Volume 3| Issue 3 International Journal of Legal Affairs and Exploration
ISSN (O): 2584-2196

INTERNATIONAL JOURNAL OF LEGAL AFFAIRS AND
EXPLORATION

Volume 3| Issue 3

2025

Website: www.ijlae.com

Email: editor@ijlae.com



http://www.ijlae.com/
mailto:editor@ijlae.com

Volume 3| Issue 3 International Journal of Legal Affairs and Exploration
ISSN (O): 2584-2196

DISSECTING THE RISE AND IMPACT OF DEPOSITORY SYSTEMS
IN INDIAN FINANCIAL MARKET

Aisika Basu & Ishita Baidya

Law Students, School of Law and Justice, Adamas University, Kolkata.

ABSTRACT

The etymological meaning of the term “depository” originates from the Latin word
“deponere”, which denotes "to lay aside" or "to deposit. The term “depository” has however
evolved in the context of the economic and financial domain. The core of the concept of
depository is a place offering the facility for safe-keeping of the things. The entire idea revolves
around the institution or storage which is based on trust of the people who place their resources
for safeguarding. Itis similar to that of a Central Bank which serves as a repository of valuable
items including money. With the development of the capital and securities market, the financial
system required the facilitation of an institution like depository which would lead to a well-knit
financial market. The growing investments in the financial market of India, the advent of
economic reforms, globalisation and technological advancements have led to the establishment
of Depositories. The Depository is an organization where the investors store the securities in
an electronic form which is often expressed as dematerialised securities and such
organizations enable the investors to carry out such transactions in the Stock Exchange
Platforms through the involvement of Depository Participants. The digitalization of the stock
markets in India has revolutionized the Indian Depository System with the introduction of the
digital platformfor holding securities known as the “demat account”. This paper aims to delve
into the advent of Depository System in India, the major Depository Systems majorly the NSDL
and CDSL alongside focussing on the dematerialisation, role of depository participants along
with the regulatory framework which guides it and how the Indian Depository Systems stands
as a testimony to the increasing financial outcome and the challenges it should possibly
dispense to make the economy well versed and investor friendly.
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RESEARCH GAP

This research article indulges in establishing a relationship between the institution of
Depository in the Financial Market and the financial inclusivity which is resultant thereto. The
digital transformation in the Indian Depositories is one of the primary step observed towards
making the financial market accessible and inclusive. While there has been substantial
researches conducted on the investor attitudes towards the Depository System, the importance
of Depository System and its origin however there has been no prominent study about how the
Depository System in the financial market has aided in bringing financial inclusivity in the
market. The concept of financial inclusivity was firstintroduced in the economic consideration
of the country’s development by the Reserve Bank of India in 2005. The concept is revolves
around the effort to make the financial products, services in all nature accessible to every
individual inclusive of the marginalised and disadvantaged group that is focussing on
strengthening the grass-root level of economy. Financial inclusivity is much beyond than just
opening a bank account. In the securities market, financial inclusivity has been one of the
prominent themes which has been expressed through the creation of demat accounts through
the depository participants.® The benefits of demat account is beyond the transaction of
securities. Investment is one such aspect of being financially informative. The demat accounts
through the institution of depository brings a sizeable amount of individuals to the financial
arena. A significant portion of the increase in retail investor accounts is from women and yo ung
adults. Demat account numbers have skyrocketed in India, reaching an astounding 151 million
in March 2024. One important aspect to be analysed along with financial inclusivity is that the
standard of living of the Indians has escalated after the digitization of Indian economy. It has
been speculated that the upcoming decades in the Indian Economy would be “period defining”
in terms of standards of living. There has been significant decline in the “extreme poverty”
which redefined the living standards of the individual. India's Human Development Index
(HDI) value has risen dramatically from 0.434 in 1990 to 0.644 in 2022, according to the UN

1 How Does a Demat Account Contribute to Financial Inclusion? Bajaj Broking, (Nov.20, 2024, 8:56
PM)https://www.bajajbroking.in/blog/how-does-a-demat-account-contribute-to-financial -
inclusion#:~:text=Demat%20accounts%20have%20given%20investors,accessi .



https://www.bajajbroking.in/blog/how-does-a-demat-account-contribute-to-financial-inclusion#:~:text=Demat%20accounts%20have%20given%20investors,accessi
https://www.bajajbroking.in/blog/how-does-a-demat-account-contribute-to-financial-inclusion#:~:text=Demat%20accounts%20have%20given%20investors,accessi
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Development Program, demonstrating a notable improvement in the country's standard of
living. This article highlights that investment is one such sector which has boomed the financial
outcome of the Indian market and thereby improved the standard of living. 2The Depository
system isone such facet which ensures financial inclusivity of the investors and the digitization
has alleviated the accessibility in the securities market. The article also investigates into the
challenges ahead of the financial inclusivity and attempts to find a balanced approach to deal

with them.

LITERATURE REVIEW

1. L C Gupta and Naveen Jain in their paper titled “Indian Securities Depository System:
What Has Gone Wrong™ has investigated how SEBI helps investors select their
depository participants for electronic trading.

