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 Abstract 

 

 

  In this paper we present a review of research done in the field of 

Indian capital markets during the fifteen years from 1977 to 1992.  

The research works included in the survey were identified by two 

search procedures. Firstly, we wrote to 118 Indian university 

departments and research institutions requesting information on the 

works done in this field in their department/institution.  After three 

reminders, we obtained responses from 53 institutions.  

Simultaneously, we searched through various Indian journals in our 

library, located books listed in the library catalogue and traced 

through the list of references provided in various research works. 

 

  Considering the size, vintage and development of the Indian capital 

market, the total volume of research on it appears to be woefully 

modest - about 0.1 unit of work per institution per year!  Moreover, a 

large number of works are merely descriptive or prescriptive without 

rigorous analysis.  Certain areas such as arbitrage pricing theory, 

option pricing theory, agency theory, and signalling theory are 

virtually unresearched in the Indian context.  Besides, very little 

theoretical work has been done by researchers in India.  However, 

with improved availability of databases and computing resources, 

and with increasing global interest in Indian markets, we expect an 

explosion of work in the near future.  



 Research on the Indian Capital Market: A Review1 

 

- S.K. Barua, V. Raghunathan and J.R. Varma 

 

 

A review paper on research done in any field invariably presents considerable difficulties.  What 

comprises research?  What should be the period of review?  What should be the objective of a review? 

 How does one ensure the coverage is comprehensive?  It is clear that such questions as above are 

bound to generate varied answers.  The difficulty of the task increases manifold in Indian conditions 

where institutional addresses are difficult to obtain at one place, ready bibliographies are rare, 

referencing in published research is hardly comprehensive, and reprints are difficult to obtain.  We 

would therefore begin by briefly outlining the basis on which the review of research on Indian capital 

markets has been done in this paper.  

 

Research Definition  

 

It is not our objective to debate about what kind of work can be regarded as "research".  For the 

purpose of the review, research has been defined as doctoral dissertations, papers published in 

academic journals, books (including expository, but excluding obviously popular books) and working 

papers or occasional unpublished papers (where such information was available) on Indian capital 

markets.  We have not reviewed articles published in the popular media such as financial dailies, 

business magazines and other popular magazines and journals.  We have also excluded dissertations 

for masters degrees, reports of government committees or commissions, seminar and conference 

papers.  We have also largely excluded publications in foreign journals.  It is possible that, in the 

process, the list of works reviewed may have excluded some excellent works published in popular 

media or included some sub-standard works published in academic journals.  This narrowing of the 

coverage of the review on the above lines became necessary when we realized that it would be a truly 

Herculean task to include every kind of published and unpublished work on the Indian capital markets 

in and outside India. 

                     
 1 The authors are all members of finance faculty at the Indian Institute of Management, Ahmedabad.  The authors 
gratefully acknowledge the able and painstaking research assistance provided by Ms. Lakshmi Ramanan.  This 
work is partially supported by a research grant from the Indian Institute of Management, Ahmedabad. 
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Scope of Capital Market Research  

 

We were next faced with another difficult question about what can be classified as a work on capital 

markets.  A variety of work in economics, accounting and finance would have some linkages with 

capital markets.  Works in corporate finance have strong linkages with security markets.  For our 

purpose therefore, we considered works falling into any of the following categories as those 

belonging to the field of capital markets:  valuation of stocks and functioning of the stock markets; 

valuation of bonds, convertible debentures and market for debt; new issues market and merchant 

banking; market efficiency ; dividends, bonus & rights issues and rates of return; and performance 

and regulations of mutual funds.   

 

Period of Review 

 

We have primarily reviewed work done in the fifteen years from 1977 to 1992.  In addition, some 

works published in 1993, which we could readily access while analyzing the data collected for the 

earlier fifteen years, have also been reviewed.  It was not considered worthwhile to go further back in 

time because of two main reasons: a) the further one goes back in time, the more difficult it becomes 

to access works done, b) the characteristics of capital market in India have changed considerably and 

the market in the eighties and nineties has little resemblance with the market in the sixties and early 

seventies.  We chose 1977 as a cut-off year for a break from the past since it was this year in which 

the MNCs operating in India were forced to dilute foreign holding under FERA.  The dilution was 

perhaps the genesis of the equity cult which gave a fillip to the Indian capital market. 

 

Objective of Review 

 

Even this aspect of the review required resolution of some key issues.  Should it simply consist of 

annotated bibliographies of the research?  Should it be a commentary on the works done without 

drawing any inferences for the future, or should it be our assessment about the emerging scenario in 

the Indian capital market based on the research over the chosen period?  We decided to provide a 

detailed bibliography at the end of the paper and provide a commentary on the more serious works in 

the main body of the paper.  In several areas, particularly where there have been dramatic changes in 

the regulatory or operating environment, we have also identified the kind of research that is needed.  
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The Survey Process 

 

In order to ensure that the coverage was as exhaustive as possible, we wrote to 118 Indian university 

departments, institutes of management and other relevant autonomous research institutions in October 

1992, requesting them to send us a list along with the abstracts of all the works (doctoral dissertations, 

published and unpublished papers in academic journals and books) done in the field of capital market 

and financial services in their department/institution.  Financial services was included so as to ensure 

that areas such as mutual funds and merchant banking were not excluded from the response.  We did 

not spell out any specific areas as we thought it best to let the respondents interpret research in capital 

market and financial services in its widest possible sense.  We exercised our judgement on what work 

would  qualify for inclusion under the area of capital market only after we received the responses.   

