2 TR TR NP T

e e " 3 2t . A

An Overview of the Securities Market in India

M. S. Sahoo*

Introduction

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

|

|

|

Market Segments

The securities market has two interdependent and
| inseparable segments, the new issues (primary market)

and the stock (secondaty) market. The primary market

provides the channel for sale of new securities while

the secondary market deals in securities previously

issued. The price signals, which subsume all information

about the issuer and his business including associated
| risk, generated in the secondary market, help the ptimary
| market in allocation of funds. The issuers of securities
r issue (create and sell) new securities in the ptimary
| market to raise funds fot investment and/or to discharge
| some obligation. They do so either through public issues
‘ or private placement. It is a public issue if any body and
| everybody can subscribe for the securities. If the issue
E is made to select people, it is called private placement.
i In terms of the Companies Act, 1956, an issue becomes
| public if it results in allotment to more than 50 persons.
| This means an issue resulting in allotment to less than
| 50 persons is private placement. Thete are two majot
types of issuers who issue securities. The corporate
entities issue mainly debt and equity instruments (shares,
debentures, etc.), while the governments (central and
state governments) issue debt securities (dated securities,

treasury bills).

The secondary market enables participants who hold
securities to adjust their holdings in response to changes

in their assessment of risk and return. They also sell
secutities for cash to meet their liquidity needs. The
secondary market has further two components, namely
the over-the-counter (OTC) matket and the exchange-
traded market. OTC is different from the market place
provided by the Over The Counter Exchange of India
Limited. OTC markets ate essentially informal matkets
where trades are negotiated. Most of the trades in
government securities are in the OTC market. All the
spot trades where securities are traded for immediate
delivety and payment take place in the OTC market.
The exchanges do not provide facility for spot trades in
a strict sense. Closest to spot market is the cash market
where settlement takes place after some time. Trades
taking place over a trading cycle, i.e. a day under rolling
settlement, are settled together after a cettain time
(currently 3 working days). All the 23 stock exchanges
in the country provide facilities for trading of equities.
Trades executed on the leading exchange (NSE) are
cleared and settled by a cleating corporation which
provides novation and settlement guarantee. Over 99%
of the trades settled by delivery atre settled in demat
form. NSE also provides a formal trading platform for
trading of a wide range of debt securities including
government securities.

A variant of secondary marketis the forward matket,
where securities are traded for future delivery and
payment. Pure forward is out side the formal matket.
The versions of forward in formal market are fututes
and options. In futures market, standardised securities
are traded for future delivery and settlement. These
futures can be on a basket of securities like an index of
an individual security. In case of options, secutities are
traded for conditional future delivery. There ate two
types of options - a put option permits the owner to sell
a security to the writer of options at a predetermined
price while a call option permits the owner to putchase
a security from the writer of the option at 2
predetermined price. These options can also be on
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individual stocks or basket of stocks like index. Two
excbanges, namely NSE and BSE provide trading of
derivatives of securities.

Products and Participants

?avings are linked to investments by a variety of
intermediaties through a range of complex financial
products called "securities" which is defined in the
Securities Contracts (Regulation) Act, 1956 to include
shates, scrips, stocks, bonds, debentures, debenture stock,
ot other matketable secutities of like nature in ot of any
incorporate company ot body cotporate, government
secutities, detivatives of secutities, units of collective
investment scheme, security receipts, interest and rights
in securities, ot any other instruments so declared by
the central government. Thete are a set of economic
units who demand secutities in lieu of funds and others
who supply securities fot funds. These demand for and
supply of secutities and funds determine, under
competitive matket conditions in goods and securities
matket, the prices of secutities.

It is not that the suppliers of funds and suppliets
of securities meet each other and exchange funds for
securities. It is difficult to accomplish such double
coincidence of wants. The amount of funds supplied
by the supplier of funds may not be the amount needed
by the supplier of securities. Similarly, the risk, liquidity
and maturity characteristics of the securities may not
match preference of the supplier of funds. In such
cases, they incur substantial search costs to find each
other. Search costs are minimised by the intermediaties
who match and bring these suppliers together. They
may act as agents to match the needs of the suppliets
of funds / securities, help them in creation and sale of
securities ot buy the securities issued by supplier of
securities and in turn, sell their own securities to
suppliers of funds. Itis, thus, 2 misnomer that securities
market disintermediates by establishing a direct
between the suppliers of funds and
suppliets of securities. The market does not wotk in a
yacuum; it requites services of a large vatiety of

ries like merchant bankets, brokets, etc (Table
nd suppliers of

ansactions. The
ket is in fact an

relationship

intermedia
1) to bring the suppliers of funds a
securities together for 2 variety of tr

disintermediation in the securities mar.
ation with a difference; it is a risk-less

tion, where the ultimate tisks are botne by

s of funds/securities (issuets of securities
), and not the intermediaties.

