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I. INTRODUCTION

A. Bickgpround of the survey

This report was wrikten as the result of & two-week visit to
Indiz in November 1964 by two staff members of the United States Securities
and Exchange Commission, Worman 5. Poser, Assistant Divectoer, and David
Silver, Special Coumsel to the Director, both of the Division of Trading
and Markets. The trip wap made pursuant to a request to the Commiseion
by the Agency for Internaticnal Development mission in New Delhi that a
team be szent to India in order to determine whether the Commi&sion, or the
American stock exchanges, might be of assistance to the Government of India
in improving the cperation and tegulatien of the Indlan stock exchanges.
The recommendations contained in this report are therefore not for any
affirmative action by the Government of India or the Indian exchanges but
rather they relate to the guestion of what further assilstance can be given.

Two important points should be made: First, it should be emphasized
that the viewsa expressed in this report are these of the authors enly, and
are not necessarlly the views of the Commlasion. Secondly, the brewvity
and natuere of thias suprvey compallad the authors to rely on what was told
to them; they had little or no spportunity to werify the informatrion chat
they received, and the factual content of this repore is offered "on
information and belief." Hevertheless, they are convinced that the gansral
contlusgionse and areas of concern discussed ip the report are rcorrect. In
this regard it should be mentionad that bokth of the authors served as staff
attorneys on the ESpecial Study of Securities Markets of the Securities and

Exchange Commission between 1961 and 1963; they believe that this experience



is 0f value in their present task of pinpointing the problems of a different
but not altogether digsimilar system of securities markets, HNeverthelees,
&ll of the recmme.ndatiom mist necapearily he viewed as tentative in nature.
Some would require further study and are s¢ phrased, cthers could not be
implemented except over a period of time, and ill of them must pasa the f£inal
teat of practicality in the context of the Indian markets. There would hawve
to be a period of discussion with the Indian financial cummunity, collection
of data, and finglly the drafting of new rulee and in nonl’e cases leglslation.
During the two-week survey, the aucthors vislted and obsarved trad-
ing on the Bombay, Calcutta, and Delhl stock exchamges. They also had
extnndgd discuselions with Governement officiale, mewbers of stock exchanges,
and officials of banks and other financial institutions. Among the persons

interviewsd were:

Govarnmant: T. T, Erishnamachari, Finance Hinister; B. C. Dutt,
Secretary, Department of Company Law and Insurance; V. D. Sonde, IMrector,
Stock Exchange Divieion; and W, ¢, Maitra, Deputy Director, Stock Exchange
Division.

Fingncial institutions: A. Baksi, Chalyman, Industrial Finance
Corporation; . H., Bhabha, Vice-Chairman, Central Bank of India: ®. 3. Bhate,
Chairman, Unit Truat of India; Tulsldas Kilachand, Chalrman, Bank of Barods;
G. L. Mehta, Chairman, The Industrial Credit and Invesiment Corperation of
India (ICICI); 5. K. Pandya, Deputy General Manager, United Commercial Bank;

and H. T. Parekh, General Manager, ICICI.



Stock sxchapge administration: K.R.P, Shroff, President, Bombay
Stock Exchange; C. L, Jhunjhunwala, President, Calcutea Stock Exchange;
. J. Jeejeebhoy, Secretary, Bombay Stock Exchange; and members af the
Governing Boards of the Bombay, Calcutta, and Delbki stock exchanpes.

Froker-dealers: S, B, Bilimoris, Bathivala and Karani, V. B.
Degai and K. Kreshvala, Lewin & Jopes; R. G. BEdwards, Piace, Siddona &
Gough; Eantilal Ishwerlal; B. C. Roy, N. L, Roy & Co.; HN. N. Saher,
Merwaniee Bomanjee.

Alen: HNH. &..F!}khiyglg) Bowmbay attormey and co=author of

The Law and Practice of {Indian] Income Tax, Z vol,, 19463,

The authors wish to express cheir chanks and appreciation to
gach of these people, who treated them with uniform kindness and were
willing to digcuss questions of great complexity in a frank end comprehen-
give manner. The authors especially wigh bte thank Messrs. Sonde and Maicra,

who patiently gulded them througbhout the survey.



E. The Usnderlying Problem.

The underlying problem of the Indian securities markets 1= lack of
invester interest. Although the general state of business in the country
appeats to be good and profies and dividends have generally been hiph, the
securitliesn marketa have been in the doldrums since 1962, From 1959 to 1962
the Indian markets, like those of the Uaited States, eanjoyed a boom bLoth in
the new Igaue and the rrading markets. The decline of prices in the United
Stacen culminating in the May 1962 market break wag parvalleled by a similar
decline in India. In October 1962, the invagion of India's borders by
commniiat China placed the country in a state of emergency and, as we under-
atand it, created gomething resembling a panic among investors in Indian
gecuritier. Whereas the new {ssue market in the United States has not fully
racovered from the 1962 market break, the exchange markets, as reflacted by
the New Yark Stock Exchange, have generally recovered both in terme of
activity and price level. In India, by contrast, both the new igsue and
the trading markets have remained inactive gince 1962 and prices have
generally continued to decline, One observer hag described the sitwacion by
saying, "underwriters are undertakers, and brokers are broke."  The Indian
Government has bacoms increasfingly concerned with the problem because private
investmernit is regarded ag having a significant role In the growth of the
Indign sconomy.

The explanationg given for the contioued pallor of the Indian markets
wvary greatly. Mambera of the securities industry (as well aeg otherz) lay

the blame on the Government's fiscal policies, which they characterize as



confiacatory and toe changeable. In arguing that potential investors,
principally the salaried urban classes, have no savings to invest, they
point te the rising cost of living, to high rates of caxation, and io the
existence of vavlona taxes affecting stockholders, fucluding a tax oo
receipt of bonus shares (stock dividends). They stste further that
fraguent changes in Covernment fiscal policy and general uncertainty over
tha future have created & “"crisle of confidence" for invealbors.

Gavernmant repressantatives agree that confidence is lacking, but
thay attribute this to suapicion by the public of the sxchanges, which thay
regard as "cleged clubs.,” They take the position that the lack of buying
intereat {n mecurictians i» & direct vesult of ingider dealing and other
abuwas by corporate managament and broker-dealers during the 195962 boom.
They algo atress the lack of raquirements for corporats disclosurs compar-
Abla to thoss in the United Gtates and the lack of adequate qutll!ichtiﬂﬂl
standsrds for broker-dealera. They argus that it is futile to sxpact any
large segmant of the public to invest in a market which is largely unregu-
lated and about which thay have littls or no opportunicy to obtain adegquace
information upon which to hase Ilovestment decisiona.

It say be noted that this divargence of viaws did not antirely
yopreasnt & #plit along governmant=industry iinas. For sxampla, cartain
important brokers falt chat sslling axcesses during the new issus boom
wars in part rasponsibla for tha current ladk of public confidence, and
some pavaond with goverement connectiona wera criticsl of aapests of the

Govarnment's £iscal poliey.



We are not 1o a position to evalvate these competing but not
necesgarily conflicting consideraticns, and of course we cannet comment
on the views expressed comcerning India's fiscal policies. We note,
however, that the very existence of these views may have an adverse
effect on the marker. On the cther hand, rthere is evidence Chat the
Indian public has retained savingy after taxation, which it does not
choose to invest directly in the stock market. The success of the
Government's unit trust, discussed below, and tha recent practice af
irveating money in companies' non-negotiable depopit receipts are among
the factors that tend to indicats cthat the public has savings which it
iz wiiling to invest po long az it doee not have to submit them directly

to the wvagaries of the market place.

We conducted our gurvey oo the premize that improvement in the oper-
ation and regulation of the estock exchanges can increzse the confidence of
investora and stimulate interest in purchasing eecurities cthat are traded on
the Indian exchanges. In genetral, all of the tentabive recommendations made
fn this veport are based on this premise. The thrust of the recommendations
is to assure a falr and cpen markat place, responsive to the needs of a
potentially broad investing public, and to wake certain that inveetars have
the maximum amount of honest information about the securities traded in the
markets. Dur task as we gaw Lt was to ascertain what assistance the
Securitiea and Exchange Commiszion or the American exchanges can render for

this purpoae,



C. The Indign Stock Markets

Bafore attempting a4 discugsion of the problems besetting the
Iendian stock markets, it seaems desirvable m describe briefly these markets
and a few of the more important facrors affecrting them.

The Securicies Contracte {Regulatin&} Act of 1956 provides the
general legal framework for the stock nnrkets."f The Act provides that no
stock exchange may operate unlees recognized by the Govermmeot. To areas
where a4 recognized exchange 18 located, all Eecurities transactions except
those executed between or through members of such exchanges are prohibiced.
The Govetnment alsc has power fo make or amend the rules and bylaws of an
exchange, to nominate up to three wembers of its governing bedy, to require
an exchange to take action ggainsr membete violating the statutag or rhe
rules of an exchange, to make inquiry into the affaire of the governing
body #nd members of an exchange, to raquire the maintenance of books and
recorde and the filing of reports by an exchange, to prescribe minioum
gqualifications for memberghip, to sguspend che business of an exchange or
withdraw ite recognition, and to compe!l public companies to list their
gecurities on an exchange.

At the present time there are eight recognized exchanges: PBombay,
Calrutta, Madras, Ahmedabad, Hyderabad, Delhi, Indore, and Bapgalore, The

coverment®e recognition of the Bombay Stock Exchange ia permanent, while

*/ 1t should be noted that the provielone of the Act ave applicable only
to transactions other than spot delivery contracts, {.e. contracts for
lmmediatse delivery. The other methods of clearing, settlement and
delivery are deacribed in a later section of this report.



that of the others 15 on a five-year basis, which has been renewed from time
to time. Bombay is the oldest and the most important exchange. Its position
of leadership im attrested by the fact that upen epactment of the Securities

Contracts Act the other recognized exchanges adopted rulee identical to

those of the Bombay. As of a recent date, the Beombay Stock Exchange has
about 500 members and about &00 listed securities.

The Calcutta Stock Exchange, while less important in terme of
preatige and value of liated securities, nevertheless has more membets
{about &£50) and listed stocks (about 990} than Bowmbay. It provides a
market principally for shares of local indusctrial companies. The Madras
Stock Exchange (which we did not visit) has cthe reputation of belng the
mogt ¢onseyvative and least speculatjive-minded of all Indian exchanges.
The other five exchangea are ¢f considerably less imporcance, with the
poseible exception ofthe Ahmedabad Stock Exchange, which 12 the third
oldest exchange and which provides a market for shares of local textlile
mills. The exchanges in Bombay, Calcutta, Ahmedabad, and Delhi have auction
mackets; while those Iin Madras, Hyderabad, Indore, and Bangalore have call
marcketes.

Some recognlition of the role of institutional investors is
eesential for an understanding of the Indian setock markete. Ome reason
that haa beepn given for che decline of the markets in 1962 and their sub-
sequent faflure to revive was the lack of instituticm ]l investment. It
should be noted that there are wery few institutional investors in India.
A Teason for this ia that in 1955 the Government nationalized all 1life
insurance companies and the resvlting single Government Life Insurance

Company (LIC) haa become the largest alngle investor and am impoTtant

undervwtiter,



In July 1964 the Government iniciated 1its unit trust, which
is in essence a Govermment-cwned mutual fupnd, The unit teust initially
sold lte shares to the public in ynite of 10 rupees and stands veady to
redeem them at current asset value, As of Hovember 1964 the Government
had neot officlally disclosed the amount of money raised by the unit trust
or iddentified the securities in which the unit crusc had invested, but
we understand that it had by that time g2old unit trust shares wvalued av
a total of approximately 18 crores of rupees [($36,000,000), and that ite
porcfolio was divers{ified and included a substantial amount of common
stock,

The unit trust cifers attractive inducements te the public.
Besidens the fact of Govermment sponsorship, which is of no small impor-
tance in view of the generval lack of confldence in the markets and the
gpcurities industry, there are also solid tax advantages in a unit ctruse
iovestment, The unit trust is exempt from all taxatfon, and the first
1,000 rupees of dividends and 5,000 rupees of capital gains received by

2 holder of unit truat sharee are tax exempt.