 

In the first round, we received responses only from 9 departments/institutions.  Subsequently, we sent 

three reminders, at intervals of one month each.  The first reminder brought in 18 more responses; the 

second brought in another 13 and the third reminder 13 more responses, bringing the total number of 

respondents to 53.  However, of these, only 28 institutions reported that some research had been done 

in the field of capital market and financial services by them.  

 

Simultaneously, we started a search in the library of the Indian Institute of Management, Ahmedabad, 

for relevant information on research in Indian capital market.  We searched through the contents of all 

Indian journals which could contain papers on capital markets and also located books listed in the 

library catalogue.  The list of references provided at the end of papers were another source of tracing 

the works done in the area.  As can be expected, we did face difficulties sometimes in locating papers 

because the particular volume in which the paper had appeared was missing, or that some new journal 

was not subscribet to by the library at all.  Wherever we had information about the institute affiliation 

of the author/s, we wrote to the institute for a copy of the work or at least an abstract of the work.   

 

The final list thus is the result of these two search procedures.  However, despite our best efforts, 

abstracts of all works could not be obtained or prepared.  In such cases the works have merely been 

listed in the bibliography and not commented upon in the paper.   

 

The work compiled was categorized into six different areas and a detailed review of these is presented 

in the following sections. 
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Valuation of Stocks and Functioning of Indian Stock Market  

 

The work in this area can be classified into three broad strands: a) those dealing with functioning of 

securities markets and financial institutions operating in these markets, b) those pertaining to the 

investment decision making process of individuals, and c) empirical work on Indian stock markets.   

 

One of the early works on functioning of stock markets and financial institutions was by Simha, 

Hemalata and Balakrishnan (1979).  Bhole (1982) wrote a comprehensive book on the growth and 

changes in the structure of Indian capital markets and financial institutions.  The book was 

subsequently updated and revised in 1992.  Several books have been written on security analysis and 

investment in Indian stock markets: Bhalla (1983); Jain (1983), Sahni (1986), Singh (1986); Chandra 

(1990a), Raghunathan (1991), Avadhani (1992); Yasaswy (1985, 91, 92a, 92b) and Barua et al 

(1992).  These books are primarily written for initiating lay investors to techniques for security 

analysis and management of investment portfolios. Basu & Dalal (1993), Barua & Varma (1993a) and 

Ramachandran (1993) have critically examined various facets of the great securities scam of 1992.   

 

Several studies, for example, Sahni (1985), Kothari (1986), Raju (1988), Lal (1990), Chandra 

(1990b), Francis (1991a), Ramesh Gupta (1991a,c, 1992a), Raghunathan  (1991), Varma  (1992a), 

L.C. Gupta (1992) and Sinha (1993) comment upon the Indian capital market in general and trading 

systems in the stock exchanges in particular and suggest that the systems therein are rather antiquated 

and inefficient, and suffer from major weaknesses and malpractices.  According to most of these 

studies, significant reforms are required if the stock exchanges are to be geared up to the envisaged 

growth in the Indian capital market.   

 

The investment decision making process of individuals has been  explored through experiments by 

Barua and Srinivasan (1986, 1987a, 1991).  They conclude that the risk perception of individuals are 

significantly influenced by the skewness of the return distribution.  This implies that while taking 

investment decisions, investors are concerned about the possibility of maximum losses in addition to 

the variability of returns.  Thus the mean variance framework does not fully explain the investment 

decision making process of individuals.  Gupta (1991b) argues that designing a portfolio for a client is 

much more than merely picking up securities for investment.  The portfolio manager needs to 

understand the psyche of his client while designing his portfolio.  According to Gupta, investors in 

India regard equity debentures and company deposits as being in more or less the same risk category, 

and consider mutual funds, including all equity funds, almost as safe as bank deposits. Chandra 
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(1989) discusses the mistakes made by individual investors in designing their portfolios and suggests 

suitable remedial measures. 

 

In his recent book, L.C. Gupta (1992) concludes that, a) Indian stock market is highly speculative; b) 

Indian investors are dissatisfied with the service provided to them by the brokers; c) margins levied by 

the stock exchanges are inadequate and d) liquidity in a large number of stocks in the Indian markets 

is very low.  While evidently a painstaking work, the conclusions except `c' above seem to be built on 

wrong or questionable arguments. 

