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Abstract

The process of globalisation has indeed brought various benefits to mankind and with the rapid
advancements of technology it is possible to track, observe and view almost anything through the internet
and various devices, Therefore, it is imperative that company shares which are crucial to the wellbeing of
the company be digitalized keeping in tandem with technological advancements. This paper aims to put
forward the concept of digitalization of shares by the process of Dematerialization and its effects on the

India Securities Market.
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1. INTRODUCTION

It is a well-known fact that shares form a significant part of the capital market in any nation but the

concept of shares and issuing shares is not new. The concept of issuing shares and trading through stock

market began in the 15" Century however the first established stock exchange was formulated by the

Dutch East India Company in Amsterdam. Over the Year several stock exchanges were developed all

around the world.

If we need to understand the term share in common parlance it literally means a part or portion of
something or entity. However, if we look at the definition from a legal point of view then Black’s Law
dictionary defines it as a portion of anything including a company’s capital which could either be a trust

or a portion of ownership in a particular corporation. In India the term share has not been exclusively

15t Year BA.LLB(H) Students, Amity Law School, Kolkata
2 Dutch East India Company by Britannica Encyclopaedia, Visited on 27" October (21:30 P.M) available at
https://www.britannica.com/topic/Dutch-East-India-Company
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defined however according to 3section 2 (84) it means the share in the share capital of a company which
includes joint stock. Before moving on we must note that share capital basically means the amount that

has been invested in the company to carry out its operations.

“Section 43 of the Companies act mention that when the share capital of the company is limited by shares

it can be divided into 2 types namely Equity Share Capital and preference Share capital. Equity shares are
mainly known as ordinary shares as they represent the fractional ownership of the company based on the
amount of share purchased. In other words Equity share holders can be considered as the owner of the
company based on the percentage of share which they hold. It is a common practice in India that while
issuing Equity Shares. Preference shares on the other hand means a type of share which yields dividend to
the holder before the dividends are yielded to the equity shareholders. Dividends through preference
shares always have a set amount. There can be many types of Preference shares which are allotted for
example Convertible and Non Convertible Preference Shares, Redeemable and Non Redeemable shares

etc.
2. DEMATERIALIZATION OF SHARES

The effects of globalization have been widespread and with the advent of technology and such
advancements it is very easy nowadays to track almost anything using technology such is the case
nowadays while dealing securities in the stock market. Dematerialization of shares simply means
converting the physical format of shares into electronic ones with the help of technology. When shares
were issues, a share certificate was provided as a proof of the amount of shares the holder has in the
company issuing. As already mentioned, the dematerialization is beneficial as the e-certificates of shares
replace the hard copy of the shares which is in turn beneficial for online trading platforms which have

developed over the years.
2.1 The process of Dematerialization

The process of demat is quite a long one however the SEBI in the year 2012 first encouraged the used of

demat account the °circular of 2012 mentions that The SEBI had taken the decision to extend the reach of

3 Companies Act, 2013, § 2(84), No. 18, Acts of Parliament, 2013 (India)
4 Section 43 of the Companies Act, 2013 - The share capital of a company limited by shares shall be of two kinds, namely:—
(a) equity share capital— (i) with voting rights; or (ii) with differential rights as to dividend, voting or otherwise in accordance
with such rules as may be prescribed; and (b) preference share capital: Provided that nothing contained in this Act shall affect
the rights of the preference shareholders who are entitled to participate in the proceeds of winding up before the
commencement of this Act.
® Securities Exchange Board of India Circular number CIR/MRD/DP/22/2012

For general queries or to submit your research for publication, kindly email us at ijalr.editorial @gmail.com

https://www.ijalr.in/

©2024 International Journal of Advanced Legal Research



https://www.ijalr.in/

VOLUME 5| ISSUE 2 NOVEMBER 2024 ISSN: 2582-7340
IPOs for the benefit of retail investors with a view to achieve wider financial inclusion, encourage

holding of demat accounts.

An investor wishing to demat his/her shares needs to first open a demat account with a depository
participant. 8Section 2(e) mentions depositories as means a company formed and registered under the
Companies Act, 1956 (1 of 1956) and which has been granted a certificate of registration under sub-
section (1A) of section 12 of the Securities and Exchange Board of India Act, 1992 and further the term

"participant means a person registered under 1(A) of section 12 of the securities exchange board of India.

First and foremost, the investor wishing to demat his shares, with the certificates of securities to be
dematerialised, submit a request for dematerialisation to the DP using the Dematerialisation Request
Form. The client must write "SURRENDERED FOR DEMATERIALISATION" on the certificates before
submitting them. The dematerialization request forms the format of which has been mentioned in

Annexure D.