The LIC and the unit trusc, because of thelr growing assets,
seldom 8ell shares. In fact, they are sald to provide the sole
elgnificant buying interest in the stock marker today. Ewven recognizing
this, there are certain disadvantages to the market in the concenktration

of substantially all imstitutional investment In two unita. For example,
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if the unic crust desires to purchase stock of a company it may be difficult
to find sufficient esellers to Iineure continuiry in the market, whereas if
there were & large number of institutional investors presmmably ecme would
be gelling while others are buying.

1t should aleo be poted in paesing that certalin other inatitu-
tions play s major role in the underwriting of Indfan sacurities. These
include the Industrizl Credic and Investment Corporation of India (ICICI)
and the Industrial Finance Corporation {IFC), which are Government~sponsored
financial institutions established for the principal purpose of ailding in
the aconomic development of the coumtry. Owlng teo the lack of buying interest
in the stock market, these institutions have in recent yeare been obliged to
rake up a large percentage of new issues,

Banks are another important factor in the Indlan stock warkecs,
They not only act as underwriters bubt aleo provide credit for securities
tranzactiopa. We understand that the Heserve Bank of India hes 'recommended"
te the banks t:at they do not advance money for the parpoge of speculation
in the narket.ﬂfrhla prlicy apparently stema from the understandable desire
of the Govermment to chanmel credlt resources into productive usea, It
nevertheless should be racognized that the policy further inhlbite an already
inactive and deprassed markec, The Government's role in restricting credit
should not however be overstated; the bhanks themselves way be relustant to
extend credit fu the ptock market because of lack of marketablilry of shares

under present conditions, the poseibilitiesa of fraud, and the difficultiea

of foreclosing or hypothecated securities under applicable Indian law,

*/ As notad in Section III, this policy seems to Tepresant an attempt to
discourage certaln speculative excesses connected with forward trading

in securities.
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IT. THE BROKER-DEALER COMMUNITY

As stated above, the Securitles Contraccs (Regulation)} Act of
1956 prohibits trading in securities in the area of any recognized
exchange except by members of that exchange. The Act further provides
for the licensing of broker-dealers in other areaz of the country, but
these provisions have not thue far been implemented., The broker-dealer
community is thus officially limited to the members of the various recog-

nized exchanges.

The wembership of the major exchangea 18 sharply (but upofficially)
divided into two segmenta, On the one hand theres are a limited number of
g0=called "invesrment brokers," pethaps not more tharn 20 or 25 1in India,
who account for approximately 10 percent of tradimg in securities, The
other %) percent ie done by members whoe seem principally to engage in specu=
lative trading for thelr own account and to a limited extent for the account
of cuatomers. In addicion, there are an unknown number of non-membera of
any exchange who engage in curb (or street) trading in vielation of law. The
differences in policles and practices between investment brokers and specu-
lative dealers appesr to be very wide,

The few investment broker firms that we interviewed would not
compare unfavorably in competence and ethics with the average New York
Stock Exchange member f£irm. Place, 3iddons & Gough, the largest gecurities
firm in Calcutta, pursues conservative policles, does not trade for firm
or partners' account, does not Accept customers who wish to speculate or
engage in forward trading, and requires a bank reference or substantial

margin deposit from its customers. Other investment brokers, such as
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Lewls & Jones in Bombay, follow similar policles. These firme are small

by American standards, uscally haviog 2 or J partoners and in no case more
thaz 5 or €. They generally empleoy from 25 te 100 pecple, divided amomp
assistants (who make recommendations and handle orders for customers)
bookkeepers, and statistical and ¢lerical personnel. These firmn-apparantly
maintain adequate books and records and correspond generally to the respon-
sible firms in the United States that do a public buasiness.

Speculative tradevs, who comprise the great majority of the
membership of the stock exchange, trade largely for their own account,
maintaln no office or at the most a8 desk in one of the buildings adjolning
the stoci exchange, and apparently keep only the sketchiest of books and
recordn._IIIr We were informed that many of theke members participate in the
fliegal curb market but run these tzrades through their accounts as exchange
transactions. Furthermore, they allow their books to be used by nonmembars
who engage In forward trading on the curb warket, in order to make use of
the exchange's clearing facilities and to disguise the fact that these activ-
ities are in viclationm of law and exchange rules,

A frequent criticiem made of the becker-dealsr commnity is that

many members have close ties wich listed companiee, and that they engage in

*/  Owing to various difficulties, we did not have an opportunity to
interview any speculative traders and our knowledge of their methods
of doing businees ie based entively on second=-hand information.
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manipulations ¢f thelr stocka or employ inside informaticon in their own
transactions. The nature and brevity of our survey did not permit any
inquiry inte these allegations, but thera can be ne doubt chat close
contacts between broker-dealere and llsted companles exist.

A pumber of broker-dealara, both an;stment brokers and
speculacive traders, eit ag director=s op the boayds of liated companies,
For example, each of the four partners of Place, Siddons & Gough iw a
member of the boards of frem 15 to 20 companies, This practice is related
to the fact that such firms act as underwritere or brokers in cthe offering
of pew issues of these companles, and wish te retain @ continuing relation=-
ahip with them, In the case of investment brokers that do not engage in
trading for their owm aceount, any conflices of interest avising from the

*/f
relacionshlp are minimired.

In the case of speculative traders and taravaniwallae (jobbers),
problema sarising from contact betwsen brokers amd listed companies are
potectially much wmore sericus, Firat, gince thepe broker-dealers do trade
for their own account on the flepr of che exchange, they are able to take
advantage of inside informarion for thelr owm benefit. Secondly, some of
them may actually comtrol listed companies or may be actively engaged in

the mansgement of these companies. For example, the business card of one

*/ 1t should be pointed out that it is quite common for American broker-
dealers to ait on the boards of directors of publicly-held companies,
and that tha need for this practice may be even gyeater in Indls than
in the UVnited Scates, since 1t may be wore difficult in Indim for &
company to obtein ar experienced financial adviser.
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mewber of the governing beard of the Bombay Stock Exchaonge indicated rthat
he was an officar of 4 company that manufactured nuts and bolts. The rules
of rhe Bombay Stock Exchange prehibit members from engaging in business
other than the securities uziness except, it may be noted, with permission
cf the governing board.

The use of ingide information In securities Ctransactions to the
detriment of the investing public, as much as any other single abuse, 18
destructive of public confidence in the integrity of the market. Under the
securities lawa of the United States, such practices are controlled not
only by general tules prohibiting fraudelent practices in comnection with
the purchase or sale of a gecurity and governing the conduct of broker-
dealers, but also by epecific provisions which require the discloeure of
such trading and prohibit short selling by corporate ingiders, and which
make their short-swing prefits recoverable by the company.
E While imeider abuses probably are prohibited by the general
rules of the Indian stock exchanges governing the business conduct of thelr
members, the Government lacke direct powers te control such practices. It
iz recommended that any revisicn of the pattern of Indian securities
regulation includa the development of protections for investors againsr
inslder trading abuges, We understand chat a etatute Tequiring
the disclosure of transactions by major stockholders of publicly held
companies has been introduced into the Indian parliament. It doas oot

appear, however, that this proposal standing alone 1s adequate to



conktrol many ineider trading abusea, and we would recommend that these
provisions be reviewed after further study and inveatigation of the
practices invelved have baen made.

The gualification of broker-Jdealexrs and theitr employees asz to
character, competence, and financiul.relpnnnihility appears tc be a major
problem of the Indisn securities industry. The rules adopted by the
Government under the Securities Contracts aAct and the rules of the stock
exchanges prescribs certaln gqualificatione for membership in a recogoized
stock exchange., Mipnors, non-citizens, bankrupts, and personsa whe have
been convicted of an offense involving fraud or dishonesty are excluded
from membership. The Bombay Stock Exchange reviews the gqualificatioms
of applicants for membership, but it appears that it seldem axercises .
ite digeretion te axclude perdons from membership for reasons of nhatnntarTf
We know of only one otherwlse qualified persgon who was turned down by
the Bombay Stock Exchange in recent years; he was discovered to be the
nominee of hig uncle, a petorious speculator. Unlike Aperican exchacges,

the Indian exchanges teguire that alt parctners of members {except for

clogse relatives) themsalves purchase & seat on the axchange.

*/ One reason for this may be that the Bombay Stock Exchange was
persuaded to accept & numbar of members from another exchange
in Bembay when it was "recognized" in 1956. According te an
Exchange official senberahip standards werea lowered at that

time.



=16=

The Bombay Stock Exchange also reviews the applications of
"ramigiere' {salesmen) and authorized asziatants, who are employees of
members and have the right to transact business oo cthe floor of che
Exchange in the neme of their employere. The other exchanges do not

appear to have any formal procedures for deciding upon applications for

membership or for employment,

The yrules of the Government and Che exchanges also require
that an applicant for membership have worked with a member for twe years
or that he agree to do so for two years, during wiich tima he wiil
net enter into transactions in his own name. These requirements may be
waived by the governing body of an exchange 1f 1t believes that an
applicant 1ls otherwise qualified for membership. ¥We understand cthat,
at least at the Bombay Stock Exchange, :any applicants are admitted on the

bagis of a vaiver of the requitements.

Our discussions with representatives of several firms which
may be characterized as inveatment brokere and perusal of marker literature
and other published material of these firms give vz no reason to doubt
their qualificaticons to advise and transact business for the public,

This does not appgar to be true, however, of many speculative traders.

*/ Some of theze persons 8¢ probably fully qualified, since they were
in the securities business pricr to immigrating from Pakistan.
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Several persome, including highly placed Goverament officials, as well as
leading membere of the financlal comeunity, refarred to the lack of
qualifications among broker-dealers as being one of the most serious
problema of the Indian securities markests, As stated above, we did not
have an opportunity te interview any traders and, even I1f we bad, it is
likely that language difficulties would have preverted us from making
any valid assessment of their gqualifications to 40 business. The competence,
ethice, and regard for the law in the securities markers of any natien can
rise no higher than the guality of the broker~dealers. A study should
be made of the qualifications of Indian broker-dealers, with a view to
raising the present standards either by the Government or the exchanges
and possibly the impoeition of an examina:icn requirement for persons
wishing to enter the securities 'l;lﬂu.lﬁ:Lﬂls::ﬁﬂ-‘_JIIr

The rules of the Indian exchanges include certain provisions
which are intended to ilnsure the financlal responsibility of members.
Although this does not seem to be a major problem area, 1t 1s possible

that these requirements are not adequate te insure protection of investors.

& member of the Bombay Stock Exchange is required to post a gecurities

*/ It may be noted that the recently completed Speclal Study of
Securities Markets of the Securities and Exchange Commiseion
placed 'great amphasis on the qualifications of broker-dealers
and persons asscciated withthem. The Special Study stated:

"If the public 1s ko be protected from the perils of incompetent
and irresponsible broker-dealers there should be erected uniform,
minimum scandards of competence, experlence, charvacter, and
capitel which are applicable to the entire securities industry.”
(Part 1, page 133).
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deposit in the amount of 20,000 rupees, In addition, his seat, currently
valued at approximately 2% 600 rupees, 18 considered to be securicy in
case 0f insolveacy. There are nco continuing requirements which measure

an Indian broker-dealer's financial responsibility against the volume

or risks of his buslness, such as the requirement in the Unlted States

that broker-dealets maintain no greater thapn the 20 to L ratic between

agegregate indebtednees and net capital.

