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Consider this :

Ø Just about 5% of financial savings of the household is collected by the 
primary market.

Ø In terms of issuers, during FY 2002, 90% of trading was confined to 
only 2% companies listed on BSE.

Ø It is estimated that just a few debenture trustees and merchant 
bankers are active.

Ø Most trading activity is restricted to the two main exchanges.

Practitioners define capital market in two ways. Capital market is defined 
as a market in which financial instruments of maturity exceeding one 
year are traded. The other definition confines the capital market to equity 
segment alone. We have restricted our discussion mainly to the equity 
markets. Consider the following table : 

Table 1. Market Statistics
1 2Yr 2002   Yr 1990  

3Household investors 19-20 Mn  10Mn
Companies listed 9644 6229

Stock exchanges 23 11

Secondary market capitalization/GDP 34% 19%

Trading volume/market capitalization 120% 35%

Primary market mobilization/
Financial savings of the household 4.3% 14.4%

Depositories 2 0
4Brokers 9687 4580  

5Institutional investors, etc. 616 230  
6Merchant bankers 145 665  

Share transfer agents 161 114
7Debenture trustees 40 18  

Underwriters 54 NA

1 In some cases, data for 2002 is not readily available. In such cases, data for the 
nearest available year has been used.
2 In some cases, data for 1990 was not readily available. In such cases, data for 
the nearest available year has been used.
3 as at 1999
4 In 18 exchanges, there would be double counting as many brokers take 
memberships on several exchanges.
5 FIIs
6 Year 1995
7 Year 1995

While the above data is impressive at first glance, in many categories the 
market activity is confined to a fraction of the numbers given here. 

Overview 

A market is a means to exchange 
goods and services between 
individuals. Intermediaries come 
forward to offer facilities that 
make the market exchange easier. 
In a capital market, such services 
include provision of transaction 
infrastructure (stock exchanges), 
sale of information (credit rating 
agencies), provision of liquidity & 
price discovery, and introduction 
of new financial products (mutual 
funds). While the presence of 
intermediaries could reduce 
certain types of costs associated 
with this exchange process, it is 
quite possible that intermediaries 
in the capital market could 
exercise undue influence to the 
detriment of the issuers and 
investors. Regulation becomes 
essential to control such 
undesirable developments.

Given this description of a market, 
it is useful to place the discussion 
with reference to the following 
building blocks of a capital 
market:
Ø Investor
Ø Issuer
Ø Intermediary
Ø Information
Ø Infrastructure
Ø Instruments
Ø Regulation
Ø Institutional practices 

A comprehensive review is outside 
the purview of this article. This 
study restricts the examination to 
the key elements of Indian capital 
markets. Based on these, an 
attempt is made to analyze the 
macro-features of the Indian 
capital market and present a 
possible strategic perspective. 
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connectivity between NSDL and 
CDSL, and demutualisation of 
stock exchanges are expected to 
further strengthen the secondary 
market, a noticeable aspect has 
been the inability of the banking 
system to match the tremendous 
technological leap undertaken by 
the secondary market. There is a 
dire need to create a strong 
national payment system, faster 
computerization of the banks, and 
strengthening of the accounting 
system in the banking sector. The 
progress in respect of electronic 
fund transfer, real time gross 
settlement, centralized funds 
management system, and NDS 

10needs to be speeded up .  
       
Instruments

The Indian market has a history of 
equity issues, preference shares, 
and convertible debentures. Debt 
instruments have generally been 
plain vanilla company deposits 
and straight bonds and 
debentures. Introduction of the 
derivative segment and the 
competition in the mutual fund 
sector have given rise to a 
plethora of new financial 
instruments in the Indian market. 
The following table illustrates the 
presence of various instruments in 

Through Processing (STP) has 
been introduced in a limited sense 
w.e.f. December 2002.

While NSE and BSE have been 
able to make strides in improving 
the technological aspects of the 
secondary market, the business 
volumes in almost all other stock 
exchanges have virtually 
vanished. The governance 
structure of stock exchanges has 
been a subject of intense debate. 
There seems to be a general 
appreciation that two large stock 
exchanges with national presence 
would meet the requirements and 
provide competitive balance. This 
inference is based on the 
economies of scale required for 
stock exchanges. 

The biggest achievement of the 
Indian securities markets perhaps 
is the progress in 
dematerialisation. Over 4000 
companies are connected to 
depositories. It appears that the 
concept has been received well, 
and demat trades accounts for 
over 99% of the turnover settled 
by delivery. This has nearly 
eliminated problems associated 
with bad delivery.

