Understanding Securities Laws (Amendment) Acts, 1999

Two Acts seeking far-reaching amendments in the
securities laws were enacted on 16th December 1999.
The first Act, namely, the Securities Laws
(Amendment) Act 1999 (No. 31 of 1999) has expanded
the definition of "securities" under the Securities
Contracts (Regulation) Act, 1956 (SCRA) to include
derivatives of securities and instruments of collective
investment schemes (CIS) with a view to developing
and regulating markets for them. The Act also
authorises Central Government to. delegate powers
under the SCRA to the Reserve Bank of India (RBI)
with a view to enabling the latter to regulate
transactions in securities as may be specified by the
Government from time to time. This Act came into
force on 22nd February 2000, the date appointed by
the Central Government for the purpose. The second
Act, namely, the Securities Laws (Second Amendment)
Act 1999 (ActNo. 32 of 1999) has transferred appellate
functions of the Central Government under the
securities laws to the Securities Appellate Tribunal
(SAT) with a view to bringing greater transparency
and impartiality in disposal of appeals. This Act came
into force on 16th December 1999 when it was assented
to by the President. In addition to rationalising
allocation of powers under the securities laws among
the Securities and Exchange Board of India (SEBI),
RBI, Government and the SAT, these Acts would help
to develop and regulate markets for derivatives as well
as units of CIS and protect the interests of investors

therein.

The Securities Laws (Amendment) Act, 1999

This Act has inserted provisions relating to derivatives,
units of CIS and delegation of powers under the SCRA
to RBI.

Derivatives

In the last few years there have been substantial
improvements in the functioning of the securities
market. Requirements of adequate capitalisation,
margining and establishment of clearing corporations
have reduced market and credit risks. Systemic
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improvements have been effected by introduction of
screen based trading system and electronic transfer and
maintenance of ownership records of securities.
However there were inadequate advanced risk
management tools. In order to provide such tools and
to deepen and strengthen cash market, a need was felt
for trading of derivatives like futures and options.

But it was not possible in view of prohibitions in the
SCRA. Its preamble stated that the Act was to prevent
undesirable transactions in securities by regulating
business of dealing therein, by prohibiting options and
by providing for certain other matters connected
therewith. Section 20 of the Act explicitly prohibited
all options in securities. Section 16 of the Act
empowered Central Government to prohibit by
notification any type of transaction in any security. In
exercise of this power, Government by its notification
in 1969 prohibited all forward trading in securities.
Introduction of trading in derivatives required
withdrawal of these prohibitions. The Securities Laws
(Amendment) Ordinance, 1995, promulgated on 25th
January 1995, withdrew the prohibitions by repealing
section 20 of the SCRA and amending its preamble.

The market for derivatives, however, did not take off,
as there was no regulatory framework to govern trading
of derivatives. SEBI set up a 24 member Committee
under the Chairmanship of Dr. L. C. Gupta on 18th
November 1996 to develop appropriate regulatory
framework for derivatives trading in India. The
Committee submitted its report on March 17, 1998
recommending among others, that the derivatives may
be declared as securities under section 2(h) (iia) of the
SCRA, so that the regulatory framework applicable to
trading of securities could govern trading of derivatives
also. Section 2 (h) of the SCRA which defines
Isecurities' to includes shares, scrips, stocks, bonds,
debentures, debenture stock, or other marketable
securities of a like nature in or of any incorporated
company or other body corporate, government
securities, etc., empowers Central Government to
declare "such other" instruments as "securities".

)

and not necessarily of his employer.
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Government, however, did not declare derivatives to
be securities, rather amended the SCRA to explicitly
define securities to include derivatives, probably
because it's power to declare any instruments as
"securities" was limited by the words "such other".

The Securities Contracts (Regulation) Amendment
Bill, 1998 was introduced in the Lok Sabha on 4th
July 1998 proposing to expand the definition of
"securities" to include derivatives within its ambit s0
that trading in derivatives could be introduced and
regulated under the SCRA. The Bill was referred to
the Standing Committee on Finance (SCF) on 10th July
1998 for examination and report thereon. The
Committee submitted its report on 17th March 1999.
The committee was of the opinion that the introduction
of derivatives, if implemented with proper safeguards
and risk containment measures, will certainly give a
fillip to the sagging market, result in enhanced
investment activity and instill greater confidence
among the investors/participants. The committee after
having examined the Bill and being convinced of the
needs and objectives of the Bill approved the same for
enactment by Parliament with certain modifications.
The Bill, however, lapsed following the dissolution of
12th Lok Sabha. A fresh bill, the Securities Laws
(Amendment) Bill 1999 was introduced in the Lok
Sabha on 28th October 1999 incorporating the
amendments proposed in the Securities Contracts
Regulation (Amendment) Bill, 1998 as well as the
modifications suggested by the SCF. This Bill was
converted into an Act on 16th December 1999.

