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P
articipatory Notes (PNs) are

instruments used by foreign

funds, not registered in the

country, for trading in the domestic

market. Participatory notes are like

contract notes and are issued by for-

eign institutional investors, regis-

tered in the country, to their overseas

clients who may not be eligible to

invest in the Indian stock markets. 

Foreign institutional investors

invest funds on the behalf of such

investors, who prefer to avoid making

disclosures required by various regu-

lators. The associates of these FIIs

generally issue these notes overseas. 

Modus Operandi: The investors,

who buy these notes, deposit their

funds in the US or European opera-

tions of the FII, which also operates

in India. The FII then buys stocks in

the domestic market on behalf of

these investors on their proprietary

account. In this case, the FII or the

broker acts like an exchange: it exe-

cutes the trade and uses its internal

accounts to settle the trade. This

h e l p s

keeping the investor’s name anony-

mous. That is why capital market

regulators dislike P-notes. Other

similar instruments include equity-

linked notes, capped return note,

participatory return notes and

investment notes.

PNs are, in fact, offshore deriv-

ative instruments issued by foreign

institutional investors and their

sub-accounts against underlying

Indian securities. Participatory

notes are issued where the underly-

ing assets are securities listed on the

Indian bourses. 

Almost all top FIIs, including

Merrill Lynch, Morgan Stanley,

Credit Lyonnais, Citigroup and

Goldman Sachs, who are registered

in India issue Participatory Notes

(PN). As a regulator, SEBI is wor-

ried that some of the money coming

into the market routed via participa-

tory notes could be the unaccounted

wealth of some rich Indians cam-

ouflaged under the guise of for-

eign institutional investment.

The money might even be

tainted and linked with such

illegal activities as smuggling

and drug-running.

Foreign institutional

investors who do not wish to

register with the SEBI but

would like to take exposure in

Indian securities also use par-

ticipatory notes. Brokers buy

or sell securities on behalf of

their clients on their pro-

prietary account and issue

such notes in favour of

such foreign investors. 

Why are P-notes so much in
the news these days? 
Participatory notes have attracted
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significant market attention

recently because of huge inflow of

foreign funds into Indian stock

markets through this route. Since

the ultimate beneficiary of transac-

tions carried out using participa-

tory notes is not known to the mar-

ket regulator and the tax authori-

ties, there is scope for misuse and

tax avoidance. Also, since partici-

patory notes do not attract the

attention of the market regulators

of the countries in which they are

issued, the entities holding partici-

patory notes virtually go unregu-

lated. 

A recent survey by the market

regulator estimates that of the total

FII investment of Rs 90,000 crore

in the country, nearly 25% (Rs

24,000 crore) is accounted for by

issuance of participatory notes. 

A significant portion of the

investment through participatory

notes is also managed by just 14

entities. To put the matter in context,

we could recall that the investigation

of the ’01 securities scam revealed

that nearly $2bn was brought in or

taken out of the country through

overseas corporate bodies (OCBs)

registered in Mauritius, whose ben-

eficiaries were resident Indians. 

The overseas corporate bodies

funds were largely unregulated and

caused a lot of volatility and a sub-

sequent crash in the markets. There

have been reports of late that mar-

ket regulator — SEBI — had given

the finance ministry a list of 30

overseas corporate bodies, which

were banned from investing in the

domestic stock markets after the

’01 stock market scam, to whom six

foreign institutional investors have

issued participatory notes. 

This included most reputed

names in the industry. This has to be

coupled with the fact that of the

total foreign institutional investors

inflow of Rs 10,097 crore in

October and November ’03, Rs

5,756 crore came through partici-

patory notes. Also, what has stoked

concerns is that most of the invest-

ment in ’03 through participatory

notes started from May. Before

April, such funds were to the tune of

Rs 2,000 crore. Fortunately, this

investment is spread over 200 scrips.

Major Reasons for investors
investing in P- Notes

Regulatory Delays: FIIs have

to register themselves with RBI &

SEBI, which may take 4-5 weeks.

This is cumbersome for investors

who want to make quick buck by

short term investments.

Cost Effectiveness: FIIs regis-

tered in India have to pay hefty reg-

istration fees and also have to setup

their office in India. Some investors

invest only in few top stocks & set-

ting up office & paying huge regis-

tration fees is not feasible.

Tax Regime: The tax regime of

the country also plays an important

role in the decision of investing

through P-Notes. Some countries

like Sri Lanka, Taiwan, Singapore,

and Hong Kong do not have any tax

on Short Term Capital gains,

investing directly, the investor has

to pay 10% tax in India or come

through Mauritius route.

WWhhyy  iiss  SSEEBBII  wwoorrrriieedd  ??

1) NRIs and OCBs :-  SEBI’s

apprehensions stem from its experi-

ence of the stock market crash in

2000. The Joint Parliamentary

Committee (JPC) on the stock scam

of 2000, in which the broker Ketan

Parekh was the kingpin, had

reported that Indian businesses had

been trading in their own shares

through the vehicle of overseas cor-

porate bodies (OCBs) set up in

Mauritius. By definition, OCBs

include overseas companies, part-

nership firms, trusts, societies and

other corporate bodies owned either

directly or indirectly to the extent of

at least 60 per cent by NRIs. These

private outfits are virtually unregu-

lated either by Indian authorities or

by authorities of the foreign lands

where they are registered. Some of

these OCBs were used to funnel

anonymous funds parked abroad

back into the stock market. 

