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India is one of the fastest growing economies in Asia with an average real gross domestic
product (GDP) growth rate of 7.3 percent over the last three years. The International Mon-
etary Fund (IMF) predicts the economic growth rate will increase to 7.9 percent from 2018
to 2023. One of the main drivers of the higher growth is India’s huge population of over
130 million with a high ratio of working-age population to total population. The United
Nations expects the demographic bonus period will continue until around 2040, enabling
the country to achieve high economic growth over the long term.

India’s economy had been facing high inflation, large current and fiscal deficits, a
currency depreciation, and lack of investment before 2014. However, the situation has
improved with various structural reforms initiated by Prime Minister Narendra Modi af-
ter he took office in May 2014. Under so-called Modinomics, regulations on foreign direct
investment have been eased, and the Goods and Services Tax (GST) was introduced to
harmonise the tax system across the country, significantly improving the business envi-
ronment in India. India ranked 100th in the World Bank’s ease of doing business index in
2017, up from 142nd place in 2014.

In November 2016, the government implemented a demonetisation program to
tackle black money and drive India towards a cashless economy. A large amount of mon-
ey flowed into the mutual fund market due to the demonetisation, which pushed up stock
prices. In December 2016, the government brought the Insolvency and Bankruptcy Code
into effect to accelerate the disposal of non-performing assets by financial institutions.
The introduction of this code is expected to contribute to the development of the corporate
bond market.

Promoting infrastructure development is also one of the key initiatives under Mod-
inomics. Although the government budget is the main source of funds for infrastructure
projects, mobilising private capital is crucial to address India’s enormous financing needs.
Furthermore, capital markets are becoming more important sources for infrastructure fi-
nancing in order to avoid concentrating risk in the financial system. Foreign investors can
play a more active role in providing stable long-term capital to India’s capital markets. In-
ternational Financial Services Centre set up within Gujarat International Finance Tec-City
(GIFT) is expected to attract more foreign investments in the medium and longer term.

In November 2017, Moody’s raised India’s sovereign rating by one notch, confirm-
ing the progress made by Modinomics. The higher rating may increase the issuance of
both government bonds and corporate bonds. Moreover, the number of investors in In-
dia’s capital markets is expected to increase with the expansion of the middle-class driven
by the growing national income. In this way, structural reforms will catalyse capital mar-
ket activities and in turn the latter will promote the former with the result that a virtuous
cycle can be created.

Thus far, Nomura Journal of Asian Capital Markets has focused on recent capital
market trends mainly in the ASEAN region. With this issue, the journal turns attention to
South Asia, featuring the capital markets of India, which are currently attracting global in-
terest. The articles in the following pages cover India’s equity market, bond market, asset
management industry, and corporate governance.
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Markets

Pre- Modi Phase: India
Among the Fragile Five

Modi’s government came to power,

India’s economy witnessed a phase of
low growth and high inflation. In the period
FY2011-2014, real gross domestic product
(GDP) growth had slowed to 5.7 percent com-
pound average growth rate (CAGR), down
from 8.2 percent over FY2007-2010. This was
accompanied by high inflation. Wholesale
price inflation reached its peak at 9.6 percent
year-on-year in FY2011-2012. GDP growth
was supported by high imports and heavy
dependence on external debt, leading to sus-
tained deterioration in current account deficit
(CAD) aswell as currency deprecation. CAD as
a percent of GDP was at a low in FY2012-2013.
The real effective exchange rate for Indian Ru-
pee (INR) fell two percent over FY2011-2014
compared to a three percent appreciation
between FY2007-2010. External debt rose to
24 percent of GDP in FY2013-2014, the highest
since FY1996-1997. High inflation, large trade
deficits and poor currency management led
the Reserve Bank of India (RBI) to raise rates
by a cumulative 2.75 percent points over
FY2010-2014. The unstable macroeconomic

P rior to 2014, when Prime Minister

conditions led to a sell-off in bond markets
with 10-year government bond yields rising
1.8 percent points between FY2010-2014.

On the policy front, populist measures
dominated market-friendly and sustainable
growth policies. These included: (1) exces-
sive Minimum Support Price hikes for farm
produce leading to soaring food inflation
and implying limited benefit even to farm-
ers in real terms, (2) retrospective taxation
undermining investor confidence, and (3)
Land Acquisition Act of 2013, which made
the land acquisition process expensive and
cumbersome. In fact, the number of proj-
ects stalled, shelved, or abandoned was at a
high during the period from 2011 to 2014.

Currency weakness, soaring current
account deficit and lack of investment led
to slowdown in economic growth. In Au-
gust 2013, India was one of the Fragile Five
economies including Turkey, Brazil, South
Africa and Indonesia.

Thus, the Modi government took
charge of the country when the economy
was under tough conditions.

Modinomics: A Long
Run Sustainable
Growth Story

Since then, there has been a radical shift
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from a focus on short term income gains to
policies focused on long term, sustainable
development. We describe some of these
key policy initiatives by the incumbent
government in three key areas: (1) social/
developmental policies, (2) market- and
investment-friendly policies, and (3) fiscal
reforms.

Social/Developmental policies

* Provision of basic amenities: The
Modi government has remained fo-
cussed on welfare schemes that help
boost the standard of living for the
low-income class in a sustainable
manner. The key focus areas are con-
struction of houses for low income
classes in rural and urban areas, con-
struction of roads, and provision of
gas (LPG) and electricity*!. The hous-
ing scheme aims at providing a puc-
ca*? house, with basic amenities, to
all homeless people or to those living
in kutcha*® houses, by 2022. The tar-
get of the road construction scheme
is to provide transportation connec-
tivity to unconnected habitations.
The pace of road construction has
picked up significantly post FY2013-
2014. About 48,660 kilometres of
road connecting close to 11,500 new
habitations were completed during
FY2017-2018. In FY2017-2018, av-
erage daily pace of construction
reached 134 km compared to only 73
km per day during FY2011-2014. The
scheme for providing LPG connec-
tions to women from below poverty



line households helps reduce the use
of traditional cooking fuels that cause
pollution and adversely affect health
of women. The government’s current
target is 80 million LPG connections
by 2020, which has been raised from
the previous target of 50 million.
So far, 41 million connections have
been established.

Financial inclusion: The govern-
ment instituted the Pradhan Mantri
Jan Dhan Yojana (PMJDY), a scheme-
to ensure at least one basic banking
account for every household, im-
prove financial literacy, provide ac-
cess to credit, insurance and pension
facilities. All bank accounts opened
under the scheme are to have an
overdraft facility of INR 5,000 for
Aadhar-linked accounts after satis-
factory operation in the account for
six months. In addition, the benefi-
ciaries would get a RuPay Debit card
having inbuilt accident insurance
cover of INR 100,000 and a life cover
of INR 30,000. The accounts will also
be used for transferring all govern-
ment benefits including the Direct
Benefit Transfer.

As of March 2017, the almost
315 million accounts under this
scheme make up about 17 percent
of the total number of accounts with
scheduled commercial banks. These
accounts have actually led to an in-
crease in financial inclusion. The av-
erage balance in such accounts has
increased from INR 800 in December
2014 to INR 2,500 in April 2018. The
results of an empirical study con-
ducted by researchers also show that
activity in these accounts catches up
to non PMJDY accounts overtime. *#

Digitalisation: There has been in-
creased focus on digitalisation under
the current government. A unique
identification number has been pro-
vided to all individuals called Aadhar.
All accounts including bank accounts
(including Jan Dhan accounts), pen-
sion accounts and other government
services can be accessed using this
identification number. A digital plat-
form called Umang (Unified Mobile
Application for New-Age Governance)
has integrated several government
services online through the Aadhar
number. For all the key schemes ini-
tiated by the government, online plat-
forms have been developed. These
not only provide information about

Figure 1: FDI Net Inflows
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the scheme but allow users to apply
online and access their benefits. Also,
these websites provide details about
the progress of the schemes’ execu-
tion. This system improves efficien-
cy as it reduces the amount of paper
documentation work and follow-up
with government officials necessary
to access the benefits of government
schemes. Also, it improves trans-
parency and provides a system for
monitoring and control for better
execution. The government has also
initiated BharatNet, a scheme aiming
to provide internet connectivity in
rural areas. This initiative is likely to
facilitate better flow of information
to rural areas, which would provide
such benefits as better information
on agricultural techniques for farm-
ers, improved information about gov-
ernment schemes for the rural popu-
lation, and increased participation in
these schemes.

Market- and investment-friendly policies

The Modi government has under-
taken several pro-market reforms which
have helped enhance efficiency in the sys-
tem, improved investor confidence in the
economy, and helped attract foreign capi-
tal flows.

* Foreign direct investment liberal-
isation: Foreign direct investment
(FDI) is an important driver of eco-
nomic growth and a source of non-
debt finance for the country’s devel-
opment (Figure 1). The incumbent
government has taken several mea-
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sures to allow FDI inflow through the
automatic route* and simplify the
foreign investment process. Accord-
ing to the Press Information Bureau
of India, in 2018, FDI policy reforms
have been adopted in a number of
sectors including defence, construc-
tion development, insurance, pen-
sion, other financial services, asset
reconstruction companies, broad-
casting, civil aviation, pharmaceuti-
cals, and single brand retail trading.

Ending retrospective taxation: In
2012, the Income tax Act of 1962 was
amended with a retrospective effect.
This meant that the government had
the power to take back taxes due go-
ing back to 1962. This hurt investor
sentiment due to tax uncertainties
for Indian firms. The Modi govern-
ment ended this overhang by ensur-
ing that no new cases of past taxes
due would be opened and that ongo-
ing cases would be resolved quickly.

Insolvency and Bankruptcy Code:
The accumulating non-performing
assets in the banking sector were
hurting lending activities by banks.
Before the Insolvency and Bankrupt-
cy Code (IBC), there was no single or
comprehensive law in India to deal
with bankruptcy. Liquidation and re-
organisation were complex process-
es, with four agencies, namely the
relevant High Courts, the Company
Law Board, the Board for Industrial
and Financial Reconstruction, and
Debt Recovery Tribunal having over-

Modinomics and its Impact on India’s Capital Markets | 5



lapping jurisdictions, resulting in de-
lays. In the World Bank’s Ease of Do-
ing Business report, India is ranked
103rd in terms of resolving insolven-
cy. The recovery rate in India for in-
solvency is just 26.4 percent, and the
recovery process takes around 4.3
years to resolution. The IBC allows
creditors to assess the viability of a
debtor as a business decision and
agree upon a plan for timely revival
or liquidation. The code puts in place
an institutional framework that con-
sists of a regulator (the Insolvency
and Bankruptcy Board of India), in-
solvency professionals, information
utilities (those who collect and dis-
seminate required financial informa-
tion), and adjudicatory authorities,
such as the National Company Law
Tribunal. Some of the IBC’s important
features are: changing the insolvency
test from “erosion of net worth” to
“payment default”, shifting control
from the shareholder and promoters
to creditors, and significantly chang-
ing the priority for distribution of lig-
uidation proceeds. Secured debt and
workmen’s dues are the first priority.
Government dues stand below the
claims of other unsecured financial
creditors, unlike in the past. The IBC
envisages a time-bound process for
resolution. According to the quar-
terly newsletter by the Insolvency
and Bankruptcy Board of India, of
the 701 cases admitted under the IBC
from the first quarter of 2017 to the
first quarter of 2018, 176 cases have
reached resolution decision.

* Enforcement of the Real Estate
Regulation Act: The Real Estate Reg-
ulation Act (RERA) has been enforced
by the government to protect the in-
terests of home buyers and enhance
transparency and accountability in
real estate transactions.

Fiscal reforms

* Formalisation of the economy:
Implementation of a Goods and Ser-
vices Tax (GST) was an important
move towards expanding the tax
base, preventing tax evasion, and
formalising the economy. It brought
transactions involving almost all
goods and services under the um-
brella of a single unified taxation
regime thus reducing inefficiencies
in tax collection and expanding the
tax base. India’s tax-to-GDP ratio,
currently at 18 percent, is lower than

Figure2: Normalisation of Currency in Circulation and System Liquidity to

Pre-demonetisation Levels
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that in other emerging markets. GST
should lead to improvement in this
ratio. Increased tax collections are
likely to help achieve fiscal disci-
pline. To further aid the process the
government introduced the e-way
bill system which is an online plat-
form for filing GST returns. This
system has reduced documentation
procedures and thus helped reduced
the cost and increase the efficiency
of transportation of goods and ser-
vices.

o Privatisation of unprofitable
public sector undertakings: The
government initiated and acceler-
ated the process of privatisation of
unprofitable public-sector under-
takings. According to The Economic
Times, the central government is
preparing to lower its stake in all
central public-sector enterprises to
49 percent in three years, except in
strategically important sectors in-
cluding defence and oil and gas.

Demonetisation

One of the key policy measures im-
plemented by the government was demon-
etisation. In November 2016, the govern-
ment announced demonetisation of INR
1,000 and INR 500 currency notes. This
was expected to a cause permanent shift
of liquidity to the banking system, there-
by increasing the capital base for lending
and reducing rates. However, a review of
currency in circulation suggests that the
total currency in circulation is moving
back towards its trend levels, as indicated
in Figure 2. Hence, the positive impact of
demonetisation seems to be diminishing.
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Implications for Capital
Markets

The reforms undertaken by the Modi gov-
ernment positively impact the country’s
capital markets in two ways: a) improving
the outlook for growth and b) reducing the
cost of capital. The reforms have a positive
socioeconomic impact. They support long
term sustainable growth without fuelling
inflation. Since most of the reforms target
the rural population, they have a positive
impact on economic growth in those ar-
eas. The investment in housing and road
construction and provision of electricity
is gathering momentum. We are also wit-
nessing gradual pick up in consumption in
the rural areas, which we believe can ac-
celerate further.

The government reforms have also
led to an overall lowering of the cost of cap-
ital. In our assessment, the following spe-
cific reforms have played a key role.

* The government has largely stuck to
fiscal discipline thus far, which has a
positive impact on government bond
yields and helps lower the cost of
funding throughout the system.

* The implementation of IBC signifi-
cantly enhances comfort on lending
as it promises a timely resolution
process in case of default.



Implementation of reforms like the
GST and digitisation has brought
about greater transparency and for-
malisation in the economy. This, we
believe, should lead to better oper-
ational and financial efficiency (for
instance, by lowering the working
capital requirement). Further, this
should lead to increased confidence
on the part of lending institutions.

Financial inclusion allows people and
smaller businesses to have access to
formal financial institutions. This low-
ers the overall cost of borrowing. In
smaller towns and rural areas there is
heavy dependence on informal finan-
cial channels like moneylenders, who
lend at exorbitantly high rates.

Historically most savings in India were
invested in real estate and gold. These
were considered safe havens for un-
disclosed or “black” income. Now,
there is greater government scrutiny
of these investments. As a result, we
expect more savings to be channelled
into productive sectors through finan-
cial institutions and markets. We have
witnessed unprecedented inflows into
mutual fund schemes (Figure 3).

The structural reforms have helped
improve the confidence of interna-
tional investors. For instance, India
has jumped 42 places in the World
Bank’s ease of doing business ranking.
Moody’s also upgraded India’s credit
rating outlook after almost 14 years.
Investor sentiment has improved.
India has surpassed China in net FDI
inflow as percent of GDP. Indian mar-
kets have rerated since 2014 with
12-month forward price/earnings (P/E)
multiples now close to their all-time
highs (Figure 4). Notably, the inflows
into Systematic Investment Plans have
increased and have persisted even in
times of market underperformance.

Notes

*1

The scheme for the construction of houses
for low income classes in rural and urban
areas is called “Pradhan Mantri Awas Yoja-
na”. The scheme for construction of rural
roads is called “Pradhan Mantri Gram Sa-
dak Yojana”. The scheme for provision of
LPG is called “Pradhan Mantri Ujjawala Yo-
jana”. The scheme for rural electrification
is called “Saubhagya”. The scheme for fi-
nancial inclusion is called “Pradhan Mantri

Figure 3: Mutual Fund Equity Net Inflows
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Figure 4: NIFTY: 12-month Forward P/E Ratio
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Jan Dhan Yojana”.

*2  Houses made with high quality materials
throughout, including the floor, roof, and
exterior walls.

*3  Houses made from mud, thatch, or other
low-quality materials.

*4  Chopra, Yakshup, Prabhala, Nagpurnanand,
and Tantri, Prasanna. (2017) “Bank Accounts
for The Unbanked: Evidence from a Big
Bang Experiment.” https://www.bentley.
eduy/files/2017/04/04/pmjdy_final.pdf

*5  Foreign direct investment does not require
prior approval from the Government of In-
dia or the Reserve Bank of India under the
automatic route.
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Overview of the Asset Management Industry in

India

Introduction

economy in the world by the close of
the third decade of the 21st century,*
next only to the U.S. and China. Compared
toarelatively muted world average annual
gross domestic product (GDP) growth rate
of 3.5 percent since 2012,*2 India’s GDP has
grown at an average pace of nearly seven
percent during the same period,** making
it one of the fastest growing economies in
the world. Concomitant with a growing
economy, incomes have risen and have
led to higher levels of consumption and
savings. Gross national savings stood at
USD 720 billion for FY2016-2017,** nearly
32 percent of the gross national disposable
income - a very high savings rate when
compared with the developed world.
Despite this very high level of sav-
ings, banks and insurance companies,
such as the government-controlled behe-
moth Life Insurance Corporation of India
(LIC), are the preferred routes for depos-
iting financial assets by a majority of indi-
viduals and not the 41 asset management
companies that are currently operating in

I ndia is expected to be the third largest

India. This bears testament to the fact that
the asset management industry is still in
relative infancy. At the end of March 2018,
assets under management (AUM) of mutu-
al funds in India stood at USD 350 billion.*
Although the banking sector dominates In-
dia’s financial asset milieu, holding nearly
70 percent of financial assets,*¢ rising in-
comes provide ripe opportunities for the
asset management industry to expand
their pie, which is further bolstered by reg-
ulatory tailwinds, positive macroeconom-
ic outlook and favourable demographics.

The demographic distribution of the
population of India is a major asset — with
a young and growing population - that
was earlier seen as a Malthusian liabili-
ty. India’s middle class base is one of the
largest in the world. The steadily increas-
ing number of high net worth individuals
(HNWIs) is also younger in average age
than their western counterparts. Also 41
percent of them have their financial assets
parked outside of India*” and a significant
fraction of these assets could come back
to India as the “home-bias” characteristic
of developed markets takes place. This tri-
fecta of underserved HNWIs, an expand-
ing middle class that aspires for a better
financial future, and woefully low pen-
etration of mutual funds in India, offers
immense latent opportunities for growth.

The Indian asset management in-
dustry in 2018 is about USD 550-650 bil-
lion, which is a small fraction of the global
asset management industry, and is one of
the worlds’ fastest growing.

Ignoring pension funds, which are
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still some distance from being 100 percent
professionally managed, mutual funds
are the largest component of India’s asset
management industry (Figure 1).

Aside from the above mentioned
professionally run companies, insurance
companies manage massive asset portfo-
lios for themselves, comprising primarily
of debt and equity securities. Due to rapid
technological penetration, the sector, in
terms of insurance premium, is expected
to grow at an annual rate of 49 percent*®
to reach USD 280 bhillion by 2020. As of the
end of March 2017, life insurance had the
majority market share of 77 percent, and
was dominated by LIC. Owing to their co-

Figure 1: India’s Asset Management
Industry Size in 2018 (USD Billion)

Alternative Investment Fund 43

Pension 200-250

Mutual Fund 350

Note: Pension includes the AUM of only Employees’
Provident Fund Organisation and National
Pension System.

