Improving Institutional Mechanisms and Trading Practices in our Stock Markets

Msiomms I propose to take the following measures to

improve institutional mechanisms and trading
practices in our stock markets:

(a) Corporatisation of stock exchanges by which
ownership, management, and trading membership
would be segregated from each other. Administrative
steps will be taken and legislative changes, if required,
will be proposed accordingly.

(b) Extension of rolling settlement to 200 category "A"
stocks in Modified Carry Forward Scheme, Automated
Lending and Borrowing Mechanism and Borrowing
and Lending Securities Scheme by July, 2001;

(c) Government intends to propose legislative changes
to further strengthen the provisions in the SEBI Act,
1992 to ensure investor protection.

To conclude, I would like to reiterate that the
Government and SEBI will continue to make every
effort to ensure that capital markets operate in an
orderly, transparent, safe and fair manner for all
investors. I would like to assure the House that the
guilty shall be brought to book without fear or favour
and no one shall be spared.”

This was stated by the Hon'ble Finance Minister (FM)
on the floor of Parliament in early March 2001 while
responding to a calling attention motion by the Hon'ble
Leader of the Opposition on extreme volatility in the
stock markets. The FM could have been spared of this
embarrassment and the innocent investors would not
have lost confidence if we were a little more systematic
in our reform strategy. This is not to discount the fact
that the markets today are much better regulated and
orderly than it was ever before and not to say that the
market would be absolutely safe if these three measures
are implemented.

The measures proposed by the FM are long overdue.
Many a committees and well wishers, who have been
studying different episodes (Harshad, M. S. Shoes,
CRB, Plantation companies, Vanishing companies,
Videocon, Ketan) in the securities market, have been
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recommending these measures, among others, for along
time. A joint Bank-Fund mission, which is generally
attributed to be the infallible source of wisdom, in their
recent Financial Sector Assessment Programme, have
recommended all the three measures in relation to
securities market. They have observed: "(a)
authorisation of an exchange to act as an SRO should
involve careful consideration of its governance
structure, in order to ensure that the exchange will be
able to impose sanctions on its members to protect the
interest of the investors even at some expense to
members. The current ownership and governance
structure of many exchanges seem insufficient to deal
with such potential conflict of interest; (b) The curreni
system of a fixed date settlement combines with "badla"
system of carrying forward futures positions to generate
significant systemic risks in settlement arrangements.
Rolling settlement and clear separation of the spor
and futures market would improve the efficiency and
systemic stability of equity markets substantially; and
(c) The fragmentation of regulatory authority, and the
responsibilities of SEBI, the Department of Company
Affairs and the RBI create confusion, not only amon g
the regulated but also the regulators charged with day-
to-day regulations themselves. SEBI's regulatory powers
and their scope are not adequate to its mandate of
investor protection."

All the three measures have been experimented in our
market with different degrees of success. Many of the
exchanges in the country are corporate entities. Even
two of them are demutualised corporate entities from
their birth. The concept of demutualised exchange most
probably originated in India. Rolling settlement has been
in vogue for about a decade now. OTCEI was born
with rolling settlement. Trades in select corporate and
in government securities are settled under rolling
settlement. SEBI Act was enacted to establish SEB]
with the prime objective of protecting interests of
investors in securities. No other securities market
legislation in the world has such a prime objective. The
Act has been amended a number of times to strengthen
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‘the provisions in the Act to ensure investor protection.
SEBI's regulatory Jurisdiction extends over corporates
in the issuance of capital and transfer of securities, in
addition to all intermediaries and persons associated with
the securities market. There have been a spate of judicial
pronouncements, which have sanctified the powers of

SEBI. All of us indisputably recognise the benign effects
of these measures.

What is needed is a sincere will to implement these
measures. The exchanges need to be corporatised in
such a manner that the right to trade on the exchange is
completely divorced from ownership and management.
The rolling settlement should be adopted to settle all
trades in all securities on all exchanges which should
also offer continuos net settlement, securities lending
and borrowing and counterparty guarantee to enhance
liquidity. The SEBI Act should be amended in such a
manner that it removes anomalies in the scheme of
punishment, reduces regulatory overlaps and gaps and
introduces accountability in the administration of the
Act. In the following paragraphs, an attempt has been
made to analyse the issues involved in operationalisation
of these three measures.

