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After the publication of Markowitz’s portfolio theory in 1952 and its later fine tuning by dozens of other economists, modern finance theory tells us about diversifiable risk. Diversifiable risk is the risk of individual volatility of a stock which can be eliminated and for which one gets no benefit. However, what is rarely discussed is another risk for which there is no compensating return and that is the risk of fraud in the market.

The market for lemons

In a world replete with fraud, investors in companies will not believe the corporation. They will assume that all offerings are fakes. Good companies thus will not be able to sell their securities and even if they do they can only get bad firm prices. This would then be a market dominated by junk companies where good companies are indistinguishable from the bad ones. This is known as a market for lemons and is evidenced in the used car market. A potential buyer of a second hand car would not know if the dealer is selling him a good car or one with an inherent problem (a lemon). Second hand cars have low prices because people do not believe that a car which the dealer claims to be good is in fact good. In a world of lemons, bad companies will lie therefore good companies will also be not believed. The good firms get bad prices. Similarly, in such a securities market, investors suffer on lost opportunity because of asymmetrical information about the company – because some companies lie, all will be disbelieved. Because of the inherent necessity for efficient capital markets and their usefulness in the economic and corporate development, the market for lemons cannot be permitted to exist in the capital markets. That is the reason you have a highly regulated securities and financial world and the market for second hand cars is open to the usual forces of the market.

If fraud and insider trading are allowed unchecked in the capital markets, persons who commit fraud and insider trades will have a consistent edge in trades, and those on the other side will be consistent losers in the market. The latter category of people, which includes the vast majority of investors, would slowly realize the loser game they are playing and would believe that all transactions are thus biased against them. Slowly the typical investor would desert the market, retarding or destroying important functions of the stock market like capital formation and liquidity. Disillusionment did in fact set in the second half of the 1990s in the Indian market. With the bursting of the tech bubble, another shorter phase of disillusionment set in after 2000.

Percentage of persons entering the stock market for the first time – by period
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Caveat emptor

If you were one of the many people who invested in the peak of the 1992 stock market frenzy, you probably haven’t invested much in the capital market thereafter. And if you did and stayed invested, you aren’t a very happy person. But here is solace, if you were an American investor in the 1928-29 frenzy in the US at its peak, you would have needed to wait 25 years to get back your principal. And that is not even accounting for inflation. The usual spiel of fund managers that if you are invested for the long term, equity markets will yield you returns well in excess of any other investment would not convince you. 

Remove ignorance not stupidity

A lot in the equity market depends on the timing, particularly on one’s ability to avoid eras of bubbles and eras of widespread frauds. It is important to distinguish between bubbles and widespread frauds. Bubbles are inflicted by investors on themselves. They cannot blame anyone but themselves for the consequences of wide spread irrationality and herd behaviour. The study of this herd behaviour got Prof. Daniel Kahnmann a noble prize in economics two years back. Regulations usually cannot help prick bubbles, after all regulations are meant to remove ignorance and not to remove stupidity from the markets. Even at the company level the distinction is important. For example if a company raising capital discloses that one of its directors is convicted of fraud, and people still invest in the company, then that would be stupidity not ignorance which led to the decision to buy the stock. If the company did not disclose the conviction then there is a disclosure based fraud and the law will try to protect the victim and punish the guilty. Market wide fraud and collusion were evident in 1992 in India and in the late 1920s in the US. They were in large measure responsible for creating SEBI and SEC respectively.

Securities Regulations

The crux of securities regulations is to a) mandate disclosure of relevant information b) prohibit fraud c) implement and enforce disclosure and the anti-fraud rule d) improve systems to reduce the scope of violations. Over the last decade, we have seen rapid strides in d) i.e. the improvement of systems which reduce the possibilities of abuse. Given the recent run up in the stock market and the incredibly warm reception to mega IPOs, the question to ask is are the investors getting attracted to the markets again or are they being lured back. 

Developments in the last decade.

So has the market become a safer place? Have the regulations increased the faith of the investors in the markets? Has the regulator been able to put the fear of god in violators? Has the judicial system delivered? These are many of the questions which need to be seen on a comparative scale with the past and on an objective scale – as an absolute. We can divide the score card into three parts. 