Source: Various sources compiled by authors



pious cash cycle, these companies are also
one of the largest investors in Indian cap-
ital markets. As of the end of March 2017,
the AUM of the life insurance industry
was USD 497 billion* of which 72 percent
was parked in fixed income instruments.
Alarge proportion of investors in mu-
tual funds are institutions — corporations,
banks and foreign institutional investors
(FIIs) (Figure 2). However, as technology and
the internet have made it easier than ever to
invest, the proportion of individual inves-
tors is expected to increase in the future.

Evolution of Asset
Management in India

Mutual funds

The mutual fund industry forms the
lion’s share of the entire asset management
industry in India and has come a long way
today since its humble beginnings over 50
years ago.*® Unit Trust of India (UTI) was
established in 1963 through an act of parlia-
ment to operate under the aegis of the Re-
serve Bank of India (RBI). In 1964, the first
mutual fund product was launched and
until 1987, when a wave of public sector un-
dertakings (PSUs) jumped onto the mutual
fund bandwagon, UTI managed a paltry
USD 1.22 billion. Economic liberalisation
in the early 1990s saw India shedding the
shibboleth of the “Hindu rate of growth” by
which growth stagnated at around three to

four percent per annum. With liberalisa-
tion, many private players entered into the
fray and started offering varied investment
products, many of which were tailor-made
to a specific investor segment, based on a
multitude of factors such as age, risk appe-
tite, and sector preferences. As financial lit-
eracy increased among the masses, so did
the propensity to seek out investment vehi-
cles other than bank deposits. The last few
years, from 2015 to 2018 in particular, saw
tremendous inflows into mutual funds.
Growth in mutual fund investment in India
outpaced that in the rest of the world. **

Such growth has likely come about
due to the interplay of structural reforms,
regulatory push and favorable macroeco-
nomic conditions. The last quarter of 2016
saw demonetisation due to which an un-
precedented amount of currency in circu-
lation was declared null and void. As nearly
USD 230 billion of defunct currency made
its way into the formal banking network,
bringing a sizable segment of the popula-
tion under the scanners of the government,
new avenues of investments that save on
taxes and generate high returns, gained
traction. Returns from traditional avenues
such as gold and real estate, that used to wit-
ness large cash flows, waned post-demone-
tisation. As if on cue, mutual funds saw a
veritable jump in inflows and penetration,
within a year after demonetisation.*!? The
period also saw a long bull run in equity
markets as mutual funds, now flush with
cash, poured money into equities.

Mutual funds generally offer three
distinct categories of products: closed-end-
ed, open-ended and exchange traded
funds (ETFs). While the distribution of
fund schemes between closed- and open-
ended categories is slightly skewed to-
wards the closed-ended, the rupee value

Figure2: Breakdown of Mutual Funds by Investor Type

Banks/Financial
Institutions 2.1%

Retail
Investors
22.7%

High Net
Worth
Individuals
27.6%

Note: As of June 2017.
Source: India Brand Equity Foundation

FIIs 0.6%

Corporates
47.0%

of the assets is heavily skewed towards
open-ended. Open-ended mutual funds
account for over 98 percent of all assets
managed by the mutual fund industry in
India.*® Furthermore, 88 percent of the
AUM is divided among debt (38 percent),
equity (36 percent) and liquid money mar-
ket (13 percent) funds, and corporates,
HNWTIs and retail investors account for
almost the entire pie of investors.*!

The growth in closed-ended funds
has stalled following Association of Mu-
tual Funds in India (AMFI) directing fund
houses to cap upfront commissions at one
percent. This, coupled with subpar perfor-
mance as compared to their open-ended
peers, has led to a decline in the launch of
new closed-ended schemes since 2015.*15

Pension funds

India’s pension system is a complex
web consisting of multiple options with
varying eligibilities. Civil servants and
government employees were awarded
pension benefits in 1881 under the Roy-
al Commission on Civil Establishments
Act.*¢ The Government of India Acts of
1919 and 1935 made further provisions.
Under these schemes, entire pension
expenditure was charged in the annual
revenue expenditure account of the gov-
ernment, thus in a way, cross-subsidis-
ing government employees over private
ones. Private workers had limited options
in terms of pension coverage. However,
this changed with the formation of the
Employee Provident Fund Organisation
(EPFO) in 1952 and the launch of the Pub-
lic Provident Fund (PPF) in 1968.

EPFO offers three schemes: (i) Em-
ployee Provident Fund (EPF), 1952; (ii)
Employees’ Deposit Linked Insurance
Scheme (EDLIS), 1976; and (iii) Employ-
ees’ Pension Scheme (EPS), 1995. While
EPF and EPS invest in a variety of capital
market instruments, EDLIS is primarily
an insurance scheme. PPF is guaranteed
by the government and the corpus is in-
vested on various government schemes
and programs.*!”

The National Pension System was
launched in 2004 by the Government of
India in order to de-emphasise defined
benefit pension plans and move to de-
fined contribution plans. The National
Pension Scheme (NPS) and EPFO employ
professional fund managers.

Alternative investments

* Private equity (PE) and Venture
capital (VC): The need for VC was
first highlighted by the government
committee on development of small
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and medium entrepreneurs (Bhatt
Committee)*® in 1972. In 1973, the
efforts of the Indian government to
provide risk capital led to the for-
mation of the Risk Capital Founda-
tion.*!° In 1986, the Technology De-
velopment Fund was formed from a
tax levied on technology imports, as
suggested by the budget of 1986.
The first venture capital
company in India was Technology
Development and Investment Cor-
poration of India (TDICI) formed
in 1986 with a view to achieve long
term capital gains by investing in
companies with high earnings and
growth potential. Securities and
Exchange Board of India (Venture
Capital Funds) Regulations of 1996
freed the industry from bureau-
cratic hassles.*? Securities and
Exchange Board of India (Foreign
Venture Capital Investor) Regula-
tions, 2000 enabled foreign venture
capital investors to register with
the Securities and Exchange Board
of India (SEBI) and enjoy certain
benefits. In 2012, the Alternative In-
vestment Funds (AIFs) Regulations
came into effect and proved to be
a milestone for the industry. As per
the act, VCs and PEs are regulated
under Category I and II AIFs re-
spectively. The act further defined
the tenure of VC/PEs to be a mini-
mum three years. It also allowed
for the formation of angel funds as
a special category of VC funds and
defined these as funds which pool
money from angel investors having
net worth of at least USD 1.5 million
or net tangible assets of USD 0.3 mil-
lion. VC and PE investment in India
were USD 32.5 billion in 2017, a
year-on-year increase of 47 percent
and a compounded increase of 21
percent over last five years.*?!

e Hedge funds: In 1993, SEBI issued
regulations and rules governing
portfolio managers who pursuant
to a contract or arrangement with
clients, advise clients or undertake
the management of portfolio of se-
curities or funds of the client. Hedge
funds were not allowed to operate
as they did not come under the ex-
cluded category of FIIs, by virtue of
their not being regulated in their
place of incorporation. By FY2003-
2004, some foreign hedge funds be-
gan investing in offshore derivative
instruments (P-Notes) issued by FIIs
against underlying Indian securi-

ties. However, the Indian hedge
fund industry began only in 2012,
after the introduction of the AIFs
regulations by SEBIL.*?2 They were
regulated under the Category III
that included alternative funds that
engage in the use of leverage and
could be either open- or closed-end-
ed. However they were not allowed
a tax-pass-through status*?® — a seri-
ous impediment to the growth of the
hedge fund industry.
Real estate investment trusts (RE-
ITs) and infrastructure investment
trusts (InvITs): SEBI introduced the
first draft of regulations for REITs
in 2008, but later withdrew that ver-
sion to make way for real estate mu-
tual funds.*?* In 2013, they again re-
leased the draft regulation on REITS,
but later held back due to ambiguity
in the tax structure. Finally, in July
2014, the government introduced
tax incentives for REITs and in Au-
gust of the same year, SEBI approved
the setting up of REITs in India.
REITSs are set up as trusts un-
der Indian Trust Act, 1882 and are
registered under the Securities and
Exchange Board of India (Real Es-
tate Investment Trusts) Regulations
2014. Minimum asset size to be
proposed by REITSs is prescribed as
USD 80 million and minimum ini-
tial public offering (IPO) offer size
is prescribed at USD 40 million. A
REIT has to mandatorily distribute

GILT Funds —

1%
Balanced Funds
8%

Liquid Funds
16%

at least 90 percent of its net distrib-
utable cash flows on a half-yearly
basis.** Further, the REIT assets
are mandated to be situated within
India and cannot include hospitals,
hotels, and other infrastructure
such as special economic zones.

Products Offered by
Asset Managers

Mutual funds

In March 2018, 41 distinct provid-
ers of mutual funds offer a total of 1,998
schemes to investors.*? In addition to debt,
equity and hybrid schemes, they also offer
tax saving schemes such as Equity Linked
Saving Schemes (ELSS). In terms of kinds
of funds, the majority are income funds
and equity funds, followed by money mar-
ket funds (Figure 3).

ETFs

The analysis of publicly traded in-
struments would remain incomplete if it did
not touch upon ETFs. These are essentially
“marketable securities that track an index,
a commodity, a bond or a basket of assets

Figure 3: Breakdown of Indian Mutual Funds by Type

Income Funds
37%

Equity Funds
31%

Note: As of March 2018.
Source: AMFI
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like an index fund.” The major differences
between a mutual fund and an ETF are that
ETFs are publicly traded on stock exchang-
es just like stocks and bonds whereas mutu-
al funds are not, and ETFs look to track or
emulate an index/benchmark whereas mu-
tual funds strive to beat a benchmark. The
singular advantage of ETFs is transparency
— the investor at all times knows the exact
composition of her portfolio.

ETFs were first introduced in the U.S.
in the year 1993 in the form of S&P SPDR,
but they did not garner much attention
from investors. But once they did, volumes
swelled and today ETFs have over USD 5
trillion worth of AUM globally.*?’ In India,
ETFs had a late entry in FY2001-2002 with
the Nifty BeES. Growth during the initial de-
cade was tepid and in 2011 BeES was sold
to Goldman Sachs, which in turn sold their
mutual fund business to Reliance Nippon
Life in 2016.*%® Now, many Indian asset
management firms including ICICI Pruden-
tial Asset Management, Kotak Mahindra
Asset Management and HDFC Asset Man-
agement, have launched ETFs. The muted
growth of the Indian ETF industry in the
early years could be attributed to the superi-
or performance of actively managed funds,
the tax-advantaged treatment of mutual
funds in India, commission and fee squeeze
in passively managed instruments dis-in-
centivising further offerings by fund hous-
es in the category, and the behavioral bias
of Indian investors toward buying invest-
ments from distributors rather than directly
investing in products from stock exchanges.

But the gradual movement towards
passively managed products globally has
had spillover effects in India too. As of the
end of March 2018, the ETF market size in
India is nearly USD 12 billion, clocking an
average growth of 43 percent since 2012.*2°
While the initial leanings of investors were
towards the gold ETFs, equity ETFs are
now experiencing phenomenal growth.
This can be ascribed to the EPFO’s invest-
ment in equity ETFs since 2015 and the
government’s plan to offload its PSU hold-
ings through this route.

Pension funds

Among the available schemes under
EPFO, EPF is the largest. Presently EPF is
mandated to invest a minimum 45 percent
to a maximum 50 percent of accumulated
funds in government securities, 35-45 per-
cent in debt securities, under five percent
in money market instruments, 5-15 per-
cent in equity instruments and ETFs and
five percent or less in asset backed secu-
rities (ABS).**° EDLIS, being an insurance
scheme, maintains a deposit linked insur-

ance fund account and all expenditure and
subsequent claims are credited and deb-
ited to this account.**' As of March 2018,
EPFO had 50 million subscribers and an
AUM of USD 168 billion.

As of March 2018, there were 11.5
million subscribers under NPS and it had
an AUM of USD 35 billion.**? In a country
of 1.3 billion, this is a miniscule percentage
and hence a lot of growth is expected in the
future. The investments in NPS are regulat-
ed under the Pension Fund Regulatory and
Development Authority (PFRDA) guide-
lines. As of 2017, these guidelines allowed
NPS corpus to be invested in government
securities, listed debt and equity securities,
mutual funds and alternative asset classes
including AIFs (Category I and II only), RE-
ITs, ABS, and InvITs.*33

AlIFs

As per Securities and Exchange
Board of India (Alternative Investment
Funds) Regulations, 2012, the minimum
investment allowed in AIFs (other than an-
gel funds) is USD 152,000. Further, as per
the latest guideline, the minimum invest-
ment for fund-based activities by a foreign
investor is USD 20 million.*3* Also, an AIF
is required to have a minimum corpus of
USD three million. For angel funds the min-
imum corpus is USD 1.5 million.

* PE and VC funds: VC funds typically
invest in early stage unlisted com-
panies, mainly in the form of equity,
while PE funds typically reduce the
risk profile by investing slightly later,
and prefer a leveraged investment.
While PEs tend to invest in a wider
range of sectors than VCs, lately an
emphasis on certain sectors that have
the potential to scale has been visible
in PE investments as well. Over the
years, Indian VCs have invested in
variety of sizes,*® starting from a few
thousand dollars to many millions of
dollars. PE investments are typical-
ly much larger and in more mature
companies. Both VCs and PEs are fi-
nite life, closed-end funds.

* Hedge funds: Globally, hedge
funds typically use myriad active
investment approaches. In In-
dia, however, most funds invest
in equities — either in a concentra
ted long bias (unlike mutual funds
which by regulation need to be di-
versified) or with the ability to go
long and short (unlike the mutual
funds which cannot go short) typical-
ly using equity futures.

* REITs and InvITs: REITs and In-
vITs are new instruments in India.

They essentially function as mutu-
al funds, except that SEBI requires
them to be listed through an IPO.
The minimum investment by a stra-
tegic investor is set at five percent of
the offering while the maximum is
25 percent.** REITs are generally
securitised under a waterfall struc-
ture in which securities of succes-
sively higher risk are created, each
guaranteed by the cashflow leftover
from distribution to the preceding
lower risk security. This way inves-
tors of different risk appetite can
be tapped. In case of REITS, these
security classes are created not just
synthetically, but also by having
underlying assets of different risks;
for example, residential REITs are
generally considered riskier than
commercial REITs due to their dis-
tributed nature as well as financial
status of the tenants.

Asset Managers

Mutual funds

Of the 41 companies offering mutual
funds in March 2018, the top five account-
ed for nearly 57 percent of the industry’s
AUM and the top ten companies accounted
for 81 percent (Figure 4).

Pension funds

NPS employs professional fund man-
agers. Eight fund managers presently man-
age NPS including SBI Funds Management,
LIC Mutual Fund Asset Management, UTI
Asset Management, HDFC Asset Manage-
ment, ICICI Prudential Asset Management,
Kotak Mahindra Asset Management and
Reliance Nippon Life Asset Management.
EPFO employs SBI Funds Management, ICI-
CI Prudential Asset Management, Reliance
Nippon Life Asset Management, HSBC Asset
Management (India) and UTI Asset Manage-
ment as fund managers, as of March 2018.*%7

Alternative investment funds

There are about 395 registered AIFs
in India.** PEs invested USD 11.2 billion in
FY2016-2017 of which a large part went to
the internet and mobile payment sector.
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Figure 4: Market Share of Top 10 Mutual Fund Managers
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Sequoia (32 transactions), Accel Partners
(30 transactions) and IDG Ventures (25
transactions) were the most active VC firms
in India in FY2017-2018, followed by Blume
Ventures (21 transactions) and Kalaari Cap-
ital (12 transactions).** Bain Capital, Caisse
de dépot et placement du Québec (CDPQ)
and Canadian Pension Plan Investment
Board (CPPIB) are some of the largest PE in-
vestors in India. Kedaara Capital (USD 750
million), Chrys Capital (USD 600 million),
Morgan Stanley (USD 500 million) and SAIF
Partners (USD 350 million) recently raised
large funds dedicated to India.** Most of
these funds raised capital from offshore in-
vestors primarily from the U.S. and Canada.
Fairfax Financial started an entire compa-
ny listed in Canada, Fairfax India Holdings,
with a large and growing corpus (USD 2.1
billion). Brookfield Asset Management and
Fairfax are two pioneers in using foreign
listed companies (permanent capital) to
invest in both public and private markets
in India. Purely domestic sourced PE funds
were very small, with TVS Capital Funds
being one of the leaders (USD 200 million).
The majority of PE and VC investments in
FY2016-2017 took place in the technology
(46 percent), financial services (22 percent)
and healthcare sectors (six percent).**

As of 2018, the total size of India’s
hedge fund industry is about USD 3 bil-
lion.*#? Avendus Capital is the largest
hedge fund with USD 1.3 billion. There
are more than 13 hedge funds in India.**

India has two listed InvITs, India Grid
Trust and IRB InvIT, while IndInfravit Trust

ICICI Prudential
Asset Management
13%

HDFC
Asset Management
13%

Aditya Birla Sun Life
Asset Management
11%

Reliance Nippon Life
Asset Management
1%

(sponsored by Larsen&Toubro) is a private
InvIT. The two public InvITs have under-
performed post-listing and hence other In-
VITs have held off listing plans. As of April
2018, India Grid Trust was trading at a dis-
count to its listing price while only recently
IRB InvIT outperformed its listing price.*#

No REITs have been issued in India.
Asset managers with large real estate in-
terests, including Blackstone and Raheja,
are planning to launch commercial and
residential REITSs.

