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The Depositories Ordinance, 1995
Explained

M.S. SAHOO*, ACS, Daputy Diractor, Ministry of Finpnce, Govt. of India, New Delhi

HE prosent systern of transfor of awmarship of -“;";(;urllin.’:

Is grossly Insfllciont os overy transfor 1s roquired 1o ba
nccomplished by the physlcal movement of papot
securition 10 the isauer for ragistration and the ownorship is
avidenced by (oo vormas e
the endorss
mant on the
socurity conifl
cate, Tho pro
cons of rans
for In many
cason 1akon
much longor
time than two
monthes stipu-
lated In section 113 of the Companies Act, 1956 or section 227
of the Securities Contracts (Regulations) Act (SCRA), 1956, A
significant proportion of transactions ends up as ‘had dcliynry'
duo 1o faulty compliance of papor work, misrmatch of signa-
1ures on tranafar daacs with the specimen record of the issuor
or for other procedural reasons. Thoft, forgory, inutilation of
cortificates and other irreqularities have also becoms ram-
pant. The inharent right of the issuor 1o rofuse the transfer of
a socurity also adds to the misary of the investors. The
cumbarsorne paraphernalia associated with the transfar of a
socurition under section 108 of the Cormpanies Act, 1956,
alongwith huge papor work, printing of stationary, safe cus-
tody of securitios, transportation and daspatch add to the cost
of servicing paper securitios, delay in settlement and restrict
liquidity in securitios and rmake investor grievance rodressal
time consurming and at times intractable. All these problems
have not suaced overnight butthese have baen compou
by burgeoning trade volumes in secondary market and
creasing dependence on capital market for financing trade
and industry. About 75,000 trades take place everyday on
Hombay Stock Exchange only. The average daily turnover of
Bombay Stock Exchango was Rg, 202 crores during 1994-95,
About 1500 companies accessed the capital market during
1994-95. All thase underscore the neaed for streamlining the
transfer of ownership of securities which has been sought to
be accomplished by the Depositories Ordinance, 1895, pro-
mulgated by the President on 20.9.95. The Ordinance pro-
vides a legal basis for establishment of depositories in secu-
rities with the objective of ensuring free transferability of
securities with speed, accuracy and security by—fa) making
the securities of public limited companies freely transferable;
(b) dematerialising the securities in the depository mode; and
(c) providing for maintenance of ownership records in a book
antry form,

)

*  Theexplanations providedharais of the author and notnecessarily
of the Government, 2

The much awaited depositories system has at last seen its light with the
promulgation of the Depositories Ordinance, hich provide:
legal basis for the establishment of depositories in securilics zflltll aviaw |
to ensure: free and expeditions transfer of securi ties, This article seehs o
explain the provisions of the Ordinance,

THREE MAIN PLANKS

Legal Basls
1hGINnﬂﬂMUnauChdmuncm1995Jﬂﬂdvmhsecﬁon1201
” - , T —————————— lhe SGCUfiﬁOS
: Exchange
Board of India
(SEBI) Act,
1902, pro-
vides a legal
hasis for
astablishment
of multiple
depositories
and entrusts
thern with the responsibility of maintaining ownership racords
of securities and effecting transfer of securities through book
antry only. The depositories will render, through participant,
any service connected with recording of:

1995, which provides o
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(m) allotment of securities; and
(b) transfer of ownership of securities.

By fiction of law under section 10 of the Depositories
Ordinance, the dapository is deemedto be registered owner of
security with the limited purpose of effecting transfer of
ownership of security. In respect of securities held in a
depository, the name of the depository will appear in the
records of the issuer as registered owner of securities, The
deggsitory will have right to effect the transter of securities and
ot have any other right associated with them. The
8 of the securities wiltbecome beneficial owners on the
ds of the depository in respect of the securities -held in a
depository. The beneficial owner will have all the rights and
liabilities associdted with the securities. The depositories
holding the securities shall maintain ownership records in the
name of the each participant. Each such participant, as an
agent of the depository, shall in turn, maintain ownership
records of every beneficial owner in book entry form. The
relationship between depository and participant will be that of
aprincipal and agent andtheir relations willbe governedby the
bye-laws of the depository and the agreement batween them.

Both the depository and participant need to be registered
with Securities and Exchange Board of India (SEBI) under

saction 12 of the SEBI Act, 1892, and would be regulated by

SEBI. only a company formed and registered under the
Companies Act, 1956, can be registered as a depository by
SEBI. Howaever, befors commencing business, the depository
registerad with SEBI has to obtain a certificate of
commencement of business from SEBI, Such centificate will be
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issued by SEBl on being fully satisfied that the depository hast
adequate systems and safeguards to ensure agf\)mesn
manipulation of records and transactions. §EB| has also ?
given powersto suspendorcancelthe c.er_tmcate of registration
of a depository as well as of the participants after giving a
reasonable opportunity of being heard.