The Act has inserted clause (aa) in section 2 to define
derivatives to include: (2) a security derived from a
debt instrument, share, loan whether secured or
unsecured, risk instrument or contract for differences
or any other form of security, and (b) a contract which
derives its value from the prices, or index of prices, of
underlying securities. It has also inserted sub-clause
(ia) in section 2 (h) to include derivatives within the
ambit of securities. Since derivative contracts are
generally cash settled, these may be classified as
wagers. The trading in wagers being null and void
under section 30 of the Indian Contracts Act 1872, it
may be difficult to enforce derivatives contracts. In
order to avoid such legal uncertainties, a new section
18A has been inserted to provide that notwithstanding
anything contained in any other law for the time being
in force, contracts in derivatives shall be legal and valid
if such contracts are traded on a recognised stock
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exchange and settled on its clearing hoyge i
accordance with rules and bye-laws of such gtoq
exchange. Section 23 has been amended to Provide
that any body who enters into contract in contraventjoy,
of section 18A shall be punishable.

By a notification issued on 1st March 2000
Government lifted the three-decade-old prohibitiop 01;
forward trading in securities by rescinding 1969
notification. This prohibition was imposed by
Government in exercise of its powers under section
16 of the SCRA by a notification issued on 27th Jupe
1969 in order to curb certain unhealthy trends that hag
developed in the securities market at that time and ¢,
prevent undesirable speculation. In the changeq
financial environment, the relevance of this prohibition
has vastly reduced. Through appropriate amendments
in the byelaws of the stock exchanges, carry forwarg
transactions in securities were permitted. Similarly,
periodic amendments to the aforesaid notification were
made to permit repo transactions in government
securities by authorised intermediaries. Even though
the notification of 1969 was in force, exceptions had
been carved out in course of time as market needs
changed and some form of forward trading (carmy
forward/ready forward) was prevalent. The L C Gupta
Committee had also recommended its amendment to
enable trading in futures and options.

The provisions in the SCRA and the regulatory
framework developed thereunder govern the trading
in securities. The amendments of the SCRA to include
derivatives within the ambit of "securities" in the
SCRA would make trading in derivatives possible
within the framework of that Act. The repeal of the
1969 notification would permit development of the
derivatives markets in accordance with the rules and
guidelines of the relevant regulatory authorities.

Collective Investment Scheme

Recently many companies especially plantation
companies have been raising capital from investors
through schemes, which are in the form of CIS. Though
SEBI's authorised under the SEBI Act, 1992 to registet
and regulate CIS, there was no suitable regulatory
framework to allow an orderly development of market
for units/instruments by them. In order to allow for
Fhis and to strengthen the hands of SEBI to protect
interests of investors in plantation companies, the A%
has amended the definition of "securities" to includ®
within its ambit the units or any other instruments
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issued by any CIS to the investors in such schemes.
The Act empowers the Central Government to make
rules to provide for the requirements, which shall be
complied with by CIS for the purpose of getting their
units listed on any stock exchange. This is aimed at an
orderly development of market for these units while
protecting the interest of investors therein. The Act
also inserts a definition of the CIS in the SEBI Act,
1992. The CIS has been defined to mean any scheme
or arrangement made or offered by any company under
which (a) the contributions, or payments made by the
investors, by whatever name called, are pooled and
utilised solely for the purposes of the scheme or
arrangement; (b) the contributions or payments are
made to such scheme or arrangement by the investors
with a view to receive profits, income, produce or
property whether movable or immovable from such
scheme or arrangement; (c) the property, contribution
or investment forming part of scheme or arrangement,
whether identifiable or not, is managed on behalf of
the investors; and (d) the investors do not have day to
day control over the management and operation of the
scheme or arrangement. The CIS, however, does not
include any scheme or arrangement (a) made or offered
by a cooperative society, (b) under which deposits are
accepted by non banking financial companies, (c) being
a contract of insurance, (d) providing for any Scheme,
Pension Scheme or the Insurance Scheme framed under
the Employees Provident Fund and Miscellaneous
Provision Act, 1952, (¢) under which deposits are
accepted under section 58A of the Companies Act,
1956, (f) under which deposits are accepted by a
company declared as Nidhi or mutual benefit society
under section 620 A of the Companies Act, 1956, (g)
falling within the meaning of Chit business as defined
in clause (d) of section 2 of Chit Fund Act, 1982 and
(h) under which contributions made are in the nature
of subscriptions to a mutual fund.