The Road Ahead

In all markets, but particularly in an emerg-
ing market like India, transparency and
trust are key drivers in the population’s
adoption of investment products. The asset
management industry has innovated with
products like ETFs that are transparent,
low cost and tax efficient and we expect
investors to gravitate to investment prod-
ucts with these attractive features. Hand in
hand with industry innovation, we expect
regulatory innovation and legal clarity to
accelerate the growth and adoption of as-
set management products in India.
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To promote growth and protect the
interest of investors, SEBI has introduced
several new regulations, such as banning
entry load fees, separating advisor com-
missions from the investment amount,
and removing the provision to transfer
some expenses to investors. Investors are
allowed to change their agent without a
No-Objection Certificate (NOC) from their
previous agent, and negotiate the upfront
commission paid to the agent. These mea-
sures, it is hoped, will in due course give
investors greater security and encourage
them to invest in mutual funds. Further-
more, the government is working towards
creating a robust framework to provide
legal protection to foreign investors.*

PEs and VCs provide capital to new,
unproven business models which have
strong growth potential, such as e-com-
merce, and other online businesses. Since
these business models are new, many
a times there is regulatory uncertainty
around their tax treatment, which acts as
a deterrent to the investors. Regulatory
clarity is thus essential to invigorate invest-
ments. PE investors further seek certain
provisions such as pass-through of losses
at the end of the fund life (for Category I
and Category II) in order to encourage in-
vestment.** Hedge funds are currently not
mentioned in the IT act and thus investors
expect the government to bring them un-
der a formal tax regime. Regulatory clarity
is also needed in order to plug the loop-
holes in AIF regulation to avoid regulatory
arbitrage. One such instance was highlight-
ed by the RBI in its March 2018 letter to
SEBI, asking the latter to provide clarity on
loan issuance by an AIF, highlighting a case
where a non-banking finance company
slipped between regulatory loopholes.**

Regulatory constraints and penal-
ties on mis-selling are also very important
in maintaining the integrity of the asset
management ecosphere. Recent IRDAI
guidelines on regulations governing web
aggregators in order to curb aggressive
selling** and the setting up of a task-force
by the government to finalise the frame-
work of a national e-commerce policy are
steps in the right direction.**

There is pressure to increase in-
vestor returns from pension schemes by
improving governance, enhancing equity
and alternatives exposure, and involving
the private sector. The EPF Scheme 1952
was amended in 2017 to allow a maximum
of two terms to the board members of
EPFO.*° These steps have met with mixed
response. EPFO recently reduced its inter-
est rate to a five-year low in 2018 despite
a surplus of USD 100 million.*s! In order




to increase pension penetration among
private sector employees, the government
has reduced the ceiling on the number of
employees in a firm and mandated more
firms to provide pension coverage. The
Indian labor ministry is planning to move
to a public-private-partnership model to
oversee its flagship provident fund and
medical insurance schemes.*>

In spite of a government push, REITs
and InvITs have not seen much enthusi-
asm. This is partially due to confusion on
some critical regulatory matters. However,
the government is taking positive steps and
relaxing issuance norms such as allowing
REITs and InvITs to raise funds through
debt and permitting single-asset REITS, *53
and also allowing strategic players to in-
vest up to 25 percent in REITs and InvITs.

Rapid digitisation and governmen-
tal push in this area will see further easing
of transaction processes. The Chinese ex-
ample of extraordinary growth in FinTech
business such as Ant Financial and Ten-
cent, demonstrates the potential of tech-
nology in redefining the entire financial
chain. As new technologies, such as block-
chain and machine learning, come into
usage, efficiency and access will improve
exponentially. Services like robo-advi-
sors and data-driven customised finan-
cial planning are likely to become more
prevalent. SEBI and AMFI have launched
several initiatives to keep India’s financial
services industry at the forefront of tech-
nology adoption.*3* All this will lead to in-
creased penetration by India’s population
into asset management products.

The asset management industry
in India is poised to go through much
change in the coming years. India is one
of the fastest growing economies today
and rising levels of wealth and income
will see people looking for newer ave-
nues of investment, away from tradi-
tional fixed-tenure bank deposits. Asset
management companies will come up
with innovative product bundles that ca-
ter to the varied needs of customers and
the demand for higher returns. With the
alignment of multiple factors in its favour
and numerous opportunities for growth
ahead, India’s asset management industry
is poised for exceptional growth.
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Overview of the Indian
Economy and Bond
Market

he Indian economy is the third larg-
est economy by purchasing power

parity and the sixth largest by nom-
inal gross domestic product (GDP), which

was at an estimated USD 2.597 trillion as of
2017.** Over the last decade, the fast pace
of growth in the Indian economy has led to
expansion in the capital markets as well.
The participation of both domestic and
foreign investors has risen significantly
during this period.

The Government of India (GOI) and
the Reserve Bank of India (RBI) have, in
the recent years, been supportive of a lib-
eral investment policy that also included
the foreign portfolio investors (FPIs). The
FPIs were, in principle, allowed to invest in
India since 1992 when the Indian markets
were opened up for investments to foreign
institutional investors for equity and debt

Figure 1: Annual Net Investments in Indian Bond Market
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investments. However, the norms and the
limits for investments by FPIs have really
been liberalised in the last decade only. The
strong performance of the Indian econo-
my, which grew at a compounded annual
growth rate of seven percent per annum
from 2008 to 2018, has led to an increased
confidence among foreign investors. In No-
vember 2017, global rating agency Moody’s
Investors Service upgraded India’s sover-
eign rating from Baa3 to Baa2. As a result
of the several measures relating to devel-
opment of capital markets, a fast growing
economy, and growing confidence of the
global investors, there has been a six-fold
increase in annual investments by domes-

M Debt-foreign portfolio investors
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tic and foreign investors in the Indian bond
market between 2008 and 2018 (Figure 1).

Structure and Issues in
the Indian Bond Market

Issuers and investors

The Indian bond market is dominat-
ed by government-issued securities. The
central government and the state govern-
ments in India have consistently been in-
curring an aggregated fiscal deficit of the
order of six percent. The governments
borrow solely from domestic sources. As
a result, government bonds comprise two
thirds of the aggregate domestic bond mar-
ket size in India (Figure 2).

The issuers in the corporate sector
include companies from the public sector
and private sector across financial and
non-financial institutions. Access to bond
markets is however limited to the highly
rated borrowers, mostly with AAA and AA
ratings. The lower rated borrowers have to
depend upon credit facilities from either
banks or non-banking financial companies
(NBECs).

Instruments and markets

The Indian bond market is a pre-
dominantly cash market with the follow-
ing characteristics:

Figure 2: Indian Domestic Bond Market Size
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The short tenor (less than one year
original maturity) instruments in-
clude commercial papers (issued by
corporates) and certificates of depos-
it (issued by banks).

The long tenor (over one year orig-
inal maturity) instruments include
predominantly government/ corporate
bonds and a few securitised prod-
ucts like pass-through securities and
mortgage-backed securities (MBS).

The maximum tenor of a govern-
ment security currently is 40 years,
and 50 percent of the outstanding
government securities have a tenor
of less than 10 years.*?

The corporate bonds have a shorter
maturity profile. The bonds with ma-
turities over three years suffer from
inadequate liquidity.

There is an absence of a standard
credit spread curve. The credit
spreads for corporate bonds with
similar credit ratings have often a
significant variance on account of
low trading volumes and bilateral
transactions.

The fixed income derivatives mar-
ket is limited mainly to interest rate
swaps (IRS), which are traded in
the over-the-counter (OTC) markets.
The pricing of the overnight interest
swaps (OIS) is linked to the National
Stock Exchange Mumbai Inter-Bank
Offer Rate (NSE MIBOR) rate. In addi-
tion, the interest rate swaps are also
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priced on a one-year Indian bench-
mark (INBMK) rate, which is based
on polling of a few banks. While in-
terest rate futures are traded on the
stock exchanges, they have a very
low turnover. As a result, corporates
often face difficulties in hedging
their interest rate risks.

7. The corporate bond issuances are
conducted predominantly through
private placements, rather than
through public offers, since the for-
mer channelis subject toless stringent
regulatory requirements, lower cost
of issuance, and faster turnaround,
compared to public issue of bonds.

One of the long outstanding difficul-
ties faced by bond market participants in
India is that there is an absence of a uni-
versally accepted yield curve. The 10-year
government security is the most widely
referred benchmark rate. For other matur-
ities, there is inadequate trading in the gov-
ernment securities or the corporate bond
markets. Currently multiple yield curves
are published by rating agencies like CRI-
SIL, data and clearing services companies
like CCIL, and data vendors like Reuters.
Bond market investors like banks or mutu-
al funds use one of these yield curves for
the pricing and valuation of securities.

The loans by banks are priced on the
individual benchmark rates fixed by the
respective banks themselves. There has re-
cently been an initiative by the RBI to intro-
duce, in a limited manner, the adoption of
market-linked benchmarks for pricing of
bank loans. This is, however, yet to be ac-
cepted by all banks as an industry practice.

mmmm  Goverment bonds
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Regulation

The domain of regulation of the
Indian bond markets has traditionally
been split across RBI, the Securities and
Exchange Board of India (SEBI), and the
Insurance Regulatory and Development
Authority of India (IRDAI). RBI is the pri-
mary regulator for all banks and financial
institutions (FIs) and therefore regulates
the scope of investments, valuation, pro-
visioning, and asset classification of all in-
vestments by the banks and FIs. SEBI is the
capital markets regulator and regulates the
players and instruments in the traded mar-
kets for bonds, equities, and commodities.
IRDAI is the primary regulator for insur-
ance companies and thereby regulates the
conduct of the latter in their investments in
the capital markets.

The multiplicity of regulatory over-
view has at times led to inconvenience to
the participants in the bond markets. The
regulators have now been exchanging
thoughts among themselves to pre-empt
any confusion or conflict on account of
this.

The regulation of financial services
and trading has been a matter of much
debate in India, as well as in many other
countries, since the global financial crisis
of 2008. GOI had, in 2011, instituted a Fi-
nancial Sector Legislative Reforms Com-
mission (FSLRC) to review the regulatory
framework in India. FSLRC has submitted
its report with recommendations to estab-
lish a super-regulator as well as multiple
changes in the structure and domains of
the existing regulators. There has however
not been further action on the report.

Access for Foreign
Portfolio Investors

The FPIs, registered with RBI, are permit-
ted to invest in the Indian debt markets
subject to limits prescribed by RBI. The lim-
its for investment by FPIs apply, segment
wise, to central government securities,
state government securities, and corporate
bonds. RBI has been periodically revising
the limits, after considering the debt and
monetary conditions and the demand
from foreign investors.

GOI and RBI are quite conscious

of monetary and exchange rate risks on
account of a high level of investment by
FPIs in the domestic bond markets. The
investments by FPIs, being in the nature of
market investments, can potentially lead to
excessive volatility in the bond markets, if
FPIs sell their investments on a large scale.
The aggregate limit for FPIs in the debt
markets is currently 3.5 percent of GDP.
This is well within the current total exter-
nal debt to GDP of India at 20 percent.*

Credit Markets —
a Historical Perspective

The credit rate spread on a bond is a func-
tion of the maturity of the bond and the
default risk of the underlying issuer. The
sophistication of a bond market is indicat-
ed by both the extent of trading in bonds
across the categories of maturity and credit
rating. The Indian bond market does not
offer significant trading in bonds of either
long maturity (greater than 10 years) or of
lower credit rating (below AA). There has
been slow progress in the underlying cred-
it markets for these segments. The infra-
structure projects with long maturity and
corporate issuers of lower credit ratings
have traditionally depended on banks and
non-banking institutions for meeting their
financing needs. The bond markets have
not yet developed as a platform for such
issuers. It is instructive to understand the
historical perspective behind the financing
of infrastructure projects and the factors
affecting investors and issuers of low rated
corporate debt.

Financing of infrastructure projects

Infrastructure projects have typical-
ly long gestation periods. These projects
are also more risky than industrial projects
on account of higher controls on their cus-
tomer markets and user fees. Their cash
flows are also such that they require funds
with longer maturity.

There is a significant requirement of
funds for the financing of infrastructure
projects in India. According to the Indian
Economic Survey 2017-18, the cumulative
figure for India’s infrastructure investment
gap would be around USD 526 billion by
2040.

The most appropriate sources of
funds for infrastructure projects are long
term bond markets, pension funds, and
insurance companies. However, in India,
the long term bond markets are not deep.
Indian insurance and pension companies
have limited appetite for financing of infra-
structure projects on account of their small
sizes, limited experience, and regulatory
constraints. As a result, these projects have
traditionally been funded mostly by com-
mercial banks. However, commercial banks
have limited funds of long maturity and are
not well placed for financing of infrastruc-
ture projects. This has led to an adverse as-
set liability maturity risk for the banks.

In the last few years, infrastructure
projects, especially in the energy and trans-
port sectors, were funded through a public
private partnership (PPP) mechanism. The
participation of the private sector was in-
tended to help share the burden of financ-
ing the capital intensive projects. Several
private sector players took a lot of inter-
est and committed significant amounts of
funds for the infrastructure projects. This
led to a sharp rise in financial leverage of
the participating private sector companies
in the last few years. Also, the policy envi-
ronment for the projects became challeng-
ing on account of delays in land acquisi-
tion, environmental clearance, and sudden
cancellation of contracts in many cases. As
a result, the development and operational
commencement of several infrastructure
projects was inordinately delayed, leading
to financial difficulties. A large number of
private sector infrastructure development
companies became insolvent.

The failure of infrastructure proj-
ects on a large scale led to a sharp rise in
non-performing assets (NPAs) on the bal-
ance sheets of commercial banks that had
financed these projects. This has led, at
a systemic level, to a twin balance sheet
problem involving the corporate borrow-
ers and the banks. A key lesson for the
policymakers has been that the source of
financing of large projects should not be
concentrated with commercial banks.

The high-yield market

A mature bond market should com-
prise of bonds in various segments of the
risk continuum. Igata, Taki and Yoshikawa
(2009) mention that one of the important
factors behind the success of the U.S. bond
market is the continuing issuances of high-
yield bonds (bonds rated BB or below). The
attractive risk-return characteristics of
high-yield bonds in the U.S. markets enable
speculative grade, but promising and fast
growing, companies to raise funds. In ad-
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dition, the elongation of the average matu-
rity of the traded bonds has helped deepen
the U.S. bond markets.

While the risk-free government se-
curities and the highest rated corporate
bonds with AAA and AA ratings are fre-
quently traded, bonds of lower investment
grades and speculative grades are hardly
traded in the Indian bond markets. There
are several reasons behind the lack of trad-
ing in high- yield bonds:

» Difficulty in price discovery: There
has been very little data available on
the recovery rate of resolved loans in
various sectors. This has impacted
the ability to compute the fair values
of low rated bonds and thereby lead-
ing to difficulty in discovery of prices
of such bonds.

* Inadequate legal framework: Prior
to 2016, there was no law to specif-
ically address insolvency in India.
The cases of corporate insolvency
were resolved either bilaterally or
through multilateral consultative
mechanisms. A corporate debt re-
structuring group provided the
lenders with an optional multilateral
platform for negotiations between
the lenders and the borrowers to
resolve cases of default in loans. In
2016, the Insolvency and Bankruptcy
Code (IBC) was promulgated to pro-
vide a legal framework for the reso-

lution of insolvency cases. Until 2016,
the certainty of recovery of defaulted
loans was quite low, thus adversely
impacting the interest of investors
in low-rated bonds or the underly-
ing assets. The experience after 2016
needs to be watched for a few years.

* Low appetite for high-yield bonds:
The institutional investors, namely
the mutual funds, insurance compa-
nies, and provident funds have been
prohibited, as per their respective
regulations, from investing in high-
yield bonds. The commercial banks
are required to invest a significant
portion of their total liabilities in
cash and government securities, cur-
rently four percent and 19.5 percent,
respectively. As a result, they do not
have any significant residual appe-
tite for corporate bonds, especially of
lower ratings.

Insolvency framework

A law titled the IBC was promulgat-
ed in May 2016 and became effective in
December 2016. The NPAs of the Indian
banks have risen sharply since 2015. As
a follow up measure, in order to speed
up the resolution of large size NPAs, RBI
referred to the banks, some of the largest
stressed accounts for resolution under the
IBC. In June 2017, RBI issued directions to
banks for initiating insolvency proceed-
ings, as per the IBC, against twelve selected

Figure 3: Monthly Trade Amount in Corporate Bonds
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corporate debtors. These loans were re-
quired to be referred to the National Com-
pany Law Tribunal (NCLT), which is the
adjudicating authority under the IBC. The
loans outstanding for these twelve selected
debtors were estimated to be of the order
of INR 2 trillion (approximately USD 330
billion). These loans constituted about 25
percent of the aggregate non-performing
assets of the Indian banking sector. The IBC
stipulates that creditors are required to fi-
nalise a resolution plan within a maximum
of 180 days (extendable to 270 days) from
the date of referring a defaulting debtor to
the NCLT. In cases where a viable resolu-
tion plan is not agreed upon by the banks,
within the stipulated period, they should
file liquidation of the debtor in the manner
prescribed under the IBC.

Efforts to Strengthen
the Corporate Bond
Market

Indian policymakers have been concerned
about the lack of adequate depth and
width in the Indian corporate bond mar-
ket. SEBI has, in March 2018, constituted
the Corporate Bonds and Securitisation
Advisory Committee, chaired by Mr. H. R.
Khan, a former deputy governor of RBI, to
study and advise on ways to deepen the
corporate bond market. Several commit-
tees have been established, in the past as
well, to review the weaknesses in the bond
market and suggest measures to make the
market more vibrant. The last committee
to work on the subject was the H. R. Khan
Committee, which submitted its “Report of
the Working Group on Development of Cor-
porate Bond Market in India” to RBI on Au-
gust 2016. The report had summarised the
measures already taken by the government
and/or the regulators and the measures
that were yet to be initiated to strengthen
the Indian corporate bond market.

Policy makers have, hitherto, mostly
been focussed on improving the infrastruc-
ture and liberalising the regulations on
participants and products in the bond mar-
kets. This has helped remove several obsta-
cles to the growth of the bond markets in
the past. The average monthly turnover in
the corporate bond market has increased
16-fold in the last decade (Figure 3).

However, the Indian corporate bond



Figure 4: Corporate Bonds Turnover Ratio in Asia
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market is yet to catch up with some of its
Asian peers in terms of depth, as indicat-
ed by the ratio of turnover to outstanding
amount of bonds (Figure 4).

Recent Policy Initiatives

GOI and RBI have recently initiated some
efforts to shift the excessive financing of
loans from the banks to the bond markets.
Some of these measures are as follows:

1. RBI has stipulated that any credit
exposure of a bank to a large corpo-
rate borrower above a specified limit
shall be subject to a risk-weight high-
er than that ordinarily prescribed
for such a borrower. This is to en-
courage large corporate borrowers
to diversify the sources of financing
beyond the banking system.

2. The government has asked the insur-
ance regulators, in the FY2018-2019
annual budget, to allow the insur-
ance companies to invest in corporate
bonds of “A” rating, which was not al-
lowed earlier.
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The last few years have also wit-
nessed some developments that should
help the bond markets to develop:

*  Growth of the securitisation market,
based on the receivables of power
and road sector companies;

* Launch of infrastructure develop-
ment funds (IDFs) which are fo-
cussed on financing of infrastructure
projects;

* Development of some innovative fi-
nancing instruments; and

* Launch of a new bankruptcy reso-
lution law, which would enhance
confidence in recovery of defaulted
loans by the creditors.

Suggestions for Way
Forward

In addition to the issues that have been
earlier highlighted by various committees,
there are certain structural issues that pose
severe roadblocks to the deepening of the
bond market. A few suggestions on the is-

sues are as follows.

* Monetary and fiscal framework:
The large fiscal deficit of the govern-
ment leads to an elevated demand
for funds. In a situation of market
cleared prices, this would lead to a
rise in interest rates which would
settle at the equilibrium market
rate. However, the biggest investors
in the government bonds are Indian
banks, which are mandated to in-
vest a minimum of 19.5 percent of
their deposits in government securi-
ties as their statutory liquidity ratio
(SLR) requirement. The SLR acts as a
policy constraint on the free discov-
ery of the price of money. The arti-
ficially suppressed interest rate on
government securities has imper-
fect consequences on other sections
of the bond market. The partici-
pants in the market are inordinate-
ly focussed on the behaviour of the
government deficit and the issuance
calendar of government bonds. As
a result, the interest of banks in the
corporate bonds market gets affect-
ed.

The policy on SLR should be
liberalised to allow banks the flexi-
bility to manage their investments in
line with the overall prudential regu-
lations of the banking system.

