPOs came up during the year 2002-03 which gave some cheer to the market MUL, Union Bank of India, Allahabad Bank to name a few. The corporate sector is finding it more attractive to mobilise funds from the private placement market, which provides them flexibility in terms of time and cost involved in raising funds and is less rigorously regulated than public issues market. The private placement dominated the primary corporate market, accounting for over 90% of total resources mobilised domestically by non-government entities. Corporate entities mobilised Rs. 64,950 crores during 2001-02 through the private placement, essentially through debt Securities, with public sector units (PSUs) meeting their resource requirements almost exclusively through this route. The public sector entities accounted for 56% of total resource mobilisation by way of private placements, while private corporate sector accounted for 80% of total resource mobilisation by way of public issues. However, to prevent public issues from being passed on as private placement, the Companies (Amendment) Act, 2001 considered offer of securities to more than 50 persons as made to public. Thus, the private placement is dominated by the public sector entities and public issues by private corporate entities.


As may be seen from Table III below, Indian market is getting integrated with the global market though in a limited way through euro issues. Since 1992, when they were permitted access, Indian companies have raised about Rs. 37,000 crore through ADRs/GDRs. By the end of March 2002, 490 FIIs were registered with SEBI. They had net cumulative investments over of US $ 15.2 billion by the end of March 2002. Their operations influence the market as they do delivery-based business and their knowledge of market is considered superior.

Table III

Resource Mobilisation From Primary Market 
(Rs. Crore)
Issues



1990-
1991-
1992-
1993-
1994-
1995-
1996-
1997-
1998-   1999-     2000-
2001-





91

92

93

94

95

96

97

98

99
   00
     
  01
02


Corporate Securities
14,219
16,366
23,537
44,498
48,084
36,689
37,147
42,125
60,192
72,450
78,396
74,403

   Domestic Issues

14,219
16,366
23,286
37,044
41,974
36,193
33,872
37,738
59,044
68,963
74,199
72,061


Non-Govt. Public


Companies

4,312
6,193
19,803
19,330
26,417
16,075
10,410
3,138
5,013
5,153
4,890
5,692


PSU Bonds

5,663
5,710
1,062
5,586
3,070
2,292
3,394
2,982
–
–
–
–


Govt. Companies
–
–
430
819
888
1,000
650
43
–
–
–
350


Banks & FIs

–
–
356
3,843
425
3,465
4,352
1,476
4,352
2,551
1,472
1,070


Private Placement
4,244
4,463
1,635
7,466
11,174
13,361
15,066
30,099
49,679
61,259
67,836
64,950

   Euro Issues

–
–
702
7,898
6,743
1,297
5,594
4,009
1,148
3,487
4,197
2,342

Government Securities
11,558
12,284
17,690
54,533
43,231
46,783
42,688
67,386
106,067
113,336
128.483
152,508


Central Govt.
8,989
8,919
13,885
50,388
38,108
40,509
36,152
59,637
93,953
99,630
115,183
133,801


State Govt.

2,569
3,364
3,805
4,145
5,123
6,274
6,536
7,749
12,114
13,706
13,300
18,707


Total



25,777
28,650
41,227
99,031
91,315
83,472
79,835
109,511
166,259
185,786
206,879
226,911

Source : RBI

Issue of Debt Securities

The DIP Guidelines were further amended on 11th January 2002 to introduce the facility of issue of debt securities without issue of equity, for companies desirous of coming out with a public issue. The amended guidelines provide that an unlisted company may make a public issue of non convertible debt securities (NCDS)/debt securities convertible into equity (DSCE) after allotment and make an application for listing of the same in the Stock Exchange/s without making a prior public issue of equity and listing thereof, on fulfillment of the following requirements:


(a)
The NCDS shall carry a credit rating not below investment grade at least from one registered Credit Rating Agency (CRA). Where the issue size of the NCDS is Rs. 100 crore or more, such rating shall be obtained from at least two CRAs. 


(b)
The promoters contribution of at least 20% of the project cost, i.e. objects proposed to be inter alia financed through the issue, shall be brought in the form of equity. Where the promoters contribution exceeds Rs. 100 crore, the promoters shall bring in Rs. 100 crore before the opening of the public issue and the remaining shall be brought in on pro rata basis, before calls on the NCDS are made. The promoters contribution of 20% of equity shall be locked in for a period of 3 years from the date of allotment in the public issue of NCDS.