As a result of these amendments, the term "securities",
as defined in the SCRA, now include-

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

(ia) derivative,

(ib) units or any other instrument issued by any
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collective investment scheme to the investors in
such schemes,

(i) Government securities,

(iia) such other instruments as may be declared by the
Central Government to be securities, and

(iif) rights or interests in securities.

This made development of a regulatory framework for
trading of derivatives and of units of CIS possible.
Trading in derivatives has already commenced on two
stock exchanges. The units of CIS would soon be listed
and traded on exchanges. Two other instruments,
namely securitied assets and units of mutual funds,
which resemble securities and which are essential for
development of securities market, should also have
been included in the definition of securities in view of
prevailing confusion that if these are securities.

Delegation of Powers to RBI

The Government had power to delegate regulatory
authority to SEBIL. To provide additional flexibility,
the Act has amended section 29A of the SCRA so as
to empower the Central Government to delegate
powers to RBI also along with SEBI to enable the
former to regulate transactions under the SCRA as may
be necessary. Now the Central Government, the SEBI,
and the RBI depending on their jurisdiction as may be
mutually agreed upon can exercise the powers under
the Act.

With the repeal of the 1969 notification, the existing
regulatory framework, which governed repo
transactions, disappeared. It was, therefore, necessary
to work out an arrangement whereby the regulators
could regulate such transactions. In pursuance to this
and in exercise of its newly acquired power, Central
Government issued a notification on 2nd March 2000
delineating the areas of responsibility between RBI
and SEBI. In terms of this notification, the powers
exercisable by Central Government under section 16
of the SCRA in relation to the contracts in government
securities, gold related securities, money market
securities and in'securities derived from these securities
and in relation to ready forward contracts in bonds,
debentures, debenture stock, securitised debt and other
debt securities shall also be exercised by RBI. Such
contracts, if executed on stock exchanges, shall,
however, be regulated by (i) the rules and regulations
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or the byelaws made under the SCRA, or the SEBI
Act or the directions issued by SEBI under these Acts,
(ii) the provisions contained in the notifications issued
by RBI under the SCRA, and (iii) the rules or
regulations or directions issued under the RBI Act,
1934, the Banking Regulations Act, 1949 or the
Foreign Exchange Regulation Act, 1973 by RBL.

RBI and SEBI have also issued consequential
notifications on 2nd March 2000 specifying the
regulatory framework in their respective areas. In
terms of RBI notification, no person can enter into any
(a) contract for the sale or purchase of government
securities, gold related securities and money market
securities other than spot delivery contract or such other
traded on a recognised stock exchanges as is
permissible under the SCRA, rules and byelaws of such
stock exchange, and (b) ready forward contracts in
bonds, debentures, debentures stock, securities debt,
and other debt securities. Ready forward contracts
may, however, be entered into by permitted persons in
all government securities put through the Subsidiary
General Ledger Account held with RBI in accordance
with terms and conditions as may be specified by RBIL.
SEBI by its notification has prohibited all contracts in
securities other than such spot delivery contract or
contract for cash or hand delivery or special delivery
or contract in derivatives as is permissible under the
SCRA or the SEBI Act and rules and regulations made
thereunder and rules, regulations and byelaws of a
recognised stock exchange.

As a consequence of this amendment, the powers under
the SCRA are now shared by a number of regulators
who need to work very closely with one another to
avoid regulatory overlap or gap in their coverage. The
sharing of powers under the SCRA among Central
Government, SEBI, RBI and stock exchanges is
presented in the following table:

Sect- Powers Exercisable
ions by
6 Call for periodical returns or
direct inquiries to be made
9 Approval of Bye-Laws of
recognised stock exchanges
10 |Make or amend bye-laws of SEBI

recognised stock exchanges
13A |Approval for additional trading floor
17 |Licensing of dealers in securities