* Absence of sound credit market
mechanisms and price discovery:
The Indian banking system has been
predominantly owned by the gov-
ernment until now. The public sec-
tor banks (PSBs) account for about
70 percent of the Indian banking sys-
tem. The PSBs are characterised by
skewed managerial incentives and
sub-optimal returns to all, including
minority, shareholders. However, a
related, but less obvious phenome-
non has been the secondary adverse
impact on the credit assessment,
pricing, and trading frameworks of
the entire banking system, beyond
the PSBs. The private sector banks,
in themselves, are better aligned
with incentives for appropriate
credit assessment and pricing. How-
ever, in practice, they are often con-
strained to behave similarly to their
PSB counterparts, on account of the
dominant competitive behaviour
of the latter. In the absence of any
mark-to-market or trading in loans,
the banks often take on risks which
are not priced appropriately by
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them. While the risk residing in the
loan for a few years manifests later
on, the provisioning on the loans
lags the risk. A common example is
the credit to long term infrastructure
projects.

The moral hazard issues with
respect to the backstopping of PSBs
by the government should be re-
solved.

* Lack of focus on end-use of bond
markets: A developed bond market
can serve a large section of issuers
and investors. It is, therefore, imper-
ative for the policymakers to design
and implement incentives to guide
such borrowers away from the bank-
ing system, as may be better suited to
raise funds from the bond markets.
One such set of issuers is the infra-
structure project developers. This set
is best suited to raise capital from the
bond markets, but has been forced to
rely on bank loans in the absence of
deep bond markets. The government
would do well to design an appropri-
ate process to partner with such issu-
ers so that the development of bond
markets is done jointly and efficient-
ly. This would also imply that the in-
vestor base for the funds needs to be
widened.

A comprehensive review of
the financing of infrastructure proj-
ects should be conducted to devel-
op more efficient guidelines for the
same.

Conclusion

The Indian bond market is among the larg-
est Asian bond markets. It has evolved over
the last decade and has the potential to be
a large and deep market for domestic and
global issuers, intermediaries and partici-
pants. There have been significant recent
developments like increased foreign port-
folio limits and a strong bankruptcy code
that should encourage the market partici-
pants. GOI and the regulators need to keep
working further on minimising the residu-
al obstacles for the deepening of the bond
markets.

Notes

*1  World Bank Open Data. https://data.world
bank.org/indicator/NY.GDP.MKTP.CD?
locations=IN

*2  Data based on business statistics published
by Clearing Corporation of India Limited
(CCIL)

*3  CMIE and RBI database
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Corporate Governance in India: Regulatory

Reforms

Introduction

he Organisation for Economic
T Co-operation and Development

(OECD) Principles define corporate
governance as a structure involving in-
teraction between managers of the com-
pany, the board, shareholders and other
stakeholders. This enables the board
to govern the company in a manner to
achieve maximisation of owners’ wealth
and protection of the interests of other
stakeholders.

The International Finance Corpo-
ration (IFC) also defines corporate gover-
nance as the inter-relationship between
the various stakeholders like manage-
ment, board, majority shareholders and
minority shareholders etc.

The idea of corporate governance
gained prominence after the 1992 release
of the “Report of the Committee on the
Financial Aspects of Corporate Gover-
nance”. This report, known as the Cad-
bury Report after Committee head Sir
Adrian Cadbury, is considered to be the
cornerstone of corporate governance.

The Cadbury Committee defines

corporate governance as the system by
which companies are directed and con-
trolled. The Cadbury Committee Report
was instrumental in bringing changes in
the corporate governance norms of sever-
al jurisdictions including India.

In the Indian context, the defini-
tion of corporate governance is well laid
down by the N R Narayana Murthy Com-
mittee on Corporate Governance (2002)
which was appointed by the Securities
and Exchange Board of India (SEBI), the
securities market regulator. The Murthy
Committee stated; “Corporate governance
is the acceptance by management of the
inalienable rights of shareholders as the
true owners of the corporation and of
their own role as trustees on behalf of the
shareholders. It is about commitment to
values, about ethical business conduct
and about making a distinction between
personal and corporate funds in the man-
agement of a company”.

Why Corporate
Governance?

As rightly pointed out by the Uday Kotak
Committee, set up in 2017, corporate gov-
ernance is a mechanism to ensure fair

treatment to all the stakeholders of a com-
pany, more particularly, the small inves-
tors.

According to Sarkar and Sen (2012)
companies practicing sound corporate
governance standards tend to give better
returns than the companies that do not
adhere to corporate governance stan-
dards. Therefore, it is essential that the
principles of corporate governance are
adhered to by all the stakeholders, not
only in letter but also in spirit. However,
recently, it is observed that many unde-
sirable governance practices are being
adopted by some reputable companies.
Therefore, the main objective of corpo-
rate governance norm is to shape the
governance structure of companies for
long-term value creation and to protect
the interests of all stakeholders.

If an economy has not adopted
sound corporate governance principles, it
will not be a desired destination for foreign
capital or investors will seek higher return
on their capital as a risk premium. As for-
mer U.S. Securities and Exchange Commis-
sion (SEC) Chairman Arthur J. Levitt, Jr.
(December, 2000) rightly said “If a country
does not have a reputation for strong cor-
porate governance practices, capital will
flow elsewhere. If investors are not con-
fident with the level of disclosure, capital
will flow elsewhere. If a country opts for
lax accounting and reporting standards,
capital will flow elsewhere. All enterpris-
es within that country regardless of how
steadfast a particular company’s practices
may be - suffer the consequences”.
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Theories of Corporate
Governance

There are various theoretical frameworks
regarding corporate governance. The ma-
jor theories are as follows.

1. Agency Theory, propounded by
Alchian and Demsetz (1972) and
further developed by Jensen and
Meckling (1976), is based on the
premise that the goals of the agents
and principals are different and
conflicting. The principals (share-
holders) want to maximise the val-
ue of the firm while the agents, the
management, sometimes make de-
cisions which are not in the interest
of shareholders but merely further
their own interests. Therefore, there
is need of incentivising the execu-
tives to work for the interests of the
principals as well as requiring the
board of directors to control and su-
pervise them.

According to agency theory, in
order to protect the interests of the
principals, the board of the compa-
ny strictly controls, supervises, and
monitors the performance of the
agent (Hillman & Dalziel, 2003). In
other words, the board is account-
able to shareholders and there is
active involvement of the board in
decision-making.

2. Resource-Dependence Theory pro-
posed by Hillman, Canella and Paet-
zold (2000) focuses on the role of the
directors in arranging necessary
resources for the organisation. Deci-
sion-making responsibility lies with
the executives, subject to some ap-
proval by the board of directors. The
board members with knowledge and
expertise can mentor the executives
in order to improve the efficiency
and skill sets of the executives.

3. Stakeholder Theory was devel-
oped by Freeman (1984) incorpo-
rating corporate accountability to a
broad range of stakeholders, apart
from shareholders. Freeman (1984)

believes that executives and manag-
ers in organisations have a network
of relationships to serve. He also
argues that this network is import-
ant in addition to the owner-man-
ager-employee relationship as in
agency theory. Thus according to
Freeman (1984), organisations man-
aging their stakeholder relation-
ships out-perform and outlive other
organisations.

4. Stewardship Theory is formulat-
ed by Davis and Donaldson (1991).
The theory lays emphasis on top
management and executive acting
as stewards and protecting and
maximising shareholders’ wealth.
In order to achieve maximisation of
shareholders’ wealth, good perfor-
mance is a sine-qua-non. According
to stewardship theory, unification
of the roles of CEO and Chairman
would achieve better outcomes and
also mitigate agency costs.

Corporate Governance
In India

Indian economy and regulatory frame-
work for companies issuing securities
in India

Among the major economies in the
world, India is at present one of the fast-

Table1: Economic Indicators for India

est growing economies. Currently, India is
growing around at the rate of seven per
cent per annum and it is the third largest
economy in terms of purchasing power
parity (PPP) and seventh largest in terms
of nominal exchange as per country data
provided by the World Bank.

India has been in the forefront of
nations in adopting corporate governance
standards. Further, SEBI’s mandate also
lists investor protection as a main priority
of the regulator. This is reflected in the lat-
est World Bank Report titled “Doing Busi-
ness — Measuring Business Regulations”
which ranks India fourth in terms of pro-
tecting minority investors. In this pursuit,
Indian regulators have set up committees
under eminent industrialists to prescribe
a governance standard for the corporates.

As shown in Table 1, the number
of companies registered on Indian stock
exchanges is high and the market cap to
gross domestic product (GDP) ratio also
indicates the relative size of Indian stock
markets as compared to economy.

The impact of adoption of corporate
governance on market valuation in India
has been studied by Banerji, Gokarn, Pat-
tanayak and Sinha (2009). They analysed
whether firms in India receive better
market valuations on adopting corporate
governance practices and studied the re-
lationship between corporate governance
and firm level performance in Indian mar-
kets using the corporate governance score
(Gscore) from the S&P ESG India Index
as an indicator for firm level governance
quality and financial ratios like leverage
ratios, return on net worth (RONW), re-
turn on capital employed (ROCE) as indi-
cators for firm level performance. Tobin's
Q was used as an indicator of market val-
uation. They found that the Gscores of In-

I FY 2017.18

GDP (Current Prices)

USD 2.264 trillion

As of March 2017

Stock Exchanges O Market Market Cap/
J Companies | Capitalisation GDP Ratio

National Stock Exchange of India (NSE)

5,834
1,817

INR 121 trillion
INR 119 trillion

80%
78.9%

| reouss | Fooiste | Foote

Net Foreign Portfolio Investment
(in USD Million)

45,698 -2,523 7177

Source: World Development Indicators (www.data.worldbank.org), SEBI Annual Report 2016-17
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dian companies as measured by S&P ESG
India Index is symmetrically distributed.
Using regression, they found that corpo-
rate governance is a significant variable
in market valuation of Indian companies.
The other variables were also found sig-
nificant. The regression results show that
ceteris paribus an increase in corporate
governance score by one unit results in
an increase in market valuation by 0.03
units. Thus, according Banerji, Gokarn et
al,, in India there is a positive and signifi-
cant relationship between corporate gov-
ernance and firm level performance and
market valuation. Better governed firms
receive higher market valuation in Indian
markets.

Improved standards of transpar-
ency, disclosure, and governance norms
are significant for India as they would
encourage more foreign investment in
Indian companies and also ease Indian
companies’ mobilisation of funds from
international markets. It is noteworthy
that corporate governance is a key mea-
sure of performance that global investors
factor in and the optimism exhibited by
international financial institutions on the
Indian economy is based on enhanced
corporate governance standards. The reg-
ulatory framework set up by SEBI through
empowerment of minority shareholders’
rights and the activism of institutional
shareholders has led Indian companies to
improve their corporate governance.

The Companies Act, 2013 regulates
all entities incorporated in the form of a
company and is administered by the Min-
istry of Corporate Affairs. It has replaced
the Companies Act, 1956 which had min-
imal provisions for overseeing the gover-
nance of companies. In respect of listed
companies, SEBI has been empowered
by the Securities Contracts (Regulation)
Act, 1956 (SCRA) and the SEBI Act, 1992, to
prescribe norms for complying with cor-
porate governance requirements. These
three pieces of legislation along with the
Depositories Act, 1996 (providing for trad-
ing in electronic form of securities), enact-
ed by the Indian Parliament, are the pil-
lars of the Indian securities market.

Companies raising funds through
the securities market have to abide by the
rules and regulations prescribed by SEBI.
At the time of raising the capital through
issuance of securities to the public, com-
panies have to make initial disclosures
to enable investors to decide whether or
not to subscribe to securities issued by the
company. Companies are mandated to list
their securities on the stock exchange if
they raise money from 2 hundred or more

individual investors during a financial
year. (The requirement was 50 or more
investors under the earlier Companies
Act, 1956). The regulations also facilitate
investors buying and selling securities
through off-market transfers and trans-
fers of physical shares among themselves
but this is quite cumbersome compared to
trades on stock exchange.

The functioning of the stock ex-
changes is prescribed in the SCRA which
also lays down the definition of securities
and the recognition and regulation of
stock exchanges as well as means to pre-
vent undesirable transactions in financial
contracts, among other measures.

The SCRA also mandates that every
company which intends to mobilise cap-
ital through initial public offering (IPO)
enter into a “Listing Agreement” with
the recognised stock exchange, where
the securities are proposed to be listed
and it empowers SEBI to issue directions
to a company whose securities are listed
or proposed to be listed on a recognised
stock exchange.

Evolution of corporate governance in
India

The concept of corporate gover-
nance gained prominence in India after
the country opened its gates to econom-
ic liberalisation and globalisation in the
1990s. The major changes in economic
policy such as the establishment of SEBI
in 1992 (replacing the erstwhile control-
ler of capital markets), the shift from an
“approval-based regime” to a “disclo-
sure-based regime,” and the appetite
amongst companies for accessing foreign
capital made companies exhibit greater
accountability to shareholders and other
stakeholders.

The following paragraphs discuss in
detail the contribution made by various
institutions like Confederation of Indian
Industry (CID), the securities market regu-
lator and the government of India.

1. CII took the first step in formulating
a code for corporate governance in
India with the announcement of
“Desirable Corporate Governance —
A Code” in 1998. This initiative was
more of a voluntary code of expecta-
tions to be complied with by compa-
nies, both in the public and private
sectors including banks and finan-
cial institutions.

The CII Code stressed max-
imisation of shareholders. Its key
recommendations include a single
board instead of the two-tier board

adopted in some countries, a cap
on the number of directorships in
listed companies, and the setting up
of audit committees by companies
with turnover or paid-up capital
above a certain threshold.

2. In 2009, the Ministry of Corporate
Affairs, issued “Voluntary Guide-
lines on Corporate Governance”
which prescribed best governance
practices for public companies. The
ministry also appointed another
committee in 2012 under the chair-
manship of Adi Godrej, Chairman
of the Godrej Group, which came
up with seven guiding principles
of corporate governance for public
companies.

The accounting scandals in
the early 2000s involving Enron,
Worldcom, Xerox, AOL, Satyam,
global financial crisis and others
prompted the Ministry of Company
Affairs to carry out a major over-
haul by replacing the old Companies
Act, 1956 with the new Companies
Act, 2013. The new Act strength-
ened the norms for companies by
introducing provisions such as the
concept of independent directors
(IDs), a code of conduct and remu-
neration of IDs, limit on the number
of directorships, a board evaluation
process, the role and responsibility
of the audit committee and other
committees, and a whistle blower
mechanism. The listing agreement
was also modified as per the new
Companies Act.

3. SEBI had taken a number of initia-
tives for improving the governance
standards of listed entities in India
by setting up committees to study
the functioning of company boards
and formulate an appropriate pol-
icy framework to improve their
functioning so that the interests of
all the stakeholders, especially the
minority shareholders, are protect-
ed.

The various steps taken by
SEBIfrom 1999 to date in the area of
corporate governance and the resul-
tant regulatory changes brought are
captured in Table 2.

Transition from Listing Agreement to
SEBI (Listing Obligations and Disclosure
Requirements) Regulations, 2015

Companies raising capital through
public issue were required to enter into a
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Table 2: SEBI Initiatives and Resulting Regulatory Changes from 1999 to Date

Particulars of . Major Policy Initiative or
Year ) Rationale
the Committee Announcement

Committee chaired
by Kumarmanga-
lam Birla, member
of the SEBI Board

1999

Committee chaired
by N R Narayanam-
Murthy, Chairman
and Chief Mentor,
Infosys Technolo-
gies

2003

* Money mobilisation by many
unscrupulous companies from
the capital market at a very high
premium

» Preferential allotment of shares
made to promoters at conve-
nient prices by some compa-
nies

* Lacuna in attending to investor
grievances and providing ser-
vices to investors

« Evolution of best corporate
governance practices across
the world through the Cadbury
Committee Report

Corporate scandals across the
world, especially in U.S., led gov-
ernments to enact stringent laws
to restore investor confidence
and improve standards.

SEBI committee to align the ex-
isting framework with new global
standards

Introduction of Clause 49 in the
Listing Agreement for exclusively
dealing with the corporate gov-
ernance issues of listed entities
including the following:

» Optimum combination of exec-
utive and non-executive direc-
tors in company boards

* Meetings of the board of direc-
tors at regular intervals

* Independent audit committee
to examine company financials
and provide detailed informa-
tion to shareholders for ap-
pointment/re-appointment of
directors

Inclusion of new provisions in
the listing agreement:

» Strengthening the parameters
for appointment to the audit
committee and for empanel-
ment of external auditors

* Audit committee to examine
the financial statements, audit
qualifications and related party
transactions

*Company boards to review
the business risks and put in
place mechanisms to control
and minimise risks by seeking
appropriate reports from man-
agement

* Introduction of whistle-blower
mechanism to encourage per-
sonnel to report unethical prac-
tices to the audit committee

listing agreement with the stock exchang-
es for each class of security, i.e., equity,
debt, depository receipts, etc.

The Listing Agreements lay down
responsibilities of companies, such as
assisting investors in the transfer of se-
curities, receiving corporate benefits etc.,
and providing adequate disclosure and
governance through various board com-
mittees.

Companies that had raised capi-
tal by issuance of equity were required
to enter into another listing agreement
to raise capital through debentures or
another class of security. This made ad-
hering to disclosure requirements under
different listing agreements difficult.

Difficulty with separate Listing
Agreements: The regulator and the
stock exchanges also found it diffi-
cult to enforce the Listing Agree-
ment as the range of powers avail-
able under SEBI Act, 1992 could not
be effectively enforced in case the
company violated the listing agree-
ment.

According to the SEBI Ap-
proach Paper on Listing Obliga-
tions and Disclosure Requirements
(2014) and the agenda note for the
SEBI board meeting on 19 Novem-
ber, 2014 International Monetary
Fund’s (IMF) Financial Sector As-
sessment Program (FSAP) on In-
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dia also observed the limitations
in terms of enforceability in the
mechanism for recognised stock
exchanges to ensure listing compli-
ance and suggested that the mech-
anism could be strengthened by
SEBI along with stock exchanges.

Review of international frame-
work of disclosures and listing
compliance: On reviewing other
countries’ frameworks for ensur-
ing continuous disclosures and
listing compliance, it was found
that typically a specific department
of the regulator regulated listing
compliance and continuous disclo-
sures, for example, the Corporate
Finance Department of the SEC,
the Company Monitoring Team of
the UK Financial Services Authority
and the Issuer Unit of the Austra-
lian Securities Exchange.

Thus, for India, harmonisa-
tion of the provisions of the Com-
panies Act, 2013 and the Listing
Agreement became imperative to
regulate continuous disclosures by
listed entities. As a result, the List-
ing Agreement has been converted
into a regulation called SEBI List-
ing Obligations and Disclosures
Requirements Regulations, 2015
(LODR). This regulation came into
force upon notification in Govern-
ment of India Gazette on 2 Septem-
ber, 2015.

Applicability of LODR: LODR is
applicable to specified securities
listed on the Main Board, the Small
and Medium Enterprises (SME)
platform and the Institutional Trad-
ing Platform (ITP), non-convertible
debt instruments like preference
shares, bonds and debentures, se-
curitised debt instruments, units
of mutual funds, Indian Depository
Receipts and any other securities
that may be specified by SEBI.