Furthermore, the books and records cof broker-dealers sre not
as A ganeral rule open to inspection. Both the Government and the exchanpes
have power te lospect books and records, but these powers are seldem if
ever uaed. Under the Securities Contracts Act the Government may compel
the testimony of exchange members and cthe production ef their books and
records, but these powers appear to be intended for inveecigative purposes
rather than for routine inspectioms. The exchanges have similar powers
under their rules but in practice the examination of a member flrm's books
ige resorted to only where evidence of wrongdolng has already been alleged.
In very serious cases, the Bombay Stock Exchange appoints a committee of
inguiry to examine 2 member's books, but In general the financial condition
of exchange members doing business with the pubklic {8 unknowm to anyopne
but the members thempelves. 1In fact, the general actitude of broker-dealers
seem@d to be that their books and records are privileged and no buslness of
the Goverrment ot an exchange; officials of the Bowmbay Stock Exchange told

us, however, thar thie attitude ie changing. 1t may be that it would be



ecopnomically and otherwise inpractical to establish a system of routine
inspacticne of the books of broker-dealers, such as existe in the United
States. HNevercheless, we would tecommend review of the adeguacy of

preseent record-keeping requirements and the consideration of the institwticn
of spot-check exawinatione, praeferably on a surprise basis, either by
Goverpment or exchange auditers.

Bullding a competent and responeible communlty of broker«
dealers vho will serve the intareste of the ipvestlog public depends
not only on ensuring that theose who enter the securities industry are
qualified; it ie alec necessary to provide an economlc atmoaphere in
which an efficient broker-dealer can earn a reascnable return om his
canpital and services without being subjected to uadue risks.

At the present time the stoek exchanges et maximsw commission
rates, which average approxlmately 1.5 percent but there 1z no minisum
commission rate. We understand that many broker-dezlers are obliged by
competition to reduce their commissicns to one-fifth or even one-tenth
of the maximum rate, although the well-established investment broker
firma generally find it necessary to charge the maximum rTate. It is
doubtful whether the interesta of the public are well served where
commissions have to be cut to such an extent that 1t is difficult for a
broker-dealer to provide adequate services to his customers. The

Bombay Stock Exchange uged to have a miniowm commizaion rate, bul there
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ware difficulties of enforcement and it was eventually abandoned. The
possibility of relnstituring such a rule, subject to active review by the
Government, ehould be studied.

An area in which action should be considered for the purpose of
protecting broker-dealers from undue risks is that of margins. The
margin requirements applicable to contracts that are carried forward
are discussed in Section 11I of this report. These margine are required
to be furnished only by the broker-dealery, not by his customers. In
practice, many broker-dealers are reluctant to requite thelr cusbcmers
to put up margin, for fear that the customers will take their business
elsewhere. Besides allowing increased speculative ackivity, this syztem
may have the effect of placing the broker-dealer in a precarious position,
since he 1g obliged to provide protection against insolvency or dishonescy
of a customay, but does not receive any protection himself. Since the

margin requirements are nomipal, at least by the standards of the American

*/ The Gorwala Committee, which in 195! rendered a report to the Iadian
Government on proposed stock exchange regulation, stated:

"There 15 an unfortunate tendency to continuously reducing scales of
brokerage in order to obtain large speculative business, Reasonable
scales of brokerage are essential both for enabling efficlent service
to ba given to the public and for the maintenance of proper etgndards
ameng members of the stock exchange, Reduction by individual nmembers
below the minimwzm to attract business merits the severe digpleasure
of the governing authorities."

We understand that the minimum rate was abandonad after a court in

Bombay held thae, where the miniswm rate was not charged, the entite

comtrack wae invalid,
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securities markets, it is unlikely that it would inhibit market activity
to any appreciable extent 1f custowars were subjacted to the same margin
reaquirements as thope applicable to broker-deziers. Thie toc should

be an area for further study,

Under the yulez of the Indian exchanges members are not
permicted to advertise publicly or to solicit persons who are not already
their customers. This is Iin accordance with traediticnal rwles applicable
to stockbrokers in England and other countries. It is suggested that
this prohibition may be unsultable for a country such as India, with
its greac size and population, especially considering the present need
to create Interest in Investment. The ban on advertising has already
been ended to a certain extent, since some of the exchanges conduct public
relations campaigne that are similar although not as extensive as tChose
of American esxchanges. Furthermcore, there seems bt be a lack of logic in
allowing broker-dealers to send out any kind of literature they wish to
existing customers, but not permitting any communication at all with
proppective customers. We recommend that the subject of advertising and
policitation ba reviewed, with attention being paid to the rules and
procedurea that would have to be adopted bythe GCovernment or the exchanges

to ensure the accuracy and high qualicy of any material distribucted by

broker-dealeres.
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I11. TRADIN: PRACTICES

A, Irading fleor

The two major Indian exchanges, Bombay and Celcutta, like the

major American atock exchanges, utilize a contlnucus aystem of trading.

Although thersa are no trading poste on the flooras of the exchanges each
ligted eecurity ia traded at a particular spot, ©On the Calcotta Stock
Exchange membera and autherized non=members who desire to trade in a
particular security form themeelves into a trading crowd on the floor at che
spot whéere that eecurity is traded. {m the Bombay Stock Exchange, members
acting as jeobbers in particulay securicies stand on a ralsed ledge againet
the walls of the Exchange. Those who deaire to deal in the BEEur:t? in which
the jobber specializes gather in a tradiag crowd in front of him.ﬂx

On both exchanges, exchange smployees acting as repoyters cir-
culate among the varlous crowds noting Eranaactions., There i3 no require-
ment, however, that each transaction be noted by & raporier or that members
report every transaction in which they participate, On the Calcutta exchange
curreni tranpactjons arve lipted in chalk on a large boayd which cean be
obaerved from the floeor, The Bowmbay Scock Exchange has a unigue system for
the reporting of transactions on & continuous basjis., There ip an enclosed
booth on the floor which contalins transmitting equipment. The reporters

bring their cransaction slips te thie booth and an anncuncer inside resds

*/ The Bembay Stock Exchange is currently formulating plans to construct
a new modern building, which would have improved floor facilities.
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the contents cof the slips into a microphone. Receivers are located in the
offices of member brokers, many of which #re located in the Exchangs
building. Thus, brokers and thelr customera can obtain information about
current prices, subject to the limitation that not all Eranaaccions are
reported, There are no other media for the public reporting of trana-
actiona eicther on a current basis or otherwise, except that the dally
opening and closing prices are reported in the press and that the twe major
exchanges publiah a2 dally list which reperts a few prices in each aecurity.
The other exchanges publish similar lists; some report the closing price
only, while others report the opeming, high, low and last price.

Daily volume in each security traded on an exchange is not raported,
This information is 1lmportant in apprising investors of liquidity in
particular stocks as well as indicating whether a price movement reflects
any widespread re-evaluation of the investment merit for the particulay
gsecurity. Abgsent such inmformation, an inveator cannot form such judgments
on his owm but must wholly rely om the opinioms of market professionale.

It ghould be noted that in India nelther the exchanges mor the
Government have complete information on exchange volume in the aggregate
or in individusl securities, [nexplained high volume in a particular stock
may be oné of the indicla of a market manipulaclon and Lis thus a valuable
aurveillance tool, Furthermore, even aggregate volume information provides

pome ineight intc the general trend of the market which 1ls of use to

financial inscfitutions and imveators,
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The majer Indian exchanges permit certain non-members to have
access to the trading floor, while the major Awerican exchanges restrict
access to members. The Indisn exchanges permit members ta have a apeci=-
fied number of agsistants on the floor of the Exchange who may execute
orders ie the name ¢f their employeea, Also, remisiers are permitted on
the floor, although they are not allowed cto engage in transaccione.
According to exchange officials, thie is to sllow them to obtaln a "feel"
for the market in stocks in which they may be interested. It waa algo
ptatad thit remlisiers might bring orders with them to give to members ot
their apsistants for execution. BSuch orders do npot have to be in writing.
Under such clircumstances there Ls nothing to prevent a remisler from
trading for his own account or for A customer under discretionary authority,
on the bagis of the trading activity he ohserves on the floor. Desplte
the fact that the rules prohibit presence of unauthberized persons on the
floor, the authors cbserved an instance in which wnauthorized persons
were admitted to the flooxr of one of the majer exchanges uwnder circumstances
which made it clear that this was not an isclated case.

Access to the floor of an exchange should, we believe,be restpict~
ed to persone actually engaged in the trading process, Unless the public
generally has free entrance to the flcor of an exchange, to permit certain
individuala who are net so engaged to have floor privileges sets up

questionable dietinctions. These distinctions, especlally without a guick
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and reliable syatem for reporting transactions to the public generally, would
permit persons having floor privileges to obtain and react to valuable trading
information denied to investors generally. Such a2 situation is an element in
breeding a public view that a stock market 18 a place for insiders and thus
reduces public confidence in the integrity of the market place.

Furthermere, as noced elsewhere in this report, one of the
problems facing the Indian merkets is manipulation, There is no better place
than the floor of a stock exchange to enter manipuiative orders. It iw
difficult enough for &n exchange to suparvise the conduct of those members
whe have businers om the fleoor, without having 2 group of non-members Whose
conduct hae to be policed, The exchanges ought to be required to enforce
striccly the rules barripg outsiders from the flaor. The presence of
re¢misiers on the floor ought to be re-examined with a view to determining
whether their presence servee any vaeful purpose.,

B. Mechanice of execution

Allowing for certain technological differences and slightly
different trading practices, an order entered by a public inveator in Indis
is executed in a mamnmer quite simllar to that employed on American exchanges,

Customers use orders similar te those in genevral use ip the
United States. Market ordexs are aometimes known as "beatwrate"” ordere; and
brokers interpret their respomsibility to execute such orders “as soon as

posslible at the prevalling market rate," which is bmeically the same as the
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responblbllity of the brokers in the American exchange markets when accepting
market orders from their clfents. However, the difficulty in cemmunications
in India has led to the development of other types of ovdere which give
brokera scome degree of dlscretion, One leading investwment flrm accepts an
order "with appropriate limits." Under the terma of such an order the

broker is given discretion to execute it at 2 price wp to opne full brokersge
commigsion away Irom the price apecified by the investor. 4s in the United
dtmtea, some brokera will not accept diecretlon to che extent of deciding
which security to Luy or to sell for the customer, although they will accept
orders in cthe alternative, which may contaln 4 number of contingencies,

Orders ara tranmsmicted to the floor of the major Indian atock
exchﬂnéen in & varlety of ways. Telephone facilitles are provided by the
exchanges, rmners may brieg ordera and, as was poted above, remisiers are
permitted to take orders onte the floor of the exchanges.

