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THE PROVISION OF CAPITAL TO STOCK EXCHANGE

LISTED COMPANIES

Darin C. Gunesekera

| [Many senior personnel in the private and public sectors have advised the authur though sole
“Vresponsibility, for the opinions expressed.in this article,is that of the author. The author was
the founding Secretary General of the Colombo Stock Exchange. He-directs the Wiros Lokh
Institute, for autochthonous Economics and Policy Research.

This papaer utilises material made avai-

 lable elsewhere recently()so as to high-

light certain problems that exist in the
Sri Lanka Stock Exchange Market and
our methods of financing enterprises.

Background

The Sri Lanka Stock Exchange was
brought under the aegis of public direc-
tion only after the passage of the Secu-
rities Council Act in 1987. From 1982

" upto that point there was a Stock Ex-

change bringing a wider and public ran-
ge of interests to bear on the market. In
the period from 1981 onwards, there
was public promotion, at least in inten-
tion, of the Stock Market. Prior to that
the market was run as a private club.
The traditions and personnel of the mar-
ket date largely from that early peiriod.

The Share Market began after the crea-
tion of companies by law'in Sri Lanka
about five years after such legislation
was introduced in England. By 1977 the
local commodity brokers and agents
who handled the export commodities
were also handling sufficient volume of
shares to organise into an informal asso-
ciation called the Calombo Brokers
Association. The share ownership com-
prised largely British colonials and Lon-
don Stock Exchange investors. From
the mid 1950s to 1981, the volume of
transactions déclined and the ownership
of companies concentrated. These mat-
ters have been dealt with by the author
elsewhere in greater detail.

Stock Market Companies

1. In the publications noted _abovesz) de-

tailed material on the 167 companies lis-
ted in the Stock Exchange on March 31
1984 were given. The companies whose
businesses had been nationalized, such

as the Estates, were excluded from these
studies. This paper utilizes this data in
the discussion that follows.

This means that our discussion is bias-
ed towards recent events; for only 38
(ie. 22.8%) companies of the 167 were
incorporated prior to 1948, Indeed, 83
of the companies had been brought into
the Stock Market following the new
promotional measures in the eighties.

The paid up capifal of the listed com-
panies amounted to Rs.6,256.8 million
distributed into mainly Manufacturing
37.8 percent; Hotels 32.1 percent; and
Property Development 18.2 percent.
The concentration in the largely capital
intensive hotels and property sectors is
clear. It should be realised that under
Sri Lankan practice, in contrast to prac-
tices elsewhere, especially our commer-
cial neighbour India, capital issue is not
the same as the cash payment to the
enterprise. Our practices allow initial
share issues for items such as promotion
or lease that suffer loose quantification.
It is also possible to revalue assets, make
a book entry into reserves and to issue
shares against such reserves to existing
shareholders, These amounts also appear
as issued capital, Therefore it may be
prudent, at this preliminary stage, to im-
prove estimates by reducing the amoun-
ts of bonus issues from issued capital.
Rs.386.6 million bonus shares had .been
issued of which Manufacturing account-
ed for Rs. 262.5 million,

Capital

From the point of view of the provi-
sion of capital, 30.9 percent came from
foreigners and should be regarded as
Trade Investments rather than Portfolio
or Share Market Investments as the capi-
tal really serves further interests than

1. Dr. Darin C.Gunesekera and D.L.L.P. Jayawardena, Preliminary data analysis of stock ex-
change listed company ownership and provision of capital SLAAS Annual Sessions,

December 1988.

A more complete treatment of the survey data will be available in D.L,L.P.Jayawardena's

Jorthcoming book from Sathosa Printers,
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market shareholding. Statutory bodies
held 19 percent, and 8.4 percent was
held by government and associated bod-
ies. Domestic private investors held 37.2°
percent of the issued share capxtal as sta-
ted at the outset. But this is not the ac-
tual market.amount. The primary mar-

- ket for shares may be defined to be the .

. amounts raised by public offer. Only
Rs.1 466 1 million had been raised by
primary offer to the public (a much lar-
ger amount had been offered) and Rs.
541.6 million by way of rights offers to
shareholders.

These sums of money are small and
need to be tempered with the fact that
the 167 companies accounted for only
47,341 jobs. This incidently amounts
to an issued capital, of various vintage
Rupee of Rs.128,000 per job. This is
a high per job cost both in terms of the
national economy and by general do-
mestic company standards. It suggests
that the quoted companies are the high
capital intensity end of the Sri Lankan
commercial sector. This actually con-
firms Economic Logic. The Stock Mar-
ket was being promoted by tax measu-
res that made cost of capital low and
provided Government enhancements to
- increase returns to capital. So we diver-
ted national resources into this market
where capital intensity — generally spea-
king imported machines and modern
buildings - was much higher.