The substantive require-
ments are incorporated in the main
body of LODR and the procedural
requirements are included in the
schedules to the regulations. In
order to adopt best practices and
international benchmarks, the In-
ternational Organisation of Securi-
ties Commission (I0SCO) Principles
for periodic disclosures by listed
entities and OECD Principles of
Corporate Governance were incor-
porated into LODR. The provisions



1

2)

3)

4)

5)

related to corporate governance in
the Companies Act, 2013 were also
incorporated in LODR.

Some of the salient features
of the LODR is as follows:

For the sake of clarity, the compli-
ance obligations of companies are
bifurcated into Common Obliga-
tions, which are applicable to all
listed companies, and include ap-
pointing key managerial person-
nel, disclosures, document policy,
and investor services, and Specific
Obligations, which are applicable
according to the type of security
listed on the stock exchange.

The LODR disclosure standard
mandates that the listed company
shall apply the materiality concept
(approved by the company’s board)
while making disclosures and con-
sider events or information whose
omission would cause discontinu-
ity or alteration of events or alter-
ation of information already avail-
able and would cause significant
market reaction. For instance, com-
mencement of production, change
in nature of business, and capacity
addition, litigation disputes.

Continuous disclosures in-
clude disclosures on shareholding
pattern, financials, acquisitions, is-
suance of security, and outcome of
board meetings and shareholders
meetings.

LODR and Companies Act, 2013
prescribe more or less uniform re-
quirements for board composition,
need for independent directors and
at least one woman independent
director on the board. The role of
independent directors to evaluate
board performance is also pre-
scribed.

LODR prescribes that directors and
key management personnel de-
clare any conflict of interest.

To regulate subsidiaries and to pre-
vent related party transactions, the
LODR (2014) also defines a material
subsidiary as a subsidiary whose
income or net worth exceeds twen-
ty percent of the consolidated in-
come or net worth respectively of
the listed entity and its subsidiaries
in the immediately preceding ac-
counting year.

The Way Forward

Two years after the notification of the
LODR Regulations, it was felt that the gov-
ernance practices of even the most reput-
ed public listed companies were not up to
the mark on many dimensions including
board diversity, reliability of disclosures,
role of independent directors, protection
of minority shareholder interests, man-
agerial compensation and related party
transactions. Therefore, in order to fur-
ther fine tune the governance framework
of the listed companies, SEBI formed a
committee under the chairmanship of
Uday Kotak, Executive Vice Chairman and
Managing Director of Kotak Mahindra
Bank. The other factors which necessitat-
ed reviewing the governance practices of
companies include the increasing pace of
change in market conditions, the obses-
sive focus of companies on short-term
performance at the cost of long-term per-
formance and an increasingly complex
regulatory environment.

The Kotak Committee was request-
ed to make recommendations to SEBI on
the following:

* Mechanisms to ensure indepen-
dence of the institution of indepen-
dent directors and their effective
contribution to the board,

* Enhancing the disclosure require-
ments and approval process for re-
lated party transactions,

* Reviewing the accounting and au-
diting issues of listed companies,

* Redesigning the board evaluation
process, and

* Strengthening the voting mecha-
nism and shareholders’ effective
participation in meetings.

The committee submitted its report
to SEBI in October 2017. Its noteworthy
recommendations included the following:

» Separating the roles of Chairperson

(head of the board) and Managing

Director or Chief Executive Officer

(head of management) to provide

a more balanced governance struc-

ture by enabling better and more ef-

fective supervision of management;
* Appointment of at least one woman

independent director to the board
as gender diversity would have
a positive impact on the decision
making process of companies;

¢ Restriction on the maximum num-
ber of directorships held by execu-
tive and non-executive directors as
the considered that a director hold-
ing multiple directorships above a
reasonable threshold may not be
able to allocate sufficient time to a
particular company and as a result,
may not be able to contribute effec-
tively to the board;

* Considering the critical role of in-
dependent directors in maintaining
effective corporate governance, the
committee recognised the impor-
tance of ensuring the “indepen-
dence” of the independent direc-
tors. Therefore, it recommended
an effective mechanism for both
objective and subjective assessment
of the role, responsibility, qualifica-
tion and training of the indepen-
dent directors;

¢ Enhancement of the role of the audit
committee especially for scrutinizing
the end utilisation of funds to subsid-
iaries above a certain threshold;

» Effective role of the nomination and
remuneration committee in recom-
mending senior executive compen-
sation above a certain threshold;
and

* Setting up a separate unit or com-
mittee to monitor group gover-
nance in the case of listed entities
with a large number of unlisted
subsidiaries.

SEBI accepted the majority of the
committee’s recommendations, including
those highlighted above, and put in place
a strong regulatory framework for the
governance of listed companies in India
by amending the SEBI LODR Regulations
in May 2018. In order to study their ef-
fectiveness, SEBI has made many of the
changes applicable to the top one hun-
dred or five hundred companies in terms
of market capitalisation. Based on the
impact of the recent amendments on the
governance behaviour of the companies,
SEBI may extend applicability of these
provisions to other companies also.

It is worthwhile to mention that the
corporate governance framework in In-
dia has been severely tested from time to
time. Though there have been instances
of corporate impropriety and fabrication
of material information due to the misbe-
haviour of a few individuals, the boards
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of directors of the affected companies
along with regulatory support played an
effective role in finding strategic buy-
ers and preventing bankruptcy. It may
be highlighted that the whistle-blowing
mechanism now mandated by the reg-
ulator has enabled stakeholders to call
attention to questionable practices, even
involving top management and it did
prevented the companies from sweep-
ing conflict of interest issues under the
carpet. This indicates how the corporate
governance framework has delivered in
most circumstances, albeit there have
been a few instances where the board has
been unable to track due to the fraudu-
lent design of the offenders.

The insolvency and bankruptcy
framework enacted by the Parliament of
India through the Insolvency and Bank-
ruptcy Code, 2016, enables creditors,
home buyers and other stakeholders of a
listed company to invoke the provisions
for liquidation or resolution in case the
company fails to fulfill its contractual
obligations, thereby making companies
accountable to all the stakeholders. As
such, it has become imperative that the
boards maintain the financial viability of
firms by adopting rigorous standards of
corporate governance.

Nevertheless, it may be added that
most of the latest amendments to LODR
will not come into effect until FY2019-
2020 and therefore, we may have to wait
for a year or so to understand the impact
of the new corporate governance frame-
work and also the value the amendments
add to the effective functioning of the
boards of listed companies in India.

The views expressed here are solely those of
authors in their personal capacities and do not
any way represent the views of the organisa-
tion(s) they are associated with.
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Introduction

t a time when many economies in
A the world are moving at a sluggish

pace, India, in contrast, is seen as
a vibrant economy with the prospect of
strong long-term growth. Even as the glob-
al economy moves for imminent recovery,
India has shown exemplary strength to
bounce back with greater stability and sus-
tainability.

The last four years have been
marked by historic economic policy devel-
opments and structural reforms, notably,
the passage of Bankruptcy and Insolvency
Act and the implementation of the Goods
and Services Tax (GST). India continues to
remain a bright spot globally for investors,
primarily led by confidence in the govern-
ment, strong macroeconomic fundamen-
tals, sharp focus on inflation, and efficient
management of the current account and
fiscal deficit.

India regained economic growth
momentum

The Indian economy posted a gross
domestic product (GDP) growth rate of 7.7

percent during the January to March quar-
ter of 2018, enabling the country to retain
its position as the fastest growing major
economy. The data released by the Central
Statistics Office showed that India shot past
China's 6.8 percent growth for the Janu-
ary-March quarter. According to the World
Bank’s report “Global Economic Prospects -
The Turning of the Tide?” released in June
2018, India’s GDP growth rate is expected to
rise to 7.3 percent in FY2018-2019 and the
Bank forecast GDP growth of 7.5 percent in
FY2019-2020 and FY2020-2021. Further, an
Organisation for Economic Co-operation
and Development (OECD)*! economic out-
look report released towards end of May
2018 estimated that the country’s real GDP
growth at 7.4 percent and 7.5 percent for
FY2018-2019 and FY2019-2020 respectively,
reinforcing the tag of fast growing major
economy status for India.

Growth of the Capital
Markets in India

Indian capital markets have shown remark-
able growth in the postliberalisation era.
The growth of Indian capital markets cannot
be discussed without giving a mention to
the Securities and Exchange Board of India
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(SEBI). The establishment of SEBI in 1988
was an achievement for the Indian stock
markets as it removed low levels of trans-
parency and unreliable clearing and settle-
ment systems. Through the SEBI Act of 1992,
the organisation was given statutory powers,
which played a huge role in the regulation of
the securities market in India. Now, SEBI is
the market watchdog and regulates every-
thing that goes on in the Indian stock market.

The Indian market remains one of
the most resilient markets globally and
is one of the top destinations for domes-
tic and global businesses to expand and
invest into. Recently, a Sanctum Wealth
Management report indicated that Indian
stock markets will become the fifth largest
in the world by 2018. As per the report, a
major factor that has changed in Indian eq-
uity market is that the domestic buyer now
sets market prices. Domestic mutual funds
bought equities worth USD 15.3 billion
against USD 8 bhillion by foreign investors
in 2017. Additionally, India also benefits
from a favorable contrast to other emerg-
ing markets. Especially, with the fact that
China is moving to a slower pace of growth.

In fact, Morgan Stanley predicted
that market capitalisation (market-cap) of
Indian equities is likely to hit USD 6.1 tril-
lion by 2027, up from USD 2.3 trillion in
2017. The report also stated that within the
major markets in Asian region, India's equi-
ty market is expected to grow the fastest at
10.1 percent compounded annual growth
rate (CAGR), reaching USD 6.1 trillion by
2027. While the market-cap of China and
Hong Kong equities combined will increase



Figure 1: Equity Listings and Equity Capital Raised in India
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at a 7.9 percent CAGR, from USD 13.8 tril-
lion currently to USD 30 trillion, almost
the current size of U.S. equity market-cap
of USD 31 trillion. Japan would be the next
largest equity market at USD 8 trillion.

Capital markets to propel India’s
economic growth

The transformation that India needs
across infrastructure must be driven by
innovative solutions. While different agen-
cies have estimated varying amounts of
money required in infrastructure build out,
one aspect is common - funding of a large
magnitude. When the economy grows at
a high rate, it is natural that there is huge
pressure on infrastructure. Even though
India has been building infrastructure, it
has not kept pace with demand resulting
in huge productivity losses. India will re-
quire close to USD 200 billion per annum
in infrastructure investment for the next
10 years. Similarly, for other industries and
services companies, an additional USD 50
billion per annum needs to be raised. The
total fundraising requirement may there-
fore reach USD 250 billion per annum.

Capital markets are the avenue for
long term fundraising for corporates. Due
to the organised nature of capital markets
in the form of exchanges, they have been
amongst the easiest markets to transact on.
In essence, raising of funds for debt or equi-
ty or a combination is why they are called
capital markets. The capital markets in India
can be explored in order to raise funds of
this magnitude. In developing countries like
India, the stock exchanges play a cardinal
role in promoting the level of capital forma-
tion through effective mobilisation of sav-
ings and ensuring investment safety. India’s
mature, resilient and robust stock exchang-
es make available the financial resources
available to the government, corporates and
industries in the public and private sector
through a wide gamut of products.

For instance, in FY2017-2018, Indian
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corporates raised over USD 180 billion via
equity and debt markets. Figure 1 conveys
only the equity capital raised by corporates
in India over the last eight years.

Role of BSE in
Developing India’s
Capital Markets

BSE, formerly known as the Bombay Stock
Exchange, is one of the financial institu-
tions that has played a prominent role in
developing the Indian capital markets. Es-
tablished in 1875, the BSE is the oldest of In-
dia's stock exchanges and three years older
than the predecessor to the Tokyo Stock
Exchange. It traces its roots to the 1850s,
when commerece flourished in India under
British rule. The story of BSE is the story of
the Indian economy. The S&P BSE SENSEX
is often referred to as the barometer of
the Indian economy and is called “India’s
Index the World Tracks.” As a major Asian
stock market index, the S&P BSE SENSEX is
a benchmark indicator of the swings in the
Indian economy. BSE provides an efficient
and transparent market for trading in eq-
uity, debt instruments, equity derivatives,
currency derivatives, interest rate deriva-
tives, mutual funds and stock lending and
borrowing.

A historical perspective of BSE

The advent of BSE took place when
a few stockbrokers laid the foundations to
the world's tenth-largest stock exchange*?
under a banyan tree at Horniman Circle in
Mumbai in 1855. The first organised stock
exchange in India “BSE” was founded
in 1875 and is the oldest in Asia. In 1957,

the BSE was recognised as the first stock
exchange in the country under the Securi-
ties Contracts (Regulation) Act 1956, of the
Government of India. The SENSEX, which
started with a base value of 100, crossed
the 36,000-mark in January 2018.
Throughout these years, trading oper-
ations remained largely confined to the tra-
ditional open outcry system, until technologi-
cal breakthroughs fostered growth in market
participation. The development of new
technology was arguably the driving force
behind the fastest changes. Slowly, the tele-
graph, ticker tape, telephone and program-
mable digital computer laid the foundations
for today’s computerised trading systems.

Digital transformation - A shot in the
arm for the world’s fastest stock
exchange

For a trading venue, the faster and
more efficiently it can carry out a deal and
the more up-to-date information it can store
and retrieve, the more attractive it is to
investors. The shortening of the period be-
tween trades being initiated and completed,
i.e., the reduction of latency as it is known,
is the ultimate aim of any stock exchange.
Effectively, “Speed and Execution” are the
essence of the stock exchange business.

BSE by espousing the digital revolu-
tion, switched from alegacy system to trans-
form into the world’s fastest stock exchange.
In the late 2000s, upgrading of its legacy
trading systems became BSE’s top priority.
In 2010, BSE gave a response time of 300
milliseconds. It took three years to upgrade
from 300 milliseconds to 10 milliseconds.
Considering the competitive environment,
soon BSE took a leap of faith and decided
to go from 10 milliseconds to 200 micro-sec-
onds. When BSE implemented its 200 mi-
croseconds response time in 2014 using the
Deutsche Borse trading system based on Li-
nux and MySQL open source technologies,
it had not even envisioned reaching a six
microseconds response time, which would
make it the fastest in the world. Breaking
traditional system or legacy infrastructure
was difficult initially but the exchange
adapted to change slowly and steadily and
moved to complete open source to become
the world's fastest stock exchange by 2015,
handling 400,000 trading orders per six
microseconds (up from the earlier 8,000
orders per 40 milliseconds). Today, BSE, the
world’s fastest exchange, is 10 times faster
than its nearest rival. This success did not
come without risk at the time.

A trading platform needs to be both
superfast and accurate at the same time.
BSE became the first trading platform in
the world to make a complete switchover
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in one night with over 5,000 listed compa-
nies, 1,200 brokers and over 50,000 logins.
However, while the historic transforma-
tion was happening, the old system was
still working on a standby basis, in case
the switchover failed. BSE, which is known
as the country's foremost investment hub
and capital market catalyst, thus, became a
technology trendsetter.

BSE trudged beyond transformation of
trading systems

The transformation of trading sys-
tems was just the beginning, since the mis-
sion of BSE is to be better than the best in
the world and to keep India’s flag flying
high. After the launch of the new trading
system, BSE very shortly switched from
Network Time Protocol to Precision Time
Protocol, which not only improved perfor-
mance but also brought a high degree of
transparency and fairness to all the stake-
holders, from brokers to listed companies.
Cheap and efficient trading is what securi-
ties traders wanted and that is what they
got. Volumes transacted saw unprecedent-
ed increases, with the average daily num-
ber of trades surpassing previous highs.

Big data, social media analytics and
identity and access management were the
next major implementation items. The ad-
vent of algorithm and high frequency trad-
ing in the Indian stock markets has bought
fresh challenges for regulators and capital
market intermediaries, and tackling them
became a top priority. With the implemen-
tation of big data solution, complex compu-
tations are now carried out in a reasonable
response time, making it possible to get
deeper insights into business conditions
through market snap short, order log LTP
analysis, and other analytical tools.

BSE is the only exchange to have im-
plemented big data for social media ana-
lytics. Driven by highly competitive market
conditions and the need to conduct fraud
analysis, the exchange has formulated an
extensive approach to develop an automat-
ed social media monitoring solution. As a
part of this process, BSE monitors content
on companies listed on its platform and
looks for material information as well as
possible rumours on social media sites
like Twitter, Facebook and also on news
websites. This solution is tuned to run on a
specified frequency and provides an inter-
face to BSE’s dashboard eliminating manu-
al process of monitoring social media.

BSE also implemented its home
grown solution of identity and access man-
agement using open source technologies,
which helps to achieve Single-Sign On (SSO)
with Two-Factor Authentication. SSO solu-

tion was based on open source technology,
integrated with its internal domain authen-
tication mechanism. SSO facilitated unifica-
tion of work-flow and access methodology.
It reduces the overhead of maintaining
multiple interfaces, reduces cost, simplifies
processes and vastly reduces non-compli-
ance related issues.

While BSE is set to achieve its next
target of 200 nanoseconds much sooner
than expected, a long-term strategy for
technology transformation is a good idea
as the technological dynamics are chang-
ing fast and every company should change
with time. One thing is for sure, the tech-
nological evolution at BSE is far from over.

BSE Thriving on
Innovation

BSE has taken the lead in introducing new-
er products and offerings like currency de-
rivatives, interest rate derivatives, Offer for
Sale, e-IPO and sovereign gold bonds. BSE
has also focused on being a wealth creation
platform, which is evident in endeavours
like developing the BSE SME platform to
bridge the capital requirement for the
small and medium enterprise (SME) sector
and being the largest distribution platform
for mutual funds and bond issuances. BSE
commands the market leader position in
these segments. All the above segments
have been identified as priority areas by the
Government of India for fund mobilisation.

Indian market capitalisation of list-
ed firms is expected to rise from USD 2.3
trillion currently to USD 10 trillion over

Figure 2: SME Listings at BSE
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the next ten years. This increase in invest-
ments is possible, if we enhance trust in the
markets and distribute financial products
to Indians who have never invested in the
markets. It is also imperative that new-
comers entering the capital markets are
presented with the opportunity to invest in
long-term, less risky instruments. For this
purpose, BSE has been focusing on distri-
bution of financial products for investment
instead of speculation and trading. BSE has
developed several market leading and in-
novative frameworks like e-IPO, Bond Dis-
tribution, BSE StAR MF platform, and BSE
SME platform.

BSE SME platform

Today, BSE has emerged as the pre-
ferred platform for companies to raise
funds from as little as USD 150,000 to more
than USD 1.5 billion. The BSE SME plat-
form enables SME companies with post
-issue face value capital of as low as USD
450,000 to access the capital market to raise
funds. As of 15 June, 2018, BSE SME has
raised over USD 370 million for 254 com-
panies whose market capitalisation stands
at more than USD 3.2 billion. BSE SME ac-
counts for the majority of SME companies
listed in India. Figure 2 shows the number
of SMEs listing on the BSE SME platform
and the number of companies, which have
migrated to the main board of BSE.

Currency derivatives at BSE

In India, currency derivatives trad-
ing commenced in August 2008 with USD-
INR Futures. Subsequently, SEBI approved
trading in currency futures contracts on
EUR-INR, GBP-INR and JPY-INR pairs and
currency options contracts on USD-INR
in 2010. BSE was a late entrant and com-
menced trading operations only in Novem-
ber 2013. However, within a short time,
BSE has assumed the leadership position
in this segment. Figure 3 illustrates the
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growth of the currency derivatives seg-
ment at BSE, which has grown at a CAGR
of 57 percent in the last five years. As of
March 2018, BSE’s market share in the cur-
rency derivatives segment is 47 percent.