 

Mayya (1977), Barua and Raghunathan (1982) and Prabhakar (1989) examined empirically the hedge 

provided by stocks and bullion against inflation.  These studies found that while gold provided 

complete hedge against inflation, silver and stock were only partial hedges against inflation.  Rao and 

Bhole (1990) arrive at a similar conclusion about stocks.  However, as these works pertain to the 

period prior to the booming 1980's and 1990's, the conclusion that stocks are not an inflation hedge is 

of doubtful validity today.  A similar study covering the more recent years would be very useful as 

one may reach a very different conclusion.  With a booming stock market since the second half of 

eighties and the stagnation in the international price of gold, such a study may find that stocks and not 

gold provide complete hedge against inflation.  

 

The issue of inflation hedge has also been researched in the context of stocks.   Varma (1991) 

compares the BSE National Index (Natex) which comprises 100 scrips with the Sensitive Index 

(Sensex) comprising 30 scrips and concludes that the Natex is a sluggish index which responds too 

slowly to market conditions.  Changes which are reflected in the Sensex on any day are completely 

reflected in the Natex only by the next day.  He finds that Sensex is more volatile than Natex.  He 

concludes for this and other reasons that those who follow the Natex because of its greater 

comprehensiveness and theoretical appeal may be mistaken.  The Sensex needs to be taken more 

seriously as a sound market index. 

 

The observed deficiencies of the Natex raise several disturbing questions for finance theorists and 

researchers.  Is the market for the less well traded securities in the market inefficient?  Do the scrips 

constituting the Sensex lead the other scrips?  If so, can this relationship be used to make extra normal 

returns?  Does the Bombay market lead other exchanges which are also represented in the Natex?  

These issues call for further research, especially since such questions have been raised by many, 

including the SEBI of late. 
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On whether SEBI has been successful in improving the functioning of Indian stock markets, the 

conclusions are mixed.  Francis (1991b), Barua (1993)).  Dhillon (1993), in his doctoral dissertation  

studies the regulatory policies of Bombay Stock Exchange (BSE) over a four year period (July 1986 - 

June 1990).  His findings show that regulatory authorities decide changes in their margin policy on 

the basis of market activity.  He finds that the margins are prompted by changes in settlement returns, 

price volatility, trading volume and open positions.  Granger causality results show that there is 

limited causality in the reverse direction:  margin changes do not affect returns, and have only a 

limited impact on price volatility, trading volume and open positions.  Event study methodology 

applied to daily margins show similar results, except that daily margin on sellers do not appear to be 

affected by market variables.  Further, there is also evidence of under margining leading to 

excessively levered positions, thereby increasing the insolvency risk.  The above results reveal that 

regulations through these instrument have had only a marginal impact on the dual objectives of 

controlling market activity and insolvency risk. 

 

Pandya (1992) observes that as a regulatory and development body, SEBI's efforts in the direction of 

investor protection are varied and unlimited.  The measures brought in by SEBI broadly cover 

measures for allocative efficiency in the primary market with fair degree of transparency, reforms in 

the secondary market for visible and mutual funds, regulation of various market intermediaries and 

above all for the protection of the investing public. 

 

Venkateshwar (1991) explores the relationships of the Indian stock markets as reflected by the 

Bombay Stock Exchange Index, vis-a-vis other prominent international stock markets.  23 

international Stock indices are used over the period 1983-87.  He concludes that there is practically no 

meaningful relationship between the BSE index and other international stock market indices, though 

the British and South Korean indices are inversely related to BSE.   

 

Raghunathan and Varma (1992a) point out that any comparison of the Indian stock market with those 

elsewhere must be carried out on a common currency base.  They find that in dollar terms, the 

SENSEX return over the 1960-92 period is only about 0.5%, while during the same period the returns 

in the U.S. (based on the S & P Index) and the Japanese (based on the NIKEI index) are 6.1% and 

11.4% per year respectively.  Over the twelve year period 1980-92, the dollar returns for SENSEX, S 

& P and NIKEI indices turn out to be 6.5%, 10.65% and 13.6% respectively.  For a shorter span of 

seven years, namely 1985-92, the returns for the three indices turn out to be quite comparable at 15%, 

13% and 14% respectively.   
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Very little theoretical work has been done in the field of equity valuation in the Indian context.  Even 

when some work has been done, it is a mere extension of the well known works of Modigliani and 

Miller.  For example, Raghunathan and Varma (1991) provide a reasonably comprehensive valuation 

model which captures most of the complexities and subtleties of real world.  The model is capable of 

supporting both the Gordon and MM type assumptions about the investment policy of the firm.  It 

allows for personal taxes with differential tax rates for dividends, interest, and capital gains.  The 

model also takes into account flotation costs on debt and equity.  Further, unlike other models which 

define capital gains as increase in the book value which in turn equals retained earnings, this model 

interprets capital gains as increase in the market value of the share.  Finally, the model is modified to 

take into account the fact that inflation erodes the real value of the firm's assets, particularly the net 

monetary working capital.   

 

Some of the other theoretical works on valuation pertain to the Indian debentures and bonds with 

unspecified conversion terms.  These are discussed under the section on the valuation of bonds and 

debentures.  