2. Dr. Shree Bhagwat and Ritesh More (2018) in their paper “A Study On Indian
Depository System: Growth & Role In Indian Financial Market”* has examined the
financial performance of Central Depository Services (India) Limited and National
Security Depository Limited. They have analysed the financial performance of
depositories in India and documented their history.

3. Aggarwal and Dixit (1996) in their work “The Depositories Legislation: A Critical
Evaluation’™ have emphasised the advantages of paperless trading as well as the
significance of the depository system in India.
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Management Accountant”®, CDSL and NSDL have switched to a T+3 settlement time

from the paper form.
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5. Sultan Sing (2011) authored their work on “Depository System In India - A
Comparative Study Of Nsdl And Cdsl” “which attempted to investigate the elements
influencing investors' choices in depository systems. Most investors believe that some
of the factors that influence their decision-making in a depository system include a
shorter settlement period, the safety of securities with the depositories, the attitude of
the staff members available with the DPs, timely services offered to investors by the
DPs, a reduction in transaction costs, and the repatriation of sales proceeds of
shares/debentures by NRIs.

6. Hurkat and Ved (1999) in their paper titled “A study on Depositary-An Inevitable
Institution™ 8discussed about the function of depository systems in several developed
nations' stock and capital markets worldwide. Additionally, they examined the services
provided by NSDL, trade, dematerialisation, rematerialization, fees or charges, and a
comparison between a bank and a depository to determine the advantages of the latter.

7. Nishanthand Mitra (2007) in their work “Dematerialisation in the Indian capital
market " has provided the rise of dematerialisation in the Indian capital market

8. Dr. C. Nithya and Dr. P. Maheswari (2021) in the paper “A Study On Central
Depository Services (India) Limited”'° has studied the services and the need for
depository. They have analysed the financial performance of CDSL during the study
period.

9. Dr. B Venu Gopal and Dr Ch. Rama Prasad Rao (2014) in their work “Role of
Depositories in Indian Capital Market —A Comparative Study between NSDL and
CDSL ' examined the attitude of depository participants towards the depository

system in India.
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September, pp. 991-993.
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Capital Market”, International journal of Multidisciplinary Advanced Research Trends, Volume III, Issue 1 (1),
2016, pp. 85-108.
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https://www.researchgate.net/publication/356422204 A STUDY ON CENTRAL DEPOSITORY SERVICE
S_INDIA LIMITED (Nov.20,2024,6:51 PM).
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10. Dr. Pawan Verma and Dr. Shiv Ram Singh Jhajharia (2015) on “A Study on
Depositories and their Role in the Indian Capital Market”*?, discussed about the

emergence of Depository System in the Indian Market.

RESEARCH METHODOLOGY

The present study is analytical in nature which provides a holistic and comprehensive
understanding of the Depository System in India. The study is based on analysis of the existing
works and the statistical outcomes to trace the evolution of the Depository System in India.
The study is an exploration of the rise and impact of the Indian Depository, investigating in the
roles of the Depository Participants and the effects of dematerialisation in the Financial Market.
It uses the statistical analysis to understand the possible challenges and trends associated with

the success of the Indian Depositories.

INTRODUCTION

The economic growth of a country depends upon its financial system. A free flow of funds is
accelerated by a financial system to more productive activities which elevates the process of
investment. The basic components of a financial system are a set of sub systems comprising of
financial institutions, markets, instruments and services which help in formation of a capital.
Hence financial markets can be briefed as an interconnection between a structured and
regulated financial market and effective institutions which supports the long term and urgent
economic needs of individuals and businesses. The financial markets accelerate economic
growths by aiding the process of sales and purchases for financial instruments. The markets
itself is divided into two segments which includes primary markets and secondary markets.
Financial instruments are assets that are used for investments or traded, and they are a subset
of financial securities.’®* A depository is a location or organisation that maintains financial
securities in a dematerialised form in order to reduce the risk associated with owning physical
financial securities. The term "depository” refers to any location where items are placed for
security or storage. A depository is a type of organisation or institution that keeps securities

and facilitates trading incommodities, mutual funds, shares, debentures, derivatives and many

12 Dr, Pawan Verma, Dr. Shiv Ram Singh Jhajharia, “A Study on Depositories andtheir Role in the Indian
Capital Market”, International Journal of Research and Scientific Innovation (IJRSI), December-2015, Volume
Il Issue I, pp 379-381.

13 Riteshomre, Dr. ShreeBhaguwat, “A Study on Indian Depository System Growth & Role in Indian Financial
Market”, Journal of Emerging Technologies and Innovative Research, July 2018.
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more. The Indian capital market has been expanding quickly.** This expansion hasn't been

accompanied by the infrastructure needed to manage the enormous amount of paper that has

overtaken the market, suffocating our current system. To address issues such as forgery,
mutilation, agreement, loss in transit, stolen certificates, and litigation, a new trading system
called the Depository System was established. This allows investors to retain and trade

securities electronically.