BSE StAR MF

Similarly, the BSE StAR MF platform
is India's largest digital platform to distrib-
ute mutual funds, commanding a market
share of close to 80 percent amongst ex-
change distributed funds. More impor-
tantly, it accounts for more than 50 percent
of all new retail funds flowing in to Indi-
an mutual funds. Distribution of mutual
funds via exchanges was optional. Due to
better value and speed, comfort, consisten-
cy and low cost associated with BSE StAR
MF platform, it has grown over 114 per-
cent since inception. In FY2017-2018, the
platform processed a record of more than
ten million transactions with a total value
of over USD 18 billion.

BSE StARMF is now adding over 1,000
members per month and has more than
200,000 independent financial advisors,
brokers, broker branches and associates in
its network in over 3,000 cities and towns
across India. Almost all the top distributors
of mutual funds are part of BSE StAR MF

now. In essence, BSE has positioned itself as
the investment exchange of India recently
and achieved many of its objectives.

BSE -To foray in to insurance distribution

To take this concept further, BSE now
plans to provide insurance distribution
through its nationwide distribution system
available in more than 3,000 cities having
more than 200,000 people connected with
it who are highly compliant, literate and
used to providing financial solutions. As a
first step, BSE has signed a memorandum
of understanding with Nasdag-listed Ebix,
Inc. to set up a joint venture to develop an
insurance distribution network in India.
The new venture, branded BSE-Ebix will
deploy an insurance distribution exchange
platform that will allow distribution out-
lets, stock brokers, wealth management ad-
visors and financial institutions across the
country to sell life and non-life products.
BSE insurance distribution framework is
expected to roll-out by the end of 2018. We
hope it will be as useful to investors as to
the agents and other intermediaries, who
will get automated single-window frame-
work for many insurance companies, and
help them service their clients better than
with the current manual framework.

Figure 3: Average Daily Turnover of BSE Currency Derivatives
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India INX - Building a global connect

Adding to this growing number of
initiatives was the inauguration of India
International Exchange (India INX). In Jan-
uary 2017, the country witnessed a major
milestone, when India’s first internation-
al exchange — India INX was operation-
alised. Wholly owned by the BSE, the new
exchange operates 22 hours a day from
within a special economic zone which cir-
cumvents India’s strict capital controls and
allows licensed international investors and
non-resident Indians to trade domestic se-
curities and equity, currency and commod-
ities derivatives from anywhere around
the world. This will help India to compete
with other global financial centers such
as Hong Kong, Singapore, Dubai and Lon-
don. As seen in Figure 4, India INX has
witnessed impressive growth in trading
volumes since its inception, with average
daily turnover growing from USD 1 million
in January 2017 to USD 242 million as of
March 2018.

Apart from the capabilities of India
INX in creating a globally connected mar-
ket, BSE is also forging working relations
with its peer exchanges around the region
and globally, including Korea Exchange,
Dubai Financial Markets and Dhaka Stock
Exchange. South Asian Federation of Ex-
changes (SAFE), a forum of 28 member en-
tities from the South Asian Association for
Regional Cooperation (SAARC) regions like
Afghanistan, Bangladesh, Bhutan, India,
Maldives, Nepal, Pakistan and Sri Lanka as
well as Mauritius and UAE appointed the
author as the chairman of this forum. Con-
sequently, BSE assumed the leadership role
in helping smaller bourse in the Sri Lanka,
Nepal, Mauritius and Bhutan to develop.
BSE will ensure that SAFE achieves its am-
bition to accelerate economic integration
within the region by creating strong cross
border capital market linkages and creat-
ing a conducive environment for cross bor-
der co-operation.

BSE - India’s first listed stock exchange

The next logical step was to make
BSE a publicly-listed company, for even
better corporate governance, accountabil-
ity and professional management. This
was realised when, in February 2017, BSE
became India’s first listed stock exchange,
amidst overwhelming support and stellar
listing. The BSE initial public offering (IPO)
had on offer 15.42 million shares repre-
senting 28.3 percent of its pre-share sale
capital. The TPO was a major success being
oversubscribed 51 times making it one of
the most successful IPOs in recent years.
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BSE - Contribution towards financial
inclusion through FinTech

The convergence of finance and
technology to provide financial services by
non-financial institutions, popularly known
as FinTech, has come to dominate the finan-
cial landscape. BSE is playing a leadership
role in adopting modern technologies to the
growing and ever changing needs of India
like it has done for over 143 years. India’s fi-
nancial distribution system is changing rap-
idly and BSE utilising FinTech is taking the
entire process online to reduce the transac-
tion processing and turnaround time.

The ongoing steady development in
the FinTech space has facilitated all market
intermediaries working towards making
all payments and settlements happen elec-
tronically. Digital platforms like BSE StAR
MF and BSE SME, have served as an oppor-
tunity for distributors to rapidly expand
and reach potential investors in the finan-
cial services space. The digital platform has
enabled BSE to establish a strong presence
in mutual fund distribution, and to enable
greater participation in the insurance sec-
tor, BSE intends to launch a framework sim-
ilar to StAR MF in insurance distribution.

Similarly, in regulatory technology,
BSE was an early mover to understand
the importance of data and analytics. BSE
has substantially invested to leverage the
benefits of big data implementation. In
FY2017-2018, the exchange introduced a
data analytics-based solution that relies on
artificial intelligence to track news related
to listed companies on digital media using
social media. The primary objective of the
tool is to detect and mitigate potential risks
of market manipulation and rumors, and
to reduce information asymmetry arising
on digital media platforms, including so-
cial media. During the initial implementa-
tion, print media and news websites were
included, and it was later expanded to in-
clude Facebook and Twitter.

BSE is re-thinking and reviewing
processes to cope with changing custom-
er expectations, increasing competitive
pressures, challenging macroeconomic
conditions and dynamic regulatory envi-
ronment. Transforming digitally will help
in customer acquisition and retention, rev-
enue generation, cost optimisation and op-
erational efficiency. It will also assist in ef-
fective monitoring, regulatory compliance
and risk mitigation. Thus the exchange can
maximise customer experience and gain
a competitive advantage in the market. In
essence, the emergence of FinTech has pro-
vided an opportunity for BSE to make finan-
cial products more efficient and inclusive.

Conclusion

India’s capital markets have reached a
high level of sophistication, maturity and
robustness, but still there is a long journey
ahead, one that aims at making the mark-
ers more vibrant, then achieving global
competitiveness and finally claiming glob-
al leadership.

BSE is a catalyst for nation-build-
ing and not just a trading platform. BSE is
poised to play a catalytic role in shaping the
new India and bring solutions, which are of
strategic importance and relevance to our
business, economy, country and the com-
mon man as well. As India’s leading stock
exchange, BSE is an iconic institution and
symbolic of India’s economic prowess and
resilience. BSE is taking a lead in bringing
international standards in India, in tech-
nology, compliance, corporate governance,
promoting SMEs, creation and trading of
sustainable and other indices, including the
oldest and most popular India based index,
the S&P BSE SENSEX. With the BSE likely to
keep growing, so too will the opportunities
for an increasing number of investors.

Notes

*1 OECD is a group of 34 member countries
that discuss and develop economic and so-
cial policy.

*2  In terms of market capitalisation as per
World Federation of Exchanges.
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Continuum of NSE’s Transformational Journey:
Negotiating New Frontiers

Introduction

he National Stock Exchange of India
(NSE) is not only the premier stock

exchange in India but also one of the
leading stock exchanges of the world. In In-
dia, it is credited with playing a key role in
the modernisation and transformation of
the Indian securities market. Incorporated
in 1992, NSE commenced operations in 1994
with electronic screen-based trading to re-
place the traditional open outcry prevalent
in those times. This early adoption of tech-
nology ensured that participants, irrespec-
tive of their geographical locations, were
able to view a single order book and trade
real-time in a transparent manner. The oth-
er distinguishing feature of NSE was that it
was perhaps the first exchange in the world
that started as a demutualised exchange,
where the ownership and management
of the exchange were divorced from each
other and also from the right to trade on it.
Not being managed by owners, which was
a break from the past, meant that there was
no builtin incentive for mis-governance.
These two features of NSE transformed the
Indian market, which lacked transparency

in the pre-NSE era, into a deep, liquid and
transparent market that enjoyed the trust
and confidence of investors. Within a year
after it began operations, NSE became the
market leader and has since sustained its
leadership in equity shares turnover.*

The scale and breadth of NSE’s prod-
ucts and services, its state-of-the-art tech-
nology, and the culture of being continu-
ally customer-centric have enabled NSE
to proactively deliver innovative solutions
for emerging demands in the ecosystem.
NSE’s integrated business model and sus-
tained leadership position across multiple
asset classes have, over the years, attracted
a growing number of new participants (in-

vestors and traders in India and globally).
This in turn resulted in improved market
liquidity, efficient price discovery and ad-
ditional listings. These contributions of
NSE to the Indian securities market have
been widely recognised.

The improvements in the qualitative
indicators of the market are also reflected
in the size of the market in India, which has
grown tremendously since the mid-1990s.
According to the World Bank data, for
the period from 2010 to 2016, the market
capitalisation-to-GDP ratio for Indian mid-
dle income country-averaged about 72
percent, much higher than the 53 percent
average of all middle-income countries.

Table 1: Value of Shares Traded: Global Ranking and Growth in 2017

Rank in Value of Shares AT Value of Shares Traded | YoY Growth in Shares Traded
Traded in 2017 (in 2016) & (USD Trillion) in 2017(%)

New York Stock Exchange

2 (2) Choe Global Markets
3(4) Nasdaq

4 (3) Shenzhen Stock Exchange
5(5) Shanghai Stock Exchange
6 (6) Japan Exchange Group
7(7) Cboe Europe Equities
8(10) Hong Kong Exchange
9(8) Euronext

10(9) Korea Exchange

11(11)
12(12)

Deutsche Bérse Group
TMX Group

14.5

123 -10
1.3 2
9.2 221
7.6 1
5.8 3
2.4 -10
2.0 45
19 9
1.9 14
13 12

—-_

14 (13)
15 (14)
Source: WFE Annual Statistics Guide 2017

SIX Swiss Exchange

Australian Stock Exchange

0.8 1
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Further, although India’s performance in
this respect fell short of the average for the
high-income country category (about 104
percent for this period), there have been
some years in the past when India has sur-
passed the high-income countries average,
particularly in the immediate aftermath of
the global financial crisis (2009 and 2010).*2
More recently, in 2017, NSE registered the
highest growth among major exchanges
worldwide in value of shares traded, push-
ing it to rank 13th (from 16th in 2016) in
terms of value of shares traded (Table 1).

Recognising that there is no scope
for complacency, NSE has been continu-
ally endeavoring to maintain its domestic
leadership position, and also emerge as a
stronger global player. This piece seeks
to analyse how NSE has responded to the
market and regulatory developments in
the past, particularly in the recent years
and what new paths it is exploring to real-
ise its vision in the medium term. For this
purpose, five key areas have been chosen:
listing of small and medium-sized enter-
prises (SMEs) and start-ups, expanding re-
tail investor base, nurturing new markets,
establishing international exchange and
leveraging technology.

Catching Companies
Young: Listing of SMEs
and Start-ups

One of the most significant challenges fac-
ing the SMEs is inadequate access to equity

capital. Historically, SMEs have depended
heavily on debt capital from banks and
financial institutions, which have often
made them overleveraged and also vulner-
able to adverse economic conditions. Rec-
ognising this challenge, in 2012, the Secu-
rities and Exchange Board of India (SEBI)
permitted exchanges to (a) create a dedicat-
ed platform for SMEs to access capital mar-
kets for raising equity capital, and (b) allow
SMEs’ shares to be listed and traded.*3

In response, NSE launched EMERGE
to help SMEs raise equity capital from in-
formed investors willing to invest early
in promising companies. As of end-March
2018, 133 companies have been listed on
EMERGE; most of them in the last two years
(Figure 1). Together, these companies have
raised about INR 20 billion since the plat-
form was launched.

As a segment of NSE, EMERGE en-
joys all the benefits of a well-established
exchange, such as well-oiled trading ter-
minals of the main exchange, its risk man-
agement and surveillance systems and the
existing infrastructure. While NSE’s aim is
to create an enabling environment and at-
tract more and more SMEs to tap the public
markets, it has made the eligibility criteria
for SMEs to access EMERGE tighter than
those set by SEBIL, mainly to strengthen
investor protection. Thus, only SMEs with
basic minimum financial soundness and
track record can list on EMERGE.

Aside from giving opportunities
to more and more SMEs to make public
issues, NSE also envisages EMERGE as a
means to expand its Main Board, as SMEs
that grow beyond a certain threshold level
are allowed to migrate to the Main Board.
Indeed, some of the companies that are
currently on EMERGE may one day be part
of NIFTY 50. NSE’s commitment towards

Figure 1: SME listings and the Funds Raised Through This Platform
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SMEs is further demonstrated by the nu-
merous seminars and workshops that it
conducts across all SME clusters to make
entrepreneurs understand the benefits
and obligations of going public.

In recent years, start-ups have also
come under NSE’s focus. India’s start-
up ecosystem has grown rapidly in the
past few years to become the world’s
third-largest after the U.S. and China.
Only a handful of start-ups, however,
have gone public. Further, even though
initial public offerings (IPOs) in India
have generally been dominated by more
traditional sectors such as financial ser-
vices, NSE expects a shift in IPOs towards
new-economy companies in the coming
years.** NSE’s EMERGE-ITP - a regulated
market place which allows start-ups to list
with or without an IPO — addresses both
the issues. This platform connects grow-
ing businesses to a pool of sophisticated
investors and offers them a wide vari-
ety of exciting investment opportunities.
This is expected to help NSE diversify its
listing campaigns in the medium term to
target new categories of issuers. Towards
this end, NSE is also in talks with SEBI to
tweak some of the conditions for listing on
EMERGE-ITP to make it more attractive to
a wider range of companies and investors.

Expanding Retail
Investor Base:
Education and
Technology Are Key

Indian capital markets are comparatively
underpenetrated, with significant poten-
tial for further growth. NSE has recognised
that educating more and more investors
and potential investors and increasing
their awareness is a key route through
which the investor base can be expanded
and investor protection can be achieved.
Since July 2010, NSE has worked
in co-ordination with SEBI to conduct in-
vestor awareness programs (IAPs), which
are offered for free, with an aim to pro-
vide existing and potential investors with
knowledge and understanding of the fi-
nancial markets and guide them in effec-
tive financial planning. Over the years, the
IAPs have increased in frequency and have
been attracting an increasing number of
participants (Figure 2). The areas broadly
covered are rights of investors, do’s and



Figure 2: Details of the Investor Awareness Programs (IAPs) Conducted by NSE
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don’ts of investing, functioning of securi-
ties market, Know Your Customer (KYC)
and products of the exchange. Educational
and informative booklets relating to opera-
tional and functional aspects of the market
are distributed to investors free of charge.
Some of these IAPs have been targeted at
groups such as senior citizens, police offi-
cers, hospital staff, factory staff, post office
employees and special women’s groups.

Years of efforts by NSE and others
to spread investor awareness have con-
tributed to some positive developments
in the market. In the last few years, the
number of individuals participating in the
capital market through mutual funds has
grown rapidly and further, many of these
individuals have been investing through
Systematic Investment Plans (SIPs) route,
which helps them to remain disciplined,
while not having to worry about timing the
market. The individual investor base has
grown at a compound annual growth rate
(CAGR) of about 16 percent over the period
from 2014 to 2018. Based on Association
of Mutual Funds in India, as of end-March
2018, there are 71 million individual inves-
tor accounts in mutual funds, 20 million of
which are SIP accounts. Finally, the inves-
tors from smaller cities (cities other than
the top 15 in India), have begun showing
increasing interest in mutual funds; in FY
2017-2018, for example, assets under man-
agement of investors in these smaller cities
have grown by 38 percent, higher than the
overall industry growth of 22 percent for
the same period.

NSE envisages these positive trends
to continue in the medium term and is
bracing itself to take advantage of them
through the digital platform for mutual

funds (NSE MF 1II) that it created in 2013.
The platform has allowed the mutual fund
distributors to move from paper mode to
digital mode, standardise operations, in-
crease transparency and reduce cost and
time taken to conclude mutual fund trans-
actions. The convenience and transpar-
ency offered through the platform have
been a major attraction for new investors.
Further, this platform has the potential to
become a one-stop shop for distribution
of financial products (including non-ex-
change traded products such as corporate
fixed deposits and postal products and so
on); which not only would create stronger
incentives for mutual funds distributors to
register on this platform, but also would in-
directly expand the retail footprint of NSE.

NSE has already demonstrated its capabili-
ty in this direction by allowing distribution
of sovereign gold bonds on this platform.
The initiative has the potential to trans-
form the mutual fund industry to an extent
similar to the way the reforms of the early
1990s transformed equity market trading.

Meanwhile, to take advantage of
the continuing trend of rising mobile and
internet penetration in India, NSE has in-
troduced a web-based and mobile trad-
ing platform (called NOW). By facilitating
trade execution through the internet, it
has made trading a lot easier, particularly
for retail investors. In the medium to long
term, assuming that mobile and internet
penetration continues to increase in India,
this mode of trading is expected to gain
popularity and help induce a culture of in-
vestment in financial instruments even in
areas beyond major cities.

Nurturing New Markets:
Policy Sets the Stage

Right from its inception, NSE has continu-
ally developed and launched new products
to meet the diverse needs of investors. A se-
ries of reforms in the cash equity segment
in India in the 1990s that strengthened the
market micro structure, and the progres-
sive liberalisation in product development

Figure 3: Average Daily Contracts Traded
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that followed gave a boost to this effort. In
1995, NSE launched the NIFTY 50 index
which continues to be the flagship index.*s
Following regulatory approval, deriva-
tives trading at NSE commenced with the
launch of futures on the NIFTY 50 index in
June 2000. A year later, in June 2001, option
contracts were launched on the NIFTY 50.
Futures and options on individual stocks
were launched subsequently in the same
year. In a few years’ time, NSE could estab-
lish itself globally as one of the top traders
in equity derivative products (in terms of
volume). Thus, over the years the exchange
has achieved not only a diversification in
the offering of products, but also signifi-
cant trading volumes growth for most of
the products offered (Figure 3).

The success of equity derivatives
led to the launch of a currency derivatives
segment in August 2008. Here again, the
product suite expanded over the years,
even though multiple regulators had to be
involved in the product approval process.

NSE’s well-defined product develop-
ment process which evolved after years of
experimentation and expertise provides a
framework that is expected to put NSE on a
strong footing in the medium term. While
there would be continued efforts in the
short to medium term to further develop
the currency derivatives and interest rate
futures markets, signs of some exciting fu-
ture developments are already visible in
some areas.