The ownership records of securities m_aintained by
depositories/participants, whether maintained in the form of
books or machine readable form, shall be accepted as prima
facie evidence in legal proceedings. The depository will be
treated as if it were a bank under the Bankers' Books of
Evidence Act, 1891. /

The depository services shall be available in respect of the
securities as may be specified by SEBI. The type of securities
and the eligibility criteria for admission to the depository mode
shall be determined by SEBI regulations. This provides the
flexibility to SEBI, for example, to admit certain instruments like
units of mutual funds and prohibit admission of certain securities
like shares of Private Ltd. companies from depository mode.

Free Transferability of Securities

The securities of all public companies have been made
freely transferable. The Ordinance has taken away the
companies’ right to use discretion in effecting transfer of
securities by deleting section 22A from SCRA, 1956 and by
inserting section 111A in the Companies Act, 1956. These
provisions, read with section 7 of the Depositories Ordinance,
1995, make the transfer of securities in any company, whether
listed or not, other than a private company and a deemed
public company, free and automatic. That is, once the agreed

- consideration is paid and the purchase transaction is settled,
the buyer is automatically entitled to all the rights associated
with the security. As soon as the intimation regarding delivery
of security against the payment of cash (delivery v. payment)
is received, the transfer will be effected by the depository or
company and the transferee will enjoy all the rights and
obligations associated with the security immediately. [f the
securities are in the depository mode, depository wo i
the transfer on the basis of intimation (contract notes o :
other suitable evidence) from the participants. If the sec s
are outside the depository mode, the company would effect the
transfer on receipt of the transfer deed. For the securities inthe
depository mode, no.transfer deed is required and other
procedural requirements under section 108 of the Companies
Act have been dispensed with. The transferee in both the
modes would be entitled to all the rights including voting rights
and obligations associated with security.

However, if it is felt that the transfer of a security is in
contravention of any of the provisions of the SEBI Act, 1992 or
Regulation made thereunder or Sick Industrial Companies
(Special Provisions) Act (SICA), 1985, the company, depository,
participant, investor or SEBI can make an application to the
Company Law Board (CLB) to. determine if the alleged
contravention has taken place. After enquiry, it the CLB is
satisfied of the contravention, it can direct the company/
depository to make rectification in ownership records, In other
words, transfer has to be effected immediately even if the

transfer is contravention of SEQ! Act, 1;.992-0" :ICA'QEL-"E
subject to subsequent rectification by tne direction of CLE.
Pending the completion of enquiry, CLB can suspenc voting

rightsinrespectofsecurities_sotransferrec:_sArle_:.' e
continueto enjoy econormic rights (bonus. cz\/zuir-‘.i_:. rights
which cannotbe suspended under any 'CirCl:!‘;'Té.-.::: s. D
the pendency of the application :.vrth C:_.B. the Lr:.f’
transfer the securities and such further transfer will
transferee to the voting rights also unless the

voun

respect of transferee has also been suspended.
Partial Dematerialisation of Securities

Section 9 of the Depositories Ordinance proyiq—:-s ‘tha;
securities held by a depositery shall be dematerialised ant

fungible. The Ordinance envisages dematerialisa

hold securities in physical form side by side ¥

physical movement of securities but securities are in existenc
inthe custody of the depository. What the Ordinance envisags
is that ownership of securities shall be reflected through boct
entry system and this will not require existence of securiies
certificates. However, the securities outside the depasitory
would be represented by physical security certificatss as at
present. Hence, the depository mode envisaged is one cf the
partial dematerialisation, that is, a portion of securilies is

= gy of

securities in the depository mode as against immobilisation of
securities. The later refers to a situation when the depositones
ith ownership
records. In such a case the transfer are not accompanied by

n

o

dematerialised and the other portion remains in physical form. —- — 4

The securities have been made fungible by deleting secticn
83 of the Companies Act, 1956, which requiredthat each share
inacompany shallbe distinguished by an appropriate number.
Now the certificates will not carry a distinct number and will
form a part of a “fungible mass”. All certificates of the same
security will become interchangeable in the sense that the
owner of the security will lose the right to obtain the exact
certificate. It is like withdrawing money from the bank without
bothering aboutthe number and denomination ofthe currencies.