3 Application for recognition of stock

exchanges
4 Grant of recognition to stock exchanges
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Sect- Powers E"el'cisable
fons by
5 Withdrawal of recognition
7 Submission of Annual Report Centra]
7A  |Rules restricting voting rights Governm &
8 Direct rules to be made or to make rules| and
11 |Supersede governing body of a stock concurrent),
exchange exercisable
12 |Suspend business of stock exchanges by SEB]
13 [Contracts in notified areas illegal in
certain circumstances
14 |Contracts in notified areas void in
certain circumstances
18  [Exclusion of spot delivery contracts
28 |Inapplicability of the Act in certain
cases
16 |Prohibit contracts in certain cases Central
Government
and
concurrently
exercisable by
SEBI
22A |Appeal against refusal by stock SAT
exchanges to list securities of public
companies
All other powers under the Act Central
Govemant
Securities Contracts (Regulation) Rules, 1992 | SEBI
Rules, Regulations and Bye-Laws Stock
Exchanges

The Securities Laws (Second Amendment) Act, 1999

Section 22 of the SCRA provides the right of appeal
before the Central Government agéinst refusal,
omission or failure by a stock exchange to list the
securities of any public company. The SEBI Act, 1992
provides for two kinds of appeals. Under section 20
of the Act, any person aggrieved by any order of the
SEBI under the Act or rules or regulations made
thereunder, may prefer an appeal to the Central
Government. Accordingly, the Central Government
has notified the SEBI (Appeal to the Central
Government) Rules, 1993 and constituted an Appellate
Authority for disposal of appeals. Section 15K of the
Act provides for establishment of one or more SATS
to hear appeals from orders of adjudicating officer of
SEBI imposing monetary penalty as per Rules framed
by the Central Government. Government has
accordingly established a SAT at Mumbai to hear
appeals from the orders of adjudicating officers. Under
section 23 of the Depositories Act, 1996, any person
aggrieved by an order of SEBI under the Depositories
Act 1996 or Rules and Regulations made thereunder
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may prefer an appeal to the Central Government.
Accordingly. the Central Government has notified the
Depositories (Appeal to the Central Government)
Rules, 1998 and constituted an Appellate Authority
for disposal of appeals. Thus the Central Government
is conferred with powers to dispose of appeals in
respect of all matters (except disposal of appeals
against the orders of adjudicating officer under the
SEBI Act 1992) under all the three Acts.

In addition, the Central Government is empowered to
issue directions to SEBI and make rules under these
Acts. Central Government is empowered to approve /
amend / make rules / byelaws / regulations of the stock
exchanges. Further, Central Government is represented
on the management of SEBI as well as of the stock
exchanges. The powers of the Central Government to
issue directions and to make rules and appoint members
of the SEBI as well as all governing bodies of the stock
exchanges are perceived as compromising on its
appellate powers. The Appellate Authorities appointed
by the Government under the SEBI Act and the
Depositories Act has been receiving and disposing of
appeals in accordance with the Rules. However, since
Government constitutes these, their orders are
perceived at times as orders of the Government. When
an order of SEBI is struck down, even on merits there
is a feeling that SEBI's autonomy as the regulator has
been compromised. In order to remover such
misgivings and impart transparency and impartiality
to the process of disposal of appeals. the Securities
Laws (Second Amendment) Act 1999 amended all the
three Acts to transfer appellate functions from the
Central Government to an independent body, SAT.

The Amendment Act freezed section 22 of the SCRA
and inserted a new section 22A to provide for right of
appeal before SAT against refusal, omission or failure
by a stock exchange to list the securities of any public
company within 15 days of such refusal, omission or
failure. An obligation has been cast on SAT to dispose
off appeals as expeditiously as possible, and shall
endeavour to dispose of finally within six months.
Section 23 has been amended to provide penalty for
failure to comply with orders of SAT.

Similar amendments have been effected in the SEBI
Act, 1992 and the Depositories Act 1996. Section 15K
of the SEBI Act has been amended to expand
jurisdiction of SAT to deal with appeals also under
any other law. Section 15T has been amended to
empower SAT to deal with appeals from any person
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aggrieved by an order of SEBI as well as of an
adjudicating officer under the SEBI Act. Section 20
of the SEBI Act, which provided for appeals to Central
Government, has been freczed. Section 23 of the
Depositories Act, 1996, which provided for appeals
to the Central Government, has also been freezed. A
new section 23A has been inserted to provide for
appeals to SAT under the Act.

Provisions have been made in all three Acts to provide
for appearance of the appellate in person or through
one or more chartered accountants or company
secretaries or cost accountants or legal practitioners
or any of its officers before a SAT. The jurisdiction of
civil courts has been barred over any matter, which a
SAT is empowered by, or under any of the three Acts.
It has been further provided that any person aggrieved
by the order of SAT may prefer appeal to High Court
within 60 days. Central Government has been
empowered to make rules to provide for the form in
which an appeal may be filed before the SAT and the
fees payable in respect of such appeals.