Commodity derivatives

Commodities derivatives are per-
haps the only major asset class that is
not allowed to be traded on stock ex-
change platforms in India, making it the
final frontier for development of world
class multi-asset derivatives platforms.
Efforts are currently underway to break
through this frontier. In 2015, the gov-
ernment brought the regulation of the
commodity derivatives market under the
purview of SEBL. While this undoubtedly
strengthened regulatory oversight, it was
recognised that the market can reap the
benefits of economies of scope and scale
only if the commodities and securities de-
rivative markets are integrated in terms
of participants, brokers and operation-
al frameworks, as in major derivatives
markets such as the Chicago Mercantile
Exchange (CME), the Eurex Exchange and
the Singapore Exchange (SGX). In line with
this thinking, SEBI permitted brokerages
in September 2017 to deal in commodities
and other securities through a single enti-
ty. Subsequently, SEBI also announced in
its board meeting on 28 December, 2017

that the integration of trading in commod-
ities and other securities shall be done
with effect from October 2018, paving the
way for stock exchanges to introduce com-
modity derivatives trading. In the medium
to long term, this development is expected
to provide NSE’s participants and brokers
significant benefits in terms of capital effi-
ciency, liquidity management, and reduc-
tion in operational and compliance costs.

Corporate bond market

Despite several efforts in the past
one and half decades, the corporate bond
market in India has remained largely
underdeveloped, although some devel-
opments in recent years have generated
some optimism. For example, several
large corporates in India have been turn-
ing to the corporate bond route in the last
few years to raise resources, as the bank
finance is experiencing a severe slow-
down due to a twin balance sheet prob-
lem. Corporate bonds outstanding have
risen from INR 12.9 trillion in March 2013
to INR 27.4 trillion in March 2018. This
trend is expected to continue in the me-
dium term, as the banks will take some
years to recover from the crisis they are
facing. Meanwhile, policymakers have
taken a slew of measures to not only vi-
talize the corporate bond market, but also
to allow exchanges to play a key role in
developing this market, recognising the
need for greater transparency. One ex-
ample of the government’s support for
exchange platform is its announcement
to introduce debt exchange traded funds
(ETFs) to raise resources for central PSUs.
Furthermore, the Reserve Bank of India
(RBD) has recently permitted corporate
bond repos with guaranteed settlement
on exchange platforms. This is expected to
improve trading activity in the corporate
bond market and would further pave the
way for implementation of credit prod-
ucts such as credit default swaps (CDS) on
exchange platform to manage credit risk
in corporate debt instruments.

On its part, NSE recognises these
opportunities and has strengthened its
commitment to develop a vibrant corpo-
rate bond market through its platform. A
number of initiatives have been taken. For
example, NSE launched its Electronic Debt
Bidding Platform (NSE-EBP) for issuance of
debt securities on a private placement basis
in July 2016, with an aim to bring efficien-
cy and transparency in the price discovery
mechanism and to reduce the time and cost
of these issuances. Earlier, NSE had started
an anonymous order-matching platform
for secondary market trades in the debt
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segment. In effect, it could do for the bond
market what anonymous order matching
did for equities. The platform has not been
popular so far, partly because it gives access
only to corporate bonds. NSE is working
with regulators to bring all cash fixed-in-
come products (such as commercial papers
and certificates of deposits) to this platform.
In the medium term, a large part of NSE’s
efforts would be focused on creating ap-
propriate micro structure and conducive
regulatory environment to help stimulate
corporate bond trades to migrate from over-
the-counter (OTC) to exchange platform.

Going Global:
International Exchange
in GIFT

The prime minister’s vision to create an
international financial services centre in
India that caters not only to India but the
entire world has begun to take shape with
the establishment of an International Fi-
nancial Services Centre (IFSC) at Gujarat
International Finance Tec-City (GIFT) in
the state of Gujarat. Following the gov-
ernment’s announcement of regulatory
guidelines for firms to operate in the cen-
tre and a subsequent approval from SEBI,
NSE and The National Securities Clearing
Corporation Limited (NSCCL) have incor-
porated two subsidiaries NSE IFSC Lim-
ited and NSE IFSC Clearing Corporation
Limited respectively to act as an interna-
tional exchange and clearing corporation.

NSE IFSC currently hosts a widely
diversified portfolio of products including
derivatives of currencies, commodities,
stocks and indices offered under a sin-
gle platform. Since the commencement
of trading in June 2017, trading volumes
at NSE IFSC have been growing, partly
aided by a range of initiatives including
incentives under the exchange’s Liquid-
ity Enhancement Scheme, easy access to
a variety of participants in terms of reg-
istration and membership and provision
of facilities such as colocation, algorith-
mic trading and other advanced trading
infrastructure. Also, since the exchange
is located in IFSC, the trades executed on
the exchange are exempt from security
transaction tax, commodity transaction
tax, dividend distribution tax, short-term
and long-term capital gains tax and in-



come tax. Further, for the success of the
international exchange, the continued
support of policymakers — the Ministry of
Finance, RBI and SEBI —is evidenced from
their prompt fine - tuning of the policies
and regulations to address current and
emerging issues. In the Union Budget for
FY2018-2019, Finance Minister Mr. Arun
Jaitley also proposed a unified regulator
for IFSC GIFT, which is expected to result
in faster and more consistent decision
making.

In the medium term, NSE envisages
four major benefits to accrue to it directly
or indirectly, as the IFSC would:

1 Provide facilities and regulations
comparable to any other leading
international finance centres in the
world. Companies from Asia, Africa
and Europe should be able to raise
funds from this Centre. It will be the
rest of the world's gateway to India.

2 Enable Indian exchanges to com-
pete on an equal footing with off-
shore financial centres. This has
the potential to halt the migration
of trading volume from India to off-
shore centres, which has been the
trend in the past.

3 Take advantage of its geographic lo-
cation to provide financial services
to the entire world, opening with
the Japanese markets and closing
with the U.S. markets and thereby,
serve as India’s gateway to the rest
of the world.

4 Mitigate the criticism that India has
stopped becoming the price set-
ter for even some Indian financial
instruments; indeed, in about 10
years, GIFT should be able to be-
come the price setter for at least a
few of the most frequently traded
instruments in the world.

Leveraging Technology:
an Imperative for
Sustaining Growth

NSE has been the pioneer in technology
in the exchange space, ensuring high re-
liability and efficient performance of its

systems through a tradition of innova-
tion and investment in technology. As al-
ready stated, when it began operations in
1995, NSE adopted electronic trading, also
called screen-based trading system (SBTS),
which replaced the open outcry system
prevalent then in India and brought
about tremendous improvement in trans-
parency. In delivering transparency, SBTS
was complemented by a communication
technology that involved establishment
of Very Small Aperture Terminal (VSAT)
links. The combination of the two tech-
nologies ensured that market participants
could trade with one another irrespec-
tive of their geographic location and that
orders and prices could become visible
and instantly available to all participants
across the country.

NSE leveraged technology not
just when it began operations, but right
through its history. Over the years, two
technologies — algorithmic trading and
co-location - have had a tremendous im-
pact on speed of trade execution. The
number of equity trades executed per
day has risen from about 10,000 in 1995
to several million in 2017. Of course, ad-
vanced technology has been used not
only in trading, but in other activities as
well, such as clearing, settlements, risk
management services, surveillance and
listing, which have become imperative
primarily because of an explosive growth
in trading volumes. These advancements
have helped NSE maintain its competitive
position.

On a day-to-day basis, NSE’s elec-
tronic systems deploy real-time hardware
and software monitoring and analytics
with self-correction capability, predictive
behavior technology and surveillance
of known failure points and unexpected
events. To avoid outages or disruptions,
NSE ensures that its systems have built
in redundancy and excess capacity at all
times; implement regular testing proto-
cols; and adopt continuous obsolescence
planning to keep its hardware and sys-
tems updated. To minimise cyber security
threats, NSE has implemented a security
framework to prevent and detect system
intrusions and internal and external secu-
rity tools.

Moving forward, NSE has a vision
to maintain its leadership position in tech-
nology by continuing to take advantage of
technological progress to introduce new
products and market structures, so that
markets become deeper, broader, safer
and more efficient. In addition to advanc-
es in currently used technologies, NSE
envisages that the following two technol-

ogies have the potential to shape the mar-
kets in the foreseeable future the most.

Blockchain and distributed ledger
technology

Blockchain offers some key bene-
fits for capital markets, including an im-
mutable record of transactions, a shared
view of data that is widely distributed but
easily verified and a simple way to prevent
duplicate transactions. Traditional ap-
proaches to solving the above issues have
always involved significant reconciliation,
complex procedures for establishing trust
and a need for central authorities, which
in turn have led to high barriers to entry
and high costs of operation. It is widely
recognised that blockchain technology
can address these shortcomings of the
traditional approaches. India is paying
significant attention to blockchain, even
as it remains watchful of issues around
crypto-currencies. The capital markets
regulator has set up a blockchain task
force, and a number of participants in the
markets have carried out pilots related to
blockchain.

Machine learning and artificial intelli-
gence

Machine learning is basically the
harnessing of current compute technolo-
gies at a scale that is larger and faster than
before. It looks magical, but it is based
on well-understood techniques and algo-
rithms. Availability of massive data sets
together with huge increases in computing
power are allowing machines to use ma-
chine learning to autonomously execute
business work flows, which was not pos-
sible earlier. NSE believes that it can and
should take advantage of progress in ma-
chine learning. For example, NSE’s market
surveillance, whose objective is to detect
market manipulation and market insta-
bility events, can use machine learning to
fine-tune traditional approaches, and also
to detect previously undetected anomalous
behavior.

Conclusion

Stock exchanges constitute a critical com-
ponent of the capital market in any mod-
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ern economy. For the capital markets to
play an important role in determining
the pace and pattern of economic devel-
opment, it is necessary to have efficient
and dynamic stock exchanges. The Indi-
an experience shows that the exchanges’
ability to contribute to the development of
the capital market depends significantly
on exchange reforms undertaken and the
effectiveness of a strong securities mar-
ket regulator. Coinciding roughly with
SEBI’s establishment, NSE was set up as
a modern, demutualised stock exchange
about two and half decades ago as part of
the broad based economic reforms intro-
duced in early 1990s, with an aim to re-
vamp India’s capital market, which used
to be opaque, inefficient, fragmented and
not easily accessible.

Not only did NSE unify the earlier
fragmented market into a single national
order book, providing equal access to all
market participants in the country, but
also it brought in unprecedented transpar-
ency and facilitated efficient price discov-
ery. In a very short time, it could restore
public faith in the market and also become
the market leader. Over the years, assisted
by the capital market regulator SEBI and
NSE, India’s capital markets have made
tremendous progress in terms of market
size and depth, diversification of investor
base and sophistication. It would be no
exaggeration to say that NSE’s journey so
far has been transformational. Moving
forward, NSE is committed to maintain-
ing this ‘transformational’ journey in its
strategy and operations. The key areas
that NSE envisages to focus on in the me-
dium term include facilitating listing and
growth of SMEs and start-ups, nurturing
hitherto underdeveloped markets (such
as the corporate bond market) and devel-
oping new segments such as commodities,
expanding retail footprint, globalising at a

much larger scale, leveraging technology
and focusing on better risk management
and regulation. Efforts towards these
ends have already begun. NSE is positive
that under the guidance and leadership
of SEBI, NSE can make transformational
changes in the years to come.

Notes

*1  As per reports issued by Securities and Ex-
change Board of India.

*2  The World Bank’s database on World De-
velopment Indicators. https://data.world-
bank.org/products/wdi

*3  According to SEBI regulations, companies
with post-issue paid up capital (face value)
up to INR 250 million can raise funds and
list on the SME platform, while companies
with post-issue paid up capital (face val-
ue) between INR 100 million and INR 250
million have the option of migrating to the
Main Board and vice versa.

*4  Financial services companies account-
ed for about 56 percent of funds raised
through IPOs during the period January
2015 to December 2017 according to Prime
Database.

*5  Constituent stocks of NIFTY 50 index ac-

count for 62 percent of free float market
capitalisation as of 31 March, 2018.
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Increasing Importance of Foreign Investors in
India’s Capital Markets

Foreign Investors
Increasing Investment
in India’s Capital
Markets

oreign investors have a large pres-
ence in India’s capital markets, es-

pecially its stock market, where they
are making important contributions by
supplying liquidity, enhancing market effi-
ciency, and promoting stronger corporate
governance.

Over the last six years, foreign in-
vestors have been increasing their invest-
ments in India’s capital markets. According
to data from National Securities Depository
Limited (NSDL), the largest Indian central
securities depository, foreign investors’
holdings of Indian stocks at end-June 2018
totaled INR 27.7 trillion, a 2.4-fold increase
from INR 11.6 trillion at the end of 2012.
Over the same period, foreign investors'
holdings of bonds issued by Indian issuers
increased 2.4-fold from INR 1.7 trillion to
INR 4.1 trillion (Figure 1).

Among foreign investors, mutual
funds are the largest holders of Indian se-
curities. As of end-June 2018, foreign mu-
tual funds’ holdings of Indian securities to-
taled INR 15.1 trillion, 47 percent of foreign
investors' total holdings. The next largest

investor category is the so-called broad-
based funds,*! which held Indian securi-
ties worth INR 5.6 trillion at end-June (18
percent of total foreign holdings).

By country, U.S. investors have in-
vested the most in India, with total invest-
ments amounting to INR 10.5 trillion as of
end-June 2018, 33 percent of all foreign in-
vestmentin Indian securities. Among Asian
countries, investment from Singapore is
relatively high, at INR 2.7 trillion and 8.6%
of all foreign investment as of end-June.
The increase in investment from Japan
has been rather prominent in recent years.
Before 2015, Japan was not even ranked
among the top 10 in the country rankings
for investment in India, but as of end-June
2018 it ranks sixth. Japan’s outstanding
holdings of Indian securities at that point
in time approached INR 1.2 trillion, includ-
ing about INR 941 billion in stocks and INR
222 billion in bonds. Investments from

Japan are mostly via investment trusts.
According to the Japan Investment Trusts
Association, Japanese investment trusts' to-
tal net assets invested in INR-denominated
stocks and bonds totaled JPY 1.2 trillion at
end-June 2018, nearly quadruple the JPY
297 billion at the end of 2005.

Reasons for Increased
Investment by Foreign
Investors

The main reasons for foreign investors in-
creasing their investment in India’s capital
markets can be divided into macroeco-

Figure 1: Foreign Investors’ Total Holdings of Indian Securities
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nomic factors and institutional factors.

Macroeconomic factors

Since 2010, India’s economy has
expanded at an average annual pace of
more than seven percent, and India is ex-
pected to sustain a high pace of economic
growth going forward. According to the
International Monetary Fund (IMF), In-
dia’s real gross domestic product (GDP)
growth from 2018 to 2023 is forecast to
average about eight percent. The sudden
demonetisation (invalidation of large
banknotes) carried out in November 2016
and the Goods and Services Tax (GST) in-
troduced in July 2017 caused temporary
disruptions of economic activity in India,
but robust private consumption and the
government’s aggressive investment in
infrastructure appear to be supporting
continued strong economic growth.

Although India has a constant cur-
rent account deficit, in recent years the
deficit has generally been kept at a low
level. The deficit was 4.7 percent of GDP
in FY2012-2013, but that ratio has been
held less than two percent since FY2013-
2014 thanks in part to reductions in gold
imports and lower crude oil prices. The
improvement has contributed to the sta-
bility of the rupee against the U.S. dollar
in recent years, with INR/USD trending in
the 0.014 - 0.017 range since 2014.

Also, the Modi administration that
came to power in May 2014 has improved
India’s fiscal balance by restraining spend-
ing in a move toward fiscal consolidation.
As result, the Indian government’s fiscal
account deficit has shrunk from 4.5 per-
cent of GDP in FY2013-2014 to just 3.5 per-
cent in FY2017-2018. This improvement

Figure 2: NIFTY 50 and S&P BSE SENSEX
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prompted Moody’s to upgrade its rating
on India’s sovereign debt from its lowest
investment grade rating of Baa3 to Baa2
in November 2017.

Strong macroeconomic conditions
have also contributed to a solid uptrend
in India’s stock market in recent years. In-
dia’s National Stock Exchange’s (NSE) NIF-
TY 50 stock index stood at 10,714 at end-
June 2018, a strong 70 percent advance
from 6,304 at end-December 2013 (Figure
2). The BSE’s S&P BSE SENSEX index also
climbed steadily during that same period,
rising 67 percent from 21,171 to 35,423.

Institutional factors

Institutional factors that have pro-
moted increased investment from for-
eign investors include, first and perhaps
foremost, simplification of the process for
registering as a foreign investor in India.
Prior to the simplification, foreign inves-
tors had to register as a Foreign Institu-
tional Investor (FII), an FII sub-account, or
a Qualified Foreign Investor (QFI) before
they could invest in securities on Indian
markets. To streamline the operation of
the foreign investor system, in 2014 the
Securities and Exchange Board of India
(SEBI) unified these three foreign investor
categories into a single category, the For-
eign Portfolio Investor (FPI).

The main change made by this new
FPI regime is unification of the system’s
management structure. Approval and reg-
istration of foreign investors was previous-
ly carried out by both the SEBI and India’s
central bank, the Reserve Bank of India
(RBD). Under the new regime, registration
of FPIs is granted by SEBI-approved custo-
dian institutions, called Designated Depos-
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itory Participants (DDPs). FPI trading also
is now monitored by the DDPs.

In addition, approval procedures
have become more efficient. Previously
know-your-customer (KYC), or identity
verification, procedures were the same
for all foreign investor categories, but un-
der the new regime KYC is carried out for
each investor category. Foreign investors,
or FPIs, are classified into three catego-
ries based on their risk profile. Category
I includes central banks, governmental
agencies, sovereign wealth funds, and in-
ternational or multilateral organisations.
Category II includes banks, asset man-
agement companies, investment trusts,
insurance companies, pension funds, and
university funds. Category III includes en-
dowments, charitable trusts, foundations,
corporate bodies, trusts, and individuals.

Under the new, more efficient re-
gime, the number of registered foreign in-
vestors has steadily increased each year.
As of end-June 2018, the total number of
registered FPIs was 9,136, compared with
8,557 entities registered as FII, FII sub-ac-
counts, or QFIs at the end of 2013.*2

The second institutional factor is
the relaxation of bond investment regu-
lations. In September 2016, SEBI decided
to allow Category I and Category II FPIs to
directly access the corporate bond mar-
ket. Previously, FPIs had to invest in these
bonds through brokers. In addition, in
February 2017 SEBI approved FPI invest-
ments in unlisted non-convertible corpo-
rate bonds and securitised instruments.
More recently, in April 2018, SEBI raised
the cap on aggregate FPI investments in
any central government security from
20 percent to 30 percent. Moreover, the
requirement for FPIs to invest in govern-
ment and corporate bonds with a mini-
mum residual maturity of three years was
withdrawn, subject to the conditions.*3

Main Obstacles to
Attracting Foreign
Investors

As shown above, the SEBI and RBI have
implemented various measures designed
to promote investment in India’s capital
markets by foreign investors. However,
obstacles remain. The main unresolved is-
sues are as follows.