CHANISM

The investor has been given the option betwsen halding
physical securities as at present or opting for a depository
pased ownership records. Atthe time of fresh issue, the issusr
is under obligation to give the option to the investors either to
seek physical scrips under the existing paper based systam
(non-depository mode) or optforbook entry systemof recording
ownership (depository mode). The decision on whether or nat
to hold securities within the depository made, if in depository
mode, which depository or participant, would be entirely with
the investor. Such freedom can be exercised either at the time
of the initial offer of the security by indicating his choice in the
application form or at any subsequent time. He will also have

the freedomto switch from depository mode to non-deposit
mode and vice versa. i - e

At the time of initial offer, if the investor opts to hold a
security in the depository mode, the issuer shall be intimated
concerned depository the details of allotment of a security and
record the depositary as registered owner of the securities. On
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racept of such information, the depostory shal erder in ts (e
reccrds the names of allotises as the beneficiadl cwners

- —— o e e e o = < -t A r :,»-f_ : ol g I
":,T Sy e ?:‘,fi’,‘.(:‘_ SOCLUITES BNCSECSTOBVEY 1) the rightd ans cbiigations of the depostores, paricants
e Sarrces of 2 CepOStoTy W SUTenceT | k8 Cales e and fre Asssark 2
msuer. The issuar on receipt of cerifrates shal cancel them e WY ©
and substitite in €8 records the name of the Ceposlorny 38 3 (v w.e slad gy criera lor admmsion of securties ric Te
registered cwner in respect of that securlty and riorm the T L senny
depository accordingly. The depostory shall thereafier enter
the name of the Invesior in #s records as beneficial owner £ depostory is required s maike Dye-aws wih the previoss
spprovd of the SEBL The bye-aws wil provice. inter 23
¥ 2 beneficial owner or a tansieres of a securfies sesisto  for
i T - R e
opt out of a depository inrespect of any securty, he shalinform the elinibiity crieria for admission and removd of secur-
the depository of his intention. The deposdory in tum shall 197 "W SR8 5=F = "= = = =
maike agpropriate entries in s racords and shal inform the s B COpOSEOYy
ssuer, The ssuer shall make arrangements for the issue of ne condtions subiect to which the securfies shal e cezlt
centficate of securtiss 1o the invesior - ;,..'r" ;ﬁ-r—pf;r.—'f
1 ord 2i transiers made within the () the eligbiity criteria for admission of any person 28 2
dep of intimation from 2 participant. participant;
Thet be specfied by SEBI reguiations.
(d) the manner and procedure for dematenalisation of secu-
ng the services of 2 depository, rities;
sh . ent with 2 depostory through 2 (e) the procedure for ransactions wehin the deposiory,
par ant. | ticipant is also required to enter into an ° - i ‘
agreemem with the depository 1o act as the lafter's agent. (f) the manner in which securties shall be dealt with or
Thers wil zisobe an agreement betweenthe deposty andthe  yandraun from a deposttory.
msuer of securities. The rights and obfigations of depositories,
panicipar’s, issusars and mvestors would be govemed by the (g the procedure for ensuring safeguards o protect the
agreement among them, the bye-laws of the depository and mgm of participants and benef,c:a! camers:
the reguiations of SEEI. . . .k % » —
' } (h) the conditions of admission into and withdrawal rom a
demnniied by the participant by a beneficial owner;
& & - - . Ry
- ';rgt”{;,r"ﬁ‘ (i) the procedure for conveying information to the partic-
v Aicioants =4 pants and beneficial owners on dividend deciaration,
SuC 4 < - )
a4 shareholder mestings 2nd other matters of imtsrssito the
beneficial ovmers;
REGULATORY FRAMEWORK \
() the manner of distribution of dvidends, interest and mon-
SEB! has been given powers 10 regulate dﬁposizories“ beneitsrace!vedfmmmempar-ymngbeneﬁ-
participarts, znd their re!atxomh,p with the beneficial owners owners;
and 16 reguiate companies in respect of their rights and
cblgations towzrds depositories. SEBI has also been given (k) g;e mf‘?’db‘:émm“wmnw
powersto rmontor, inspect, issue of direction, callforinformation, securities with 2 depostiory;
surrrron znd enforce attendance of witnesses and production
intsr- nghts and obligations ammg deposi:
of docurrerts, conduct enquiries and audits of depositories, U :; é “p tici am:dan dt ficial the oy,
panicipzrts, bensficial owners and issuers of securities, SEB e N ik
has been authorised to make tegulauons to provide, inter-alia, {m) the manner and the pariogicity oﬂumhmg informationto
brw
o the Board, issuer and cther persons; |
(z) the form in which record is 10 be maintained by the (n) the pmco@refonesoivmgdssputesuwo&vmgdeposhmy,
Depository, issuer, company or a bensficial cwner; |
(b) the form in which the cemnga:e of commencement of (o} the procedure for proceeding against the participant com-
pusiness shall ba issued 1o thu Deposuocy- mitting breach of the regulations and provisions for sus-
, pension and expulsion of panticipants fromithe depository
(c) the manner in which the COMWO of secumy shall be and cancellation of agreements entered with the depasi-
surrepdsred to the issuer; 5 tory; and i
(d) the manner of creating a pledgé, o hypatlwcauon in  (p) the interal control standards including ;Smcedwe for
respect of security owned bY a bensficial owner auditing, reviewing and monitoring.
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AMENDMENTS IN OTHER ACTS

To provide for the smooth operation of the depositories, the
Depositories Ordinance has also amended the following Acts:

(a) The Indian Stamps Act, 1989;

(b) The Companies Act, 1956;

(c) The Securities Contracts (Regulation) Act, 1956;

(d) The Income-tax Act, 1961;

(e) The Benami Transactions (Prohibition) Act, 1988; and
(f) The Securities and Exchange Board of India Act, 1992.