The loans granted these companies
amounted to Rs.4.53 billion, of which
43.4 percent was foreign agencies and
foreign banks; while 40.4 percent was
from governmental sources. The rest
were from in-group companies, direc-
tors, local private banks, and finance
companies. The debt equity ratio of
manufacturing, the largest debtor, was
.83. These amounts relate to loan capi-
tal as disclosed by the companies. It is
not equal to the total bank liability to
equity position,

- In Sri Lanka, bank short terxh. loans

and advances to.these enterprises are,

of a fairly permanert nature and are
given against security of liquid assets or

other mortgaged assets. There is there- .

fore a case to include these with loan
capital, which would make the Debt
Equity ratio very much higher.

~ Ownership

Nine of the listed companies were clo-
sely affiliated in ownership to other lis-

ted companies. The gross number ot

. shareholders was 88,859 with 40.1 per-

cent in manufacturing and 30.4 percent
and 8.9 percent in Hotels and Property,
respectively. However, on glancing
through the lists of shareholders of the

;ompanies. it appedred that certaia com-

»anies had fewer than twenty sharehol-
ders in total. Therefore the percentage
of shares held by the largest twenty
shareholders was ascertained.

No distinction was made as to whether
the shareholders were distinct entities or
close relatives or one owning the other,
as-may be the case with corporate share-
holders. This will be considered at a
following stage in so far as shareowners
of the same address may be lumped to-

- gether. In the case of 51 companies.the

top twenty held 90 - 100 percent of the
issued shares and in a further 50 compa-
nies the holding was 80 - 89 percerit. In
75 percent of the listed companies, the
twenty largest individually listed share-

" holders owned more than 70 percent of

the shares. In only 4.7 percent of the
dases did the top twenty hold below 50
percent. As the name and address lists in

the data suggest' the twenty top holders’

are largely related in business, family or
by power of attorney or constitute the
existing ‘directorate; and. this depiction
is consistent with the increasing concen-
tration of shareholding suggested above,
The data is also consistent with the
model constructed by the author and
referred to elsewhere.

It was noted that a modification of
this data should be made to take into

account certain features of these com- -

panies when interpreting the data, These

features are those peculiar to new com-

panies as the greater weight of promg-
ters’ shares and shares issued in-lieu of

- initial services. However, even taking

these factors into account the concen-
tration depicted above is hardly lessen-
ed,

It was interesl;ing to notethat several
companies did not possess even 20

shareholders, This was without any test
of whether the persons were indeed

_seperate persons without relationships

or ownership amongst them. It was thus
clear that the Stock Market’s own Rule
orownership must be in gross violation.
The Rule is that 20 percent of shares

‘must be with the general public

By all standards abroad - developed
and underdeveloped - the above is not a
situation that can be called a Stock
Market. By way of comparison in an
underdeveloped country of our:. gene-
ral level of development, India, share-
Lolding of companies is in the millions
(even of Bombay only situations) and

40 percent is the minimum general pub--

lic holding. The term general public is
stringently defined and applied.

Change A

This situtation demands change. The
agents of change may inquire why this
situation. arose. The reason lies in the
role of Banks. The Banks have been
lending short term but permanent in
practice to the quoted companies with-
out demanding Share Capital increase,
This. is particularly clear when one notes
the poor position of paid in share capi-
tal at the commercial private banks
themselves. As they had been not asking
for fresh subscriptions as the balance of

ownership on their own Board, for ins- -
.tance Hatton National Bank Ltd., at the

date of this survey, would be disturbed
as all could not meet such cash deman-

" ds, they could hardly force borrowers to °

raise owners’ paid-in-capital.

The solution proposed by. the: Stock
Exchange project was to give the Banks
an interest in expanding companies’
capital base. This meant a financial re-
ward in this business, They brought
banks in as broker-dealers in the Stock
Exchange. The Finance Ministry and
Central Bank’s Governor at. the time dis-
allowed it®Yand the Commercial Banks
withdrew from the' project. However, it

should be recorded that all the four Sr

3. A senior Chartered Accountant who has advised many of these companies informed me as

follows. ““The printed Rule states that 20 percent shares must be offered to the public. It -

does not state that this must be taken up nor that it must be continued after listing is

given. The matter of what constitutes “offer’ was much debated foliowing Central Bank

Governor Tennekoon's ruling on the transfer of Hatton National Bank shares. Events over-

look any final conclusion, Presently (1989) thése Rules are required to.be considered as

Guidelines. The rationale is that the present situation is in a stage of growth and flux. One
s remined of the motorist in Rome ‘traffic lights are advisory’ he told the policeman.

4. For reasons not concerning the Stock Market listed companies,
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Lankan commercial banks at the time
did join the ptroject and thus signalled
their own acknowledgement of the situ-
ation and their desire'to make things
progressively better.