When orders reach a member or an authorired assigtant on the
ficor, he takes the corder to the trading crowd where he will make inquiry
about curyent quotations, The matket 1s quoted by jobbers,lmown as
tavavaniwailas (see below for a descripticon vf the activities of these
members). Although both the Calcutta and Bombay Stack Exchanges run com-
tinuous auction markets during trading hours, moat tranaactiona do not
occur between brokers but batween a broker ecting for a cuatomer on wne side
of the tramsaction and a taravaniwalla acting as a dealer on the other side,
Since the %ndian markets are currently in a period of low volume, it is not

surprising that there {4 not a sufficient voelume of orders fyom mwembers of
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the public Co insure a contimuous auction meriket without partiecipation by
professionals. Even when public volume is high, substantial participation
by taravinawalle is iikely to be necessary Lo ensure a continuous aucrcion

*/

mrkﬂta

Price quotations given on the flcor of the Bombay and Calcutta
Stock Exchanges are undargtood to be good for one unit of trading, which
may vary from 1 to 100 shares, depending on price. It is the English and
American practice for a broker bolding a customer's order initially mot to
revedal to a dealer whether hie order is to buy or sell until he hap received
both a buying and selling quotation from the degler, We were not able to
wholly clarify thie point but there was some indication that Indiaw brokers,
when cthey were in & burry, disclose their cuatomers' orders before receiving
quotations for both sides of the market, It would seem that to the extent
that this is dome it should be discontinued. A breokex is not fully die-
charging his responsibility by discloeing bils client's hand prematurely,

The trading rules of the Bombay 5Stock Exchange make zo digtinmciion
between a customer's order and a principal transaction by a member, Thus,
membera are never compelled to vield priority to a public order. It 1 mot
clear the extent to which thie practice permice a broker to compete with his

own custowexe. In any event, it would seem desirable to establish a aystem

*/ On the Hew York Stock Exchange, specialists {who perform the functicm
of jobbere) are imvolved 2¢ dealers in almost 30 perxcent of all trana-
actiong. See Report of the Special Study, Chapter VI.D.
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of priority, under which floor rrading transactions by members would be
compelled to yield the fleor to public orders under certain clrcumstances,

After a tranpaction is completed, it is reported to the client,
firat orally and, aa discussed below, by & writcen confirmation. The nexc
morning, so-~called contract clerks representing each of the members
involved in the transaction make a comparison and inicial the ledger of
the member involved on the other side. These initials are binding upon
each member, The ledger entry is the broker's permanent recerd of the
traneactlon. A wemorandim is generally prepared during the day of cthe
transacticon by the executing member or his aselstant who executes & trans-
action;but ne £ntry is made as to the tlme of transaction, In any event,
aince the customer does not have access toc a eystem of sequential reporting
of tramsactions, a timed repert would not epable him to dectermine whether
his execution wes proper. The lack of a cimed record is, however, a
limiting factor oo the ability of the exchapgea or the Government to
reconstiruct the matket for surveillance purposes,

As 1p the United Stateg (but not in England), Indian brokerage
firms may trade with their cliente ag primcipal. We understand chac the
practice ia fairly common In India except for certain firme which as &
matter of incaynal practice never act as principal, Such traneactionr wmust
bte at a "fzir and reasopable price." The "crosa" will usually take place
off the ﬂ'x.'r of the exchangs and the pricing is generally said to be gt

the c¢urrenk exchange price. Two separate forms are prescribed for
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confirming tranasactions, one for agency transactions and the ather for
tranpactions where the member has acted as priccipal. Even on the agency
confirmation, the broker's commission im not Beparately stated, Likewise,
the form of confirmation for principal transactions does not geparately
state che mark-up charged by a broker,

One other point about trading mechanics should be nnt:d. There
is5 no umiform method of pricing odd=lota on the Indlan Exchangea."IIIIr There
are certain jobbers who specialize in handiing odd-lota and they will
charge a non=uniform discount or premium for executing odd=-lot ordars,

On the Bombay Stock Exchange, about 10=-12 jabbers specialize in the odd=-
iot function. It Ls usually possible to obtzin a quotation for anm odd-Jjot
in any of the stocks traded on Eombay. However, one of che leading
brokerage firme in Calcutta (which is probably not dissimllar from

Bowbay in thia respect) warns its customers that odd=lots may be difficult
tc handle,

It would be pramzture to recommend that a wniform method,
like that in effect on American exchanges, be introduced for handling odd-loca
on the Indian stock exchanges. While certain ¢riticlameé have been leveled

¥/
against the odd=lot syatem on Che New York Stock Exchange, there ia no

*/ An odd=lot is an order for a emaller amount than the trading unit in
the particular security.

wkf See Report of the Special Study, Chapter VI.E.
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doubt that the guaranteed axecution of odd-lots under a uniform pricing
system encourages emall investors to participate in the markets, Study
should be made of the feasibility of introducing an odd-lot ayatem in India

which would encourage small odd=lot investwent,

. The taravaniwalla {{obber) system

A5 neted above, the taravaniwalla is the key filgure on the floor
of the major Indian exchanges, and he participates aeg dealer in most trang-
actions, Cn the Boubay Stock Exchange there are bebween 75 and 100 members
acting as jobbers. Thees members are not registered azs jobkere with the
exchange and are not subject to any special capital or other requirements.
In active gtocks there may be 25 wmany az L0 members acting as lobbers and
in le;s actlve pecurities there may be only one. Certain members apecialize

in very inactive securitles and act as jobbers in a number of such stocks.

Curreptly In the mest active stock on the Bombay Stock Exchange,
Century Mills, there are eight members acting as jobbers. The vice-president
of the Bombay Stock Exchange is one of these and he states that he was
Initlally ateracted to the stock by ita activity, He is probably typical of
other jobbers, who float from stock to stock as one becomes active and
another loses its speculative appeal.

Hot only :; there no general regulatory structure goveruing the
activicien of jahberd_ but there are no trading rules which apply aspecifically

to thelr activities, Jobbezrs are under no obligation to quote two-way markets

*/ bUnder the Securities Contracts Act, the Government haa power to compel
the Exchanges to regulate jobbexs, but it has nevey dope so,
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and historically did not do soc., Previous investigations of Indian stock
market practices have bean c¢yxitical of the jobber syecem oo this score., It
appears, howevey, that on both the Bombay and Calcutta Stock Exchanges this
practice has changed in regent years and that a Jobber will maintain bokh

a bid aod an cffer.

Jobbers are not rastricted to acting as dealera, Some have
clients of cthelr own end thelr partnere or aasistants axecute cuatomers’
prdars 1n other stocks. Hevertheless, brokers aeldem leave limit orders
incapable of immediate executiom with a Jabber. Thus, while there is no
legal inhibition on the Ipndian jobber acting as a broker, he does not
accumulate a "book" of limit coders in the fashion of the American specimliat.

The Indisn jobber generally seeka to avoid carrying a poeitien
overnight, to minimize hie risks, But in order tc engage in such "daylight
trading'" the jobber must of necessity be forced on occagion teo reduce
poaltions and to refuse to assune any long positions in a declining market,
Thus, the observation in prior studiee, which wasa alsc made to us by an
important exchacge ofiicial, that the trading of Indian jobbers accentuatesa
maricet trends is probably accurate.

This kind of trading activity would pot be gignificant 1f it did
not involve the jobber, As the Speciel Study of Securities Markets pointed

out, the specialist cccuples a position in the markec place vhere hia bida

and offers often lead ag well aeg reflect rthe trend ecf public
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gupply and demand, Although long-term price fluctuations may ultimately be
tled to fundamental economic factors, on & moment=-to-moment or day-to-day
basis dealers cap have & weasurable impact on the tome of the market., For
example, the Indian jobbers establish the opening quotation in each security,

which may have an important affect on the price trend during the remainder

of the day.

The jobber's central position in the market place gives him a
L7
tremendous potential for manipulsztion. It has also been statad that

certain jobbers have developed intimate relaticnships with the companles
whose gecurities they trade. Such relacionships have proved to be the

breeding ground of certain fravds and manipulations involviog speclalists
ek /

on the Americapn Stock Exchange in recent years. We believe thar the

!J For exampie, in the period of massive securities manipulations chat
preced fhe great stock market crash in 1929 in the United Scatse,
the apsistance of specialistes was often considered indigpansable
to the succees of the pool operaters. Some of the proviszions of
the Securitiees Exchange Act of 1934 were specifically aimed at this
preoblem.

*%/ See Staff Report on Organization, Management and Regulation of Conduct
of Members of the Amaricac Stock Exchange, App. X1I1-A, Special Study of
Securities Markets. On the general problem of relationships between
broker-dealers and publicly held companies in India, see Section 11 of

this repeork.
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total ebsence of vegulation of taravaniwallas represents a serioms gap in
the regulatory structure of the Indian markets, although as noted above,
the Government and the exchanges have authority te regulate the prasent

*/
activiries of jobbers.

When the question of the lack of regulation of the Indian jobber
systex has been railsed in the past, it was urged that norm:l competitive
factors compel jobbers to maintain quotes which accurately reflect the
investmeant merics of the securities in which they deal. It has been argued
rhat gelf-interest will insure that lobbers keep reascnably narrow markets
to encourage inveators to participate in the markets, eoc that the jobber,
uhuse'major source of compenunti:n derives from turnover, would have greatar
oppottunities of partic[patinrn.m_Jlr Although a large number of members act
ag jobbers in certain securibies, it ik gquestiopable whether there is any
real comperition among them. A leading jobber told the authors that jobbers
uaunliy quete the same markecs and only on rare occasion will a jobher cut

pricee competitively. Furtheremore, there is no system of prioricy which

would give the benefit of transactions to the jobber who first interposed

*/f It might be noted that the Londen Stock Exchange recently took the
first step towards the regulation of jobbers. A new Exchange rule
provides that when a jobber decides to cease dealing in a particular
gecurity he must notify the Exchange in writiog of his reasons for
60 doing. The rule furthar prohibits szuch a jobber from resuming
dealings in securities without written notice to the Exchange.

wh/ Similar arguments were made to the Congress in che course of the
hedringes which led to the pagsags of the Securities Exchange Act of

1934,



the higheet bid or lowest cffer. According to the epame source the question
of which jobber will engage in a prospective transaction will be settled
"in a friendly way' between jobberz. These facts would seem o indicate
that competition among wmarket makers is abt best an imperfect substitute

for a regulacory approgch, which defines duties and vresponsibilities.

If a regulatory appreoach is to be taken, howewer, it must

reat on a careful study of the kind of markets maintained by jobbers and the

effecte of their trading om prices. As in cther areas, there im no such
*/

dats now available. Such etudies also should be directed at ascercaining the

capital reaources of jobbers with a viaw to imposing a capital requirement,
&8 weli a8 the formulation of trading rules which would prevent their sctivie
ties from having en undue impact or prices. Finally, some routine surveillance
system 18 indiepensible for determining whether jobbers are engaging im
manipulative activitias on behalf of themselves or cthers,

We recelved Indicationa that certaip restrictive tax policies have
4 harmful impact on the ability of jobbere to perform their function, We
understand that lossea In the jobbing business are conaidered as being
apaculative in pature and hence are not allowed to be deducted from income
a8 buaineaw lospen. If jobbers are expected to perform the uasful function
of parket-making, it would seem that losses attributable to the performance

of this function ahould not be treated differently from thomse incurred in

any other business or profeaaton.

*/ On the need for additional market data, see Section V of thia teport.



D. Forward crading

The Indian stock exchanges have historically permitted a system
of trading in securitles which is unknown 1n most of the world's securities
markets. Thia aystenaknﬂwn g5 forward trading, is in effecc a futures
market in 54&c:|.:.ri.l:i.nau':-.-"Jr Forward trading is permltted only in those etocks
which are on a so-called "cleared" list of each exchanée. Without attempting
to describe all of the mechanics of the forward trading system, we should
firet note that the practice seems to have developed around the fact that the
clearing procedures used historically om the Tndi{an stock exchanges Llnvolve
a l4-day settlement pericd.