The major amendments have been effected in the Acts
mentioned at (a), (b) and (d) above. These have been
discussed in the following paragraphs:

Amendment to Indian Stamps Act o

Section BA has been inserted in the Indian Stamps Act to
provide for the following :

(i) Atthetime of issue of securities, shares or otherwise, the
issuer shall pay the Stamp Duty on the total amount of the
security issued by it, whether through a depository or
direct to investors, even though there will be no physical
securities (instrument) which can be stamped (executed).

(i) Entry into depository involves change of registered own-
ership as the investor becomes the beneficial owner and
the depository becomes the registered ownerin respect of
the security. As it involves change in registered owner-
ship, it attracts stamp duty under the existing provisions.
The new section 8A, however, exempts such change of
registered ownership of shares from an investor to a
depository from the stamp duty.

(i) All transactions of securities involving change in regis-
tered ownership and/or beneficial ownership of shares
within the depository mode shall not attract any stamp,
duty. :

(iv) If aninvestor optsto exitfromthe depository and seeksthe
issue of physical certificate of securities from the issuer,
the issue of such certificates shall attract stamp duty asis
payable on the issue of duplicate certificates.

(v) Alltransactions outside the depository mode shall attract
stamp duty as at present.

(vi) The securities other than shares will attract stamp duty at
the time of entry into depository and at the time of transter
within the depository mode by implication.

Amendments to the Income-tax Act
\

Sub-section 2A has been inserted in section 45 to provide
thatthe deositories as well as the participants will not be liable
to pay any capital gains tax in respect of profits or gains arising
from transfer secutities held in depositories and transacted

from time to time since these securities are held on behalf of
the beneficial owners. In other words, inter-se transfer of
securities between the participants in the books of adepository
as well as between the depositories in the records of anissuer
shall not be treated as transfer unless it involves change in
beneficial ownership. Ifitinvolves any change in the beneficial
ownership. only the beneficial owner shall be chargeable to
capital gains tax, not the registered owner.

Due to fungible characteristic of the securities, while
calculatingcapital gainstax, the cost of acquisition of securities
shall not be determined with reference to cost of acquisition of
specific identifiable securities, but be ascertained on the
principle of first in first out. That is, the securities acquired first
by the beneficial owner would be deemed to have been
transferred first irrespective of the intention of the investor.
This principle is applicable only in respect of securities held in

a depository.
Amendment to the Companies Act

Section 83 of the Companies Act has been deleted. This
does away with the mandatory requirement of each company
limited by sharesto distinguishthemby distinguishing numbers,
in order to introduce the concept of fungibility. The abolitjon of
section 83, however, does not prohibit a company from having
distinct numbers, although there is no mandatory requirement
to that effect.

Section 108 has been amendedto provide thatthe provicions
of section 108 shall apply to transfer of securities effected
outside the depository mode. The provisions of section 108
shall not apply to transfers of securities effected within the
depository mode.

Section 111 has been amendedto provide thatthe provisions
of sec¢tion 111 shall apply to a private company and a deemed
public company. The new Section 111A has been inserted to
govern the transfer of securities of a public limited company.
The shares ordebentures and any interesttherein of acompany
has been made freely transferable and all the rights and

‘,obligations associated with them immediately accrue to the

transferee. However, ifthetransferviolates any of the provisions
ofthe SEBI Act, 1992 of SICA, 1985, the depository, company,
participant, investor or SEBI can make an application to the
CLB. The CLB, pending completion of enquiry may make an
interim order to suspend the voting rights in respect of those
securities, and on-completion of the enquiry, may direct the
company or depository to rectify the register or records it
transfer is in violation of the aforesaid provisions. During the
pendency of the application with CLB, the economic rights
accrue to the transferee and the transferee has a right to
transfer the securities further and such further transferee shall
be entitled to voting rights also.

NEXT STEP

TheOrdinance haspavedthev}a for rendering of depository
services. It's operationalisation, however, requires framing of
Regulations by SEBI under SEBI Act, 1992 to register the
depositories and participants. For ogerational detalils to the
functioning of depositories, let us wait tor SEBI Regulations.(
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