1. Market integrity and the performance of systemic checks

2. The development of regulations

3. The enforcement of regulations

Systemic checks and market integrity

The markets systems have moved in the right direction and at a speed which would make developed markets envious. From a paper chase, open outcry method, t+21 settlement to a computer based order matching system, demat securities, t+2 settlement, no counterparty risk and the introduction of derivatives. The elimination of paper securities has virtually eliminated theft, loss and several malpractices of issuer companies in restraining transfer of securities. The anonymous electronic matching system has introduced transparency and dramatically reduced the discretion of brokers and in turn reduced possibilities of brokers charging undisclosed markups. Clearance and settlement stands unaffected by the solvency of brokers as the clearing corporation stands as a counter-party to each transaction – thus providing an insurmountable barrier between the misdeeds of a broker affecting the solvency of other brokers and clients. The electronic calculation of margin on a real time basis and the freezing of trading terminals where margins of capital adequacy amounts exceed the prudential limits, reduces or eliminates mischief by eliminating discretion. The t+2 settlement system from the t + 21 one has reduced the possibilities of a risk spreading – it is known that settlement length is proportional to risk and several international studies have shown that time = risk in a settlement cycle. Circuit breakers protect the markets from both manipulation and irrational falls and rises and provide breathing space for counter-parties to enter the markets. The introduction of circuit breakers are highly debated and it is not known with certainty if they help import balance or whether they have the capacity of making the market less efficient and close an exit door. Given the various levels of risk protection including broker solvency, margining, trade guarantee fund, insurance cover on the guarantee fund and investor protection fund – there are several layers in the chain of protection and even if one or several layers are somehow compromised, the investor remains protected. At another level, investors are also protected by regulation of intermediaries. These systemic checks provide a further comfort to investors. Some of the means include segregation of client accounts, mandating audit trails and internal review, introducing requirements of suitability, imposing margin requirement, capital requirements and exposure limits. 

Besides the reduction in discretion, fraud and manipulation, there are also quantitative gains in the new dispensation. Transaction costs have gone from 4.75% in 1994 to 0.60% in 2004 just inches short of the global best of 0.45%. 

While we gloat about the superior markets we have, we ought not to underestimate the ingenuity of fraudsters – who now have a difficult time but certainly nowhere near impossible a task. A fairly recent example which shocked the country and the depository system was the introduction of shares which were not admitted to trading. What was quite daring was that this was done in the electronic form in the depository – in a system few thought could see fraudulent circulation of shares. This was a form of duplicate electronic shares – thus where only n number of shares were presumably part of the float many more were introduced into the market by the issuer company itself. Constant vigil thus is required by all market participants. Though the possibility of scams and frauds has come down drastically, several avenues remain and will remain open for misuse.

Development of regulations

Regulations have moved even more rapidly in the Indian markets and the arms of the regulator have been substantially strengthened on successive occasions. The large frauds abroad in Enron and Worldcom have had a serious impact on regulations in India. The Indian securities regulator, SEBI, has followed the extensive and sometimes extremely detailed micro-regulations seen in the US markets. In fact our regulations have kept pace with the amount of fraud witnessed successively in each year so that we now have such broadly worded regulations that innocent behaviour is also caught in the wide net. A case in point is the insider trading regulations in India. The regulations have defined a category of deemed insiders which would extend to a class so large as to make it ridiculous. Similarly, regulations relating to corporate governance have clearly gone overboard. What our regulators and ministries have lost sight of is that regulations are not without cost. There are substantial costs of compliance and there is also a substantial cost attached to the fact that you might be an innocent person but yet because of the width of the regulations, you could be implicated. To give an example with respect to insider trading regulations, a potential investor doing due diligence on another company would automatically become an insider with access to insider information and any person attempting to invest in the company would have prima facie committed insider trading. The implications of dozens of such issues are not merely academic but as discussed in the next section have resulted in prosecution of many people when they have acted innocently.