Transections entered lpte during any settlement period for cleared
gecuritles can be settled in a number of ways: Firvet, transactions can be
for np;t delivery, in which case delivery and payment must take place within
24 hvl::ﬂ;l'x:lat_?:ﬂ;lIIIr Secondly, the transaction may be for so-called hand delivery,
which requires that the transaction actually be pettled within the clearing
period of 14 daye. Under this form of contract the securities must be
delivered against full payment. Transactisnz in non-cleared securi-
ties lleted om the Exchange must be settled on this basis or must be for
spot delivery. However, the third alternative, which applies only te securi-
ties on the cleared list, may invelve either an off-setting Cranaaction by
the inveator prlor to the cloaipg of the settlement perisd and tha payment or

recelpt of a cash differenca, or 8 carrying forward of the transaction into

the next settlement period.

*/ The only other exchange market where this system seems to play as
prominent a role as it does in India 1% the Paris Bourse.

15{ The Securlties Conkracte act does not apply to such contracta and they are
thus exempted from the proviaicna of the law which require transactions in
listed securities te take place between exchange membere. It f8 said that
such transactiona are mot muperous and present no substantial regulatory
problem,
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It is the latter arrangement which forms the basis of the forward
trading syetem. 1In a formel sense, all contracts are required to be closed
by the end of the settlement period, but in fact, through the interposition of
an exchange member known o a4 budliwalla, who acte ag a financler, a trans-
action can be kept open Indefinitely, The budliwalla, for a fee, will zssume

*
one glde of the contract, at the then prevailling market price,-f for the next
sectlement. Thus, & seller {who may be short) need not deliver securitiea, or
a buyer need not pa¥y the purchase price, until such time as ha decides tao
cloae the contract., Of course, by carrying the contract forwayd, the short
aeller hopes uyltimately t¢ cover his short position at a lower price, and the
buyer hopea that there will be an increase in price so that the transaction
can be-pfiset by a resale during the peried in whick he decides to take
delivery, The system therefore permits long=term speculation at a minimsl
cash comaitment. The closing caeh paytwent which may only be a difference
between contryact and market prices Ls not a securitles transaction at all;
the seller never actumlly delivers securities and the buyer never makesa full
paymeni.

The clieared list contains the most active and well-lmown Indian
companies. As noted above, theze are the only secorities eligible for forwerd
trading, The rules cf the Calcutta Stock Exchange provide that no mecurities
ghall be placed on the cleared liat unlesa thare is adequate public intereat

in the company; the comppany 18 of "aufficlent magnitude and public lmportanpce ;™

*/ At the end of the settlemant period the Preasident of the Exchange announces
a price known as the make-up price, usually the last price et which the
security invelved has traded, which establishes, among other things, the
price at which a transaction will be carried for ancther settlement perilod,
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and, finally, that the company has been incorporated for at least three
Years.

Alithough there zre no dats on the percentage of all transactione
carried forward, Lt Ls generally assumed that such trading constitutes a
subhatantial portion of the volume of trading in cieared securities. The
reason for the relative lmportance of forward treding is that, althaugh the
Indlap markets are in a depressed geate with low overall volume, certain
"cleared=-list" securities form the basils for Intense speculacive activity,
much of which Involves forward trading. At the cime the authors werée at the
icmbray 3tock Exchenge, the stock of Century Mills was the speculative
favorite and indeed {t appeared that trading in thia stock was respotiaible

for a large portion of the trading on the entire Exchange.

1t 15 the belief of the authors that the forward trading system
is m cause of the lack of public confidence in the Indian securities
markets, 4 freguently heard criticism of the markets lp India is that many
of the transactions are those of "gamblers.” There can be 1ictle doubt
that from the American poilnt of view forward trading in securities is not
an activity which 1s viewed as legitimate speculetion.

Although there are admitted semantic difficultiea involved in
definitions of auch terns aa "investment,' “speculatien,” and "gambling,"
tranmactions which are not consunmated by delivery are not permitted cn the

*f
American exchanges. Dealings in options suck am puts and callas are

%/ Short selling ia the closest kind of transaction permitted ou American

- exchanges to forwsrd trading. A short seller, however, is not excused
frowm making delivery on the fourth day after his sale and, in the con-
ventional transacticom, & short seller makes delivery with borrowed stock.
Ultimately, the short seller must cover his peosition with a purchase in

the markat.
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permitced in the United States but these are over-the-counter Cransactions
and do not have any direct effect on securities prices on the ra:a:a.:.'mi,:'ag-.=:a|.f.z

These who are interested in making a legitimaie investment in a
security in which there is forward trading, ns.wtll as those who hold the
gecurity, will find that prices are being set by persons whe have neo
particular interest in the security but are merely erjoying a sophisticared
form of gambling, Where a transaction that is carried forward iz finmlly
aettled by a cash payment, it does not even give a legicimate lovestor Lhe
tncidental benefit of added liquidity to the marksc,

It ia frequently argued that the kind of speculation represented
by forward trading hae the stabilizing effect of evening out long=-term

price movements, since the informed speculater will sell ehort when prices

are toc high and will buy when they are too low, It has been the #Amevican

experience that actusl market data do not bear out this asgumption. Such data

heave ghown that the apeculator follows the trend of the market more often than

he anticipates {t. If this is the cage in India, the geffect of forward

trading would be to accentuate rather tham te counteract market trends,
Furthermore, the forward trading system complicates and confuses

the regulatory pattern. The discouragement by the Reserve Bank of India

of banka lending to finance gecurities transactions, noted in Sectiom 1,

soems to be aimed principally at reducing the intense speculative activity

%/ 1t 8 interesting to note that the Indian Securitles Contractsé Act

- prohiblte dealings in puts and celis. In light of the permitted
forward trading system, this prohibition does not seem to place any
sffectual curb on speculation., It might also be noted that the American
exchanges prohilbit trading in puts and calls on thelr floorxe.
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baged on forward trading which characterizes the market even in its present
depressed state. Unfortumately, this attempt to strike at excessive
speculation has the affect of diegcouraging all securities activities.

Another confused pattern of regulation involves the margino
aystem. The Indian authorities apparently assume that market operators who
engage in forward trading will seek Lo protect thejr positjons by wanipulative
actlvities. In order to curb such activities, one ¢f the margin requirements
imposed by the exchanges at the request of the Government requires that the
holder of an "open' comtract to buy securities post margin when the price
of the security involved has jincreased, and similarly requires the holder of
a contract to sell deposit margin when the price has decreaged. The purpose
ol these reguirements is to prevenk speculators from using their unreallzed
profits to force the faverable trends to continue, Margin requirements are
directly opposite In the United Stares, where a buyer on margin oust, under
exchange tules, post additiocnal collateral when the value of pledged shares
decreases. The purpose of this requirement is to prevent & market collapse
and broker insolvencies throwgh forced liquidations. The Indian margin
syetem is probably ineffective as a concrel of forward trading.

Purthermore, the forward trading system encourages the existence
of an illegal curb market, which is discussed in the next seckign; discourages

investors from participating in the securities markets, by perpetuating thelr
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reputation as gambling casines; and tends to Inhibit the gzrowth of a
responsible bhroker-<dealexr commmity, The forward trader 1s more interssted
in obtaiming a fractionally lower coat for each tranmaction rather than in
making acund investments through a qualified brokex-degler,

The aukhors recomsend that consideration be given to measures
for prohibition of forward trading in aecurities on the Indian atock
exchanges, While such a probhibitiop would represent a profound change in
the securitics markets, it would mot be an entirély new departure; forward
trading was baoned during the recent pericd of armed conflict with
comouniat China, Abelition of forward crading in pecurities cannot be
expected to be a papacea for all the ille which plague the markets, It may,
huweveé, ke an essential step in converting the markets from a bigh specu-
lative mediim to a crustwerthy device for chammsling savings into equity
securities,

E, Curb markats

A problem which has plagued the stock exchanges in India is the
exigtence of curb markate existing in close proximity te tha stock exchanges.
Alchough the lsw prohibits transactioms in sneuritgeu in the ares cof the
exciuznges between other than exchange mesmbers (except for spot contracts),
many of the participamts in the curk markets are not mambars of exchanges,
Although the rules of the axchwnges prohibit axchange membéers from degling
in the cutb matkats, & nvmber of members in fact engsge in such activities.
Thus, none-membtor brokers violate the law and exchange mexbers violate

exchange rules when they participate inm the curb markats.
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At the tims the sutkers viepited the Calcutta 5tock Exchange the
curk market was open and notorious with hundredsof persome comgregating in
the street immediately outside the Exchange. Although sificiala of that
exchange represented that the trading which tock place there was in cowmodities,
it seemed to be generally recognized that much of this trading was in fact
in securitias traded on the Caleurta Stock Exchanga,

In Bombay the curb market was not so ocbvicus. Apparently, some=
time during 1964, 100 mewbers of the Exchange petitioned the Exchange to put
an end to the c urb market and the Exchange responded by announciog that sny
wenber caughe participating om the curb would be subijected te disciplinary
sanctione. However, exchange officials stated that the iacal Bowbay police
were n?t cooperative in purting an end to such activity._ihlthough the
Exchange has tade some progrees in its drive againat curb trading, it has no
centrel over the non-members who engage im such setivity.

Curb trading takes place fxm about 1l e.m. wmtil 12 noon;
"recesses" during the period that the exchanges are open and recomaences
about 2 p,m, wntil 5 p.m. Thereafter a telephone market, which may be com-
pletely lawiul when conducted by exchange members, is maintalned by a hand-
ful ¢f brokers, In Bombay, the newspapers regularly publish 9:30 ot 1D p.m,
quotations in liated stocks. It haa been atated that theae quotea are cften
arcificial oned but have a profound affect on the course of trading on Che
Exchange the next day,

Opinions vary aa to why the curb market exists, although almost
avery person interviawed regarded the existence of these markets as a major

problem. It sgems somaviat anomalous that such an active curb market can

%/ In fact, the President of the Rombay Stock Exchange receidved a traffic
ticket when his chaffeur used his heorn in an attempt bto clear = path in
the street. The stock exchanges and the central government lack the

resourcesa to combat curbk trading.
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exist in a3 perind of depressed prices and low volume, Historically, in the

Inited Statea such markets existed duripg perioda of boom and dikappearad

vhen the markets were depressed. One supgestion which seems to have meric 1is

that thess curb marketsa are intimately comnected with the forward trading
syatem. Since the official markets are oper only two hours, the kind of
speculator whe is interested in the Ygambling'" aspects of forward trading
cannot find enough "action® and eimply move into the streets when the axchanges
ave not in seemion. & partoer in an important inventwent-oriented firm atatced
that & broker could not avold participating in the curb market if ba acceptad
clients who engaged in forward trading, Since fluctuationeg In curt market
prices affect exchange prices, 8 breoker cerrying forward pesitions is forced

to participate to protacr his client's interest,

Another fact which may help explain the existence of the curb
market 18 that thers is no minlmum commiseion rate schedule in affect om
the exchangee. Thua, persons deslxyipmg to engsge in the busineas do not have
the Incentive of price protection as quid pro quo for submitting fo regulatiom
by the Exchange and psyment of the required feez. Likewigs, members them-
selves do not have the common intereat in protecting the exchanges that
price protection would provide,

It would geem obvious that a totally unregulated merket rvun by
parsons not subject to any regulatory jurlsdiction sand which affects prices
on tha official marketw presents a problem of che first magoltude--especially
vhen it acems to be generally accepted that these marketa ave manipulated.
Furthermore, the existence of such markets can only detract from the

axchenges' abllity to control members'activities in thelr own marketg placea,
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Regulatery controls imposed by the exchanges or the Government will enly

tend to weaken the exchanges' competitive positicn to the benefit of the un-
regulated curb markets, 1t would appear vically necessary that any regulatory
program aimed at lmproving the character of the official market muet be
paralleled by a vigorous program to eliminate curb trading. Ancther
poasibility, which standing alone would not solve the problem, is to

increase trading hours opn the recognized exchangeas.