intermedi
intermedia
the suppliet

and investors in securities

Table 1: Market Participants in Securities Market

Market Pnnicipar{ts ''''''' Numberason |
Tk March 31,2002
Securitics Appellate Tribunal o A T '-1—_,“—" i
Regulators (DEA, DCA, SEBI, RBI) 4
Depositories 2
Stock Exchanges 23
Brokets 9,687
Sub-brokets 12,208
Flls 490
Portfolio Managers 47
Custodians 12
Share Transfer Agents 161
Primaty Dealets 18
Merchant Bankets 145
Bankets to an Issue 68
Debenture Trustees 40
Underwritets 54
Venture Capital Funds 34
Foreign Venture Capital Investors 2
Mutual Funds 37

éL Eoﬂecdve Investment Schemes o 6

Source: SEBI

The securities matket, thus, has essentially three
categories of participants, namely the issuers of secutities,
investors in securities and the intermediaties and two
categoties of products, namely the services of the
intermediaries and the securities, including defivatives.
The issuers and investors are the consumets of services
rendered by the intermediaties while the investots ate
consumers of securities issued by issuers. Those who
receive funds in exchange for securities and those who
receive securities in exchange for funds often need the
reassurance that it is safe to do so. This reassurance is
provided by the law and custom, often enforced by the
regulator. The regulator develops fair market practices
and regulates the conduct of issuers of securities and
the intermediaties so as to protect the interests of
investors in secutities. The regulator ensures 2 high
standard of service from intermediaries and supply of
quality secutities and non-manipulated demand for them

in the market.

A Profile
The past decade in many ways has been remarkable for
securities matket in India. It has grown exponentially as
measured in terms of amount raised from the matket,
number of stock exchanges and other intermediaries,
the number of listed stocks, matket capitalisation, trading
volumes and turnover on stock exchanges, and investor
population. The market has witnessed fundamental
institutional changes resulting in drastic reduction in
transaction costs and significant improvements in
efficiency, transparency and safety.
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Dependence on Securities Market

Three main sets of entities depend on securities marlket.
While the corporates and governments raise resoutces
from the securities market to meet their obligations, the
households invest their savings in securities. While the
corporate sector and governments togethet raised a sum
of Rs. 226,911 crore during 2002-02, the household sector
invested 4.3% of their financial savings through the
securities matket during 2000-01 (Tables 2 and 3).

Corporate Sector: The 1990s witnessed emetgence of the
securities market as a major source of finance for trade
and industry. The share of capital market based

instruments in resources raised externally increased | Year Share (%) of Securities Market in
to 53% in 1993-94, but declined thereafter to 31% by Extetnal Fiscal Fiscal  Financial
2000-01. , Finance of Deficit Deficit Savings

B Cotporates of Central of State of
Governments: Along with increase in fiscal deficits of the Government Govemment Households
govetnments, the dependence on market borrowings to G 19.35 179 136 144
finance fiscal deficits has increased over the years. The ’ 20 :
state governments and the central government financed S L o 1 2y
about 14% and 18% respectively of their fiscal deficit 1992-93 33.38 2 165 172
by market botrowings during 1990-91. In percentage 1993-94 53.23 48.0 17.6 140
terms, c.leper.ldenc? of the state govetnments on market 1994-95 44.99 352 147 121 |
borrowing did not increase much during the decade 1991- (55 o 549 e . ‘
2002. In case of central government, itincreased to 69.4% : ; ; : |
by 2001-02. 1996-97 22.12 30.0 17.5 6.9 i

1997-98 28.16 36.5 16.5 45

Households: Household sector accounted for 89% of gross l |
domestic savings during 2000-01; 53% of their savings | | 20> 20 o0 14 2 \
wete in financial assets. The share of financial savings 1999-00 33.58 67.1 139 73
of the household sector in secutities (shates, debentutes, 2000-01 31.39 614 B3 43
public sector bonds and units. Qf UtFI an.d othet mutual 2001-02 N.A 69.4 152 N.A
funds and government securities) is estimated to have = e e

gone down from 22.9% in 1991-92 to 4.3% in 2000-01.

’ Sonrce: CMIE & RBL

Though there was 2 majot shiftin the saving patterm
of the household sectot from physical assets to financiz]
assets and within financial assets, from bank deposits to
securities, the trend got reversed in the recent past due to
high real interest rates, prolonged subdued conditions in
the secondary market, lack of confidence by the issuers
in the success of issue process as well as of investors in
the credibility of the issuers and the systems and poot
petformance of mutual funds. The portfolio of household
sector temains heavily weighted in favour of physical
assets and fixed income beating instruments.