 

There are several empirical works pertaining to the pricing of equities.  Pandey (1981) examines the 

impact of leverage on equity prices and concludes that Modigliani-Miller hypothesis is not supported. 

 However, the risk proxy used in the paper, namely, coefficient of variation of net operating income, 

is highly questionable.  Zahir and Yakesh (1982) find the dividend per share to be the most important 

variable affecting the share price, followed by dividend yield, book value per share, dividend 

coverage and the return on investment, in that order. Balakrishnan (1984) also finds that the current 

dividend and book value per share are more important determinants of market price as compared to 

earnings per share and dividend coverage. 

 

Barua and Raghunathan (1990a) use the Gordon's dividend growth model to show that the prevailing 

P/E multiples in the Indian capital market around the second and third quarter of 1990 are on the 

higher side.  Sinha (1992) argues that the high P/E ratio observed in March 1992 is partly attributable 

to abnormally low earnings during 1991-92 and partly to the high P/E ratios of MNCs.  Even after 

adjusting for these two factors, he finds the P/E ratio to be relatively high.  
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Valuation of Bonds, Convertible Debentures and Market for Debt  

 

In developed economies, bond markets tend to be bigger in size than the equity market.  In India 

however, corporate bond market is quite small compared to the size of the equity market.  One of the 

main reasons for this is that a large part of corporate debt, being loan from financial intermediaries, is 

not securitised.  The picture however is undergoing a sea change in the last few years.  An 

increasingly larger number of companies are entering the capital market to raise funds directly form 

the market through issue of convertible and non-convertible debentures.  The deregulations on interest 

rates in the new liberalized environment is also resulting in innovative instruments being used by 

companies to raise resources from the capital markets. 

 

The book written by Sen and Chandrashekar (1986) was a compendium of rules, regulations and 

procedures for issue of debentures.  The articles by Atmaramani (1984) and Premchander (1989) deal 

with changes needed in the guidelines governing issue of debentures to ensure that the instrument 

becomes popular with investors.   

 

The work done by Kapadia (1981), Kapoor (1981), Sinha (1983), Chaudhury (1985) analyze the 

usefulness of convertible debentures (CDs) as an instrument for raising resources from the capital 

markets.  After stating that CDs have provided attractive returns to investors, Chaudhury identifies 

lack of liquidity and Sinha  identifies capital gains tax as two possible dampeners to CDs finding 

favour with investors.    

 

Barua and Srinivasan (1987b) and Barua and Raghunathan (1990b) examine the terms on which 

convertible debentures are issued to investors.  The former argue that the extremely low conversion 

price (in relation to the prevailing share price) was unfair to the existing shareholders of the company 

as it implied a forced transfer of wealth to new shareholders.  Barua and Raghunathan focus attention 

on the compulsory conversion of CDs into shares and argue that conversion ought to be optional so 

that CDs would acquire the features of a call option.  Both these lacunae in the terms on which CDs 

can be issued have now been removed under the guidelines prevailing today. 

 

Barua, Madhavan and Varma (1991) examine the case of CDs with unspecified conversion terms.  

Such securities, which were unique to the Indian capital markets, had become quite popular in the last 

few years of the eighties.  Analyzing a large issue of CDs with unspecified terms they concluded that 

while under normal circumstances one would expect the share prices to govern the prices of CDs 

(since the latter is supposed to be the derived security), if conversion terms are not specified, changes 

in the expectations about the conversion terms could start affecting the share prices through the 
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dilution effect.  Analyzing the issue further Barua and Varma (1991a) develop a theoretical model for 

valuation of CDs with unspecified terms and show that an investor in these securities cannot protect 

himself from both sources of risk: changes in the value of the firm and changes in the conversion 

ratio.  They finally argue that CDs should be allowed to be issued only on clearly specified terms.  

The new regulations require the issuers to specify the conversion terms clearly thereby removing a 

major lacuna which existed earlier.   

 

Raghunathan and Varma (1992b) examine the quality of credit rating being done by CRISIL.  They 

find that CRISIL's AAA ratings are not only not consistent with international rating norms but they 

are also internally inconsistent.  They also find that the qualitative factors listed cannot satisfactorily 

explain the inconsistencies found in the ratings.  Extending the work done earlier, Raghunathan and 

Varma (1993) find that a naive model of simply taking an average value of all the variables 

considered by CRISIL for rating provides a far more consistent rating of companies than the model 

that CRISIL may have used to actually rate the companies.  Based on the above analysis, they argue 

that there is a need to allow entry of private rating agencies to ensure that the exercise is done more 

meaningfully.  Sankar  (1992) also points out several flaws in CRISIL's credit ratings. 

 

An off-beat work in this area is done by Varma (1989) on valuation of special bearer bonds.  A 

valuation model is developed which extends the CAPM to take into account the risk of tax raids on 

holders of these bonds for unearthing black money.  The analysis shows that the pricing of all other 

assets relative to each other would be unaffected by the presence of black money in the economy. 