Germany established the world's first repository in 1947, and there are now over 310
worldwide. In July 1992, the Stock Holding Corporation of India Limited collaborated with
Price Waterhouse to develop a concept paper for a "National Clearance and Depository
System™ under a US agency for international development. The government of India formed a
technical group, chaired by Shri R. Chandrashekharan (Managing Director, SHCIL), and
deliveredtheir findings in December 1993.

The Security & Exchange Board of India (SEBI) formed a seven-member action team to review
the structural and operational aspects of the depository system. Consider the many concerns
and issues. During September 1995, the government of India issued the Depository Ordinance,
which allowed for the establishment of depositories throughout the country. The Depositories
Act was enacted by the parliament in August 1996.The Act requires depository companies and
participants to register with SEBI. The Depositories Act of 1996 established the first depository
in India (NSDL) in 1996, followed by the second depository (CDSL) in 1999.%

ANALYSIS OF THE STRUCTURE OF THE INDIAN DEPOSITORIES

With the changing dynamics of the economic structure of India, the country saw the advent of
LPG Reforms which comprises of Liberalisation, Privatisation and Globalisation of Economy,
the Indian Financial Market saw the revolutionised phase in the platform of stock exchanges.
The increased transactions in the financial market required the “dematerialisation” of
securities. Depository systems which acts as the “bore well of securities”. Depositories are

established with the trust of the investors and ensures the crucial linkage between the investors

14 Depository: Definition, Meaning, Types, and Examples, (Nov.20,2024, 3:34 PM)
https://www.investopedia.com/terms/d/depository.asp,

15 Riteshomre, Dr. ShreeBhaguwat, “A Study on Indian Depository System Growth & Role in Indian Financial
Market”, Journal of Emerging Technologies and Innovative Research, July 2018.
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and the financial market. The depository system allows the transfer and the allotment of the
shares and provides a safe institution for investors and allows the transmission of shares. The
inception of the Depositories in Indian Financial Market was formally accepted when the
Government in September, 1995 went on to the idea of formalising the institution of
depositories and a centralised structure. According to SEBI regulations, the Depository
provides its services to investors through intermediaries known as depository participants (DP),
which may include banks, brokers, custodians, and other financial institutions engaged in the

provision of financial services.®

The Indian Financial Market works mainly on two fundamental Depository Systems; National
Securities Depository Ltd. (NSDL) and Central Depository Services Ltd. (CDSL). In June 7,
1996, the National Securities Depository Ltd was the first and the primary SEBI registered
Depository System in India. It became fully operational on November 8, 1996. NSDL
envisaged Industrial Development Bank of India (IDBI), Unit Trust of India (UTI) and
National Stock Exchange of India (NSE). Subsequently, State Bank of India (SBI) also engaged
as a shareholder. The NSDL held out a monopolistic regime in the Depository Market in India

as there was no such depository around that time. '

The Central Depository Services Ltd commenced its base in the Indian Financial Market from
1999 onwards much after the NSDL had gained a fairly greater amount of market participation
in its domain. One of the major drawbacks for CDSL was it was restricted only to the residual
market domain as NSDL already placed a major influence inthe financial structure. The CDSL
is based in Mumbai. BSE (Bombay Stock Exchange) held its biggest stake and promoted the
role of CDSL amongst the investors. The other joint shareholders included State Bank of India,
Bank of Baroda, HDFC, Bank of India. One of the major advantages accompanied by CDSL
is the affordability for the market participants.® The major importance of CDSL grew when it
envisaged to establish a market that is competitive, sensitive to user interests, and offered the
investors a fair deal in terms of quality, selection, and financial value. CDSL propelled the

individual investors and transformed their stake in the investor market.

16 Ms. Kiran Chaudhary & Mr. Ramesh Kumar Malik, Depository System in India: An Appraisal 1(1), IJRSS,
(2011).

17 Rajan J & Manikantan G, Performance Evaluation Of Depositories in India: A Comparative Study Of NSDL
And CDSL 16(2), The Social Science Review A Multidisciplinary Journal, 2015.

18 Difference Between CDSL and NSDL: Understanding the Two Main Depositories in India, Blog Shoonya
(Nov.21,2024, 7:03 PM) https://blog.shoonya.com/difference-between-cdsl-and-nsdl/ .
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While the benefits of introducing the depository system could be traced clearly through the
success of NSDL and CDSL. Both the depository system ensured the increased connectivity
and awareness of investors towards the stock exchange platforms. Both ensures enough
flexibility in the system to encourage hassle free investments. The dual Depository System
entailed a wide framework of scrip less transaction and transmission of shares in the Indian

Financial Market.