(c)
The issuer company shall comply with the requirements of continuing disclosures as specified under the listing agreement to be entered into with concerned stock exchanges as is applicable for listing of equity shares. A municipal corporation which has no share capital may, subject to the aforesaid provisions, make a public issue of the NCDS and list the same on stock exchange/s. 


Government and corporate sector accessed market through debt issues. They collectively raised a total of Rs.  204,069  crore  from  primary  market  during 2001-02. About 74.7% of this was raised by Government, while the balance by the corporate sector through public issues  and  private placement as may be seen from Table 2-8.

ADR/ GDRS/ FCCBs

Foreign Investment through ADRs/GDRs, Foreign Currency Convertible Bonds (FCCBs) is treated as Foreign Direct Investment. Indian companies are allowed to raise equity capital in the international market through the issue of GDR/ADRs/FCCBs. These are not subject to any ceilings on investment. An applicant company seeking Government’s approval in this regard should have a consistent track record for good performance (financial or otherwise) for a minimum period of 3 years. This condition can be relaxed for infrastructure projects such as power generation, telecommunication, petroleum exploration and refining, ports, airports and roads. 


There is no restriction on the number of GDRs/ADRs/FCCBs to be floated by a company or a group of companies in a financial year. There is no such restriction because a company engaged in the manufacture of items covered under Automatic Route is likely to exceed the percentage limits under Automatic Route, whose direct foreign investment after a proposed GDRs/ADRs/FCCBs is likely to exceed 50 per cent/51 percent/ 74  
percent as the case may be. There are no end-use restrictions on GDRs/ADRs issue proceeds, except for an express ban on investment in real estate and stock markets. The FCCB issue proceeds need to conform to external commercial borrowing end use requirements. In addition, 25 per cent of the FCCB proceeds can be used for general corporate restructuring.

ADR, GDR norms further relaxed 

—
Indian bidders allowed to raise funds through ADRs, GDRs and external commercial borrowings (ECBs) for acquiring shares of PSEs in the first stage and buying shares from the market during the open offer in the second stage. 


—
Conversion and reconversion (a.k.a. two-way conversion or fungibility) of shares of Indian companies into depository receipts listed in foreign bourses, while extending tax incentives to non-resident investors, allowed. The re-coversion of ADRs/GDRs would, however, be governed by the Foreign Exchange Management Act notified by the Reserve Bank of India in March 2001. 


—
Permission to retain ADR/GDR proceeds abroad for future foreign exchange requirements, removal of the existing limit of $20,000 for remittance under the employees stock option scheme (ESOP) and permitting remittance up to $ 1 million from proceeds of sales of assets here. 


—
Companies have been allowed to invest 100 per cent of the proceeds of ADR/GDR issues (as against the earlier ceiling of 50%) for acquisitions of foreign companies and direct investments in joint ventures and wholly-owned subsidiaries overseas. 


—
Any Indian company which has issued ADRs/GDRs may acquire shares of foreign companies engaged in the same area of core activity upto $100 million or an amount equivalent to ten times of their exports in a year, whichever is higher. Earlier, this facility was available only to Indian companies in certain sectors. 


—
FIIs can invest in a company under the portfolio investment route upto 24 per cent of the paid-up capital of the company. It can be increased to 40% with approval of general body of the shareholders by a special resolution. This limit has now been increased to 49% from the present 40%. 


—
Two way fungibility in ADR/GDR issues of Indian companies has been introduced subject to sectoral caps, wherever applicable. Stock brokers in India can now purchase shares and deposit these with the Indian custodian for issue of ADRs/GDRs by the overseas depository to the extent of the ADRs/GDRs that have been converted into underlying shares. 

Euro Issues by Indian Companies

Earlier, Indian Companies required approval of the Government of India before issue of Foreign Currency Convertible Bonds (FCCBs). The RBI, has vide FEMA Notification No : 55 dated March 7th 2002, liberalised these rules. Accordingly: 

—
Indian Companies seeking to raise FCCBs are permitted to raise them under the Automatic Route upto US 50 Million Dollars per financial year without any approval. 


—
The  FCCBs raised shall be subject to the sectoral limits prescribed by the Government of India. 


—
Maturity period for the FCCBs shall be at least 5 years and the “all in cost” at least 100 basis points less than that prescribed for External Commercial Borrowings. 

SECONDARY MARKET
Union Budget 2003-04

To help revive investor interest in primary issues, the Union Budget of 2003-04 made the following provisions –


—
From April 1, 2003 dividends will be tax-free in the hands of shareholders. Correspondingly, there will be a 12.5% dividend distribution tax on Domestic companies.