  

While a variety of work has been done on convertible and non-convertible debentures, in view of the 

sea change in the regulatory regime, a fair amount of past work is only of historical significance, 

providing little guide to what kind of  situation would prevail in the future.  This has become a very 

critical area of research in Indian capital markets. 

 

Barua et al (1994) undertake a comprehensive assessment of the private corporate debt market, the 

public sector bond market, the Government securities market, the housing finance and other debt 

markets in India.  The paper is mainly a diagnostic study of the state of the Indian debt market, 

recommending necessary measures for the development of the secondary market for debt.  It 

highlights the need to integrate the regulated debt market with the free debt market, the necessity for 

market making for financing and hedging options and interest rate derivatives, and tax reforms.  
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New Issue Market and Merchant Banking 

 

There is a paucity of research done in the new issue market in India.  What is worse is that much of 

whatever little work has been done, dates back to the late 1970's and early 1980's prior to the 

qualitative transformation that took place in the Indian equity markets in the 1980's.  Moreover, the 

advent of free pricing in 1992 has changed the dynamics of the new issue market almost beyond 

recognition.  All this means that the bulk of the work being reviewed here is of doubtful relevance in 

today's context.   

 

It also means that the new issue market is one of the areas where substantial research needs to be done 

in the years ahead.  One redeeming feature for researchers in this field is the vastly improved quality 

and coverage of commercially available databases.  Data which earlier had to be painstakingly pieced 

together from hundreds of prospectuses is now available in machine readable form.  This would, we 

hope, spur an increasing amount of research on this important area. 

 

From an academic point of view, the most significant work in the field of new issues in India is that of 

Gujarathi (1981) who examined the question of the risk adjusted return in the new issues market.  As 

in all studies of new issues, the difficulty of estimating the risk (beta) of newly issued securities forces 

Gujarathi to use a complicated methodology for arriving at the risk adjusted return.  His conclusion is 

that investors in the new issues market in 1970's earned an extra normal return of nearly 2½% per 

month! 

 

Khan (1977, 1978) studied the role of new issues in financing the private corporate sector during the 

1960's and early 1970's and concluded that new issues were declining in importance.  He also showed 

that with underwriting becoming almost universal, institutions like the LIC and the UTI were 

becoming major players.   

 

Jain (1979) shed more light on this question with an analysis of UTI's role in the new issue market.  

He argued that UTI looked at underwriting as a method of acquiring securities at low cost rather than 

an arrangement for guaranteeing the success of new issues.  In the context of the rapidly changing 

structure of the merchant banking industry in India today, a deeper analysis of the motivations and 

strengths of different players would be highly useful. 

 

Chandra (1989a) and Varma and Venkiteswaran (1990) critically examine the CCI guidelines for 

valuation of shares and point out that the CCI's methodology is fundamentally flawed. With the 
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abolition of the office of the CCI, the issue of pricing using the CCI methodology has however 

become redundant.  

 

Anshuman and Chandra (1991) examine the government policy of favouring the small shareholders in 

terms of allotment of shares.  They argue that such a policy suffers from several lacunae such as 

higher issue and servicing costs and lesser vigilance about the functioning of companies because of 

inadequate knowledge.  They suggest that there is a need to eliminate this bias as that would lead to a 

better functioning capital market and would strengthen investor protection.  With proportional 

allocation being advocated by SEBI, a shift in the policy is already evident.  However, there appears 

to be some re-thinking on proportional allocation after the recent experiences which clearly 

demonstrate that such a policy could result in highly skewed ownership patterns.  

 

Much of the work in the field of merchant banking is descriptive in nature.  Dhankar's book (1986) 

deals with procedural aspects of merchant banking.  Verma's book (1990), on the other hand, deals 

with organization and management of merchant banking function.  

 

Bhatt (1980) makes certain general observations on the merchant banking function.  According to 

him, the most important merchant banking functions are promotion, financing and syndication of 

loans for projects in the country including for foreign collaborations; investment advisory services, 

investment management and advice on joint ventures abroad.  Such merchant banking institutions can 

also assist non resident Indians in investing their funds in shares of new companies in India, bonds, 

securities etc.  

 

Agrawal (1980) stresses the need to redefine the  underwriting function.  He underscores the need for 

distinguishing underwriting from investing.  In his opinion such a distinction does not exist in India.  

 

Saha (1988) argues that the strategy of merchant bankers should not be to develop an instrument for 

raising capital from the market, but to develop a process that makes creation and delivery of the 

instruments possible in accordance with the pace and requirements of the issuers.  

 

Trikha (1989) highlights the lack of professionalism of the merchant bankers in India as regards their 

attitude towards the investing public.  The concern has become even more relevant today.   

 

None of the papers concerning merchant banking are rigorous in terms of analytical investigation of 

the merchant banking industry.  With the opening up of the Indian economy, merchant banking is one 
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activity which would become crucial for sustained economic development.  This is one area therefore 

where concerted research is required. 

