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zgﬂhe Colombo Stock Exchange can
look back on ayearin which positive ele-
ments held the upper hand. Price trends
on the Stock Exchange were highly
satisfactory. The Colombo Stock Ex-
changes' All Share Price Index regis-
tered a gain of 204.90 points. This was
the largest annual gain ever made.
Despite the Stock Market boom and
government measures inducing com-
panies to go public, the number of listad
companies and issuing activity has still
not gathered momentum, Thus pointing
to the fact that the private sector is still
noticeably hesitant to engage in equity
financing. See Tabel |.

Both Capital increases by way of
rights issuas and new listings have still
notshown a significantgrowth, see table

agerat the-BartIeet Mallory Stockbrokers (Pvt)ltd |
for the Su day Times (for the past two years). His

sues have started to pick up. In the past
one month or sotwo new issues, namely
Ceylon Oxygen Ltd. and International
Tourists & Hotelliers Ltd. (Beach Hotel
Bayroo) were oversubscribed in less
than a week from the date of offer. It is
worthwhile to note thatthe share market
which remained dormant in the 1970's
foliowing the then government's ‘na-
tionalisation policy’ which took effect
with the Land Reform Law of 1975 and
the subsequent state acquisition of
quoted companies owning a large
number of tea, rubber and coconut
estates, began to show signs of opti-
mism as early as 1983. In this year
alone there were twenty five. new issues
and atotal quantity of 170 million shares

valued at Rs. 1.7 billion were issued for
public subscription. The largest offer so
far attempted on the Colombo Stock
Exchange was Rs. 383 million, by the
Pelwatte Sugar Co Ltd. One likely rea-
son for the rise in shareownership since
1980is the high level of confidence, due
to the strength of the economy and
personal finances of individuals. But
one should not forget that investments
in shares must compete with savings.
However there is a growing acceptance
of shares as a key part of many savings
portfolios. It is for this reason that the
Stock Exchange considers that the con-
duct of a fair and orderly market re-
quires every listed company to make
available to the public, information
necessary for informed investing; and
to take reasonable steps to ensure that
all who invest inits shares enjoy equal
access to such information. In this re-
gard the exchange has specific policies
concerning disclosure embodied in the
Colombo Stock Exchanges' Rules &
Regulations under the heading corpo-
ratedisclosurepolicies insection 8. While
Sections | & Il of the same document
enumetates aspects concerning Crite-
ria for Admission and Continuing Listing
Requirements.

It may be pertinent to state here that
companies want to be quoted on the
stock exchange for several reasons. In
the Report on the Survey of Public
Quoted Companies of Sri Lanka 1984
by D. L. L. P. Jayawardane of the De-
partrnent of Registrar of Companies the

IL. Table |
. ) Perlod of Quotation Number Quoted Percentage
In relation to the upward momentum in 104 ”7 “ss
price trerids and higher market capitali- prrdigran p 3131
i ' i 52.19
sation the growth of both nghts_ Issues }3;3:2 :ﬁ 93 2
and as well as New Issues remains low. _ 4
Ifthe marketis to show sustained growth Total 182 100.00

with price spreads more evenly distrib-
uted relative to value of individual stocks
then there must be a growth in New
Issues to justify higher market capitali-
sations. Nevertheless, a perceptible
improvement in the situation has been

Source: Dept. of Registrar of CO@pames.CSE Annual Report, CSE Fact Book several issues.

Table il

Rights Issues, New Issues during the period 1988 to 1990

visible in the last few months. New Is- Year Rights Issues No.of Companies  NewListings  No. of Companies
1988 320,373,610 12 T 79,462,500 8
— . 1989 90,696,350 7 140,000,000 2
The opinions expressed are the 1990 494,903,516 12 7,000,000 1

writers own and does not refiect the .
views of the organisation he works for.