REGULATORY FRAMEWORK AND COMPLIANCE

The "Depositories Act, 1996" and the "Securities and Exchange Board of India (SEBI)
(Depositories and Participants) Regulations™ are the main pieces of legislation that govern the
regulatory framework for depositories in India. These regulations specify the compliance
requirements that depositories, such as NSDL and CDSL, must follow, including aspects like
registration, governance structure, operational procedures, and investor protection
mechanisms. SEBI is the primary regulator of these regulations, so in order to operate in the
market, depositories must register with SEBI and abide by them. An agent of the depository
that communicates with investors and offers depository services is known as a Depository
Participant. Without obtaining a certificate of initiation of business from the (SEBI) Board, no
depository is permitted to operate as a depository. Any person, through a participant, may enter
into an agreement, in such form as may be specified by the bye-laws, with any depository for
availing its services.'® According to section 3 of The Depositories Act ,1996 no depository
shall act as a depository unless it obtains a certificate of commencement of business from the
Board. The Board shall not grant a certificate unless it is satisfied that the depository has
adequate systems and safeguards to prevent manipulation of records and transactions.?® A
depository can enter into an agreement, in such form as specified by the bye-laws, with any
depository for availing its services through a participant.* There must be an existing agreement
between the depository and participant. A depository can enter into an agreement with one or
more participants as its agent. Any person who has entered into an agreement shall surrender
the certificate of security, for which he seeks to avail the services of a depository, to the issuer
in such manner as may be specified by the regulations.?? The registration of transfer of

securities with depository, on receipt of intimation from a participant is completed in in the

19Section 4, Depositories Act,1996, No. 22, Acts of Parliament,1996 (India).
20 Section 3, Depositories Act,1996, No. 22, Acts of Parliament,1996 (India).
21 Section 5, Depositories Act, 1996, No. 22, Acts of Parliament,1996 (India).
22 Section 6, Depositories Act, 1996, No. 22, Acts of Parliament,1996 (India).
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name of the transferee. Upon receiving notification from a participant, the depository must
register any new shares issued in favour of a bank, financial institution, or asset reconstruction
company, or their assignee, by converting a portion of the company's debt into shares in
accordance with the agreement between the company and the bank, financial institution, or
asset reconstruction company.? Section 18 of the depositories act,1996 states about the power
of Boardto call for information and enquiry. It may call upon any issuer, depository, participant
or beneficial owner to furnish in writing such information relating to the securities held in a
depository as it may require.?* The board shall authorise any person to make an enquiry or
inspection in relation to the affairs of the issuer, beneficial owner, depository or participant,
who shall submit a report of such enquiry or inspection to it within such period as may be
specified in the order. Every director, manager, partner, secretary, officer or employee of the
depository or issuer or the participant or beneficial owner shall on demand produce before the
person making the enquiry or inspection all information or such records and other documents
in his custody having a bearing on the subject matter of such enquiry or inspection.®In
accordance with the Securities and Exchange Board of India (Depositories and Participants)
Regulations, 1996,% companies must get a certificate of registration from SEBI in order to
function as a depository participant. It must be a corporation with a minimum net value of 100
crores. A higher net worth indicates healthy financial standing. To operate as a DP, a company
must have enough office space, tools, communication channels, systems, and processes in
addition to qualified personnel. This guarantees infrastructure and technology capacity. They
should include a business strategy outlining the securities market and the kinds of customers
that will be served and this enables SEBI to evaluate readiness. By stipulating eligibility criteria
for registration, SEBI aims to ensure only fit and proper entities handle the critical functions
of a DP. To ensure that requirements are being followed, SEBI conducts direct inspections of
DPs. Regular inspections or those brought on by complaints are also possible. The yearly audit
reports that DPs produce is also examined by SEBI. Inspections and audits assist in identifying
non-compliance or shortcomings in DPs' systems, procedures, and human resources. Then,
appropriate enforcement or remedial measures can be implemented to preserve investor
protection. Gaining the trust of investors in dematerialisation has been made possible by its

emphasis on governance, processes, and openness. Given the market's continued rapid growth,

23 Section 7, Depositories Act,1996, No. 22, Acts of Parliament,1996 (India).

24 Section 18, Depositories Act,1996, No. 22, Acts of Parliament,1996 (India).

25 Section 18, Depositories Act,1996, No. 22, Acts of Parliament,1996 (India).

26 Securities and Exchange Board of India (Depositoriesand Participants) Regulations, 1996, No. 15, Acts of
Parliament,1996 (India).
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SEBI has to increase its enforcement and monitoring capabilities in order to quickly handle
new issues. To close any possible regulatory loopholes, transparency requirements and risk-
focused audits must be improved. With aworld-class depository system and ongoing regulatory
development to adequately protect investor rights, SEBI will solidify the expansion of Indian

capital markets in the digital era of the twenty-first century.