 

Market Efficiency 

 

Three types of informational efficiency (weak, semi-strong and strong) have been well identified by 

researchers in the field of capital markets throughout the world.   

 

Weak efficiency states that current prices fully reflect all the information contained in the history of 

past prices and denies the utility of charting and technical analysis.  This issue has been researched in 

India over a long period and the overwhelming preponderance of evidence, for example, Barua (1980, 

1987); Sharma (1983); Ramachandran (1985); Sharma and Kennedy (1977); Gupta (1985) is in 

favour of weak form efficiency.  There have been only a few studies (Kulkarni (1978) and Chaudhury 

(1991a,b,c)) which did not support the weak efficiency hypothesis. 

 

In the light of the above evidence, the results of Bhat and Pandey (1987) appear paradoxical.  On the 

basis of a questionnaire survey, they conclude that the users and preparers of accounting information 

in India do not believe that the market is efficient in any of its three forms. 

 

Bhat (1988a) studies the relationship between the regional market indices in the Indian stock market 

over the period 1971-85 using monthly data.  He finds that the regional price indicators respond 

immediately to the all India index, but cautions that his study is not adequate to conclude the 

existence of an integrated national market. 

 

Semi strong form of efficiency deals with the speed with which publicly available information is 

assimilated by the market and incorporated in market prices.  The evidence on this issue is mixed.  

 

Subramaniam (1989) found that in the case of political events, the market appeared to respond more 

efficiently to events whose impact on share values was characterized by low complexity and high 

clarity.  The market seemed to have difficulty with ambiguous and complex events.  Ramachandran 

(1985) and Srinivasan (1988) found that the market was by and large efficient in responding to the 

information content of bonus issues and rights issues respectively. 

 

A closely related question is the extent to which share prices reflect (publicly known) fundamentals.  

Dixit (1986) shows that dividend is the most important determinant of share prices.  This is consistent 

with standard theories of fundamental value.  However, Barua and Raghunathan (1990a), Sundaram 



 

 
 
 13 

(1991) and Obaidullah (1991), Sinha (1992)  cast doubts on whether the observed price earnings 

ratios are consistent with fundamental factors like dividend growth and payout ratios. 

 

Another related question is whether the pricing in Indian markets is consistent with the risk return 

parity postulated by the Capital Asset Pricing Model (CAPM).  While Varma (1988) and Yalawar 

(1988) provide evidence in favour of the CAPM, Srinivasan (1988) argues that the CAPM 

relationship holds only in the long run.  The validity of the CAPM is important as many tests of the 

efficient market hypothesis implicitly assume the validity of the CAPM.  More detailed tests of the 

CAPM and also of the competing Arbitrage Pricing Theory are important areas for future research. 

 

Barua and Raghunathan (1986) provide evidence of the systematic mispricing of convertible 

securities in violation of the risk return parity and argue that this represents an arbitrage opportunity.  

Though this paper provoked a heated debate on whether the arbitrage opportunity was really risk free, 

the mispricing of convertible securities remains an unexplained anomaly. 

 

Regarding the behaviour of interest rates and fixed income securities, there is hardly any research yet. 

 Interest rates have been progressively freed since 1991 but the transition to a total free market regime 

is likely to be complete only by the mid 1990's.  The study by Nachane (1988) of the few interest rates 

that have historically been subject to some extent to market forces assumes significance in this 

context.  Nachane found that the market for lendable funds as reflected in the call market rate, bazaar 

bill rate and the SBI Hundi rate is inefficient.  The Fisherine hypothesis that interest rates reflect 

anticipated inflation is also rejected. 

 

The third form of market efficiency (strong from) asserts that even inside information which is not 

publicly available is reflected in market prices very rapidly.  This hypothesis is usually tested by 

evaluating the performance of mutual funds whose managers can be expected to have some degree of 

inside information.  The research in this field is discussed in a separate section of this review. 
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Dividends, Bonus & Rights Issues and Rates of Return 

 

In a unique work of its kind, L.C. Gupta (1980, 1981) examines the characteristics of the rates of 

return on equities in the Indian capital market for a fairly large sample of 276 companies over a 

sixteen year period from 1961-76.  He concludes that the rates of return provided by equities are 

unsatisfactory because: a) about 20% of returns for various holding periods are negative, b) the 

returns provide only a partial hedge against inflation, c) the fluctuations in returns even within a year 

are large enough to conclude that timing of transactions decisions have significant bearing on realized 

returns, d) the risk is considerable even when investment is made in a portfolio of securities and for 

long periods of time.  While the study is an important milestone in research in Indian capital market, 

given the equity cult that started after forced dilution by MNCs because of FERA in the late seventies 

and the rise in the equity returns since the second half of eighties, the conclusions of the study are 

unlikely to be valid now for the Indian market.  A comprehensive study of that kind for the more 

recent period is called for. 