The DP will confirm that the form is correctly completed and that the quantity of securities, certificates,
and security types (equity, debenture, etc.) match those listed in the DRF. The DP will provide the client
with an acknowledgement slip that has been properly signed and stamped if the form and security count
are in order. ®The form and the certifications will be carefully examined by the DP. This examination
includes the following:
Using the specimen signature (the one from the account opening form) to confirm the client's signature on

the dematerialisation request. The DP should verify the client's identity if the signatures are different.

The securities are returned to the client and acknowledgement is requested if they are not in order. In the
following situations, the DP will deny the request and return the DRF and certificates: Securities of many
companies are dematerialised using a single DRF. The material information on the certificates is rendered
unreadable due to mutilation or defacement. It can suggest that the customer deliver the certificates to the

Issuer or R&T representative and have fresh securities issued in their place.

In case the securities are in order, the details of the request as mentioned in the form are entered in the
DPM (software provided by NSDL to the DP) and a Dematerialisation Request Number (DRN) will be
generated by the system.

® Depositories Act, 1996, § 2(e), No. 22, Acts of Parliament, 1996 (India)
" Depositories Act, 1996, § 2(g), No. 22, Acts of Parliament, 1996 (India)
8 Dematerialization and the process by National Securities Depository Limited, visited on 27" October (21:45 P.M) available at
https://nsdl.co.in/services/demat.php
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The request is electronically forwarded by the DM to the Issuer/R&T agency.
The DP will complete the appropriate section of the demat request form, which is the permission section.
In order to preserve any important information on the certificate, the DP will punch the certificates under
the corporate name. After that, the DP will send the certificates to the Issuer/R&T agent together with the
request form and a cover letter. In his system DPM (SHR), the Issuer/R&T agent certifies that the request
for dematerialisation has been accepted. If the request is deemed appropriate, it will then be sent to the
DM. Appropriate credit amounts will be created in the client's account with the DM's electronic approval.

The client's account will be automatically credited by the DPM.

In certain situations, the issuer or R&T may deny a request for dematerialisation. Depending on the
grounds for denial, the issuer or its R&T Agent will submit an objection memo to the DP with or without
DRF and security certificates. After receiving the objection memo, the DP or investor has 15 days to
remove the basis for objection. The issuer or its R&T Agent may reject the request and send the DRF and

related certificates back to the DP if the °DP does not remove the objections within 15 days. The DP may

create a fresh dematerialisation request and resend the securities to the issuer or its R&T Agent if the

client requests it. The same securities cannot be the subject of a new request.
2.2 Dematerialization of public companies

According to section 2(71) of the Companies Act 2013 a public company is one which is not a private
company and has a minimum paid up share capital as prescribed. The trading of securities of public
companies usually happens through the stock exchange such as the national stock exchange, Bombay
stock exchange etc. The SEBI amended the Securities and Exchange Board of India (Listing Obligations
and Disclosure Requirements) Regulations, 2015 which mandated the demat of shares of the public

companies in India.
3. Scenario of the Indian Stock Market in the pre-Dematerialisation era:

Dematerialisation can be referred to as the procedure through which physical shares and securities are
converted into electronic or digital shares. The primary objective of dematerialising the shares and
securities is to narrow down the process of buying, selling, holding and transferring shares while
concurrently ensuring cost-effectiveness and security. These digital holdings are then stored in a demat

account stored by a depository, comprising of two depositories; the National Securities Depository

® SECURITIES AND EXCHANGE BOARD OF INDIA, Delay in processing dematerialisation requests, circular number
1(99-2000), May 20" 199
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Limited (NSDL) and the Central Depository Services (India) Limited (CDSL) which are primarily

responsible for maintaining these electronic records.

Share trading in India traces its origin to the early years of the 18" century when the English East India

Company started trading in loan securities. The Bombay Stock Exchange (BSE), one of the oldest stock
exchanges of Asia, was the first to be granted permanent regulation under the Securities Contract
Regulation Act (SCRA) 1956; followed by the Ahmedabad Stock Exchange which mainly traded in
shares of textile mills, the Calcutta Stock Exchange mainly trading shares of jute mills and lastly the

Madras Stock Exchange.