ROLE OF DEPOSITORY PARTICIPANTS

With the technological advancements in the financial market structure, the aim of the
depository is to do away with the extensive and laborious paperwork associated with the scrip-
based system and provides opportunities for "paperless” trade. A depositary participant is a
securities-related organization alike to a bank. An investor's account is credited when they
transfer securities to a depository participant. The depository participants are the essential
facilitators between the investors, depository and the financial market. The Depository
Participants ensures higher financial accessibility in terms of dealing with the shares for the
investors. The role of Depository Participants has been multi-fold. The institution of
Depository and their objectives are strengthened by the Depository Participants linked withthe
major Depositories; NSDL and CDSL. According to the SEBI norms and eligibility
requirements, a large number of financial organizations, including banks and brokerage
companies, can be designated as DPs. The Depository Participants plays a fundamental role in
investor protection as they provide a “reliable” space in the virtual financial market to trade
and invest the securities without the risks of third party involvement. The Depository
Participants effectively engages with the investors by carrying out the transactions and
safekeeping of shares using the “demat” accounts and ensures convenience to the investors.
The DP’s ensures that all the securities and the processes involved therein are carried swiftly
thus making it less time consuming. With the introduction of demat accounts and the
inseparable role of the Depository Participants the huge paperwork s being converted in just a
finger’s click to deal with the securities. The antecedents of the investments are transparently
available at the hands of the investors through the involvement of the Depository Participants.

The bulk of the financial market transactions are effectively managed by the pillars of




Volume 3| Issue 3 International Journal of Legal Affairs and Exploration
ISSN (O): 2584-2196

Depository through the Depository Participants. Picking stocks, placing orders, transferring

funds, etc. are certain essential tasks of the DP. %/

Some of the prominent Depository Participants in India are Zerodha , Upstox, Sharekhan,
ICICI Direct, HDFC securities, Motilal Oswal etc. As of December 06, 2021, 281 depository
participants were registered with NSDL, according to data from the Securities and Exchange
Board of India (SEBI). Approximately 622 depository participants were registered with the
CDSL as of December 06, 2021.% As per the statistics of NSDL, 260 Depository Participants
are registered as per the city turnover.? No DP may purchase, sell, or deal in securities unless
they are registered with SEBI, according to Section 12 ¥of the Securities and Exchange Board
of India Act, 1992. Rule 3 of Securities and Exchange Board of India (Depositories and
Participants) Regulations, 2018%, states that no person shall be granted to be established as a
Depository unless registered with SEBI Board and the Depositories Act, 1996 and the
regulations. The Depository Participants may be Public Financial Institutions or Bank inclusive
of foreign banks but must be within the compliance of SEBI Act 1992, Depositories Act, 1996
and Securities and Exchange Board of India (Depositories and Participants) Regulations,
2018.% There is one recurring contention whether the idea of depository participants and stock
brokers are the same entities. The very idea of depository participant is that they intermediate
the association between the investors and depositories by allowing the investors to effectively
participate in the securities market. However, the role of stock brokers is facilitating the

investors to make informed decisions about engaging in the stock exchange platform.

The Indian Financial Market witnessed the emergence of Depository Participants which has
allowed a new outlook on trading and secured dealing in the securities market. Thus, the role
of depository participant acts as a bridge for the successful working of the depositories and
improving the accessibility of its services to the investors.

DIFFERENTIATING DP, CUSTODIANS AND CLEARING AGENCIES

27 What Does it Mean to be a Depository Participant, Motilal Oswal (Nov.21, 2024, 9:12 PM)
https://www.motilaloswal.com/blog-details/what-does-it-mean-to-be-a-depository-participant/20228.

28 How many Depository Participants are there in India, Motilal Oswal (Nov.21, 2024, 9:19 PM),
https://www.motilaloswal.com/blog-details/how-many-depository-participants-are-there-in-india/2034 1

29 NSDL, https://nsdl.co.in/about/statistics.php (Nov.21, 2024, 9:30 PM).
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A depository is a financial institution or organization that manages securities and other
financial assets in addition to accepting deposits. Legal ownership of these assets’ rests with a
depository, which also bears the responsibility of managing them in compliance with
established laws, rules, regulations, and guidelines. On the other hand, custodians do not legally
hold securities. In the realm of business, a depository is a financial institution or organization
that takes deposits and holds securities and other financial assets. These assets are legally
owned by a depository, which also bears the responsibility of managing them in compliance
with established laws, rules, and guidelines. A securities depository facilitates the book-entry
transfer of financial securities as well as their clearing and settlement. A custodian is a bank or
financial institution that holds financial securities such as stocks, bonds, gold, and other
valuables in their custody. Securities and shares are held in the custody of custodians. It's
possible that the securities are held by some banks. For example, in India, the ICICI bank holds
shares on behalf of a customer. SEBI-registered market intermediaries, custodians are primarily
responsible for the safekeeping of their clients' securities (such as shares). *Clients can take
advantage of a variety of services, including corporate action reconciliation and clearing and
settlement post-trading. A custodian isa company that provides investors and customers with
safekeeping services. The bank or financial institution not only safeguards these assets, but also
provides a historical view of their value. The custodian also handles the purchase and sale of
such valuable assets on the investor's behalf. As an important market intermediary, custodians
aid in the reduction of systemic risk in the capital market. The custodian also purchases and
sells such precious assets on the investor's behalf. Custodians play a crucial role as market
intermediaries in reducing systemic risk in the capital markets. Depositories' and custodians'
roles inthe financial industry are growing increasingly similar, making it difficult to distinguish
between the two. The fundamental contrast is that, unlike a custodian, a depository is
accountable for more monitoring of the assets held. The term "depository" refers to the location
where money is stored, whereas "custodian” refers to the personin charge of the property. Your
shares or holdings will therefore be legally kept in a Depository's safe-keeping account, but the
custodian will keep them. As a result, the Depository will retain your dematerialised shares. A
depository not only stores the assets, but also has legal ownership and authority over them.
Contrary to depositoriesand custodians clearing agency acts as an intermediary in a securities