Source: CSE Annual Reports 1988 and 1989, CSE Fact Books several issues.
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following are cited as some of the rea-
sons for obtaining a Quotation. Accord-
ing to the findings of the survey, “The
need to raise part of the capital” has
been given by over a third (38.9%) as
theprincipal reasonthatinfluenced them
to seek a quotation. The second high-
est proportion of companies which ob-
tained aquotation was influenced by the
ideas of ‘obtaining a ready market value
for their shares'. The proportion of
companies adducing this reason wasin
the region of 20.4%. While 16.8% of the
companies sought a quotation with a
view to broadbase the share structure in
order to bring share ownership within the
reach of the common man. Financial
and tax incentives available to quoted-
companies has attracted 16.1% ofthose
listed, see table lil.

| would like to further enlighten the
reader with particular emphasis on rea-
sons for obtaining a quotation.

1. The need to raise capital

Sri Lanka has a long history in com-
pany formation, share and share trad-
ing. The first Companies Ordinance in
the then Ceylon was passed shortly
after similar legislation in England in
1875. This period saw the establish-
ment of the large number of coffee
plantations by the British Community
with Capital brought from the mother
country, and private ownership being
the predominantform of ownership. After
a few decades tea replaced coffee as
the .principal crop when misfortune
reached its culmination, with the de-
struction of coffee plantations due to a
leaf fungus. The large increase in the
plantations necessitated the formation
of limited liability companies and com-

panies were formed both in Colombo
and London for the purpose of harness-
ing capital to develop the tea industry.
The lack of capital to expand their com-
mercial activities led to the birth of the
Colombo Share Brokers Association in
1886, and the companies that were
floated were able to obtain the neces-
sary finance by way of share issues
through this market. The British who
pioneered coffee, tea and associated
business as stores suppliers were not
always persons with much capital of
their own. Therefore they had to obtain
money from others. If they went to a
bank they needed sureties and guaran-
tees. They would mortgage their as-
sets but a bank could not finance a yet
non-existant plantation. Therefore they
formed companies to hold the property
of the venture and offered shares to the

public. The Colombo Share Brokers -

Association allowed such companies to
advertise the prospectus of their venture
and sell their shares to a wide range of
investors. This mechanism enabled
funds to flow from those who did not
require it to those who needed it for
business. In this way capital to launch
business was raised. The other com-
mercial crop that was introduced to the
economy by the British was rubberin the
1880’s. Coconut was also organised as
a part of commerical domestic crops.
Through exports, the country was able
to earn sufficient foreign exchange to
finance all essential imports, including
rice in which the country had been self

sufficient before 1880. During the pre-

independant era the economy was a
dualistic export economy divided into
two sectors; one was modern in organ-
isational structure and technology,
producing for the world market, and the
other was traditional in both regards,

producing for the domestic market. The
dynamics were extremely simple in this
economy, and rapid growth was limited
to the plantation sector, resulting in lop
sided development of the economy. The
predominance of the export sector,
rendered the economy as a.whole vul-
nerable to fluctuations in the prices of
the country's three main exports; tea,
rubber and coconut in the world market.
Although commercial banks were es-
tablished mainly to supply the require-
ments of the plantation sector before
1948, the independant government
spread banking facilities into the sectors
of the economy. The two major domes-
ticcommercial banks, the Bank of Ceylon
and the People's Bank which are con-
trofled by the government, owned 90%
of the bank branches in the country in
1980. In the year 1904 the name of the
Colombo Share Brokers Associationwas
changed to Colombo Brokers Associa-
tion. (CBA), and trading on a call over
system with representatives of Brokers
Association. (CBA), and tradingon acall
over system with representatives of
Brokers firms continued upto 1984 June
under the bi-laws of the CBA. The hey-
day of the Sri Lanka tea, rubber and
coconut plantations lasted for a century
between 1850 and 1950 and left behind
alegacy of 266 quoted companies inthe
Colombo Share Market.