Fa Blapk tracsfers

An area which has excited much attention in recent years amopng
peraons interested in the Indian securities marketas is that of so-caliad
blank transfers. Thip is a method by which nams of the buyer L5 omitted
from Lhe deed of tranefer when cumership of securities ie transferred. The
securitied aubject to & blank trapsfer may paag from hand to hand for a
conglderable period befsre some purchaser fills in his name and has him=
self registered by the company as a shareholder, &t first blush chie
aystem ia merely a commercial copvenience anralogous to the commm American
practice of leaving mecuritiess im “'strest name," L{.a&,, in the name af
a nominee of & brokesrage firm, Both systems minimize the paperwork nec-
egaary in traneferring ascurities on the records of the company as a result
of every purchase and sale or other tranafer of beneficial owmership.

The Indian blank transfer zyetem has come under recurrent
attack at least sivee 1924, when it first ceame under ascrutiny, and legisla-
tion is currently panding which would reetrict the life of a4 blank tranafer to

#ix months, The rexsoms for these sttacks ia that blank transfera have
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been abused in several respects, First, a blank transfer facilitates
manipulatioms and quesationable transfers of securicies becween corporationa
and insidere for umlawful purposes. Secondly, the faflure of the transier
racords of a corporation to reflect the actual beneflcial owner of stocka
ehables che aystem to be used to evade income taxes and ceonceal wealth,
Thirdly, blank eransfers are used to avold transfer taxes, FPinally, the
blank transfer has come under attack becauvge it {6 ap important LE net
esgential mechanism in forward trading. As waa poted above, a forwsrpd
trading centract is thecretically closed at each settlement, although in
fact the position may be carried over indefinitely. Lf it were not for blank
tranefere, forward traders would be forced to register a tyanafer of gecuri-
ties at the close of each settlement period.

The stock exchanges have attempted to resist the imposition of
new contrels on blapk tranafers. They argue that furcther reatrictiona would
inhibit the liquidity and negotiability of shares by affecting credit
facilirties and disturbing banking practices, They vurge that additional
legislation should be aleed not at restricting the blank transfer wystem but
at increasing the protection afforded to holders of certificates under a blank
deed of transfer ec that these guch certificatres achieve someching like the
atatus of a fully negotiable instrument and can be held free of varicus
common law defensen,

It geems to the authors that che attack on the blank transfer
system la at legst in part miadirected. MNone of the evils, except pechaps

the avoidance of transfer taxes, flow diveccly from use of the system, Even
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if this system were eliminated or severely circumgcribed, other devices to
achleve the same repuit would probably develop. Where shares are freely
traded and widely held, there is 2 compercial need for legal devices which
enable gecurities bto pass from hand to hand with as lictle red tape as
possibie, If the blank tramsfer system were vescricted to such an extent
that it woeuld noc serve this purpese, the use of nominee names mipght well
take its place. If this or sowme similar development were to take place, the
transfer records of a corporation would be juat as diffilcult to use for the
purpese of identifying beneficial owmership as under the plank transfer
EYyBLem.

Hevertheleas, the problems are real ones., AL least part of
the anaway might lle in a reguirement that all brokerage firme "know" thelr
customers and to keep adequate records of their identity and transacticma.
If it were unlawfol for a broker knowingly to accept an account where the
principal was noti revealed to bilm and for anycne to deal with a broker
without revealing the identity of the person or persona having a beneficial
intereat in the account, the problem would be ameliorated to an extent.
Undar such & rule, the broker's office rather than the booka of the
corperation would be the focal point for information concerning che current
gtatus of a corporation’s gpecurities., Of course, thia would not eclve the
problem of direct trapsfer without the use of a broker, but sven a pro=
hibitiom om blanik transfers would not prevent the use of pecracy and falee

*/
identification by thoas willing to violate the law.

*/ The gnwwers to the spacific problems of concern which involve misuse of
plank transfers might be found in their own concext. For example, for
tax purposes & tranafer could ha presumed in law to have taken place when
firet yeflected on the books of a corporation, with the texpayer required
to prove that there was a beneficial change in cwnership at an earlier date,
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IV, HNEW I550E PROBLEMS

It is beyond the scope of this report to describe and evaluate
the procedures used for the distribution of new issues of securities in
India or for the regulation of such distributions. Hevertheless, 1t seems
appropriate to include In a report om the problems of the Indian stock
exchangee 8 brilef discussion of the new lssue boom that exieted between
1259 and 1962 and the problems to which it gave rise. For one thing,
although new isgues are not distributed through the medium of the stock
exchanges, members of the exchanges act as brokers or underwriters in
digtributiens, and listing on an exchange usually follows the distribution
of a new lssue by no more than a few weeks. Thus, the rules and policles
of th; exchanges have lmportast effects on the new issue market and vice
versa. Secondly, there can be little doubt that the excesses and misconduct
that apparently occurred in the new issve matket during its heyday are a
cange of the present lack of investor confidence in the Indian secuyities
markets generally, which extends to the trading markets on the stock
exchanges. Any measures taken to repair that confidence would probably
need to include protectiomns for customers in the new fssue market.

Between 1959 and 1962 something of a speculative fever seewms

*f
te have struck the Indian investing public. During this perxlod the

%/ A gimilar phenogenon occurred in the United States during the same
years. The American new ispue boom is described in Chapter IV of
the Beport of the Special Study of Securities Markecs.
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public was eager to buy the securities of almeat any new company - in cne
inztance Lhe public oversubacribed a new igsue by 64 times the amount of
stock that was belng offered. We were told by one broker that he receiwved
moze than 1,000 requests {o subacribe to many new issues, fram cab drivera,
vegetable vendors, aond ocher perscnas who had never before invested in
gecurities, Many of these atocks, after initially trading at a premiuvm,
suffered substantial price reverses, and a recent survey indicates that
gpproximately 75 percent of all new lesues offerred to the public during
these years are pow trading below par value. Many persons, particularly
unsophisticatad inveators, lost money from especulating In the new isgue
market and are consequently reluctant to reenter the gecurities markets
today.

The price fluctuations which characterized the new issue market
appear sometimes to have been created or influenced by manipulative activ-
{tie¢ on the part of corporate imgiders. In eome instances, stock was
withheld from the market to restrict supply, while rumors and wisleading
informaticn were digseminated to increase demand. Then, while a high price
level wap maintezined by these wethods, the insidete would aell out thelr
ghates to the public. 1In pome instances, the trading market commenced ac
premium pricez bafore the dismtribution was completed, and we beard of ane
case 1o which trading began before the company was even orgacized! Some
promotets created a acarcity of stock by withholding application forama for
allotments, with the result that eager investore offered payment for the

forma themsslves. The Govermment finally requived that a reasonable number
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of forws be disktributed in any new ilssue. Such devices not ouly created
artifically high trading premiums but also prevented public investors
from selling their allotments until the insiders had alveady sold theirx
stock and the price had gone dowm,

Government regulation of the distribution of new iesues of secur-
icies has besn concerned principally with directing capital iaoto approved
channels in accordance with overall economic policy. Protection of
investors against fraud and manipulation did not receive major emphasia, at
least until the excesses during the new issue boom peinted unmis takeably to
the need for tegulation in this area, Certain of the reforms which were
effected during this period were supported by the stock exchanges, principally
the Bombay Stock Exchange. An example, is the requirement imposed by the
Govermment that at least 43 parcent of any new issue be dietributed to the
public; this requirement had for esome years been a conditien to listing on
the Exchange. The Government aleo prohibited fnsiders from selling their
allotments of new iasues for a period of two years. Both of these mezsures

probably tveduced the manipulative potenkial in diatributione of new issues.

Present Government regulation of new issues is chiefly the respon-
gibility of the Controller of Capital Issues. This cfficial raviews the
proapectuses of companies intending to lssue securities to fhe public in

order to aecertaln whether they contain the information required by law.
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This review does not appear to be as coaprehensive as that of the Securities
and Exchange Commission in the United S5tates, for example, the Contyoller of
Capital Jssuee does nobk check the wordlng or the reasconableness of estimates
by a company of its future earnings or progress. The Controller of Capital
Tesues alao reviews progpectuses for compliance with other requirements.

One of these is the limitaticn placed on promotional costs, including
rayment of promoters, underwritera, and brokers. These erxpenees may not be
in excess of 5 percent of the total offering.

The Controller of Capital Izsues alwo sets the offering price of
certaln new isgues, In a number of instances this price, which is worked out
through a rather complex formula, represent:s a premium over the par value of
the stock. Several brokers indicated dissatisfacticn that they were required

to sell new issues at a premium, especially egince the later decline In the

price of the stock cavsed gubstantial losges to investora. One of theszs
brokers told ue that he no longer recomsmends new issues to hie customers
because of their past poor performance, especially as compared to the
premium prices that he was obliged tocharge.

We recommend that the requirements applicable te new izsvues and
thelr administration be reviewed for the purpose of strengthening the
protections afforded to investors and alsc tc remove any unnecessary
restrictions on underwriters or brokers. In connection with the latter,
it may be that the limitations on compensation are too restrictive in the

light of the riska and expenses involved, and that they serve tc discourage
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broker-dealers from particlpating in cfferings of new securitles. Further-
more, we understand that these limitations are evaded by some underwriters,
whoe charge companies additicnal "ceonsulting fees."  These conpiderations
will of course have to be walghed agafnst the Government's interest in
chaonelling the maximum amount of capital inte productive uses and in

preventing overreaching by broker-dealers.
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V. CISCLOSURE REGUIREMENTS

The availability of adequate and accurate information congerning
companies whose shates are publicly traded is essential to a public market
in securities. The listing agreement, to which altl companies whoee shares

are admitted to dealings on an Indian stock exchange are peguired to syhb-

scribe, containg a4 number of disclosure requirements. OQur survey Ttevealed

certain inadequacies both in the reguirements themselves ard in their

enforcement. Furthermore, it is possibkle that the Govermmant should azgume

a larger role in assuring adequate diesclosures to the publie.
The listing agreement adopted by the exchanges has been approved

by the Government under the Securities Contracte Act. It applies not only

to newly listed companies, but alsp to those which were already listed at

the time o0f its anactment. The zgreement contains several provisions with

tegard to dirclosure, as follows:

1. Every listed company must file with the exchange,
a8 soon 26 they are Issued, its annual repatt,
balance shéet, and profit-and-loss statement.
(The Companies Act requires that these reports
be furnished to steckholdexs}. Copiles of these
reports must be furnished, upon application, co
any member of the exchanga.

2. A schedule of the distribution of its egcuritciasa

and the namen and holdingas of the ten largest



=52

stockholders must also be filed annually with
the exchange.

3. The exchange may require interim atatements of
carninga and operatione, but only with the consent
of the company.

4. Declarations of dividends must be reported immediately
to the exchange, together with a8 profic-and-loss
statement for the vear and a compariscn with the

Previsus year.

3. Changes in & company's capital structure; the general
nature of its business; and its officers, directore,

or auditora must be treported promptly to the exchange.

6. Prompt notice must alzo be given to the exchange of
"any other infermation necessary fo enable the holdera
of che listed gecuricies of the company to appraise
its position and to avoid the establislment of a false
market in such listed securities."