Initially, the format for Stock Trading was that all the investors used to buy and sell the stocks to
individuals on the exchange floor which was highly disorganized and created confusions. It also involved
physical delivering of share certificates being in pieces of paper or money to respective brokers for
settlement. The Bombay Stock Exchange (BSE) played a dominant role in the Indian Stock Market. There
was an urgent need for another such stock exchange that would be at par to compete with BSE and
increase transparency in the stock market, especially after the infamous stock market scam in 1992 (Shah
and Thomas 2001). The same resulted in the formation of the National Stock Exchange (NSE), which
initially was set up by a group of leading Indian Financial Institutions at the behest of the government of
India. It was the first to introduce electronic trading. Furthermore, to counter this competition, the
Bombay Stock Exchange also introduced BOLT (BSE- ONLINE TRADING) in 1995. Although it is
argued at length many a times that the reform process in the Indian Stock Market began with the
establishment of the Securities and Exchange Board of India (SEBI) so as to frame rules and regulations
of the Stock Exchange, it was not that much active like that of the post stock exchange scam period°. The
introduction of online trading and preserving share certificates in electronic form through
dematerialization of shares has paved the way for increased transparency and efficiency in the stock
market. The major turning point for the Indian Stock Market was opening up of the Capital Market,
portfolio investment by Foreign Institutional Investors (FIl) in the form of pension funds, Asset
Management Companies (AMC), etc. These overall developments brought a change in shape and success
of the NSE and the BSE.

3.1 Need for Dematerialization in the Indian Stock Market-

10 “Financial Integration for Indian Stock Market” by Sadhan Kumar Chattopadhyay & Samir Ranjan Behera, visited on
26.10.2024 (09:15 Hrs), available at http://www.igidr.ac.in/.
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The conventional process of possessing shares involved a physical share certificate. However, in light of
the concept of dematerialization means holding share certificates in digital form in the form of entries in

the book of depositories. Technological advancements in the recent years have changed the primitive

ways of living and working.™* In the same manner, the dematerialization of shares in the digital era has

transformed the trading activities.’> The Companies Act, 2013, requires every listed entity to maintain
their shares and securities in dematerialized (electronic) form for seamless and effortless trading on stock

exchanges.

The Ministry of Corporate Affairs (MCA) inserted Rule 9A in the Companies (Prospectus & Allotment of
Securities) Second Amendment Rules, 20232, mandating every public unlisted company to issue and
hold its securities only in demat form. Very recently, the MCA extended this requirement to private
companies as well under Rule 9B of the Companies (Prospectus & Allotment of Securities) Second
Amendment Rules, 2023.

Private companies classified as non-small must ensure their securities are dematerialised by September
30, 2024. This deadline provides ample time for companies to transition to the digital format and adapt
their processes for compliance. Failure to comply with the dematerialisation requirement will attract
penalties under the Companies Act, 2013. Although Section 29 of the Act does not specify a particular
penalty, Section 450 of the Act applies.

Share certificates were sometimes lost in transit. In that scenario, the investors had to give an indemnity
bond to the Company, which involved a cost to the investor, besides depriving him of the opportunity to
sell the shares at the opportune time. Time taken to receive the shares was also quite long compared to the
present dematerialized environment. Secondary market operations were fraught with bad paper due to
signature differences, forged and fake certificates, stolen certificates and delayed transfer resulting in low
confidence in the market place. Apart from the above problems which were faced by the Investors, there
was another problem which was identified from the Issuers perspective. In public issues, Companies were
/ are incurring several costs in distributing the share certificates to the investors. Dematerialization of
shares has resulted in immediate transfer of securities, eliminating the risks associated with physical

delivery of certificates such as delays, thefts, etc, reduction in paperwork and so on.

11 “Dematerialisation of Shares under Companies Act, 2013: A Paradigm Shift in Corporate Governance” by CS Prachi Jain
(06 Sept 2024), last visited on 26.10.2024 (11:15hrs), available at https://taxguru.in/.
12 GAO (1994), Financial derivatives: Actions needed to protect the financial system, Technical report, United States General
Accounting Office.
13 Rule 9A, Companies (Prospectus & Allotment of Securities) Rules,2014; Notification dated September 10, 2018.
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3.2 Impact of Dematerialization on the Indian Stock Market based on Research Analytics and

Findings:

Transparency came to available products and services in the market and their pricing structure. As per the
information gathered from some of the brokers, Dematerialisation and digitalisation of shares have
improved market efficiency by making market information readily available, thus providing opportunities
to buyers and sellers of shares and securities to perform their transactions without increasing transaction
costs. They claim that due to price transparency, the information about bidding and trading is now readily
available, which helps determine the supply and demand of security. Greater market transparency will

also lead to the removal or reduction in the use of intermediaries, thereby reducing cost.** According to

Mr. Utsa Roy Chowdhury of Hexaware Technologies Ltd, the introduction of automated trading has
brought about transparency in trading and provided equal opportunity for shareholders and market players
all over India. There has been a considerable reduction in stock market scams due to Dematerialization,
and it has also attracted global investors due to a reduction in transaction costs, quick settlement cycles,
and Transparency. In his opinion, the problems that plagued the Indian Share Market like fake shares,
stolen or lost share certificates, and the problem of delayed deliveries, were done away with at one sweep

by Dematerialization.