With the eclipse from a plantation
. economy to an industrial economy, and
the new economic policies of 1977 and
the re-emergence of the Private Sector
as a dominant force in the economy
resultedinthe re-structuring of the Stock
Market with a Trading Floor open to the
investing public from 2nd July 1984,

Other than export processing units,
there were few factories before the inde-

TABLE 1l REASONS FOR OBTAINING A QUOTATION FROM THE STOCK EXCHANGE BY NO.OF COMPANIES |
- Explit Sanking Fnence vestment Propurty HowiServisss  Other T % |
other mport & Deve. énd and Tourtet
Industries Yrading Construction

N % N % . No % N % No. % No. % N % N % N % !
.. i
. 1
1 ;:mmc.pu - - 25 a4 90 1 00 2 %0 1 LTI %7 sy 6 LTI ans !
Tax 2 %0 10 184 4 "o - - 12 - - 1 71 s n2 1 M @ "o
4. To Obtaln & Reedy Market L . : :
vakos for Shares 5 ©2s - 9 us 7 84 .1 500 1 125 - - 2 us 4 ne s ®? u 204 |
4. ToGain Acoess 0 et :
Caphal - - 1 18 - - - - - - - - 1 71 - - 2 149 4 24 |
6. To Broud Base Ownership 1 . 128 15 2486 3 143 - - -3 s - - 3 ns: 2 58 1 [XT 188
€. To Faciltate the Purchase ! : : . ;
andGeeciShans - -, - '~ s 3 us - - [ 128 2 w7 - - - - - - [ 3s .

2 - - 1 15 - - - - - - - - 2 “s - - = - 3 .
Totsl 8 1000 @1 1000 21 - 1000 1000 8 1000 14 100 38 1000 38 1000 14 1000 187 1000,
Source : Dept of Reglathe~of Companies. '
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pendence of the country; a cotton mill, a
tile factory, two distilers, two match
factories, and few engineering work-
shops dealing with estates. During World
War Il the colonial government and the
private sector started several factories
toproduce basic consumergoods, which
could not be imported due to the war.
However the free flow of imports after
the war discouraged most of these
manufacturing units.

‘A large number of the prevailing in-
dustries were established during the
last three decades or so. These indus-
tries include cement, tyre, ceramic, steel,
paper, chemicals, petroleum, fertilizer,
hardware, garments, large scale textiles
and some food factories, sugar, flour
milling and dairy products. All economic
plans prepared for the country have
recongnised the necessity of industrial
development. Continuous expansion in
this sector will be required in future to
absorb the increasing labour force and to
diversify and increase export earnings,
because the development of agriculture
has its own limitations. Expansion into
foreign markets is necessary for greater
industrialisation, because it will help to
overcome both the foreign exchange
problems and the limitations due to the
small domestic market. Most of the
manufacturing industries in the country
were started afterindependencein 1948
.and are the result of the government
import.substitution programmes.

The new industrial strategy was
introduced by the Ministry of Industries
with a view to restructuring the overall
domestic industrial policy. This was
approved by the Cabinet on December
27, 1989. The new industrial strategy
intends to (a) transform the import sub-
stituting industry to an export oriented
industry, (b) provide greater employ-
ment and income opportunities, (c)
diversify the economy and stengthen
the balance of payments and (d) ensure
amore equitable distribution of income
and wealth. The strategy also includes
policy measures aimed at mobilising re-
sources for investment and exporis;
encouraging for®ign and local invest-
ments;. reforming public enterprises;
promoting a competitive environment;
-gstablishing linkages between large and
small industries; promoting research,

/

training and marketing and removing
administrative obstacles to investment,
/ production and exports.