While new initiatives such as the 
Central Listing Authority, on-line 

operational by SEBI in mid-2002. 

SEBI and the Department of 
Company Affairs have taken 
initiatives for nationwide investor 
education and protection. These 
attempts are aimed at equipping 
the investors to make informed 
investment decisions.  

An overall assessment of the 
information availability in the 
Indian capital market would be 
that about a hundred large 
companies are well-tracked. 
There is not much by way of 
dependable information in respect 
of thousands of medium sized 
and small companies.             
    
Infrastructure

Infrastructure refers to the channel 
through which money, instruments 
and information pass between the 
investor and the issuer. The 
infrastructure includes the banks, 
stock markets, depositories, 
custodians, and a host of 
technology providers to these 
entities. The secondary equity 
market has shown tremendous 
progress in terms of trading 
mechanisms, trading rules, demat 

9trading, and risk management . 
There has been a perceptible 
drop in the transaction charges 
over the past 15 years. The 
leadership in this direction has 
been provided by the National 
Stock Exchange. The trading 
cycles are becoming shorter. SEBI, 
having introduced T+2 rolling 
settlement cycle, is urging the 
players to target T+1! Straight 

While NSE and BSE have been able to 
make strides in improving technological 

aspects of the secondary market, the 
business volumes in almost all other stock 

exchanges have virtually vanished. 

Table 2: Trading in various instruments on NSE 2002-03

Name of the instrument Trading volume (Rs. Cr.) Number of trades, Average trade size (Rs.cr.)
contracts traded

Equity 621,569 240,000,000 0.0026

Index futures 43,952 2,126,763 0.02

Stock futures 286,532 10,676,843 0.027

Index options 9,247 442,241 0.021

Stock options 100,133 3,523,062 0.028

Wholesale debt market 1,068,701 167,778 6.37

9 For details, please see Indian Securities Market - A Review, Vol.V, 2002, published by NSE.
10 Report of Joint Committee on Stock Market Scam and matters relating thereto, Volume I, (December 2002), page 248
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The capital market exists for the 
sake of investors and issuers. All 
other constituents are service 
providers to these two segments. 
Only 2% of the population 
participates in the capital market. 
Almost all of them owned equity 
as well as debt products. Two-
thirds of the investors came from 
urban centers. While 9600 
companies are listed, the top 100 
companies account for over 80% 
of the market capitalization.

There are 570,818 joint stock 
companies in India. During 2001-
02, they obtained external finance 
of Rs. 331,976 crores. Of this, the 
money raised through the capital 
market was Rs. 4,924 amounting 
to 1.5%.

City-wise contribution to turnover 
on the NSE capital market shows 
that Mumbai accounted for 40% 
during 2002-03 followed by Delhi 
(18%), and Kolkata (12%). 
Together, these three centers 
contributed 70% of the turnover. 
Of the remaining, 22% came 
from 25 centres and the balance 
8% from the remaining 320 
centres.

In terms of the share in total 
trading volume, the top 10 equity 
shares account for more than 
50%. Liquidity is poor in many 
papers leading to high impact 
cost. Top 10 securities in the WDM 
segment contributed to 60% of the 
turnover. Top 10 trading members 
accounted for 55% of the 
turnover. Top 25 participants took 
a share of 45% of the turnover.

The data shows that the Indian 
capital market, by all accounts, is 
a small and localised market. 
This, however, should not detract 
us from the business potential that 
is available to the service 
providers in the capital markets.

time, positioned themselves as 
information companies offering a 
wide range of services. Equity 
research became a fashionable 
profession in the period 1992-95, 
drawing the best talent from 
premier business schools in India. 
The quality of analysis in the 
reports supplied by the various 
brokerage houses has shown 
considerable improvement over 
the years. Centre for Monitoring 
Indian Economy and INFAC have 
established strong brand names. 
A number of websites have been 
launched by the information 
vendors. These show that there 
has been much progress on the 
information front. 

Company-specific information is 
available in good measure for 
well-known companies. The top 
hundred companies are well-
researched and tracked. The 
same cannot be said about the 
remaining thousands of 
companies that are listed on the 
stock exchanges. In all, Rs. 
86,000 crore was raised during 
1992-96 by four thousand 
companies and most of these 
companies are alleged to have 
duped the small investors. In fact, 
SEBI has indicated that 229 listed 
companies that collected money 
from the primary market during 
the period 1993-95 have simply 
vanished! Prosecutions were 
launched by the Department of 
Company Affairs against 135 
companies for non-filing of 
balance sheet and annual report ! 