I. Demutualisation of Stock Exchanges
Historical Background

Most of the Exchanges in the country are organised as
"Association of Persons" or section 25 companies under
the Companies Act. These are called "mutual”
exchanges, which are considered beneficial in terms of
tax benefits and matters of compliance. The trading
members who provide broking services, also own,
control and manage the stock exchanges. They elect
their representatives to regulate the activities of the
exchange, including their own activities. Some of the
elected directors, however, at times fail resist temptation
to misuse official position for personal gains. In case of
dispute between brokers and the investors, investors'
interests do not always receive the same utmost
objective treatment. The regulatory and public interest
role of the exchange conflict with private interests of
the elected directors. As the self sometimes gets
precedence over regulation, broker-owned exchanges
does not offer an effective model for self-regulatory
organisations.

This limitation has been realised time and again by the
exchanges and the regulators. In early 1980s, the High
Powered Committee on Stock Exchange Reforms had

observed: There is considerable disillusionment in the
country with the functioning of the Governing Bodies.
It is alleged that most of the stockbrokers have vested
interest in maintaining the status quo as they have
their own self-interest to protect. They also at times
subordinate the interest of the genuine investors to
those of the stockbrokers. Some of them are even
alleged to have misused their position of trust for
personal gains. They often fail to take disciplinary
actions against erring members and allow crisis
situations to develop in the Stock Exchanges by
neglecting to take timely action to curb excessive
speculation. The measure which they adopt, at times,
Jor regulating business are either half-hearted or not
implemented rigorously.” The committee recommended
amendments in law to enable the government to change
the organisation form of stock exchanges, which were
then association of persons or companies limited by
shares so that all the stock exchanges had an uniform
organisational structure as companies limited by
guarantee. It also recommended that at least 50% of
the board members should be outside directors
comprising of professionals, industrialists, financial
experts, nominees of government and representatives
of investor associations. The High Powered Study Group
on Establishment of New Stock Exchanges in early
1990s reiterated these recommendations.

Reforms, therefore, focussed on reducing dominance
of trading members in the management of stock
exchanges by prescribing composition of governing
council and strengthening the position of executive
director. SEBI forced the exchanges in 1993 to
reconstitute their governing councils to provide for at
least 50% non-broker representation. Since then 21
exchanges in the country are being managed by
governing councils comprising of elected trading
members and nominees of SEBI (SEBI Nominees and
Public Representatives) in the ratio of 50:50. By taking
into account the executive director, who is supposed to
be independent, non-broker members out number
broking members in the councils.

This did not materially alter the situation. The
composition of governing council is only theoretically a
50:50 ratio between brokers and non-brokers, while in
practice the composition is titled in favour of brokers.
This is mainly because (a) broker-directors, who have
considerable hand in the choice of public representatives,
may not choose independent persons or persons critical




of brokers, (b) many of the non broker-directors, while
distinguished in other walks of life, do not often
understand the intricacies of functioning of stock
exchanges and are not assertive ennugh nor very regular
in attending meetings, and (c) the governing council is
presided over by a broker-director, who dominates the
show. It is not unusual for many non-elected directors
to espouse directly or indirectly the interest of the
brokers during the deliberations in the council, since
they owe their nomination to the elected directors. On
the other hand, the elected directors, who attend every
meeting of the council, develop a coordinated approach
in articulating their group interest. The obliging nominees
facilitate them in achieving their group interest, which
may be to the detriment of other participants.

The exchanges, therefore, witness different types of
crises from time to time. The post-mortem of these has
generally revealed complicity of elected directors. The
investigations into the massive price rigging in prices of
certain scrips during May-June 1998 revealed a number
of systemic deficiencies including the composition of
goveming councils. It was felt that the 50:50 composition
should be replaced by 40:60 to reduce dominance of
elected directors in decision making. Non-brokers
should be allowed to become president. A "code of
ethics" could be prescribed requiring broker-directors,
who are office bearers of stock exchanges, not to do
proprietary trading while holding office. Before these
systemic improvements could be affected, the market
witnessed even a greater crisis in February-March 2001.
Though the investigations are on, preliminary findings
indicate complicity of elected directors. As follow up
penal action, the guilty elected directors are
unceremoniously removed from governing councils or
the governing councils are superceded. In the recent
past, three presidents of the Stock Exchange, Mumbai
had to leave office in ignominy.

The above analysis leads to inevitable conclusion that
the quality of administration of broker-managed
exchanges is far from satisfactory. And the tinkering
attempts (composition of governing council and
strengthening of position of executive director) made
for decades to improve the working of the exchanges
while retaining the basic structure has not yielded any
appreciable result. FM has realised that tinkering is not
adequate to address the malaise and there is no
alternative to demutualisation. He has, therefore,
proposed a complete overhaul - not just corporatisation,
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but also demutualisation of exchanges.