In recent months there has been an
encouraging revival of capital raising on
the Colombo Stock Exchange, to the
benefit of both saver and entrepreneur.
'In the past five years or so the Stock Ex-
change has raised money with great
success. Inadditionto newissues, these
years have also seen many companies
enjoying a spectacular expansion of

-their capital base by way of rights is-
sues. A rights issue is a new issue
of shares made to existing sharehold-
ers in proportion to their shareholdings
for the purpose of raising further capital
forthe company. Rightsissues are there-
fore offered ata price whichiis less than
the market price of existing shares, oth-
erwise there would be no incentive for
shareholders to accept the offer. Since
there is no obligation on the shareholder
to accept the offer so he may allow itto
lapse. Furthermore a rights issue is
renounceable which means the share-
holder can sell or fransfer his rights if he
does wish to take them up. The rights
can be ttaded on the exchange for a
specific period. Although the cost of
funds raised by a rights issue is contro-
versial, there are a significant number of
companies which utilise this mechanism.
In this manner such companies are able
to keep leverage at its minimal whil st
benefiting from the advantage of not

“having to borrow at high levels of inter-

ost.

Whilstrightsissues are made by quoted
companies wanting to expand its capi-
tal, new capital issues are made either
by new companies promoted by well-
known local or foreign interests {or both,
in the case of joint ventures), or by
‘Pprivate companies which have been long
established and wish to “go public” by

. floating (selling) a portion of their share

on the market. There are four main ways
in which the share of a company can be
quoted for the first time on the Stock
Exchange:

(a) an issue by prospectus
_(b) an offer for sale

(c) aplacing _

{d) an introduction.

Advice on'new capital issues — the'
form of capital, the amount that can be
raised, the different methods of issue, -
timing, preperation of the prospectus,
application for quotation, issue ex-

. penses, underwriting etc.can be ob-

tained from members of the Colombo
Stock Exchange, development banks
and merchantbanks. Most publicissues
are of ordinary shares. Companies
applyingfor quotation of ordinary shares
are, as a general rule, expected to meet
the following requirements:

(1) Have a paid up capltal of at least
Rs. 5,000,000/
(i) The following percentage of the is-
sued capital should be in the hands of
the public depending on the category to

which the company belongs:
Below Rs. 10,000,000 ~40%
Rs. 10,000,000/~ to
Rs. 25,000,000/ -30%
Above Rs. 25,000,000

~25%

When complying with this requirement
the following are to be excluded:

(a) Holding by parent, subsidiary or
associate companies, N
(b) Holdings by Directors, members of
their families and/or their nominees.

2. Obtaining a ready market value for
shares

The price of shares of a company on
the secondary market is determined by
the simple forces of demand and supply
- what buyers will pay and sellers ac-
cept. The rewards of investment are not
always in the form of dividends. If the
price of a share rises between the time
of purchase and the time of sale, the
investor makes 4 capital gain or profit.
This would enable major shareholders
to sell a portion of their holdings in order
to mvest elsewhere. :

3. Flnancial and Tax incentives avall-
able to quoted companies.

At present all Public Quoted Compa-
nies are subject to income tax on'profits
at a concessionary rate of 40% (as -
opposed to 50% applicable to other
companies), provided it oomplles with
the following requirements:
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(1) The number of persons registered

as shareholders of the company should
exceed 200.
() No five persons together should hold
directly or through nominees more than
60% of the total issued share capital of
the company.

Additionally shareholders in listed
companies have the following tax bene-
fits:

() Capital Gains arising from the sale of
shares in a Public Quoted Company will
not be liable for taxation if the sale oc-
curs after a holding period of one year.

(I} Dividends distributed on or after 1st
Arpril 1991 by a public quoted company
toits shareholders would notbe subject
to any withholding tax thereon.

() The 15% withholding tax would
however continue on dividends payable
to non-resident shareholders.

4. To broadbase share ownership

Almostevery entrepreneur has adream
that he will be able to build up his own
business as a private company, and
then, because of its success and oppor-
tunity for further growth, be able to sell
it to the market. For many the happiest
solution is to find large numbers of
individuals prepared to buy a total stake,
of say 40%, so that the original founder
and his family may retain control, while
utilisingthe cash generated by the sale
for a different venture. This is possible
because the Stock Exchange acts as a
financial intermediary in raising money
for business and enterprise. It has de-
veloped from two complementary eco-
nomic needs — an organisations need
for funds and an individual's need to
invest his surplus money efficiently. The
result is that surplus money is invested
in organisations which need it. There-
fore a strong advantage to an expanding
business in being listed on the Colombo
Stock Exchange is that the company
attracts unsolicited funds. If investors
thinkthatthe company is doing well, any
number of investors will buy its shares.