transaction, facilitating the exchange of funds and securities. A clearing agency is a company
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responsible for confirming, settling, and delivering shares on a stock exchange, ensuring
efficient transactions, short settlement cycles, and mitigating transaction risks. They act as a
middleman between buyers and sellers, taking on the responsibility of ensuring both parties
fulfil their obligations in a trade by exchanging funds and securities on the settlement date. The
custodian manages and safeguards assets, the clearing agency clears, settles, and records
securities transactions, and depositories safeguard securities and transform physical securities

into electronic form.3*

DEMATERIALISATION: AN IMPETUS IN SECURITIES MARKET

The concept of Dematerialisation roots from the idea that the physical markets are tedious and
the financial outcome is often a long-standing consequence when it comes to dealing with the
securities. The conversion of physical securities of the financial market to electronic form is
dematerialisation. The securities of the investors are stored in electronic forms by the
Depositories, held by a registered Depository Participant. The holding of such security may be
in the form of bonds, mutual funds etc. *®With the introduction of dematerialisation of
securities, the depositories have played an active role in the elimination of bad deliveries of

securities and the risks associated with the physical certificates.

The Securities and Exchange Board of India (SEBI) was established in 1992 to oversee the
capital markets following the 1991 liberalization of the Indian economy. Through the
Depositories Act of 1996, SEBI in turn played a key role in establishing the dematerialization
of securities process. Additionally, it became mandatory to release initial public offerings
(IPOs) of at least Rs.10 crore in dematerialized form exclusively under the Companies
(Amendment) Act, 2000.%

Under Section 26 of Depositories Act 1996%, the depositories may make the required bye-
laws for determining the manner and procedure of dematerialisation. The public offer of
securities isto be made in dematerialised form in accordance with Section 29 of the Companies

Act, 2013. Therefore, with Dematerialisation, there has been digitisation in the domain of

34 U.S Securities and Exchange Commission, clearing agencies (Nov.21, 2024, 10:30
PM),https://www.sec.gov/about/divisions-offices/division-trading-markets/clearing-
agencies#:~:text=Clearing%20agencies%z20are%20broadly%20defined,depository%20(%E2%80%9CCSDY%E2
%80%9D).

35 Mitchell Grant, Dematerialization (DEMAT): Definition, How It Works, Benefits, Investopedia (Nov.22,
2024, 9:00 PM), https://www.investopedia.com/terms/d/dematerialization.asp.

36 Dr. Shree Bhagwat & Ritesh More, An Analysis on Financial Performance of Indian Depositories, 5(3)
IJRAR (2018).

37 Depositories Act 1996, Section 26.
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financial markets. The primary stage of dematerialisation is setting up of the “demat accounts”
akin to the bank accounts however, it is exclusive to the safekeeping of the securities. The
demat accounts are established with the depositories registered under the compliances of SEBI
and Depositories Act 1996. The issuance of electronic certificates by the intermediaries eases
up the process of transaction and transmission of shares through dematerialisation. The demat
accounts are also effective as they ensure transparency in dealings with the securities in the
Indian Financial Market. "Demat" is the procedure by which the company retrieves investors'
share certificates via DP, verifies that they are in order, and then confirms the demat. The DP
then credits an equal number of shares to the investor's account as an electronic holding. As
per the guidelines of SEBI, the process of dematerialisation is to be done within 15 days. With
the dematerialisation of securities, the physical certificates on credit of securities are
immobilized®® which ceases the trading of securities in the physical form. The procedure of
Dematerialisation is initiated by a request of the investor through the Depository Participant in
a Dematerialisation Request Form (DRM). Another concept fundamentally linked is the
Rematerialisation of securities which is also made through the involvement of a Depository
Participant. It is a process by which the electronic holdings are converted back to certificates
in physical forms. There are no unique or certificate numbers associated with dematerialized
shares. Because these shares are fungible, 100 shares of one security are equivalent to any
additional 100 shares of that security. All of the same security's certificates will become
interchangeable, meaning the security owner will no longer be able to get the precise certificate.
Every security that is held in dematerialized form is assigned a unique ISIN (International
Securities Identification Number) that serves as its identity. An identification mark of 12
characters is called ISIN. The “demat” being a digital repository allows the functions of
freezing and unfreezing of the account activity on the basis of the investor preferences to allow

them to put a hold on the security transaction for certain time.

In one of the statistical readings conducted in the Krishna and Guntur districts of Andhra
Pradesh that there have been over 165 statements about being satisfied with the operation of

the demat accounts thus, showing the awareness among the people.