Fortunately, Indian securities market has tasted benefits
and merits of demutualisation. Two newly set up
demutualised exchanges, namely, NSE and OTCEI, are
managed by boards of directors, which do not include
trading members. From the day one, these have been
the purest form of demutualised exchanges where
brokers do not own the shares and the management is
free from broker control. The ownership, management
and trading on these two exchanges are in the hands of
three different sets of people. This has completely
eliminated any conflict of interest and helped NSE to
pursue market efficiency and investors' interests
aggressively. Though crises have been hitting the stock
market at regular intervals, NSE emerges unscathed
every time. This proves that absence of brokers in the
governing council or having a governing council
consisting of professionals only brings about more
efficiency and transparency in the working of an
exchange.

NSE model, however, does not preclude, rather
accommodates broker involvement, support and
contribution in a variety of other ways. It's board
comprises of senior executives from promoter
institutions (leading financial institutions), eminent

- professionals, nominees of SEBI and a full time

executive. While the board deals with broad policy issues,
the executive committee (EC), which includes trading
members, formed under the Articles of Association
and Rules manages the day-to-day affairs of the
exchange. The EC has constituted several other
committees, like Committee on Trade Related Issues
(COTI), Committee on Settlement Issues (COSI), which
mostly consist of trading members and provide
regulatory inputs from market.

"Mutual" Vs. "Demutual"’

In a "mutual" exchange, the same set persons own the
exchange, manage it and use it's services for trading.
They are generally "not-for-profit" and tax exempted
entities. The ownership rights are not freely transferable.
Trading rights are not easily available. Membership
(trading) cards carry a premium. This model eminently
suited the open outcry market. In contrast, in a "demutual
"exchange, three separate sets of persons own the
exchange, manage it and use it's services. The owners
usually vest management in a board of directors which
is assisted by a professional team. A completely different
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set of persons use trading platform of the exchange.
These are generally "for-profit" and tax paying entities.
The ownership rights are freely transferable. Trading
rights are acquired/surrendered in terms of transparent
rules. Membership (trading) cards do not exist. This
model eminently suits electronic market. These two
models of exchanges are generally referred to as "club"
and "institution" respectively.

The exchanges are required to frame and enforce rules,
which may not always, further the public interest and
the interests of trading members (private interest)
simultaneously. Generally public interest gets precedence
in a demutualised exchange while private interest gets
precedence in a mutual exchange in framing rules. This
is why the "mutuals" are generally very slow to adopt
systems and practices that enhance market efficiency
unless the regulators force them or competitive pressures
threaten their market share. Similarly, a demutual
exchange may be ruthless in enforcing compliance with
rules while a mutual exchange may not be so ruthless.

On realising the limitations of mutual structure and
discovering the advantages of demutual structure, the
stock exchanges are increasingly organising themselves
as commercial entities and undergoing a process of "de-
mutualisation". The Stockholm Stock Exchange was
the first major stock exchange in the world to become
de-mutualised in 1993. Amsterdam, Australian and
Singapore Stock Exchanges adopted demutualised
governance structures in 1997, 1998 and 1999
respectively. The Australian Stock Exchange has gone
one step further by becoming a listed company. The
Toronto, Hong Kong and Paris Stock Exchanges are in
the process of completing the demutualisation process.
The London Stock Exchange, NYSE and NASDAQ
have also announced their plans to become
demutualised. The motivation for demutualisation
ranges from expanding the business network, increasing
fund raising capability, expediting decision making
process, pursuing strategic alliances, internationalising
their appeal, etc. The motivation for NSE, however,
was to bring in discipline, cure typical stock market ills
such as price rigging and avoid conflict of interest which
was hindering the reforms and development in the
securities market. Market integrity seems to have
motivated FM's demutualisation proposal.

Concerns in Demutualisation

Successful demutualisation requires us to be aware about

the following concerns:

« A "demutual" suffers from a different type of
conflict of interest. Since it is a "for-profit"
organisation, its commercial role may get
precedence over the regulatory role. Every decision
is likely to be tested against its impact on profitability.
It may, for example, be either very lenient in
enforcing the rules to encourage the volume of
business or very strict in enforcement of rules to
increase penal revenue. NSE has been able to strike
a fine balance between its commercial and regulatory
roles, which supplement each other.

+ A demutualised exchange would like to be listed on
an exchange. This would open up another arena
for conflict of interest if it listed on itself as has the
Australian exchange done. It is unlikely that the
exchange would like to subject itself to same strict
discipline as applicable to other listed companies.
One solution could be to list the securities on another
exchange, but permit trading on itself. A better
solution would be to vest the listing powers in a
body, like UK Listing Authority, separate from stock
exchanges.