There is a substantial risk of overregulation and the problem is exacerbated when one considers that the more regulations are passed after a point, the less justice would result. Honest actions resulting in actions beneficial to investors would increasingly be termed fraudulent and prosecuted. It is important to note that a simple rule (rule 10b-5) which prohibits fraud in securities transactions has been found sufficient for over 60 years in the US markets. It has been found to be so potent that neither the legislature nor the regulator has found it necessary to define insider trading or manipulation. To restrict fraud one doesn’t need dozens of regulations, or the powers of Harry Potter. A will to prosecute fraud would be sufficient. There is thus clearly a need for fewer and simpler regulations coupled with the will to prosecute cases with a clear and logical thinking.

It is significant that with each fraud, SEBI seeks more powers from the parliament and is often granted such powers. While some of the powers were clearly required, SEBI needs to know that the powers it has are probably sufficient. There are dozens of ‘implied’ powers which the regulator can use but does not use expressing helplessness that the regulations don’t give it those powers. The powers of SEBI, if can get orders from a civil court, are limitless. That imposes a check on the excessive use of powers by SEBI and at the same time does not restrict the powers of SEBI so long as it gets an imprimatur from the courts. US courts have granted such powers as disgorgement, restitution of shares, freezing of voting rights for shares acquired in violation of the takeover regulations on petitions by the US SEC. The dangers of giving more powers to SEBI itself are outlined in the following section.

Development of enforcement of regulations

The actual implementation of the regulations clearly falls on the market regulator. And this is where the regulator really needs to work hard and introspect. Ever since SEBI has got successively more powers, it has sought to use them on market players without flinching. Unfortunately, it does that with equal zeal whether it has caught a small technical violation which doesn’t hurt anyone, as with an innocent action which falls within the excessively broad regulations as with a gross case of fraud. One broker was barred from the market for several months because he had not signed two out of the thousands of contract notes issued. Of course the broker lost his livelihood not for a few months but forever. We represented a large financial company which violated a technical requirement of disclosure and which admittedly did not harm the public because the information was already in the public domain. While SEBI imposed a penalty which was monetary and not very large for the company to pay, it did not realize that that the odd lakh rupees of penalty would cost the institution hundreds of crores. The institution would need to disclose the violation every time it raised money from India, from abroad by way or ADRs, GDRs or every time they raised debt from Indian or overseas markets. The disclosure of a violation would increase the cost of borrowing or the cost of raising equity capital. Ultimately, the burden of the slight penalty would be magnified thousands of times and would be payable by the poor shareholders of the company. A more gross case in the insider trading context was that of Mr. Agrawal who bought shares from the market in an attempt to bring to fruition an agreement with Bayer, Germany which would have saved his otherwise collapsing company. Mr. Agrawal bought shares from the market, was a promoter and thus an insider, benefited the shareholders of the company, and did not make a profit out of the transaction – yet was prosecuted for insider trading. In appeal the shocked SAT set him free of charges of insider trading and found that there must be an element of fraud or dishonesty for the regulator to bring charges.
A look at the orders of the last two years by the Securities Appellate Tribunal will immediately show the trigger happy role the regulator has played in the markets. Recent orders of the SAT in the Samir Arora and First Global cases reinforce the irresponsible actions of the regulator in being too passionate about the prosecution, relying on its need ‘to nail’ the person accused rather than a way of coming to a reasoned and fair decision. The need for the regulator to smother dissent is another area of concern. Any media reports criticizing the regulator is seen as a personal offense and not a cue for improvement. I was personally shocked to hear that the regulator wanted contempt powers against people who wrote articles against the regulator before they passed judgments. Well if they had their way, I would still probably have written this article - if the jail authorities had allowed me to.
Conclusion

Investor protection does not mean shooting all the market intermediaries. The overzealous approach of the regulator is unfortunately not catching much of fraud but more of small technical reporting and book keeping violations. If the regulator improved its scorecard, we can look at better implementation of regulations for the investor and a cleaner market where fraudsters are scared and not honest people making minor mistakes. We clearly have a reasonably clean and transparent market. If combined with simpler principle based regulations and effective enforcement of wrongdoing we would have a more evolved and trustworthy capital market.
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Rip Van Winkle - the retail investor wakes up. Can the regulations protect him this time?
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