Thus, the fundamental approach of introducing the “demat” accounts through the Indian
Depository Regime has allowed investor convenience and choices to be liberal and need based.

38 Katsuro Kanzaki, Immobilization Of Stock Certificates: The Position Of The Beneficial Shareholder 3 Journal
of Comparative Corporate Law and Securities Regulation, 1981.
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ROLE AND IMPACT OF DEPOSITORY SYSTEM

The growth of depositories in the Indian financial market is a cornerstone of the country's
financial modernization. Since their introduction in the 1990s depositories have significantly
enhanced market efficiency, transparency, and security. The necessity to address the dangers
and inefficiencies of the previous system of trading securities in physical form led to the
establishment of depositories in the Indian financial market. The securities market's expansion
and effectiveness were hampered by a number of issues with the conventional paper-based
structure. The settlement process for trades took a long time (up to T+14 days). Physical
transfer of securities involved extensive documentation, which was prone to errorsand delays.
The Processing of physical certificates strained the infrastructure of market participants.
Physical certificates were vulnerable to theft, forgery, and counterfeiting. The Depositories
Act, 1996, established the legal framework for electronic securities. National Securities
Depository Limited (NSDL), India’s first depository, was launched in 1996, followed by
Central Depository Services Limited (CDSL) in 1999. In a depository system, the security
holders can sell and buy securities by which liquidity is brought to the securities, registration
and stamp charges for the sale of securities could be easily collected by the government which
was evaded under the previous system. Depository promotes more activity in the capital market
as trading in genuine share is ensured under Depository system. Depository avoids use of
stationery and prevents delay in registration of transfers. Dividend and interest on securities
are properly distributed through this system and in the case of convertible debentures, on the
due date, the securities are converted into company shares. [ Depository acts as collateral
security for the raising of loans from any financial institution with no bad deliveries. It enhances
the liquidity of securities in the market with reduction in transaction cost. It eliminates
problems relating to change of address of investors, transmission etc. It makes faster
disbursement of no cash corporate benefits like rights, bonus, etc. possible. The benefits of
participation in a depository are immediate transfer of securities, no stamp duty on transfer of
securities, elimination of risks associated with physical certificates such as bad delivery, fake
securities, etc, reduction in paperwork involved in transfer of securities, reduction in
transaction cost , change in address recorded with DP gets registered electronically with all
companies in which investor holds securities eliminating the need to correspond with each of
them separately and many more. In calendar year 2022, India's nominal GDP placed sixth
globally, and it is also one of the fastest rising economies in the world. As of CY2022, India's

economy ranks third globally in terms of purchasing power parity (PPP), behind the US and
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China. Approximately 57% of GDP is derived from private spending which includes trading
and investment, which will contribute to GDP growth in the medium term.*® The establishment
of three centres of excellence to fulfil the goal of "Make Al in India and Make Al work for
India” has led to the production and consumption of digital data which has amounted to a
significant increase as a result of improved digital infrastructure. This has raised the need for
data processing and storage capacity. Private investments in the data centre ecosystem are
anticipated to result from this and the government's data embassies program, which would be
advantageous for NSDL's database management division.”> NSDL and CDSL depositories,
through its network of over 264 Depository Participants and business Partners, offer a wide
range of servicesto end investors, stock brokers, stock exchanges, custodians, issuer firms, etc.
The total number of active demat accounts opened with CDSL and NSDL was more than
3.54cr.% By successfully gaining the trust of numerous investors and other intermediaries, the
depositories have lived up to its tagline, which is "Technology, Trust, and Reach.” Their
guiding principle has been that "every Indian should become not just an investor,” but a
"prudent investor."# According to the Depository Participants Growth in NSDL & CDSL
timeline from March 1997 to June 2018, the average annual growth rate for NSDL and CDSL
from 1997 to 2018 was 31.22% and 16.79%, respectively, with NSDL growing at a faster pace
than CDSL throughout that time. The number of beneficiary accounts, companies available for
Demat, depository participants, depository participant service centres, quantity of Demat
shares/securities, and Demat Custody in NSDL & CDSL (value of Dematerialised Securities)
have all increased significantly, indicating the impact in Indian financial system. The expansion

of the Indian capital market is shown by a positive yearly average growth rate.

CHALLENGES AND WAY FORWARD

The inclination of Indian Financial Market towards the technological advancements has led to
creation of effective opportunities. However, with every innovation there are substantial and
subsequential risks involved which needs to be mitigated. The depository system being one of

the elemental pillars of the financial transactions in the securities market. The onus of

39 EY, India — towards becoming the third largest economy inthe world (Nov.22, 2024, 11:00 PM),
https://www.ey.com/en_in/insights/tax/economy-watch/india-towards-becoming-the-third-largest-economy-in-
the-world

40 NSDL, (Nov.22,2024,9:56 PM), https://nsdl.co.in/investor-relation/annual -report.php

41 BajajFinserv, Difference between NSDL and CDSL (23.11.2024 7:35PM), NSDL vs CDSL - Definitions,
Features & Key Differences