Table 2: Dependence on Securities Market

Table 3: Resource Mobilisation from the Primary Market

(Rs. crore)
Issues 1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-987 i—9§éj6~9~1999-00 2000-01 2001-02
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 14219 16,366 23,2286 37,044 41,974 36,193 33,872 37,738 59,044 68963 74,199 72,061
Non-Govt. Public Co. 4,312 6,193 19,803 19,330 26,417 16,075 10,410 3,138 5013 5153 4890 5,692
PSU Bonds 5663 5710 1,062 5586 3,070 2292 3394 2,982 £k s P 28
Govt. Companies - - 430 819 888 1,000 650 43 = = - 350
Banks & Fls - - 356 3,843 425 3465 4352 1,476 4352 2551 1472 1,070
Private Placement 4244 4463 1,635 7,466 11,174 13361 15066 30,099 49,679 61,259 67,836 64,950
Euro Issues - - 702 7898 6,743 1297 5594 4009 1,148 3487 4197 2342
| 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 Government 8,989 8919 13,885 50,388 38,108 40,509 36,152 59,637 93,953 99,630 115,183 133,801
State Governments 2,569 3364 3805 4145 5123 6274 6536 7,749 12114 13706 13,300 18,707
Total 25,777 28,650 41,227 9?,031 91,315 83,472 79,835-*_10~9,511 166,259 185,786 206,879 226,911}
LMutual Funds 7508 11,253 13,021 11,243 1!,275 -5,833 -2,637 4,064 3,611 19,953 11,135 8,0%
Source: RBL
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Investor Population

The Society for Capital Market Research and
Development carries out periodical surveys of houschold
investors to estimate the number of investors, Their first
survey carried out in 1990 placed the total number of
share owners at 90-100 lakh. Their second survey
estimated the number of share owners at around
140-150 lakh as of mid-1993. Their latest sutvey estimates
the number of sharcownets at around 2 crore at 1997
end, after which it remained stagnant upto the end of
1990s. The bulk of increase in number of investors took
place duting 1991-94 and tapered off thereafter. 49% of
the share owners at the end of 2000 had, for the fitst
time, entered the market before the end of 1990, 44%
entered duting 1991-94, 6.3% duting 1995-96 and 0.8%
since 1997. The sutvey attributes such tapering off to
persistent deptession in the shate market and investots'
bad experience with many unscrupulous company
promoters and managements.

According to the SEBI-NCAER sutvey of Indian
investors conducted in eatly 1999, an estimated 12.8
million, or 7.6% of all Indian households representing
19 million individuals had directly invested in equity
shares and or debentures as at the end of financial year
1998-99. The investor households increased at a
compound growth rate of 22% between 1985-86 and
1998-99. About 35% of investor households became
investors in equity shates prior to 1991, while 47% of
the investors entered the market between 1991 and 1995
and 17% after 1995. More than 156 million or 92% of all
Indian households were non-investor households who
did not have any investments in equity/debentutes. Low
per capita income, apprehension of loss of capital, and
economic insecurity, which are all inter-related factors,
significantly influenced the investment attitude of the
households. The lack of awareness about securities
market and absence of a dependable infrastructure and
distribution network coupled with aversion to tisk
inhibited non-investor households from investing in the
securities market.

An estimated 15 million (neatly 9%) of all
households representing at least 23 million unit holders
had invested in units of mutual funds. Total investible
resources of mutual funds account for about 23% of
market capitalisation compated to more than 50% in
developed countties. The mutual funds have not yet
become an attractive investment avenue for the low and

middle-income groups.

Primary Market

Corporate Securities: Average annual capital mobilisation
from the primary matket, which used to be about Rs. 70
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crore in the 1960s and about Rs. 90 crore in the 1970s,
increased manifold during the 1980s, with the amount
raised in 1990-91 being Rs. 4,312 crore. It reccived a further
boost during the 1990s with the capital raised by non-
government public companics rising sharply to Rs, 26,417
crore in 1994-95, The matket, however, appears to have
dried up since 1995-96 due to interplay of demand and
supply side forces. In real terms, the amount raised by
non-government public companies during 2001-02is about
60% of the amount raised a decade back in 1990-91.

Many investors who were lured into the market
during 1992-94 seem to be adopting a very cautious
approach because of their frustration with some of the
issuers and intermediaties associated with the securities
matket, They have not completely withdrawn from the
market, but are looking for quality issues the availability
of which has declined due to stricter eligibility critetia
for public issues imposed by SEBI and the general
slowdown in the economic activity. Simultaneously,
issuets have shifted focus to other avenues for raising
resources like private placement where compliance is
much less. Available data (Table 3), although scanty,
indicate that private placement has become 2 preferred
means of raising resources by the cotporate sector. It
accounted for about 89% of total resources mobilised
through domestic issues by the corporate sector duting
2001-02. Rapid dismantling of shackles on institutional
investments and deregulation of the economy are driving
growth of this segment. There are several inherent
advantages of relying on private placement route for
raising resoutces. While it is cost and time effective
method of raising funds and can be structured to meet
the needs of the entrepreneurs, it does not require
detailed compliance with formalities as requited in public
ot rights issues. It is believed in some circles that private
placement has crowded out public issues.

Indian market is getting integrated with the global
market though in a limited way through euro issues. Since
1992, when they wete permitted access, Indian companies
have raised about Rs. 37,000 crore through ADRs/GD
Rs. By the end of March 2002, 490 FIIs were registered
with SEBI. They had net cumulative investments over
of US $ 15 billion by the end of Match 2002.

The market is getting institutionalised 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 collections
by mutual funds picked up during 1990s and increased
to Rs. 19,953 crore during 1999-2000 (Table 3). This,
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