—
All Listed equities that are acquired on or after March 1 2003, and sold after the lapse of a year or more, exempt from the incidence of Capital Gains tax.

Derivatives 

Derivative is a product whose value is derived from the value of one or more basic variables, called bases (underlying asset, index or reference rate), in a contractual manner. The underlying asset can be equity, forex, commodity or any other asset. 


By their very nature, the financial markets can be subject to a very high degree of volatility. As instruments of risk management, derivative products generally do not influence the fluctuations in the underlying asset prices. However, by locking-in asset prices, derivative products minimise the impact of fluctuations in asset prices on the profitability and cash flow situation of risk-averse investors. 


Derivatives of securities are traded in this segment. The derivative products available for trading in this segment are Index Futures and Index Options based on S&P CNX Nifty, Stock Options and Stock Futures based 41 specified securities. The contracts are  available with 1 month, 2 months and 3 months expiry. A new contract is introduced on next trading day following the expiry of the near month contract. As at the end of March 2003, a total of 1,938 securities comprising of 3 index futures, 60 index options, 123 stock futures and 1,752 stock options were available for trading.

Derivatives Market in India

Derivatives trading commenced in India in June 2000 after SEBI granted the final approval to this effect in May 2000. SEBI permitted the derivative segments of two stock exchanges, viz NSE and BSE and their clearing house/corporation to commence trading and settlement in approved derivative contracts. To begin with, SEBI approved trading in index futures contracts based on S&P CNX Nifty Index and BSE-30 (Sensex) Index. This was followed by approval for trading in options based on these two indices and options on individual securities. The trading in index options commenced in June 2001 and trading in options on individual securities commenced in July 2001. Futures contracts on individual stock were launched in November 2001. Derivative contracts are traded and settled in accordance with the rules, byelaws, and regulations of the respective exchanges and their clearing house/corporation duly approved by SEBI and notified in the official gazette.

Interest Rate Derivatives

Interest rate derivatives market has been widely used in the international markets by banks, institutions and common investors. 


Interest Rate Derivatives have been introduced in Indian market by NSE with trading on Futures on notional 91 day T-bills and 10 year zero coupon as well as 6% notional coupon bearing bond on June 24, 2003.


The F&O segment reported a total trading volume (notional) of Rs. 4,39,864 crore during 2002-03 as against Rs. 1,01,926 crore during the preceding year. The trading volume  witnessed a sharp rise with the introduction of stock futures in November 2001.

Foreign Institutional Investors (FIIs)

Banks, financial institutions (FIs) and insurance companies have turned out to be major sellers of blue chip stocks during the first quarter ended June 30, 2003.


They have offloaded shares in companies including ITC, Grasim Industries, State Bank of India and Tata Motors (formerly Telco), taking advantage of the rally in the equity markets. Life Insurance Corporation (LIC) leads the pack among sellers, having sold shares in ITC, Oriental Bank of Commerce, Grasim Industries, Gujarat Ambuja, Mahindra and Mahindra, BSES and many other corporates. During this period, the sensex arose 17% while the rise in the Nifty was 15%. While domestic FIs have been selling, most of the attention in the markets has been focused on FIIs who have been major buyers in equities over the past few months. A key factor fuelling the equity markets has been FII inflows, which have grown unabated. During the year ended March 2003 net FII investment in the market stood at 2526.90 while investment for the period from April 2003 to August 2003 stood at 6696.30. 

Mutual Funds

The market is getting institutionalized as people prefer mutual funds as their investment vehicle, thanks to evolution of a regulatory framework for mutual funds, tax concessions offered by government and preference of investors for passive investing. The net investment of mutual funds for 2002-03 has been showing a negative trend of Rs. 2,068 Crores while the net investments  for  the  period  from  April  2003 to August 2003 was  Rs. -125.33 Crores . 


In February 2003, following the repeal of the Unit Trust of India Act 1963 UTI was bifurcated into two separate entities. One is the Specified Undertaking of the Unit Trust of India with assets under management of Rs.29, 835 crores as at the end of January 2003, representing broadly, the assets of US 64 scheme, assured return and certain other schemes. The Specified Undertaking of Unit Trust of India, functioning under an administrator and under the rules framed by Government of India and does not come under the purview of the Mutual Fund Regulations.