Foreign

Looking over the above data, it is clear
that the major function of the Stock
Exchange has been the facilitation of
Foreign Investors. It enables foreign in-
vestment in share and loan Capital - the
dominant amount - to be combined
with similar Government contributions
in government approved fields and ven-
tures. Domestic private sector collabora-
torsr. purchase or receive a share as well.
The usefulness of the market is to ena-
ble a continuous evaluation of the stake
in Sri Lanka for the mvesting organisa-
tion and in setting a fair price at point
of sale{S)Proceeds of Stock Market share
sales and dividends are remittable and
are of financial *‘seniority” at a time of
applying foreign remittance restrictions,

Individual consideration of the largest
companies makes thi§ clear. Shaw Wal-
lace, largely foreign owned, relies on a
good dividend (100% in recent years) to
reward owners. Such rates would not be
a reasonable strategy for a purely do-
mestic broad based company. Ceylon
Tobacco and Reckit and Coleman have
a well over 80 percent foreign partner
ownership. Where Ceylon TFobacco is
concerned, there is a ready demand for
its shares, The 93 percent British Ameri-
ca Tobacco foreign holding must be
attributed to a desire for return by way
of dividend rather than gain through
managerial practice.

In highlighting these features, it is my
intention to make the evolut;on, prac-
tices, personnel, attitudes®)and so on at
the Stock Bxchange more understanda-
ble. An economic situation may or may
not be good depending on the viewpoint
and development strategy. To unders-

tand an economic situation is not to.

make such a judgement but to see why
aspects that may not be logically ob-
vious are .being compelled to be that
way.

elmpany - in AfRIed through ownexslup of its shares. The list of
- ilnfe owncmﬁ slipintained by the Company's Secretary, who is
v fjb,. file this list with the Registear of Compenies.
. m W deals primarily with matters relating to shares

m ghre. om Persons acquire shares by way of initial issue
of. mm iasues of shares by sale, distribution of shares

o 2 Dol {0 shazeholders, by way of Rights offered to shareholders
: a_pnmhauor tmufer of shares from an existing owner.

B '!‘hmundhthe sense of Finance Capital. It Is usualiv divided
- inf-Loan Copiisi asid Equity Capital. Loan Capital is long term Lia-
* gility ‘on'Loapd.: Equity capital is the sum of Issued shates at their
‘- Wil gobeived. by'the Company and Reserves. The reserves of s com-
va&.m in two accounts. Eagned reserves are actually
M‘iﬂllﬂll profits whete the company received inoncy
e m mm nins of an accounting nature as when asse!s are

<+ ‘l,l-

WM# il& aqm M for already issued stocks, Only brokers ur cea-

~with the exchange may do nle/puxchase at the L x
iohang +:1987, no transfers of awner.” i) in.companies iisced
lt e C’olemhn Exchange can take place outside it. Ihis is 2 law
lmdnw Y0-Sdi. Lanka. In other countries réstrictions on salespuriha-
.= e limmd t0 tbose lmposed by ..ompamu 8t their secietarioy’

’ ,mql companies. These aiv companies whose shares

: ;fot $spding on the exchange. The normal piinciple is
M.W muat be available for sule to anyone equally. How-
uﬁ. we: protpet dur-foreign investor groups from hustile tactics -us-

- my » No issued share may be sold 10 & foreigner with-

R 11 ) 100 percent Penalty tax on the value of the transaction. * his
o Mﬂym replacement or substitution of forvign partners.
3 '};Ahn F‘W the-addition o aew foreigm partnecs without awcep

v .- piles bysteting foreign investurs. It is this rule, als unique - Sti
T m M ﬂu our exchange essentially a vehivie fis; Qureipn in-
" - yitors The, artice shows that tae attractions hawe workse 1a =utt-

Iy In foraign Tavestment. Qur exchange also permnfas rastric s on
shte salos to groups wishing to gamn control of conapuntics unhb« jr.

the US. type exchanges where this is encouraged. There exists tiwese
two views as to whether changes in contio] are good or bad, Practi-

cally, Jistod. ompanies in Colombo are very much morx difficult to

: talkg-over-than in other reported markets. Share ownerskip . aflects

EDTRN mz eumm legislation a 100 percent transfer tox Jp;lies
e mmumddaummnum‘k.ﬂow:uabau-

. "oy che-Ruiatfer ax on shares is being concemoiated though the
' n: on umiofm to ron-nationals wu cuntinue,

S. .Upon passage of money and shares the deal is walid by law and acceptablefar all purposes.
Certain companies contain Articles requiring share ownership transfer to be further appro- -
ved by its Board, But stock exchange market price Is accepted. muthermnform

ful serutiny of thiz process.

6. Relative degree of new investor search, for instance, Unlike my developing countries we
* do not have door to door salesmen of shar:s. Another is dress, speech and business style
in which this sector is guided by the senior foreign companies in this country.
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