7. Such other information mwet be furniahed as the exchange
"may tessonably require."

8. The exchange way disclose any of the above {aformation
tc the press or {ts wembers. FProvision {d made, how-

aver, for confidential treatment where public discloaure

would be detrimental to the company.



9. Proxies must be solicited for all but rtoutlne
mattera to be presented to the stockholders, and
questions muat be o worded chat & atockholder
is able to vote elther way.

These requirements cover a good desl of ground and could provide
the baple for a resscnably adequate aystem of corporate disclosure. Hever-
theless, we received a very distinct ifmpressfon that stockholders actvally
recelve conafiderably lesg corporate Information than a tl.uding of these
Tequirements would indicate.

Although pericdic reports are contemplated by the listing agree-
ment,- the exchanges dc not require them if the company does not wish to
file auch ntateueﬁta. At present, tes and coal companies iBpue gquarterly
statements of earninga, whilethe two principal ateel companies publish
wonthly production figures, Such companies, however, are in the minority.
The proviegion in the liering agreement giving an exchange the righe to
require the furnishing of additienal information hae been wery seldom
invoked; the Calcutta Stock Exchange has never done eo, the Bombay Stock
Exchange only once. It appears that when this provieion wae adopted it
was informally underatood that the exchanges would not reguest information
except by mutual consent.

More serious than these shortcomings of the disclosure reguire-
menta ia the fact that the exchanges do not have the nacessary staffs to
scrutinize the reports when they are filed or to obtain compliance by

delinguent companies., We were informed that reports of scme companies
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are unreliable and that delinguency in filing is not at all unusual.
Although an exchange has the power to suepend trading in a security where
there 1s 3 lack of required information, this has apparently been done in
only ong inegtance, where 4 company whose agcurities were listed on the
Bombay Stock Exchange effected a sale of azsets without notifying the
exchange. Public companies are aleo regquired to file annual financial
statenents and certain other information with the Registrar, a Government
official, and these filfngs are avallable teo the public. They apparently
are not reviewed for the accuracy of the corperate information and estimateg
coptained in thea.

For purposes of comparfson, it may be noted that listed (and
certain unijeted) companies in the United States are required co £ilie with
the Securities and Exchange Coomission and the exchanges on which their
sacurities are listed, audited apnual finsncial gtratements, interim
financial statementa, and repotte of lmportant corporate changes; and
there {a comprehensive regulation of proxy selicitation. Thie material
is reviewsd by the Commigsion staff, and misastatements or materlsl
caiseions may be the basis for criminal or injunctive proceedings, or in
general for civil actions by private ilnvesetors. Beyond these legal
requirements, the exchanges have additional requirements, such as for the
prompt disclosure of dividend and other important corparate information

and the publication of quarterly sarnings statements.

The pattern of discleoeure that exists today in the United States
is the resulr of efforts over the past hundred years by the Government,

the WHew York Stock Exchange, and othete to alter the traditional habits
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of secrecy that once prevalled ie the business community, It may be that
thera 1z a close connection between the availability of reliabie Informa-
tion concerning companiee and the broadness of the base of public InCerest

in securities. A similar process of converting businessmen toward accept-
ance of the desirsbility of disclosing corporate information seemz to ba

taking place in Indis today. We underatand that while certain business

groups 1n India have resisted giviag the atock exchange financial information,

others have recently altered thelr policies {n faver of fuller discloaure,

In January 1964, the Governkment brought to the attention of
the Bombay Stock Exchange the importance of regular dissemipation of
information by public companies. The Government urged that companies
be Invited te issue peripdic progress veports including information on
production, output, sales, labor relations, and expaneion prograas;
and it pointed out that detaiied periodic reports are required in the
Uniced States. The availability of such information, the Government
stated, would cultivate a cloger relationghip between a company and fte
stockholders, create personal interest in the working of the company,
and provide a scund baeis for making investment decisions and for evalu-
ating investment repulte. The Exchange replied that the question would
receive comaidarstion but did net indicate any williogness fo reguire
listed companies to publish periodie reports.

Neverthaless, the Indian exchanges, particulazly the Bombay

Stock Exchange, have taken the lead in inducing listed companiea to
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pravide more information to the public. The Bombay exchange has in prepar-
ation a statistical service covering 41l publicly held companies, not
restricted to those listed on the Bombay Stock Exchange. Other exchanges
publisgh official yearbooks, which contain information concerning the
financial condition, minagement, corporate structure, and cperations of
listed companies. These projects should be encouraged by the Government

in every possible way.

He recommend that further study be made of sdditional methods by
which the CGovernment can increase the quantity and reliabilicy of corporate
diaclosures. Among the possibilities are the enactment and enforcement of
legal sanctions, including preovisions for private causes of action by

investors, for mimstatementz or miterial emiesions in required reports

to exchanges, and the exploration of metheds by which broker-dealers, banks,
and other financial institutioms could Insure the maximum diesemination of
corporate information. We think that the Indian stock exchanges should
continue to bear the primary respensibility for insuring adequate corporate
discloegutre, 1t would be desirable to increase to the extent pessible the
staffe of the exchanges engaged in review of corporate informacion and the
anforcement of the relevant requirementsa.

The exchanges are hamperad in enforcing requirements applicaklie
to listed companiea by the fact that the only effective sanctions that they
can impose are the drastic ones of suspension or delistiog. Unfortunataly,
these sanctiona may harm innocent stockhelders. {This iz especlally true
in India, where ne real over-the-counter market exists). Furthermore,
once & company is delfsted it 1s of course no longer subject to any regule-

tion by an exchange. It has been suggeated that the exchanges each establiah
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two stock lists. One would include larger, well seasoned companies, while
the other would include smaller and newer companies, which would have to
comply with lesser vequirementa. Failure by a company on the first liat

to comply with exchange rules spplicable to it would lead to tranafer to

the second list. The public would be informed that Lnvesatment in securities
on the pecond liet would involve greater risks, and perhaps broker-deaie;s
would not he permitted to recowmmand or sell such securities to certain
categories of I{nvestors (e.g. trusats, mincrs, discreticnary accountal.
Without nacesgarily endorseing such a plan at the present time, we recommend
that it be further explored.

In addition to corporate dieclosures, there iz a very real need
for reliable data concerning the Indian securities markets themgelves. The
lmportasice to iovestors of daily volume figures for each pecurity traded on
the exchanges has been referred to in a previous eection of this report.
Furthermore, Informstlon concerning the trading of various kinde of Investors
might be valuable to the Government and the exchanges in the performance of
their surveillancte and regulatory responsibiliclies, even though 1t would not
necessarily be made public. For example, a statistical scudy of the trading
of jobbers and cther exchange members for their own account might provide
the basia for certain kinds of regulation of these activicies. Without
such information, it might be difficult to ascertain whether regulation
would b2 in the public interest. Such trading studies should be among the

firat ateps taken in any pregram for the improvement of the Indlian securities

marketa.
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¥1. THE REGULATORY PATTERK

Indiae securitiss regulation iz besed in large part upon the
concepkt of gself-regulation, In 1951, the Gorwala Committee, which had
baen appointed by the Indian Ministry of Finance to make proposals for
the regulation of the Indian stock exchanges, mede the following recom-

mendation:

"Ordinarily, it should mot be necessary for Government
to interfere In the internal working of the exchange.
Within its own aphere, the exchange should have a large
meagure of avtonomy and Govermment's role should be
limired to keeping in touch with happenings on the
exchange and ensuring that it enforces its bye-laws

properly.”
The recommendations of the Corwvala Committee formed the basis for The
Securltiesm Contracts Act. Ag atated earlisr in this report, this

stabute givegs the Govetmment rather far-rveachiog powers over the stock

exchanges,

The United States, like India, is committed to a syatem in which
the primary duty of regulation of the stock exchanges iz borne by thoge
organizations themselves., The Speciel Study of Securities Markets came to
the conclusion that this system of self-regulation, deapite certain flaws,
bad proved ita worth during its 30-odd years of existence. There secms
ta be no reason vhy self-regulation should not be equally effective in
India. Moreover, the alternative of dirvect regulation by the Government

would tand to be somewhat inflexible, administratively burdensome, and

AXpeEnaive,



An important feature of the Awmerican self-regulatory system is

the fact that the Covernment has certain direct powere in reserve. The

Securities and Exchange Cosmission not only haa simllar powers to those of

tha Indian Govermment to take action against an exchange, but it also can

if necegeary act directly againat broker-dealers, including exchange members,

to stop or punish freaudulent activicy, suapend or expel members from exchanges,

contrel lending and hypothecation of securities, and superviae the trading

of exchange wembers for their own gccount. It seeme likely that such powers,
wvhich Justice Willfam O, Douglas (a former Chairman of the Commigsion) once
referred te as "the sheotgun behind the door," contribute to the auceess of
gelf-regulation, asauming that the Government is willing to employ tham
should the necessity arise. It is recommended that censideration be given
toc the peosaibility of providing the Indian suthorities wich statutory avthor-
ity to take direct action whers ﬁhe stock exchanges are unable or uwowilling

to fulfill their resporelbilities &5 self-regulatory organizations.

The other ewssential Covernmental role in a system of self-regulation
is that of overseer of the splf-regulators. The task of oversight in India
iz performed by the Stock Exchange Divisicn, which is part of the Company
Law Boatd. At present it is comwposed of only two professicnsl persons,
the Director and Deputy Director of Stock Exchanges. The former makes
BEombay hip headguarters, while the latter is located in Calcutts. With

eight exchanges to supervise, this skeleton staff can do littie more than

dct A6 DbRervers. Nevertheless, in thelr capacity 28 the Government nominees

on the governing boards of the exchanges, they have spparently been able to .
exert some influence,

It is strongly recommended that steps be taken Eo build an adequate,
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albeit still =mali, professional staff, including lawyers, accountankts, and

economists, for the purpose of providing oversight of exchange self-regulation.

Such a staff, wvhich need not nunber more than a dozen or two persons exclu-

aive of clerka and stenpgraphers, If composed of capable individuals would

hae able to enforce the Government's exiating powers, as well a5 any additlional

powets, such as those vecommended abowve, which might be eventually adopted.
The ptock exchanges themselwes have at best rudimentary sayetems

for self-regulation. In thie respect, the Bombay Stock Exchange 1s in a

clars by itself, but even Bombay 18 below the standards of the major American

exchanges. The Bombay Stock Euchange is unigue (80 far as India is concerned)

in having a full-time paid preaident, K. E. P. Shroff. Mr. Shroff who has
held ﬁiu poat since 1923, ia an eminent figure in India financial circles,
to whom the Government has on occasion come for advice and asgistance.
Aside from Mr. Shreff, the regulatory staff consiets principally of the
gacretary and assietant s¢crecary of the Exchange. The Caleutta Stock
Exchange has oo formal regulatory staff, although it has a few emplovees
who devote their time to regearch, statistica, and public relations.

For the purpose of building well-trained regulatory staffs for
the Government and the major exchanges, it might be degirable for salected
individuals to updergo a limited period of training in secuyities vegulation
in the United Scates at vniversities, the 3ecurities and Exchange Commisgion,
\;nd the stock exchanges.

Management of the exchanges and regulation of members therefore
reaces in the hands of thalr governiog boards. The membership of the govemning
boards, 4t lexst in Bombay and Calcutta, {s largely cowposed of representca-

tivea of speculative firme. Not one of the Inwestwent brokers to whom we
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spoke was a member of the governing board of an exchange.

They all stated that their views would not be popular among the other
members of the board eor that they would "feel like s fish out of water."
One such broker staced that he had not been reelected to the board of the

Calcutta Stock Exchange after he had expressed wiews critical of the

management of the Exchange.