Limits on bond market investments

Foreign investors’ presence in In-
dia’s bond market is still quite small, with
FPIs holding just 4.4 percent of total out-
standing government dated securities as
of end-March 2018 (Figure 3). While that
ratio has been rising gradually, it remains
much lower than foreign investors’ share
of the outstanding government bonds of
other Asian countries such as Indonesia
and Malaysia which stands at 39 percent
and 29 percent respectively at end-March
2018.*

The reason for this small ratio is
the limit on FPIs’ holdings of India’s gov-
ernment bonds. To avoid volatile asset
flows and maintain the stability of In-
dia’s macro economy, SEBI has set a lim-
it on FPI holdings of outstanding issues
of Indian securities. As of end-June 2018,
the limits are INR 2.86 trillion for central
government bonds, INR 419 billion for
state development loans (SDLs), and INR
2.67 trillion for corporate bonds. In 2014
when the foreign investor categories were
unified under the FPI category, the limits
on investment by foreigners were USD 30
billion (equivalent to INR 1.54 trillion) for
government securities and USD 51 billion
(equivalent to INR 2.44 trillion) for cor-
porate bonds. Since then, the limits have
been raised in stages. From October 2018,
those limits are scheduled to be raised
again, to INR 3.16 trillion for central gov-
ernment securities, INR 452 billion for
SDLs, and INR 2.89 trillion for corporate
bonds. The increases in these limits have
opened up room for additional invest-
ments in India’s bond market by FPIs, but
FPIs’ current holdings as a percent of the
limit on those holdings is higher than it
was in 2014 (Figure 4).

One negative aspect of the low ra-
tio of FPI holdings to total outstanding
government securities is that it precludes
the inclusion of India’s bonds in global
bond indices maintained by major index
providers. In general, inclusion in global
bond indices requires a foreign investor
holding ratio of at least 10-20 percent.*s
With index-linked investment on the
rise, global investors have no real need
to include India’s bonds in their portfoli-
os. Consequently, when global financial
market volatility is rising, investors do
not hesitate to pull funds out of the Indian
market. For example, immediately after
the U.S. Federal Reserve Board mentioned
the possibility of tapering of its quantita-
tive easing in May 2013, foreign investors
withdrew a large amount of funds from
India’s bond market, leading to net out-

Figure 3: FPIs’ Share of Outstanding Indian Government Bonds
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Figure 4: FPI Holdings of Outstanding Indian Bonds as Percent of the Limits
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flows totaling INR 508.5 billion in 2013,
which in turn led to a significant deprecia-
tion of the rupee.

Active offshore trading of Indian stock
index futures

At present, the majority of trades in
India’s stock index futures are conducted
in offshore markets. For example, stock in-
dex futures for the NIFTY 50 and S&P BSE
SENSEX are both actively traded on the
Singapore Exchange (SGX) and the Dubai
Gold and Commodities Exchange. On the
SGX, NIFTY 50 Index Futures transactions
accounted for 14 percent of all stock fu-
ture trades for the period from January to
June in 2018. Moreover, trading volume
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of NIFTY 50 futures on the SGX exceeded
that on the NSE as of 2017.%¢

Indian equity derivatives trading
volumes are also greater in offshore mar-
kets than in the domestic market. One rea-
son for this is that foreign investors that
have not registered with India’s financial
regulators have limited access to India’s
stock market. Previously, such foreign in-
vestors were able to access India’s stock
market by purchasing Participatory Notes
(PNs) issued by FIIs. However, stricter re-
porting requirements for the issuance of
PNs introduced since 2012 to strengthen
measures against monetary laundering
have led to a large reduction in foreign
investors' investment in India’s stock mar-
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ket via PNs. Meanwhile, offshore trading
of Indian equity-related products has in-
creased.

Tax-related obstacles

To date, India has adopted a tax
system that is generally favourable for
foreign investors. According to a survey
implemented by PwC, around two out of
three respondents felt that tax rates on
capital gains from their securities invest-
ments in India were moderate or low.*’
While India still has a short-term capi-
tal gains tax and a securities transaction
tax (STT) on transactions on securities, it
abolished its long-term capital gains tax in
2004.

However, the Indian government's
recent announcement that it was consid-
ering re-introducing the long-term capital
gains tax as part of the Union Budget for
FY2018-2019 sent shockwaves through
the market. Moreover, it evidently does
not intend to allow a deduction for STT
paid when calculating capital gains, so
essentially FPIs will be subject to double
taxation in the form of the STT and a capi-
tal gains tax. India is the only major Asian
country to have both a capital gains tax
and an STT. If India’s tax system continues
to include such disadvantages for FPIs,
the ability of India’s capital markets to
compete with the markets in other Asian
markets could be reduced.

GIFT International
Financial Services
Centre — Promising
New Global Financial
Centre

With greater trading of Indian equity-re-
lated products on offshore markets than
on the domestic market, India’s major
stock exchanges would like to see liquid-
ity return to the home market. The Indian
government established the Internation-
al Financial Services Centre (IFSC) at the
Gujarat International Finance Tec-City
(GIFT), a special economic zone, aiming to
make it a global financial hub. GIFT IFSC
offers a wide range of financial services to
resident and nonresident investors alike
by attracting foreign financial institutions
to set up local branches and/or subsidiar-
ies inside GIFT. Stock exchanges, clearing

houses, and depository institutions also
are participants in GIFT. BSE inaugurated
its operation within GIFT IFSC through its
subsidiary India International Exchange
(India INX) in January 2017, followed by
NSE’s launch of its subsidiary NSE IFSC in
June 2017.

Foreign investors that have already
registered as FPIs can make investments
at GIFT IFSC without going through an
additional registration process. In addi-
tion, foreign investors that have not reg-
istered as FPIs can participate as an Eli-
gible Foreign Investor by passing a KYC
process.

Tax incentives have been imple-
mented as an added attraction to foreign
investors to GIFT IFSC. Specifically, SST,
commodity transaction tax, long-term
capital gains tax, and stamp duty have
been eliminated. In addition, removal of
capital gains from the sale of short-term
derivatives was proposed in the Union
Budget for FY2018-2019 to promote great-
er participation by foreign investors.

GIFT IFSC mainly offers trading in
Indian stock index and individual stock
derivatives as well as global equity index
and currency derivatives. In addition,
FPIs are able to invest in commodity fu-
tures. Initially, trading on the India INX
and NSE IFSC exchanges was limited to
derivatives, but the breadth of available
financial products was expanded to meet
the needs of issuers and investors, and
bond trading is now also available.

Reflecting investors' positive reac-
tion to the initiatives described above,
trading values on both the India INX and
the NSE IFSC are on a gradual upward
trend. Daily trading turnover was less
than USD 100 million in June 2017 but one
year later had expanded to over USD 700
million. Although the combined trading
turnover of its two exchanges is still much
smaller than those for the BSE and NSE,
GIFT IFSC is listed as one of the 15 global
financial centres likely to become more
significant.*®

To further promote investment by
foreign investors at GIFT IFSC, in May
2018 SEBI permitted investments via
Segregated Nominee Account Structure.
This structure enables foreign investors
that do not register themselves to make
investment in GIFT IFSC. As noted earli-
er, stricter requirements for the issuance
of PNs reduced non-FPI foreign inves-
tors' exposure to India’s equity market,
but the ability to invest via Segregated
Nominee Account Structure is expected
to bring foreign investors back to Indian
equities.
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Foreign Investors
Are One Key to
Achieving the Indian
Government's Policy
Goals

The importance of attracting foreign in-
vestors to India’s capital markets is not
limited to increasing trading volume and
expanding market scale. It also is a key to
achieving the policy goals of the Indian
government. Two government policies
that capital markets are expected to play
an important role in achieving are the pro-
motion of infrastructure development and
the use of renewable energy.

Promotion of infrastructure
development

The quality of infrastructure in In-
dia is much lower than that in advanced
nations.*® Consequently, the promotion of
infrastructure development is one of the
biggest challenges to sustaining the high
growth of the Indian economy. According
to the Economic Survey 2017-18, it is fore-
casted that around USD 4.5 trillion worth
of investments is required by India till 2040
to develop infrastructure. Private-sector
funds will be indispensable to meeting the
demand for funds required by India’s need
for enormous investment in infrastruc-
ture development. However, the limited
amount of funds available via bank loans,
currently the main source of private-sector
funding, accentuates the importance of the
capital markets. In addition to promoting
the issuance of tax-free bonds by infrastruc-
ture-related agencies and long-term bonds
for infrastructure development by banks,
the government has introduced new types
of infrastructure-related financial products.

One such product is infrastructure in-
vestment trusts (InvITs) whose regulations
were introduced by SEBI in 2014. In March
2016 IRB InvIT established by IRB Infrastruc-
ture Developers, a major Indian real estate
developer, was registered as the first InvIT
in India. Currently, six trusts are registered
with SEBI, two of which are traded on stock
exchanges. To promote investment in In-
VITs, in January 2018 SEBI released a circular
that allows strategic investors to invest not
less than five percent and not more than 25
percent of the total offer size of a single InvIT.



In addition, the Indian government
set up the National Infrastructure and In-
vestment Fund (NIIF) in 2015 to promote
funding of important national infrastruc-
ture projects. The government initially tar-
geted size for NIIF of INR 400 billion, with
a 49 percent capital contribution from the
government and the remaining from do-
mestic and international investors such as
sovereign wealth funds, multilateral devel-
opment banks, pension funds, and public
sector enterprises. After discussions with
some potential investors, in October 2017
NIIF entered into an investment agree-
ment worth USD 1 billion with a wholly
owned subsidiary of the Abu Dhabi Invest-
ment Authority. Next, in January 2018 NIIF
announced that it had partnered with DP
World, a Dubai-based port management
company, to establish an investment plat-
form for ports, terminals, transportation,
and logistics businesses in India. While
NIIF is moving forward at a gradual pace,
it is expected to play a more important role
in promoting foreign investors' participa-
tion in India’s infrastructure sector.

Promotion of renewable energy use

India’s government plans to expand
the nation’s renewable energy capacity to
175 GW by 2022.*1° Achieving that goal is
estimated to require a funding of around
USD 200 billion. It will be difficult for do-
mestic banks and institutional investors to
meet the huge demand for funds required
by this ambitious plan. Foreign investors
will therefore have an important role to
play. From this perspective, the Indian gov-
ernment is increasingly focusing its atten-
tion on green bonds, which are growing in
popularity among institutional investors,
especially in the advanced economies.

SEBI issued a concept paper for is-
suance of green bonds in December 2015,
and a circular on disclosure requirements
for issuance and listing of green bonds in
May 2017. Prior to these developments, Yes
Bank, a major Indian commercial bank,
issued an INR 10 billion green bond in
February 2015, the first green bond by an
Indian issuer. Thereafter, green bond issu-
ance spread from banks to domestic corpo-
rations, such as major energy companies
NTPC and Greenko.

To date, many green bond issues by
Indian issuers have been in overseas mar-
kets, with SGX the preferred exchange for
listings. However, in January 2018 Indian
Railway Finance Corporation made the first
green bond issue to be listed on the India
INX, a USD 500 million bond. In March 2018,
Indian Renewable Energy Development
Agency issued an INR 19.5 billion green Ma-

sala bond, the first green bond to be listed
on the NSE IFSC. Looking forward, GIFT
ISFC is expected to assume a greater pres-
ence as a market for listing green bonds by
domestic issuers to attract foreign investors.

In Conclusion

Foreign investors are expected to play an
increasingly important role in India’s cap-
ital markets, not just as providers of short-
and medium-term funding to domestic
issuers but also as a source of the stable
long-term funding needed to support in-
frastructure development in India. To at-
tract more foreign investors to its capital
markets, India must create institutional
frameworks that are more user-friendly
and convenient for foreign investors while
also raising corporate governance includ-
ing disclosure standards to the levels seen
in the world’s more advanced economies.
Also, to increase the stability of
its capital markets, India needs to raise
awareness among domestic investors. The
decline in bank deposit interest rates since
the demonetisation has prompted more
Indians to purchase mutual funds, thus
broadening the nation’s investor base. Giv-
en this changing environment, sufficient
investment education will be made avail-
able to investors in outlying regions as well
as to those in the nation’s major cities.
Going forward, India’s financial regu-
lators and the stock exchanges have import-
ant roles to play in promoting investment
by foreign investors and nurturing domes-
tic investors in order to ensure the sound
development of India’s capital markets.

Notes

*1 A broad-based fund is a fund established or
incorporated outside India that has atleast 20
investors with no investor holding more than
49 percent of the shares or units of the fund.

*2  “FPI count grows marginally in 4 years,”
Business Standard, 28 June, 2017.

*3  Investment in government securities with
residual maturity below one year by an
FPIunder either category must not exceed

*4

*5

*6

*7

*8

*9

*10

20 percent of the total investment of that
FPI. Also FPIs are only permitted to invest
in corporate bonds with minimum residu-
al maturity of above one year.

These figures were obtained from Asian-
BondsOnline.
https://asianbondsonline.adb.org/new/
data-portal/

“Jury is out on the impact of RBI’s foreign
portfolio investor measures,” Business
Standard, 7 May, 2018.

ASIFMA. (2018) “Accessing India’s Equity
Markets — Reform, Perform and Transform.”

PwC. (2018) “Foreign Portfolio Investor
Survey 2016-17-India moving in the right
direction.”

Z/Yen and China Development Institute.
(2018) “The Global Financial Centres In-
dex 23

According to the World Economic Forum’s
“Global Competitiveness Report 2017-
2018,” India’s quality of overall infrastruc-
ture ranks 46th among the 137 ranked
countries and regions.

Based on the Paris Agreement, an inter-
national framework for global warming
countermeasures, the Indian government
also has committed to reducing the green-
house gas emissions intensity of its GDP by
33-35 percent below 2005 levels by 2030.
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Introducing Nomura Foundation

Panel Discussion at the 2015 Forum

Nomura Foundation is pleased to offer
this publication on capital markets in Asia,
sharing the perspectives of scholars and
practitioners from throughout the region.

Nomura Foundation is a public in-
terest incorporated foundation formed in
2010 from the combined resources of three
existing foundations established by Nomu-
ra Group, Japan’s largest securities compa-
ny. The foundation aims to contribute pri-
vate sector resources to support a dynamic
and sustainable economy and society in Ja-
pan and the world by promoting the social
science disciplines, enhancing internation-
al understanding, and fostering the next
generation of academic and artistic talent.

The foundation’s programs focus on
four areas: Social Sciences, Foreign Student
Scholarships, Arts and Culture, and World
Economy. The Social Sciences program

provides grants for academic research in
economics, law, politics, and other social
sciences, particularly research involving
international and interdisciplinary ap-
proaches. Our Foreign Student Scholarship
Program provides two-year scholarships
to foreign students working toward ad-
vanced degrees in the social sciences or hu-
manities at leading Japanese universities.

The Arts and Culture program pro-
vides grants to up-and-coming talent, inter-
national cultural exchanges, exhibitions,
performances, and other individual and
group artistic endeavors. The foundation
supports the Nomura Art Prize, which
aims to promote the fine arts in Japan and
support young artists by collecting and pre-
serving their works, and the work of Dun-
huang Academy to preserve the Silk Road
frescoes in the Mogao Caves of western
China.

The World Economy program car-
ries on the work of the former Tokyo Club
Foundation for Global Studies in funding
research, conferences, and publications
on the global macro economy and capital
market development.

Lord Mervyn King at the 2015 Forum
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Since 2010 the World Economy Pro-
gram has organized conferences on the
global macro economy in partnership with
the Brookings Institution (U.S.), Chatham
House (UK), the Development Research
Center of the State Council (China), Nomu-
ra Securities, Nomura Institute of Capital
Markets Research and other organisation.
Issues addressed included “Demographic
Change, Economic Growth, and Fiscal Sus-
tainability” and “Productivity, Technology;,
and Growth.” Together with the Develop-
ment Research Center of the State Council,
China Center for International Knowledge
on Development and Nomura Institute of
Capital Markets Research the foundation
has organised conferences bringing togeth-
er experts from China and Japan to discuss
capital market development in China and
the lessons from Japan’s experience. These
conferences have covered such topics as
“The Role of Capital Markets Encouraging
‘from Savings to Investment” and “Capi-
tal Markets and Development through In-
novation.” (A complete list of conference
titles and programs can be found on the
foundation’s website http:/www.nomura
foundation.or.jp/en/.)

In order to inform the general pub-
lic, the foundation’s website archives the
research papers and presentations pre-

pared for its World Economy conferences.
In addition, Nomura Foundation has pro-
vided financial backing for a number of
print publications including several con-
ference volumes published by the Brook-
ings Institution, Capital Markets in India
published by Sage, Inc., the quarterly Jap-
anese-language journal Chinese Capital
Markets Research, and the semi-annual
Nomura Journal of Asian Capital Markets.
All the contents of Chinese Capital Markets
Research and Nomura Journal of Asian Cap-
ital Markets can be found on the founda-
tion’s website.

With the publication of Nomura Jour-
nal of Asian Capital Markets the foundation
continues its support of research on capital
market development and extends its scope
beyond China, India, and Japan to cover
the emerging economies of Asia.
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Introducing Nomura Institute of

Capital Markets Research

NOMURA

Cover of Nomura Capital Markets Quarterly

Established in April 2004 as a subsidiary
of Nomura Holdings, Nomura Institute of
Capital Markets Research (NICMR) builds
on a tradition begun in 1965 of studying
financial and capital markets as well as
financial systems, structures, and trends.
NICMR offers original research and poli-
cy proposals by specialists based upon its
knowledge of actual business practices.

NICMR publishes some of its re-
search output in Japanese in the magazine
Nomura Capital Markets Quarterly, and it
posts some items in Japanese, English and
Chinese on its website.

In Japan, structural changes in the
economy and society have rapidly pro-
gressed. Population aging is in progress
and is having a major impact on economic
and social systems. Japan faces a number
of challenges, including the need to reform
its social security, tax, and public finance
systems. As a front-runner of aging society,
Japan has to overcome these challenges to
develop further.

As a mature economy, one of Japan’s
most valuable resources is its JPY 1,800 tril-
lion household financial assets. Whether
this is used effectively will be critical to the
country’s future. We recognise that Japan
must establish a market mechanism-driv-
en money-flow in order for its economy
to further progress. Our core mission is to
contribute to financial system and secu-
rities market reforms in order to help es-
tablish such a market-structured financial
system.

NICMR research encompasses not
only Japanese issues, but also covers time-
ly issues concerning international capital
markets. In addition to research offices in
New York, London and Beijing, NICMR es-
tablished a research office in Singapore in
2015 to strengthen its Asian research plat-
form.

The continuous growth of China and
the other Asian countries is generating
huge funding needs for their infrastruc-
ture and it means that this region requires
not only indirect financing systems but
also robust capital markets. There is an
urgent need to promote development of
Asian capital markets, which are a key for
the future of Asian financial systems and
their economies.

Since the global financial crisis,
people have become increasingly aware
of problems that spread beyond national
boundaries. As financial regulators around
the world cooperate more closely, there is
a greater need for recognition of regional
differences. The role of Asia from the per-
spective of rulemaking and global stan-
dards is also increasingly important.

Our mission includes generating
financial and capital market-related poli-
cy recommendations for Asian countries
based upon fundamental analysis and
comparative studies of experiences in
Japan and other developed countries. We
believe that there are lessons to be learned
from Japan’s experience when it comes
to issues such as the need to increase the
availability of direct finance and the need
to increase the availability of investment
services to cater to the growing number of
middle-income households.

We will continue to review such de-
velopments and strive to be even more
timely in our studies and proposals. As a
member of the Nomura Group, a global
financial group based in Asia, we hope to
continue to contribute to the development
of financial markets in both Japan and the
rest of Asia.
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