 

Gujarathi and Srinivasan (1980) discuss the issue of discount coupons being distributed, particularly 

by textile mills, for purchasing the products of the companies.  They argue that such coupons are akin 

to payment of (disguised) dividends which would not be taxed.  Srivastava (1984) does a cross section 

study of 327 companies for the year 1982-83 to conclude that high dividend rates are associated with 

higher market prices of securities.  He therefore states that the famous Modigliani-Miller Model that 

dividends have no impact on share prices is not applicable in the Indian context.  The analysis suffers 

from several limitations, the most obvious being the fact that had the researcher examined the 

relationship between earnings and dividends, he would have in all likelihood found that the higher 

dividend paying companies are also the ones with higher earnings.  Unless the hypothesis of spurious 

relationship between prices and dividends because of both being related to earnings is examined and 

rejected, the conclusion of the study would be suspect.  Dholakia and Bhat (1986) attempt to 

decompose the riskiness of shares into risk in dividend and risk in capital gains.  Their study suggests 

that there is a negative relationship between dividends and capital gains.  

 

Research on bonus issues has dealt with two main sets of issues: (a) the bonus policy and the post 

bonus dividend policy of companies, and (b) the efficiency with which the stock market assimilates 

information about bonus issues. 

 

Gupta (1991) argues on the basis of a study of 25 large companies over a ten year period that bonus 

policy of companies is characterized by low bonus, irregular intervals and inconsistent policy.  This is 
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an area which needs further study as Gupta's sample is too small to arrive at any definitive 

conclusions.  In fact, we know too little about how companies decide on bonus issues; certainly, we 

know less about bonus policy than about dividend policy. 

 

There is considerably more work on the post bonus dividend performance.  Academics have long 

argued that the real significance of bonus issues is that they signal management's perception of higher 

profits and dividends in future.  Early studies by L.C. Gupta (1978) indicated that a third of the 

companies did not raise the dividend quantum and that significant number even reduced the dividend. 

 Gupta, in fact, cautioned investors not to be carried away by the speculative fervour surrounding the 

bonus issue.  Later studies, however, present a very different picture.  Sarma (1993) shows that during 

the period 1977-1988, an overwhelming majority of the bonus issues were accompanied by increased 

dividend quantum in the bonus year itself.  The range of increase was also large and in many cases, 

the old dividend percentage was maintained on the enlarged equity base.  Sarma's study also indicated 

that the bonus per se has no effect on the share value and supported the view that bonus merely 

signals higher future profits and dividends. 

 

There is considerable evidence to suggest that the market assimilates information regarding bonus 

issues rapidly and efficiently.  In an efficient market, the share starts rising in anticipation of the 

bonus announcement and completes its rise immediately after the announcement.  Ramachandran 

(1985) and  Ramachandran (1992) both provide evidence that this is so.  Obaidullah (1992) also 

concludes that there is no evidence to suggest that learning lags exist or that the assimilation of 

information is slow. 

 

Rights issues made below market prices are similar to bonus issues in some respects.  In fact, a rights 

issue at a discount from the market price can be decomposed conceptually into a bonus issue and a 

rights issue at market prices.  Hingorani (1978) analyses the value of rights shares and illustrates the 

advantage derived by the investor. 

 

Srinivasan (1993) studied the efficiency of the market in assimilating the information content of rights 

issues and concluded that the market was by and large efficient. 

 

One unresolved issue in the field of rights and bonus issues is the price correction on the ex-bonus and 

ex-rights days.  While these corrections are not equal to the theoretical corrections, the issue is 

complicated by tax arbitrage considerations and by liquidity effects.  This unresolved anomaly 

deserves fuller study. 

 



 

 
 
 16 

Barua, Madhavan and Raghunathan (1987) show that the beta coefficient of a security, when returns 

are measured using discrete time frame, vary with the length of the period used for computation for 

returns.  The systematic risk of a security if such a method is used would therefore depend on the 

assumption about the holding period of investors. 

 

Rao and Bhole (1990) have examined the real rates of return on equities in the Indian market for the 

period 1953-87.  They conclude that equities provide only a partial hedge against inflation.  While the 

long term real rates of return are positive, during periods of extraordinarily high inflation, the real 

rates of return are negative.  The study would have been more useful had the returns provided by 

bullion also analyzed for the same period.  It would also have been useful to break up the long period 

into sub-periods to determine whether the behaviour of returns was different for different sub-periods 

and whether reasons could be ascribed for any observed differences.  As observed earlier in the paper, 

as the Indian stock market has been booming in recent years, the conclusions for a more recent period 

could be quite different from the conclusions reached in the study. 

 

Ignatius (1992) has done an interesting study comparing the returns in the BSE with those in the 

NYSE.  He finds a mildly significant weekend effect in the returns on equities in India as well as 

seasonality in return, with the month of December providing significantly higher monthly return.  