The second is the UTI Mutual Fund Ltd, sponsored by SBI, PNB, BOB and LIC. It is registered with SEBI and functions under the Mutual Fund Regulations. With the bifurcation of the erstwhile UTI which had in March 2000 more than Rs.76,000 crores of assets under management and with the setting up of a UTI Mutual Fund, conforming to the SEBI Mutual Fund Regulations, and with recent mergers taking place among different private sector funds, the mutual fund industry has entered its current phase of consolidation and growth. As at the end of June 30, 2003, there were 31 funds, which manage assets of Rs.104762 crores under 376 schemes. The following graph depicts the changes in Assets under management since the year 1965 till June 2003:
[image: image1.png]



Note :

Erstwhile UTI was bifurcated into UTI Mutual Fund and the Specified Undertaking of the Unit Trust of India effective from February 2003. The Assets under management of the Specified Undertaking of the Unit Trust of India has therefore been excluded from the total assets of the industry as a whole from February 2003 onwards.


Recently the SEBI has clarified vide Circular No. 03/158/03 dated 10th June, 2003 that mutual funds may consider using interest rate derivatives.

Raising funds through Private Placement

In sharp contrast to a shrinking public issues market for corporate securities, the last few years have witnessed huge resource mobilization through private placement. Corporate sector  mobilised Rs. 59,127 crore (Rs. 46,220 crore   with  maturity  of  more  than  one   year   and Rs. 12,907 crore with maturity of less than one year) during 2001-02 through private placement of debt securities. According to Prime Database estimates, a total of 205 issuers raised Rs. 46,220 crore through 558 privately placed issues in 2001-02, a decline of 11.85% over the funds raised through this route in the preceding year. About Rs. 2,634 billion have been raised through private placement of debt during last seven years since April 1995.


Public Sector units and FIs are most active in mobilising funds through private placement. They accounted for 75.8% of the total private placement market in debt instruments during 2001-02 as against 82.5% in 2000-01. All India financial institutions and Banks led the market with a 40.3% share. Private Sector accounted for 24.2% of private placement of debt during 2001-02. The top 10 issuers accounted for 31% of total private placement during 2001-02.

Regulatory Gap/Overlap

The responsibility for supervision and development of the securities market is shared by Department of Economic Affairs (DEA), Department of Company Affairs (DCA), Reserve Bank of India (RBI) and SEBI. In view of involvement of a number of agencies, there is scope for confusion among the regulators and the regulated, regulatory gaps and overlaps, and duplicate and inconsistent regulations. For example, no regulator was explicitly assigned the responsibility of regulating collective investment scheme till it caused concern when it was assigned to SEBI. Investor interest would probably be better served if there is only one regulator for the securities market, with clearly defined regulatory jurisdiction and accountability. 

SECTION 2 – SECURITIES LAWS – A MOVE TOWARDS GLOBALISATION

Definition of Securities as amended by Securitisation Act, 2002

The definition of Securities in the Securities Contracts (Regulation) Act, 1956 was amended by the Securitisation and Reconstruction of Financial Assets and Enforcement of Security Interest Ordinance, 2002 to include security receipt within its ambit. The security receipt means a receipt or other security, issued by a securitisation or reconstruction company to any qualified institutional buyer pursuant to a scheme, evidencing the purchase or acquisition by the holder thereof, of an undivided right, title or interest in the financial asset involved in securitisation. With this amendment, the Securities now includes :


(i)
Shares, scrips, stocks, bonds, debentures, debenture stock or other marketable securities of a like nature in or of any incorporated company or body corporate;


(ii)
Derivative;


(iii)
Units or any other instrument issued by any collective investment scheme to the investors in such schemes;


(iv)
Security receipt;


(v)
Government securities;


(vi)
Such other  instruments as may be declared by the Central Government to be securities; and


(vii)
Rights or interests in securities.

Debenture Redemption Reserve

The Section 117C of the Companies Act, 1956 contemplates the creation of security and liquidity to ensure timely repayment by companies on redemption of debentures and thereby afford protection to the debenture holders. It requires every company to create a Debenture Redemption Reserve (DRR) to which adequate amounts shall be credited out of its profits every year until such debentures are redeemed, and shall utilise the same exclusively for redemption of a particular set or series of debentures only.


A new development came in the matter when the Department of Company Affairs issued following clarifications in this regard: 


(a)
No DRR is required for debentures issued by All India Financial Institutions (AIFIs) regulated by RBI and banking companies for both public as well as privately placed debentures.


(b)
For other FIs and for NBFCs registered with RBI, the adequacy of DRR will be 50% of the value of debentures issued through public issue and no DRR would be required in the case of privately placed debentures.