It thus sppears that the brokerage firms that have the most
contact with the Investing public and are likely to be most responsive
to itg intersscs have little if any voice In guiding the destinies of the
exchangas or io regulating the conduct of their members. HRepresentatives
of both Government and industry described the governing boarde of
the ex;hangea as private clubs in which the speculators made rules favor-
able to themselves and were not interested in vegulating the conduct of
each other or of other membere. It seema probable that if this view is
generally held by the invescing public, it greactly contributes co the
present lack of interest In investing In Indlan securities.

It should be observed that there may be a close relationship
betweaen the problems of management and membersbip né the exchanges apd
the commission rate artrucrure, discuseed in an earlier section of this
repart. Where 2 minimum commission rate exists and is enforced, there 158
a atrong incentive for investment backers, brokera, and cthers who do
businees with the public (and even certain large investors) to become
exchange members Iin order to avoid the necessity of paying the full
noomember commission. Where there is no minimm race the only persons

who are vnder an economic necesslty to be exchange members are individual



-f2=

brokers who execute orders om the fleor of the exchange, wmany of whom have
little direct contact with the investing public. As we have seen, Cthese
members appear to control the management of the Indian stpck exchanges.

In attempting to ralse the standards of the Indian securities
industry and to cransform the exchanges into truly self-regulatory
crganizations, ways should be explored to ensure a larger role in exchange
government to firme doing tusinees with the public, end tc make wembership
attractive to persons &nd instltutions which are outside the exchange
communlty at the present time, perhaps including banka. Among the measures
that might be used to achieve this result are the reservaticn of a certain
number of seats on exchange governing boards for persoms Yepresenting

ingtitytiona and firme doing buslnese with the public, and the restoration

of 4 minlmue commispion rete.
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VII. CORCLUSIONS AND RECOMMENDATIONS

Throughout this report 4 number of recommendations have been
made which, if fully implemented, would ultimately involve major structural
changes in the regulatien of the Indian stock exchanges. These recommenda-
tions should not be viewed as hard and fast proposals, but rather as sreas
for further astudy.

These recommendations are &£ll baged on the assumption that it
is the purpose of rthe Indian Government and the financial commnity to
broaden the bage of ipvesiment in India. We firmly belleve that the
markets and the regulatory pattern must be orilented in a dire:tian which
would serve the needs of the small non-profegsional itr'.lleslzr;u:.-]Ir It has
been our experience inthe United States that full disclosure and fair
maricets staffed by skilled profesazionala under an adequate regulatory
program are absolute Prerequisited ¢, invegtor confidence. Furtheruore,
it would pot be a responsible course of action to Invite the amall investor
into A markeb place which did noc contain cettain fundamwental protections.

These recommendations add wp to a8 substantlial program. Although
aome of them may not be susceptible of immediate implementation, we believe

that within the conflnes ¢f the program set forth below, foundaticns can be

lajid for all of the recommendations ultimately deemed worthycf adoptiaon.

*/ In thia connection there is one posslble course of action to achieve
this purpose which is not discussed in the text and strictly speaking
1% not within the ecope cf this report. OUme method of channelling
aavinge inta securities would be to encourage the growth of professional
intermediaries other than broker-dealers. The Government's sponsored
unit trust, discussed in the report, represents a4 step in this direction.
The poasibility of encouraging the establishment of similay private
mutual funds might well be a subject for etudy.
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The Government of India originally requested that twe con-
sultante go to Indla for a period of six months. It was suggested that
ooe of these consultants might be a person from the Securitieg and Exchange
Commiesion and the other a member of the staff of one of the Awerican stock
exchanges. On the basis of our survey of conditions in the Indian secur-
ities warkets, we thinkthat the latter part of the request is premature.
The present need is for fundamencal structural revision of the regulatiom
of the warketbs and not for the cechuical or operaticnal assigtance which
exchange officials might be akle to provide, At some future time, however,
it might ke appropriate that an gfficial of one of the American stock
exchénges be invited te serve Iin a consulting capacity.

Ax we see it, an optimum program would be for cone official of
the Securiries and Exchange Commlssion to spend approximately one year in
India as a consultant. If a qualified official cannot be wade available
for a sustained peried of this length, an alternative would be for such an
offictal (or officials} to go to India for shorter pericds aggregating the
same periad of time. The purpose of this mission would be first teo con-
sult with appropriate persons about the desirabllity of implementing each
of the tentative recommendatione set forth in this report; to conduct further
studies in the areas covered by the recommendations; and, finzlly, te assist
ion their lmplementatien.

The recompendations contalned ipn this report cover such broad

territory that it would be desirable that the person or persons selected foy
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the mission have a bread background and expetrience in the formulation skd
administration of the Securities and Exchange Commission's regulatory
programsa. Howewver, even assuming the availability of such a person, some
of these areas coversd requive the application of ppecific skills which are
possessed by certain speacialired persons on the staff of the Commission or
in private Indusery. It is rharefore recomsended that in addition to the
consultant three other perscne alap be sant am egpacial vensultants for
approximately mix weekes each: one economise with experience in data collection
and marker studien; ope attorney or aAnalyst familiar with corporate disclosure
requirements and practices; and one accountant familiar with brokers' booka
and records and margin proceduires. If the need should later arise for
experts In other fields, such as that of muteal funds, provisioo might be
made for visits by such persons. It might alsp be advisable for one senior
Securitiea and Exchange Commiasion officfal to go to India for a ahort period
at the inception of che program with che consultant te aid in the setting
of priorities and the allocation of Cowmipsion parsommei., It is
envieaged that the full progrem will be acheduled at the conclusion of
these initlal diacussions.

The maior tentative recompendations of the report ate gumma-
rized below:

The Proker-Dealer Community

1. The use of Iinside information in securities transactions
to the detriment of the investing public, as much as any other
single abuse, is destructive of public cenfidence in the integricy
cf the market. The Geovernment should be glven direct powers over

trading by corporation inelders, including broker-dealers.
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2, The competence, athics, and regard for the law present
in & securities market can rise no higher than the quality of its
broker-desalera. A study should be made of the gualificarion of
brokar-dealersa, with a view to raising the present standards,
mither by the Government or the exchanges, and possibly the
imposition of an examinatlion requirement for persons wishing to
enter the gecurities busipess.

3. The present record-kKeeping requirements applicahle to
broker-dealers should be reviewed and consideration should be
given to the institutions of spot-check examinations of their
books and records, preferably on a surprise bamsis, either by
Government or exchange muditors.

4. Bteps should be taken to provide an economic atmosphere
in which an efficient broker-dealer can earn a reascnable return
on his capical and services withour being subject to undue risks.

Among the pessible steps to accomplish this that should receive

congideration are the fellowlng:
{a) the establishment cf a4 winiopm coemizsion
rate, eubject to review by the Govermment;
{b) a requirement that customers be required
to depoait with their brokera any margin that

brokers are reguired to deposit with an exchange

clearing house; and
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{c) allowing broker-dealers to advertise and
golicit business under certain conditions and with
necesssTy restrictions, including the adoption of
tules and procedures by the Government and Exchange
to ensure gccuracy and high qualicy of any material
distributed.

Irading Practices

1. Volume information by stock should be collected and
published daily by each exchange. Such information is useful to
the public investor in determining whether price movements reflect
any widespread re-evaluation of the investment merit of a particular
security, and te the regulalory authorities for market surveillance
PUTPOSEE.

2. Present exchange rules restricting arcess to the tradiog
floors should be strictly enforcad and study should be given to the
feagibility of prehibiting entry to the floors of all petsons
except members and authorized agsistants. The presence of out-
giders and securities salesmen on an exchange floor presents difficulr
regulatory problems Iin view of the potentlial for manipulation which
access to & trading floor carries with it.

3. Trading rules should be developed which would ensure
that brokers on cthe floor executing public orders cttaln the bast

possible execution for their customers. A public order should
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generally be given priority, over member ordsrs griginating on
the floor.

&, As a porsible means of encouraging the smaller investor
tc parkicipate in the secvorities markets, a study shoeuld be con-
ducted to determine whether it would be appropriate to introduce
a unifoym system of pricing cdd-lots.

5, The role of the taravaniwalla, ot Jobber, is critical
to market continuity and ligquidity. Jobbers are alsc in a unique
position to engage in manipulation or other detrimental market
activitlies, 5Studies should be conducted of the operations of the
jobber sysfem cn the Indian exchanges to determine the rarket
effecte of their trading activities for the purpose of developing
an adequate regulatory program. Tax policies wvhich do not allow
jobbing loeeas to be treated in the same fashion as crdinary
business losses should be reviewed.

6. The system of forwaxd trading in securities on the
Indian exchanges seems to be a major factor in current public
distrust of che markets. Forward trading not only complicates
the reguletion of broker-dealers but alsc may lohlbilb the flow
of credit to legitimate investors. 1t is vecommended that study

be given to the feasibilicy of eliminating forward trading.
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7. Curk trading is a pheonomencon which exisce in
defiance of law and of exchenge rules. It is torally unregulated
and harms the recognized exchange markets., Unless vigorous steps
are taken to eliminate the curb markets, any program of reform
aimed at Improving the regular markecs will merely encourage
the growth of uwnregulated curb trading.

8. The system of blank transfers of saecurities has
been attached as facilitating menipulation and other kinds of
undesirable conduct by making it difficult to determine beneficial
cwnersahip of securities from corporate transfer records. DUlaunk
transfers nevertheless eeem Lo serve a useful commercial purpose.
It ie Tecommended that alternative methods for securing such
informacion be developed, such as requiring that brokets’ books
and records reflect beneficial ownership of securities in each
account.

New Issue Problems

1. Speceviative excesses and possibly manipulative activity
that occurred during (he new issue boom of 1%5% to 1962 are one of
the causen of Ehe present lack of ilnvester confidence in the
Indian securltiees matket. The requirements of law and exchange
rules applicable to new issues and their administration ghould be

reviewed for the purpocse of gtrepgithening the protections afforded
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10 investors and alao te remove 40¥ unnecessary restrictions
ofn undervriters or brokers,

Disclosure Requivements

1. The availability of adequate and accurate informa-
tion concerning companies whose shares are publicly traded is
essantial to a public market in securities. Study should be
made of metheds by which the Government can increase the
quantity and relialbility of corporate disclosuwres, including
the enactment and enforeement of legal sancfions for misstate-
ments 0T material omissions in required reports Lo exchanges,
and the exploration ¢f methods by which broker-dealers, banks,
and cther financial inegtitutions could ingure maximum Jissemination
of information. The atock exchanges should continue to bear the
primary respoensibility for insuring adequate corporate discloesute,

and their staffs should be strengthened for this purpose.

2. As part of this program, the Government should
encourage in every way the efforts by the exchanges to dis-
seminate corporate information.

3. For companies which cannot meet the present exchange
listing requirements, delisting may not be feasible, because
there 1= no organized aver-the-counter market in India. The
possiblliity of dividing cowpanies admitted to trading on

exchanges into two lists, with different requirementsz for each,

ghould be explaored.
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The Rerulatory Pattern

1, Conaideration should be given to the possibility of
providing the Government with gtatutery authority to take digeck
accion agalinst broker-dealers where the stock exchanges are unable
or uvowilling to fulfill their responeibilicies.

%2, Steps should be taken to build an adequate, professional
stefE, including lawyers, accountants, and econgmiasrs, for the
purpose of providing oversight of exchange self-regulacion,

3. Ways sheould be explored to ensure a larger role in
exchange government to firms deing business with tha public, and
to make membership attractive to persons and institutions which

are outside the exchange community at the present time,