SEBI has since tightened the 
disclosure norms for public issues. 
The offer document is made 
public by SEBI for public 
comments, with a view to remove 
any shortcomings and negative 
aspects. The lead merchant 
bankers are required to justify the 
issue price based on various 
financial ratios. EDIFAR (Electronic 
Data & Information Filing and 
Retrieval) has been made 

Information

Investors need information for 
making investment decisions. 

8Securities market  is considered 
informationally efficient, if the 
market has the ability to ferret out 
all relevant information and 
formulate prices. In such market, 
no announcement comes as a 
surprise. Announcements and 
events are anticipated well in 
advance and prices reflect these 
anticipations. In that situation, 
security market prices could be 

the lead indicators of the trends in 
the corporate sector and the 
economy. While much has been 
written about informational 
efficiency, there is relatively less 
understanding of the process 
through which it is brought about. 
Clearly, someone has to look for 
new pieces of information, take 
position in the market, and benefit 
from that. The benefit should 
exceed the cost of obtaining the 
information. Technical analysis, 
equity research and rating 
services are engaged in this work.

During the past fifteen years, a 
number of initiatives have been 
noticed in the Indian capital 
markets. In 1987, the first credit 
rating agency, CRISIL, was 
established. At present we have 
four rating agencies in India 
offering a wealth of information to 
the investors in the debt markets. 
These companies have, over the 

In terms of the
share in total 

trading volume, the 
top 10 equity 

shares account for 
more than 50%. 

8
The term securities market and capital market are used interchangeably.
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the capital market during 2002-
03.
The debt market was dominated 
by Government securities (75%) 
followed by state government 
loans (8%). The debt derivatives 
that are there, are mainly in the 
wholesale debt market.

The paucity of instruments in the 
Indian capital market indicates 
that the entire spectrum of risk 
return profile is not addressed. 
The reasons for this inadequacy 
are many but it indicates that the 
Indian market is yet to fully 
develop.

Regulation

The Securities and Exchange 
Board of India (SEBI) is the 
primary regulator of the securities 
market in India. However, a host 
of other agencies such as RBI, 
Department of Company Affairs, 
Income Tax Department, Central 
Bureau of Investigation, Ministry 
of Finance and Enforcement 
Directorate, have specific 
regulatory roles that supplement 
the role of SEBI as far as the 
capital market is concerned. 
There is a High Level 
Coordination Committee for 
Capital Markets (HLCC) chaired 
by the Governor, RBI. SEBI, DCA 
and RBI have representatives on 
HLCC. 

A few questions arise in the 
context of the Indian capital 
market experience over the past 

11decade  :

Ø Why do we witness repeated 
misconduct in the Indian 
capital market?

Ø Are the rules and regulations 
obsolete or inadequate?

Ø Do regulatory authorities lack 
adequate power, or are they 
deficient in implementation 
and vigilance?

Ø Do the stock exchanges follow 

agencies have been seeking 
autonomy, it is a fact that 
regulators have been found 
wanting and have not yet instilled 
confidence in the minds of the 
customers. It is also important to 
realize that regulators need time 
to move up the learning curve. As 
it is often mentioned, the market 
is in transition and various market 
participants are adjusting 
themselves. A generous view of 
the current situation would be to 
say that few players are taking 
undue advantage of the 
temporary imperfections.

Efforts of SEBI are best understood 
when one compares the present 
state with the situation of 1980s. 
Very few would disagree that 
today's market is more safe than 
in the 1980s. Perhaps, before 
1990, markets mattered little and 
nobody really cared, if the market 
was safe or not. Today, markets 
are becoming important and 
consequently we are worried 
about market integrity and 
efficiency.

The efficacy of regulation 
ultimately lies in making the 
market safe without constraining 
its functioning. One dimension to 
regulation is to enhance the 
process integrity. The other 
dimension would be to mete out 
severe punishments to the guilty 
players. It is a generally held view 
that SEBI has not acquitted itself 
adequately on the second 
dimension. 

It has been held that SEBI's quality 
of inspection, surveillance and 
investigations of stock exchanges 
is poor. The record of SEBI in 
punishing the wrong doers in 
stock market has been 
unsatisfactory. SEBI has frequently 
argued for more powers to 
strengthen its effectiveness. SEBI 
experienced genuine difficulties in 
investigation and enforcement 

laid-down guidelines and 
procedures?

Ø Are managements of banks 
following the norms of 
accountability and corporate 
governance, and are they 
running them according to 
guidelines laid down by RBI?

Ø Should the stock market be 
self-disciplined and self-
regulating, or should the 
regulators and the 
Government keep a close 
watch all the time?

Ø Have Government shown 
themselves alert to emerging 
problems?