Overall, the return patterns in the BSE and the NYSE appear to be similar.  A more rigorous study of 

this kind involving other markets would be very useful at the present juncture when the Indian market 

has been thrown open to investment by foreigners, since such a study can assess whether there could 

be gains from portfolio diversification through investment in the Indian capital markets. 
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Performance and Regulation of Mutual Funds 

 

The first close ended mutual fund was floated in the Indian capital market just over seven years ago in 

September 1986.  Today, there are more than 130 schemes in the market and the last few months have 

witnessed the entry of private sector in this fledgling industry.  Given the brief history, it is hardly 

surprising that there is paucity of research on Mutual Funds.  One of the earliest empirical research in 

the area was done by Barua and Varma (1990).  They examined the performance of Mastershares, the 

first close end Mutual Fund, both in terms of NAV and market prices.  They found that though in 

terms of NAV the risk adjusted performance of Mastershares was superior to the market, in terms of 

market prices the performance was inferior to the market.  The initial work was refined in the 

subsequent paper by the same authors (1991b) which concluded that the performance of Mastershares 

from the point of view of a small investor (whose equity investment would primarily be in terms of 

holding of Mastershares) was poor while from the point of view of a large investor (for whom 

Mastershares would be one of the securities in the portfolio) the performance was excellent.  The 

research raised an interesting issue about the purpose of mutual funds: if they are meant primarily for 

small investors, then Mastershares have failed to serve the purpose.  In another paper Barua and 

Varma (1993b) have examined the relationship between the NAV and the market price on 

Mastershares.  They conclude that market prices are far more volatile than what can be justified by 

volatility of NAVs.  The prices also show a mean reverting behaviour, thus perhaps providing an 

opportunity for discovering a trading rule to make abnormal profits in the market.  Such a rule would 

basically imply buying Mastershares whenever the discount from NAV was quite high and selling 

Mastershares whenever the discount was low.   

 

The earliest work on evolving a regulatory framework for the fledgling industry was done by Barua, 

Varma and Venkiteswaran (1991).  Drawing heavily on the regulatory framework for operation of 

mutual funds in the U.S.A. (Investment Company Act of 1940), the authors proposed detailed 

guidelines that could be adopted for mutual funds operating in the Indian capital markets.  

The other papers on mutual funds are descriptive in nature and conjecture about the future scenario in 

the Indian capital market.  Vidhyashankar (1990) concludes that mutual funds would emerge as the 

predominant instrument for savings by the household sector by the turn of this century.  Mahendra 

(1991) reaches a similar conclusion when he states that mutual funds would dominate the Indian 

capital markets.  Bal and Mishra (1990) conjecture that mutual funds would play an important role in 

developing the Indian capital markets. 
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In conclusion 

 

In a broad ranging review of this kind, no amount of care usually suffices to save the authors from 

being found guilty of omissions - even glaring omissions.  We tried to exercise as much care as 

possible to ensure that we did not miss any research done after 1977 on the Indian capital markets.  

Some omissions are bound to have occurred because of reasons beyond our control.  Though we put 

in fair amount of effort in identifying all relevant institutions, it is possible that we perhaps did not 

write to all institutions engaged in research on the Indian capital markets.  Since only 53 institutions 

responded out of 118 institutions we wrote to, it is quite possible that some unpublished research 

works have not been included in the works reviewed.  We can only regret such omissions.  We would 

be grateful to the readers of this paper if they bring to our notice such omissions so that we could 

make the coverage more comprehensive in the next update of the paper.  

 

On the basis of the exercise undertaken by us, we consider it obligatory to make some brief comments 

on the state of capital market research in India.  

 

Certain areas such as arbitrage pricing theory, option pricing theory, agency theory, and signalling 

theory are virtually unresearched in the Indian context.  Besides, very little theoretical work has been 

done by researchers in India.  

 

A major malady with which most of the works suffer from is the lack of referencing.  Unlike in the 

more developed research environments where any academic work can be traced back to the origin by 

following the references backward in time, each piece of research in India is more or less a stand 

alone piece.  It is not unusual to come across papers without any references whatsoever!  Where 

references exist, they are often incomplete, besides being only cosmetic (not quite relevant to the 

work), so that it may be virtually impossible to find a common thread across different works.  The 

situation is hardly helped by the fact that journals in India are seldom refereed in the true sense of the 

word.   

 

Considering the size, vintage and the extent of development of the Indian capital market, the total 

volume of research on it appears to be woefully modest.  For example, the total number of research 

works (each book, dissertation or paper counted as a work) over the 15 year span (1977-92) for 118 

potential research institutions is only 180 - about 0.1 unit of work per institution per year!  A large 

number of works are merely descriptive or prescriptive without rigorous analysis.  If one were to 

apply a strict definition of research, one may have to exclude about half of the works cited in this 
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paper.  Further, not only is the average research output very low but the distribution of work done by 

the institutions and individuals is highly skewed.  To some extent, this skewness might have been 

exacerbated by the fact that the authors of this paper have had more complete access to the works of 

their own institution as compared to other institutions.  The main reason as to why Indian capital 

market is grossly under-researched is perhaps because of lack of availability of databases and 

computing resources.  Both these limitations are being removed and we are optimistic that one is 

likely to witness an explosion of work in the near future.  The current interest of foreign investors in 

the Indian capital market, if it is sustained, would also help give a fillip to research.  
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