« In a mutual environment, the governing councils
include nominees of regulators and public
representatives. This is necessary in public interest
to refrain the elected directors from pursuing their
self-interest only. In the demutualised environment,
such a check is also necessary to ensure that the
board of directors do not act only in the best
commercial interest of the organisation. This may
be achieved by including a few public
representatives, who should have specific
responsibilities and be held accountable.

The practice of having nominees of regulator must,
however, be discontinued. This makes regulator
vicariously liable for all the crises occurring in
exchanges. The regulator cannot exonerate itself
that the crisis is due to some lapse on the part of
the exchange. Further, the regulator cannot be
expected to make, at least in theory, a fair
investigation into the affairs of the exchange, which
is managed by it. Regulator should retain its
regulatory role only and give up its role as
management of the exchanges.

« In the demutual environment, the shares can be
cornered by a few or undesirable persons. The




exchanges could be prone to hostile takeovers. Such
probability can be reduced by prescribing ceiling
on shareholdings and requiring regulator's appro-al
for change in ownership beyond a threshold limit.
Public representatives would be useful to prevent
mismanagement in such cases.

It is an undenying fact that a "mutual" has better
access to expertise and knowledge of the market
participants, which are critical inputs for framing
rules. As the brokers are involved in framing the
rules, a "mutual" generally ensures better compliance
with such rules by them. The access to market
expertise and knowledge and compliance with the
rules have been successfully achieved by NSE
through EC, COSI, COTI etc.

Government and SEBI seem to be suggesting NSE
model of demutualisation. They are implicitly
hinting at capital contribution by financial institutions.
A large number of financial institutions, banks and
insurance companies have already contributed
capital in OTCEI and NSE. Would they like to make
similar contributions for 21 exchanges, more so
when majority of them are only clinically alive? It
is doubtful if there would be adequate response
from public if all 21 exchanges are corporatised
and their securities are evaluated professionally and
offered for sale. But why should policy maker/
regulator suggest a particular model? If they have
to, they should first look at consolidation of
exchanges before they demutualise them.

Itis most desirable if the initiative for demutualisation
comes from the exchanges themselves. The
authorities have'to just approve the memorandum
and articles of association for demutualised structure
as they did for NSE or OTCEL It is heartening that
some exchanges have already started working
towards demutualisation. What if they do not
demutualise voluntarily? The law provides enough
stick for the authorities to enforce demutualisation.
They have powers to recognise a stock exchange,
renew the recognition or withdraw recognition in
the interest of trade and/or in public interest. As a
condition of recognition/renewal of recognition, a
stock exchange is required to comply with such
conditions as are or may be prescribed or imposed
under the provisions of the SCRA and the SCRR
from time to time. The authorities have also powers

to direct stock exchanges to make rules or amend
rules. In exercise of these powers, the authorities
have been tinkering with the composition of the
governing body. In the extreme case of
noncompliance by any stock exchange, the
authorities can withdraw recognition.

The process of demutualisation would involve
offering shares of a corporatised exchange to public,
including trading members. It is possible that the
trading members subscribe for the shares and in
terms of their rights under the Companies Act, get
themselves elected to the board of directors. This
defeats the purpose of demutualisation. It would
then be necessary to specify under the SCRA that
a shareholder, who is also a trading member, can
not join the board. There is thus an apparent conflict
between the Companies Act and the SCRA in the
sense that the former confers a right on the
shareholder to join the management while the later
deprives a broker-shareholder from joining the
management. This conflict is easily resolved by the
well-accepted principle that the special law (SCRA)
prevails over the general law (Companies Act). A
deep understanding of the laws, however.
overshadows this conflict and makes it clear that
both the Acts are seeking to fulfil the same
objective. The Companies Act requires an interested
director to refrain from participating in the
deliberations in the board meetings. Since a broker-
shareholder, if elected to board of directors of an
exchange, would be a perpetually interested director.
he has to refrain from attending the board meetings
and hence can not really contribute to management.
It is, therefore, desirable that such a shareholder
refrains voluntarily from joining the board or is
prevented from joining the board by the SCRA.
Thus the SCRA would reinforce the objective of
the Companies Act more explicitly.

Itis suggested in some circles that an exchange can
be demutualised without corporatisation. The
composition of the governing council can be tinkered
to reduce brokers' presence further in the governing
council and make them ineligible to be office
bearers. Given the interest evinced by non-broker
directors in management of stock exchanges, it
would be a disaster. The directors must have a stake
in the exchange in some form.
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