While these questions are 
important, a fair assessment of 
the regulatory situation should 
consider the broader context of 
liberalization initiatives. Indian 
economy was fairly centralized till 
the late 1980s. Government was 
a direct as well as the largest 
player in the economy, besides 
being the policy maker, regulator 
and service provider. With the 
onset of liberalization, the role of 
the Government is changing 
gradually. The role of the various 
regulatory agencies vis-à-vis the 
Government is still being 
redefined. While regulatory 

11Report of Joint Committee on Stock Market Scam and matters relating thereto, Volume I, (December 2002), page 6
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Ø Though the regulatory 
framework is being tightened, 
the frequency of market 
failures is increasing.  

It is a fact that many leading 
players have entered India in 
various segments of the capital 
market. Impressive transaction 
processing capabilities have been 
built. These facilities call for huge 
investments and require scales of 
operation. The current limited size 
of investible surplus and the 
limited investment potential within 
India preclude high volumes in 
the near future. Further, the 
increasing competitive pressure 
has forced the margins down. 
These developments have raised 
questions about the sustainability 
of such investments.

The capital market may be 
conceptualized as a bridge 
between investors and issuers. The 
intermediaries form the bridge. 
Large intermediation infrastructure 
is not sustainable in a small 
economy. The option is either to 
penetrate deeper within the 
domestic economy or to position 
the capital market as a global 
intermediation facility. There are 
other nations that have 
successfully attempted the latter 
strategy. This calls for a national 
strategy and global marketing.
This strategy would have to 
address global benchmarks and 
our ability to meet them in all 
aspects. There is evidence that 
Indian players are capable of 
meeting this challenge. A by-
product of such world class 
intermediation infrastructure 
would be that, in due course the 
Indian investors and issuers would 
approach the market with trust 
and confidence.
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mechanisms across market 
participants. Best practices need 
to be appreciated, adopted and 
recommended by the industry 
bodies. Given the small size of the 
investment market community and 
the huge pecuniary opportunities, 
it is not an easy task to discipline 
the players who violate the group 
norms.
While the transaction costs may 
have come down in the Indian 
capital market, it is a fact that cost 
of enforcing the contracts is very 
high. The market players must 
find a way out of this. Enlightened 
self-interest should guide the 
market participants.  Unless the 
best processes and behaviour are 
institutionalized, the market is 
unlikely to inspire confidene. A 
market that doesn't inspire 
confidence, is unlikely to attract 
genuine players, investors and 
issuers. This is really a 
governance issue at entity and 
segment level. As we know, good 
governance is good business, 
albeit, in the long run. 

Where are we and where 
should we be going ?

The above macro-analysis of the 
Indian capital markets throws up 
conflicting pictures.
 
Ø The number of investors is 

large, but total investible 
surplus is low by international 
standards, both in an absolute 
sense as well as a fraction of 
GDP.

Ø Active issuers are very few.
Ø Significant technology 

upgradation has taken place 
in transaction processing 
capabilities.

Ø Important structural changes 
have been attempted with 
success.

Ø In many industry segments, 
active players form a small 
fraction of registered players.   

Ø Information availability is 
restricted to a few investment 
opportunities.

due to lack of certain specific 
powers. But it is held that SEBI 
was not fully enforcing the powers 
already vested with it. However, 
the recommendations of Justice 
Dhanuka Committee have been 
taken in the right spirit, and it 
appears that steps are underway 
to implement them. 

We have highlighted a few of the 
major initiatives taken up by SEBI. 
The above discussion should not 
detract from the commendable 
work undertaken by SEBI in 
enhancing the operational 
efficiency of the market, the risk 
management systems that have 
been put in place, and a 
participative decision-making 
process. The regulatory situation 
can be summed up by saying 
“much has been done, much 
more remains”. 

Institutional processes

A civil society should manage 
itself. The intervention from the 
regulator should be a rare 
occurrence. Regulatory role in an 
evolved civil society would be 
more of guidance than of 
enforcement. In the same way, a 
developed capital market should 
govern itself adequately, thereby 
eliminating intercession by the 
regulator. SEBI has been trying to 
promote the concept of self-
regulation in various industry 
segments, but it is not clear if this 
measure has elicited adequate 
response.
During the days when the market 
was small, localized, and 
dominated by specific 
communities, regulation was 
enforced through community 
processes. While this benefited the 
players themselves, it is not clear 
if it benefited the rest of the 
market. In any case, as the 
market grew in size, participation, 
and complexity, community 
processes were found inadequate. 
The challenge today is to replicate 
and scale-up the self-regulatory lll