Consequent on enactment of the Securities Laws
(Second Amendment) Act 1999, the SEBI (Appeal to
the Central Government) Rules, 1993 and the
Depositories (Appeal to the Central Government)
Rules, 1998 have been repealed. Government notified
on 18th February 2000 three Appeal Rules, Viz. (a)
Securities Appellate Tribunal (Procedure) Rules, 2000
under the Securities and Exchange Board of India Act,
1992, (b) The Depositories (Appeal to Securities
Appellate Tribunal) Rules, 2000 under the Depositories
Act, 1996, and (c) The Securities Contracts
(Regulation) (Appeal to Securities Appellate Tribunal)
Rules, 2000 under the Securities Contracts (Regulation
Act, 1956. These rules provide for fees, form and
procedure for filing appeal and the process of their
disposal by the SAT. The appeals (except appeals
against adjudication orders under the SEBI Act) under
all three Acts need to be accompanied by a fee of
Rs. 5,000 only. The appeals against the adjudication
orders need to be accompanied by a fee of Rs. 500 if
the penalty imposed is less than Rs.10, 000, Rs. 1,200
if the penalty imposed is more than Rs. 10,000 but
less than Rs. 1,00,000 and an additional-Rs. 1,000 for
every additional one lakh of penalty or fraction thereof.

The administration of penal provisions in the securities
laws by the regulators has been made more accountable
and impartial. Now all appeals, namely, appeals against
orders of SEBI under the SEBI Act and the
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Dgpo‘silorics Act, appeals against orders of
adjudicating officers under the SEBI Act, and appeal
from against refusal of stock exchanges to list securities
would be preferred to SAT.

The penal provisions need a little more fine-tuning.
Thc' SEBI Act provides for two alternative types of
punishment for violations of the provisions of the Act,
in addition to prosecution and directions. They are:
(a) Suspension or cancellation of certificates of
registration to be imposed by SEBI only as per
Regulations framed by SEBI, or (b) monetary penalty
to be imposed by an adjudicating officer, appointed
by SEBI, as per Rules framed by the Central
Government. These two types of punishments are
mptually exclusive, not and/or punishments. If a
violation is assigned to an adjudicating officer for
adjudication or monetary penalty is imposed, penalty
of suspension or cancellation of certificate of
registration can not be imposed and vice-versa. As per
the scheme of the Act, SEBI shall appoint an officer
to adjudge if some body has contravened any of the
provisions of sections 15A to 15F of the Act. Once
such an adjudicating officer is appointed, the SEBI
loses control over the case and the adjudicating officer
decides the case on merit. The adjudicating officer
can at best impose monetary penalty even if he finds
that the violation really warrants suspension or
cancellation of registration. Similarly, if SEBI initially
considers a case for suspension or cancellation, it can
not impose monetary penalty even if it concludes that
the violation warrants monetary penalty. This happens

because the SEBI does not have power o b
monetary penalty and the adjudicating officer doego.v.e
have power to suspend or cancel a certiﬁcatenot
registration. A corollary of this is that mind ig P :;f
up about the type of punishment to be impogsed On’:he
erring party when the alleged violation is referreq te
adjudicating officer for adjudication or taken e bo
SEBI for imposition of suspension or cancellation of
registration, that is, at a stage when the nature and
gravity of the violation has not been ascertained, What
would, therefore, be desirable is to authorige the
adjudicating officers to try all offences under the SEB]
Act and award suspension/cancellation of regjstratioﬁ
and/or monetary penalties so that SEBI can concentrage
on developmental and regulatory work.

The maximum penalties prescribed under the SEBJ Act
appear at times too low where it should be high and
too high where it should have been low. For example,
the maximum penalty an adjudicating officer can leyy
for insider trading is a meagre Rs. 5 lakh, which an
insider would be too happy to pay after making akilling
on the stock market with price sensitive information,
On the other hand, the failure of a broker to issue, even
if negligently, a contract note visits a fine as high as
five times the contract value. Thus, a broker who fails
to issue a contract note for Rs. 20 lakh has to cough up
Rs. 1 crore. The penalty prescribed under the SCRA is
ridiculously less. In addition to rationalising the rates
of penalty, these needs to be increased substactially,
may be ten fold, as has been done recently under the
Companies Act.
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