The need for a second board?

Dr. Darin C. Gunasekera in his article
titted “The Provision of Capital to Stock

Exchange Listed Companies” wrote
that “167 listed companies accounted
for only 47,341 jobs. This incidentally
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
domestic company standards. It sug-
gests that the quoted companies are
high capital intensity end of the Sri
Lankan commercial sector. This actu-
ally confirms economiclogic. The Stock
Market was being promoted by fax
measures that made cost of capital low
and provided Government enhance-
ments to increase returns to cdpital. So
we diverted national resources into this
market where capital intensity — gener-
ally speaking imported machines and
modern buildings was much higher.”

| am of the view that the market has
evolved to be what it is purely due to
acceptability ordemand for sharesthus
ensuring marketability. Yet it is impor-
tant that risk capital is made available
to medium and small scale industries
via the Stock Exchange. Particularly
because this sector contributes signifi-
cantly towards the country’s output, and
therfore has the greatest potential for
growth in the long term. Since such
companies will nof meet the listing crite-
ria set out for larger ones, but still re-
quires funds to finance a project or prod-
uctwhere income can soon be expected
to flow. It may be a timely measure to
establish asecond bqard with no restric-
tion on size for candidhte companies
and for ongoingeperation but musthave
at least one years financial records in
support of its entry to the second board.

GLOSSARY

All Share Price Index — Statistical tool that
measures the state of the Stock Market,
based on the performance of shares.

Broker - An agent who makes purchases
and sales between other parties for a com-
mission (brokerage).

.Broadbase ~ To spread share ownership

among more individuals.

Public Company — Any seven or more
persons associated for any lawful purpose
by subscribing their names to the memoran-

dum of association and complying with the.

requirements of the Companies Act after
registration. !

Private Company - In the case of aprivate
company two or more persons are sufficient
to incorporate the company.

Listed/Quoted Company- Theseare public
companies whose shares are available for
trading at the Colombo Stock Exchange.

Issued Shares/Capltal - Issued is that part
of the authorised capital that the company
has already issued to the public for subscrip-
tion.

Dividend — The distribution of usually part
of the profits at the discretion of acompany’s
board of directors.

Diversification ~ Spreading investiment
amongdifferent shares of different companies
in different fields. Diversification Is also
offered by the shares of several individual
companies because of the wide range of
their activities.

Leverage - The effect of fixed charges (ie.
debt interest or prefered dividends, or both)
on per share earnings of ordinary shares.
Increases or decreases in income before
fixed charges result in magnified percentage
increases or decreases in earnings per ordi-
nary share.

Market Price - The list price at which a share
sold at the trading floor of the Colombo Stock
Exchage.

Par Value - The stated face value of a share,
expressed in rupées per share. Par value of
an ordinary share usually has little relation-
ship to the current market price.

New Issue - An offering of shares sold by a
company for the first time.

Offer — The lowest price which a person is
ready to sell; as opposed to bid, the highest
price at which one is ready to buy.

Rightsissue—Atemporary privilege granted
to existing ordinary share holders to buy
additional shares of a company.

Prospectus — A lagal document which de-
scribes shares being offered for sale o the
public and various particulars concerning the
project or enterprise.

Stock Exchange/Sharemarket - Is the
market place for issued shares which are
tradeabls. New issues are offered to the
public via the Stock Exchanges' primary
market.

Shareholder — A person whose name is

registeredin the records of 2 company whose
shares he holds.

Contd on page 59
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Contd. from page 51

Capital Galn or Loss ~ Profit or loss resuit-
ing from the sale of a capital assert.
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