Before the era of dematerialization, investors held physical shares in the traditional paper form.
When a person bought shares of a company, he would receive a physical share certificate, which he had to
get transferred in his name. However, there were many disadvantages of dealing with physical share
certificates. With the advent of Dematerialization, it became possible to hold these shares electronically,
which increased the ease and efficiency of share trading. In a questionnaire session with Mr. Debayan
Mukherjee from Pepsico Limited, said that a Demat account linked to the other bank accounts of the
investor can quickly transfer money to purchase shares and receive money from securities. Earlier in the
olden days, when physical share trading was prevalent, people used to carry a bag full of cash to buy
shares, a very cumbersome practice as it involved both time and risk. A Demat account where the shares
owned by an investor are in electronic format thus eases the way of doing business because it does not
involve the tedious way of carrying a considerable amount of cash or a large number of share certificates

in physical form.

14 Kyle Portnoy High-Frequency Trading and the Stock Market: A Look at the Effects of Trade Volume on Stock Price Changes
Kyle Portnoy '11 Illinois Wesleyan University, last visited on 27.10.2024 (05:15 Hrs.), available at
https://core.ac.uk/download/pdf/59222771.pdf.
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Dematerialization and electronification of shares gave a tremendous boost to the volumes traded
by the Indian Investors, institutions, and fund houses and gave a great impetus to Foreign Institutional
Investors or FllI's. A foreign institutional investor refers to an investor or investment fund associated with
a country outside which he resides or is registered. Insurance companies, mutual funds, investment banks,
hedge funds are a part of Fll's. Thus, FIlI's investors and institutions invest in the Indian Stock Market but
other foreign countries. Fll's are attracted to invest in developing economies like India because they
promise a higher growth potential than advanced and developed economies. However, all Fll's are subject
to strict rules and regulations, which the Reserve Bank of India monitors. For example, in India, FlI's can
invest up to a limit of 24% of the paid-up capital in any Indian Company.*> Moreover, for public sector
banks, the investment by FII's is capped at 20% of the public sector banks' paid-up capital. Such

restrictions are required to protect the interest of our country by limiting the influence of FII's on India's

financial market and individual companies.*® The same will help protect the Indian Economy from any

potential damage and setback that the Indian Economy might suffer if the bulk of Fll's choose to flee

during a crisis.
4. FINDINGS & SUGGESTIONS

Dematerialisation has brought about clarity and Transparency in the Indian Stock Market trading resulting
in a significant reduction of customer complaints and grievances. Another beneficial aspect of
Dematerialization is that it has improved the efficiency and robustness is the Indian Stock Market by
reducing wrong deliveries and trade settlement times and has also attracted FlI's on a large scale, and Fll
investments occupy a large part of the Indian Share Market. It has also resulted in reduced costs related to
stock transactions, in the absence of duty and transportation, and other miscellaneous costs related to the

transport of physical shares finished.

Dematerialization and electronification of shares has not only increased the ease and efficiency of
the brokers and broking houses by facilitating faster settlements and deliveries but has also helped in

customer redress.

Although Dematerialization has reduced fraudulent activities and malpractices related to the share
market, there is still scope for improvement, and the government and SEBI can seek to bring about more
reforms and regulations to increase investors' confidence in the Indian Stock Exchange. It would also be

possible to attract new investors and fresh investments in the stock markets if the process for IPO

15 Steven Huddart Mark H. Lang Michelle Yetman Michelle Yetman Psychological Factors, Stock Price Paths, and Trading
Volume January 2003SSRN Electronic Journal DOI: 10.2139/ssrn.353749
16 Shah, A. (2000), A natural experiment in market transparency, Technical report, IGIDR.
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application is further simplified. More advanced software could help speed up real-time updating of the

investor's transactions performed in the share market. Another area that requires a lot of attention and
improvement is to educate the investors on the basics of share trading. Investors have very little
knowledge about shares and the process of share trading and are sometimes blindly dependent on the
brokers. Any platform that helps to improve their knowledge on shares would increase their confidence to
invest more. It would also help if educational institutions included capital market trading at the school or
graduation level or even as a management school or university specialization. The same will help to
educate the commoner on share trading and encourage them to invest in the share market. Some positive
and practical steps are needed to protect the retailers (small investors) against the promoters (big
influential players) as these influential promoters sometimes manipulate the market for their benefit, thus

harming the interests of the small retail investors.
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