(c)
For manufacturing and infrastructure companies, the adequacy of DRR would be 50% of the value of debentures issued through public issue and 25% for privately  placed debentures.


(d)
Section 117C of the Companies Act would apply to debentures issued and pending to be redeemed and as such DRR is required to be created for debentures issued prior to December 13, 2000.


(e)
Section 117C would also apply to non-convertible portion of debentures issued whether they are fully or partly convertible.

EDIFAR

In association with National Informatics Centre (NIC), SEBI has set up an Electronic Data Information Filing and Retrieval (EDIFAR) System to facilitate an electronic filing of certain information by listed companies. This is an automated system for filing, retrieval and dissemination of time sensitive corporate information which are now being filed physically by the listed companies with the stock exchanges. The primary objective is to centralize the information and accelerate its dissemination and thereby enhance transparency and efficiency for the benefit of various classes of market participants like, investors, regulatory organisation, research institutions, companies and stock exchanges. This is analogous to the Electronic Data Gathering, Analysis and Retrieval (EDGAR) system of the US Securities Exchange Commission. The system is being introduced in phases. In the first phase, the information that would be filed online are: (i) financial statements comprising of balance sheets, profit and loss account and full version of annual report, half yearly financial statements including cash flow statements and quarterly financial statements, (ii) corporate governance reports, (iii) shareholding pattern statement, (iv) statement of action taken against the company by regulatory agencies and (v) such other statement, information or report as may be specified by SEBI from time to time in this regard. These filings would be in addition to the filings made by the companies with the stock exchanges in compliance with the provisions of the listing agreement. Gradually the physical filing would be discontinued and both the number of companies as well as disclosure statements would be expanded to cover all the actively traded companies for all the disclosure statements. 

Corporate Governance

The concept of Corporate Governance was mooted in the year 1996-97 in the Indian corporate sector and has since been discussed at various forums like CII, ICSI, FICCI etc. and  following the recommendations of Kumar Mangalam Birla Committee formed by SEBI the same was included in the Standard Listing Agreement and was sought to be implemented within a definite time frame of three years commencing from the financial year 2000-01. At present the code is applicable on all the listed companies. 


The DCA in the Ministry of Finance and Company Affairs appointed a high level committee, to examine various corporate governance issues and to recommend change in the diverse areas such as:


(a)
the statutory auditor- Company relationship; 


(b)
the need, if any for rotation of Statutory audit firms or partners;


(c)
the procedure for appointment of auditors and determination of audit fees;


(d)
restrictions, if any on non-audit fees;


(e)
independence and auditing functions;


(f)
measures required to ensure that the management and companies actually present, ‘true and fair’ statement of the financial affairs of companies;


(g)
need to consider measures such as certification of accounts and financial statements by management and directors;


(h)
the necessity of having a transparent system of random scrutiny of audited accounts;


(i)
adequacy of regulating the professions of  chartered accountants, company secretaries and other similar over sight functionaries;


(j)
advantages, if any, of setting up an independent regulator similar to the Public Company Accounting Oversight Board in the SOX Act, and if so, its constitution; and 


(k)
the  role  of independent directors and how their indepence and effectiveness can be ensured.

Central Listing Authority 

Earlier it was mandatory to list a security on a regional exchange and at the same time it could be listed on any number of exchanges. The issuer had option to list its securities on any one or more of the exchanges. The issue fails if the regional exchange refuses listing. The issue also fails if any of the exchanges, to which application for listing has been made, refuses to list the security. This arrangement generates unhealthy competition. There is a competition among the issuers to list securities on as many exchanges as possible to attract investors from all over the country and waste resources to comply with the listing requirements of a number of exchanges simultaneously. Similarly there is a competition among the exchanges to attract as many issuers as possible at times leading to dilution of listing standards particularly when listing constitutes a major source of income for many of them. Why should a company comply with listing agreement with different exchanges or why should a number of exchanges monitor compliance by a company ? Listing casts onerous responsibilities on the exchange in the sense that it acts as a trustee for investors and ensures compliance of certain standards by a listed company. Most of the exchanges, given their financial health and organizational structure, are not in a position to supervise such large number of listed companies. 


In view of the foregoing, it is desirable that there is only one agency which considers all requests for listing and grants listing if it finds a security suitable for investors across the country. A security granted listing by the agency would be available for trading on all exchanges who will not waste resources in terms of duplication of efforts on listing and monitoring compliance. 