42 NSDL, (Nov.22,2024,10:03 PM), https://issuer.nsdl.com/about.html



https://www.ey.com/en_in/insights/tax/economy-watch/india-towards-becoming-the-third-largest-economy-in-the-world
https://www.ey.com/en_in/insights/tax/economy-watch/india-towards-becoming-the-third-largest-economy-in-the-world
https://nsdl.co.in/investor-relation/annual-report.php
https://www.bajajfinserv.in/nsdl-vs-csdl
https://www.bajajfinserv.in/nsdl-vs-csdl
https://issuer.nsdl.com/about.html

Volume 3| Issue 3 International Journal of Legal Affairs and Exploration
ISSN (O): 2584-2196

establishing a secure repository of shares is on the Depository Systems through the wide
network of Depository participants. With the establishment of the “ demat accounts” pursuant
to the development of dematerialisation of securities, the risks faced by the Depository System
has taken different forms. The investors hold the securities vicariously through the depositories.
After dematerialisation, immobilisation of physical certificates by the issuer company as the
holding of the securities are in electronic form and physical certificates are suspended by
allowing the electronic records to safeguard the financial information. The electronic records
attaches the name of the Depository as the actual or registered owner while the investors are
given a constructive ownership. The entirety of corporeal ownership of the securities are kept
as electronic records which poses questions about the technical risks and failures involved.
Since the entire success of the Depositories and investment by the investors is highly dependent
on the technology, a stronger technological bases along with meditative pathways should be
worked on. Data integrity, maintenance of backup systems are two facets of availability of the
electronic records on the securities credited or traded by the investors. An efficient Disaster
Management Mechanism is the need of the hour for the sustainable utilisation of the Depository
System.*® For a depository system to function properly, information security is crucial. The
challenge of managing vital information hazards has been addressed by a number of initiatives.
The internationally recognized and accepted ISO 27001 information security implementation
standards have been approved for NSDL's systems. Confidentiality isa major challenge for the

Depositories specially in the times when privacy always lies in the peripheral dimension.

The mechanism for allocating and clearing securities will need to adapt to the difficulties of
the open market era. Instant system upgrade to deal with the market's constantly increasing
volumes by all the market intermediaries, and protecting them in order to preserve their
integrity must be a top goal of their managements. This takes on significant importance since
institutional and individual investors, as well as foreign and domestic investors, have shown a
great deal of faith in the Indian markets, and the system infrastructure must maintain this trust.
Connecting to foreign depositories to enable cross-border transactions is another significant
obstacle. Both the depositories in India have already set up an online inter-depository system
that makes it possible to move securities between accounts at different depository locations to

make cross-border transactions easier, this might be duplicated with foreign deposits. The

43 Gagan Rai, Depositories— Evolution and Challenges Ahead, PRIME.
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settlement mechanisms of such transactions must be viable and practicable with the restraints

of time.*

Investor awareness towards availing the facilities of Depositories is proportional to the access
to technology by the investors. The digital divide creates a wide gap between the individuals
and limits the number of investors to rely on the depositories. The benefits of Depositories even
though multi-fold must be distributive towards the investors, issuers and the country’s financial

market and should not get swayed by the individual gains.*

CONCLUSION

The emergence of the Depository System has transformed the present structure of the Indian
Financial Market. Investor protection has been one of the primary themes of the Indian
Depository System. The role of the Depositories in regulating and managing the securities is
unmatched with the everyday bulk of securities transactions in the financial market. The
securities market has shifted its approach from being a robust and conventional structure to
investor-centric approach. This article also associates with the balanced approach which has
been vocalised by the Indian Depository in their practices which provides equal priority to the
tripartite structure in between the investors, Issuer Company and the financial market. The
convenience of the securities transactions has been strengthened by the dematerialisation of
securities and the creation of demat accounts in association with the Depository Participants.
The demystification of financial growth is integrated with the development of the institution of
Depository. A positive average annual growth rate also suggests that the Indian capital market
is expanding which is interrelated with the planned and systematic structure of depositories.
Depositories guarantee that companies have correct shareholder data, which is essential for
paying dividends. They track ownership changes brought about by sales, purchases, or transfers
of securities and keep thorough records of shareholders and their holdings. This guarantees that
the company's list of shareholders stays up to date. Depositories immediately credit
shareholders' accounts with dividend payments when a firm declares them. This simplifies the
procedure and lowers the possibility of missing or postponed payments. Depositories facilitate

smooth dividend disbursements, boosting financial market efficiency and confidence.
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Financial inclusivity of the investors in the securities market is an important aspect to be
highlighted with the evolution of Depositories however, there has been debates about the
individual small-scale non regular investors for whom the demat account transactions gets
costly. % The technological advancement has also been reflected in the Depository System
through the dematerialisation of securities which ensures shorter and flexible settlement period

across the diverse territorial divisions.

While there has been prominent success of the Indian Depository System, the challenges in the
highly globalised world where excess of technological dependence is a debatable issue, the
NSDL has stated that “Every Indian should not only become an ‘Investor’ but a ‘Prudent

Investor’ indeed.”
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