Keeping in view the above, SEBI has notified SEBI (Central Listing Authority) Regulations, 2003 on 13th February, 2003.


The salient features of the above scheme are as follows :-


—
Establishment of a self regulatory specialised organisation for screening of Listing proposals of Companies, Mutual Funds and CIS;


—
CLA to review Listing conditions and Listing Agreement and make recommendations to SEBI;


—
Compliance with Listing conditions and Listing Agreement are made more stringent.


—
In addition to Co’s, CIS, MF’s have also been subjected to CLA.

Demutualisation

Most of the exchanges are Association of Persons which was considered beneficial in terms of  tax benefits and matters of compliance. They are now having a re-look at the way they conduct business and are gearing up to demutualise themselves by converting themselves into a public limited companies. They will also be accessing securities market to finance their ever expanding trading network and would be interested to list their securities. This would create an anomalous situation where a stock exchange would admit its own securities for trading. A satisfactory solution would be to vest the listing powers with a body separate from the stock exchanges.


The stock exchanges, except NSE and OTCEI, are organised as mutual which was considered beneficial in terms of tax benefits and matters of compliance. The trading members, who provide brokering services also own, control and manage the stock exchange. In the changed environment, these mutual exchanges do not seem to offer an effective model for self-regulatory organisations. The regulatory and public interest role of the exchange at times conflicts with private interests of the elected broker directors. This limitation has been realised by the stock exchanges themselves as well as the regulators. In view of the less than satisfactory quality of administration of broker-managed exchanges, the Finance Minister in March 2001 proposed demutualisation of the exchanges by which ownership, management and trading membership would be segregated from each other. The process of demutualisation is expected to be completed during 2003-04.


Two stock exchanges viz. OTCEI and NSE are already demutualised. These are managed by boards of directors, which do not include trading members. These are purest forms of demutualised exchanges, where ownership, management and trading are in the hands of three different sets of people. This model of demutualisation has completely eliminated any conflict of interest and helped the exchanges to pursue market efficiency and investors interest aggressively. The NSE model of demutualisation compares well with the international models of demutualised stock exchanges.

Delisting of Securities

The incidence of delisting has been increasing in the recent past. This has assumed importance in view of a number of MNCs acquiring the entire equity of their Indian subsidiaries through open offers and then delisting from the exchanges. During the year SEBI has prescribed fresh guidelines on delisting of securities. The main features of the present guidelines are enumerated below:


—
Guidelines have been notified effective from 17.02.2003 based upon the recommendations of a Committee constituted under the Chairmanship of Mr. Pratip Kar, Executive Director, SEBI.


—
Delisting of Securities in a fair and transparent and investor friendly manner either voluntarily by the Co. and compulsory by the SE.


—
Book building process for determination of exit price.


—
Dispensation with the compulsory RSE listing.


—
Shareholder’s right to compensation in the event of compulsory delisting.


—
Listing at NSE and BSE made more attractive.


—
Buy back route not permitted for delisting.

Looking Forward 

The past decade in many ways has been remarkable for securities market in India. It has grown exponentially as measured in terms of amount raised from the market, number of stock exchanges and other intermediaries, the number of listed stocks, market capitalisation, trading volumes and turnover on stock exchanges and investor population. Along with this growth, the profiles of the investors, issuers and intermediaries have changed significantly. The market has witnessed fundamental/ institutional changes resulting in drastic reduction in transaction costs and significant improvements in efficiency, transparency and safety. 


Reforms in the securities market, particularly the establishment and empowerment of SEBI,  market determined allocation of resources, screen based nation-wide trading, dematerialisation and electronic transfer of securities, rolling settlement and ban on deferral products, sophisticated risk management and derivatives trading, have greatly improved the regulatory framework and efficiency of trading and settlement. Indian market is now comparable to many developed markets in terms of a number of qualitative parameters. More strategic plans are in the offing as SEBI aspires to make the Indian Securities market a truly world class market. However the year 2002-03 has not been such a remarkable year for the stock markets with stocks plummeting to new lows & a spate of collapses taking place during the year which has shaken investors’ confidence in the markets and cast doubts on the accountability and transparency claims made by corporates, SEBI and various functionaries of the market.


It is with this backdrop that the role of SEBI needs a transformation which entails a greater and proactive role in the market, immediate need to initiate stringent actions on defaulters, implementation of code of corporate governance in an effective manner. Some transformation is necessary to make the role of SEBI at par with international regulators like, SEC of U.S. 
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