On the basis of the JPC recom-

mendations on the security scam of

2000, RBI issued a directive to

derecognize OCBs as an “eligible

class of investors” in India and
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banned all investments by OCBs in

Indian companies through the port-

folio as well as the FDI route. There

is a nagging suspicion in market

circles that an NRI-OCB nexus is

again at play in the garb of FII flow

during the current bull run.

Regulators everywhere are per-

turbed whenever there is any talk of

illegal money finding its way to

markets under their jurisdiction

and so SEBI’s concerns stand justi-

fied. And, with a substantial part of

the $6.7 billion net FII inflows to

date coming in from sub-accounts

through the issue of participatory

notes (PNs), it perhaps fears the

worst. It becomes imperative there-

fore, to investigate the real identi-

ties of some of these investors. But

as such deals often go through var-

ious complicated routes, including

a maze of sub-accounts located in

various foreign countries; it is not

always easy to track the ultimate

source of the fund. Moreover, when

the origin of these anonymous

funds cannot be traced within the

country, it is difficult to see how it

can be tracked abroad. 

The bout of speculation is not

confined to the stock markets. In

fact, from an economic perspec-

tive, this boom is far more danger-

ous than previous episodes

because these players are betting

simultaneously in several markets.

While bringing in dollar denomi-

nated funds and thereby adding to

the burgeoning foreign exchange

reserves, currently amounting to

over $100 billion, they are betting

in stocks, the Indian currency and

also speculating on the interest

rates, all at the same time. 

2) The Mauritius connection :-

Perhaps the most striking thing

about this whole episode is the

Mauritius connection. Few would

believe that Mauritius, a tiny speck

in the Indian Ocean, with a popula-

tion of 1.2 million and an economy

one-hundredth the size of the

Indian economy, is the biggest

exporter of capital to India.

Mauritius is the single biggest

source of foreign direct investment

(FDI) in India - amounting to $534

million in 2002-03 (about one-

third of all FDI). But that is not all.

Mauritius-based foreign institu-

tional investors (FII) are also

believed to be major players in the

Indian bourses. The key to

Mauritius being used as a gateway

to funnel foreign investments into

India lies in the provisions of a

two-decade-old bilateral agree-

ment, the Double Taxation

Avoidance Convention (DTAC).

Foreign entities have been, for

long, setting up paper companies

in Mauritius, claiming to be

Mauritian residents. These compa-

nies, masquerading as Mauritian

companies, have invested in India.

And, taking advantage of the

DTAC they have always avoided

paying any taxes in India. They pay

no taxes in Mauritius too.

A substantial part of FII

investment in the ongoing specula-

tive orgy in the Indian stock mar-

kets is believed to be coming from

Non-resident Indians (NRIs) rout-

ing funds through these Mauritius-

based paper companies termed as

the OCBs.

3) Hedge funds :- But the

Mauritius angle does not end there.

Mauritius is also reportedly the

base of much of the hedge funds

that are reported to be active in the

current boom. The term “hedge

fund” is loosely defined and does

not always imply a hedging tech-

nique is being used. Hedge funds

today employ all different types of

strategies, and the appropriate

description could simply be con-

veyed as “any unregistered, pri-

vately-offered, managed pool of

capital for wealthy, financially

sophisticated investors.” Hedge

funds are usually structured as part-

nerships, with the general partner

being the portfolio manager, mak-

ing the investment decisions, and

the limited partners as the

investors. Hedge fund managers

attempt to produce targeted returns

or absolute performance, regard-

less of the underlying trends in the

financial markets. They implement

a wide array of trading strategies,

from equity, fixed-income, CTA

portfolios, or mathematical algo-

rithms, however they each strive to
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capture market inefficiencies.

Hedge funds are subject to the

same market rules and regulations as

any trader. The strategies they utilize

are not as easily accessible, espe-

cially for other regulated entities,

such as mutual funds. To achieve

this “absolute return”, hedge fund

managers have the flexibility to

incorporate different strategies and

techniques that may include:

Short-selling: Sale of a security

that you do not own, with the antic-

ipation of purchasing it in the

future, at a reduced cost.

Arbitrage: Simultaneous buying

and selling of a financial instru-

ment in different markets to profit

from the difference between the

prices.

Hedging: Buying/selling a secu-

rity to offset a potential loss on an

investment.

Leverage: Borrowing money for

investment purposes.

Relatively immature equity mar-

kets like India, which are easy to

rig and manipulate are the ideal

hunting ground for the short-term

operations of hedge funds. These

entities use the device of

Participatory Notes, and deal

through the sub-accounts of the

FIIs. They account for a substan-

tial proportion of the FII activity in

the ongoing boom in the bourses.

They tend to increase market

volatility. Occasionally they can

even cause an entire economy to

crack under the weight of their

selling. Thus, the danger is that

they could destabilize the market

and the economy if they exit India

by ruthlessly dumping stock.

What has SEBI Done ?
To regulate the participation of

foreign investors through partici-

patory notes (p-notes) 

➢ SEBI clarified that funds routed

through p-notes will be allowed

to continue for a maximum

period of five years from now

or up to the expiry of the instru-

ment, whichever is earlier

➢ It also made it clear that such

instruments issued against

underlying Indian securities

on or after February, 2004

can be issued only to regulated

entities. Any further transfer

should be in favour of regu-

lated entities only.

➢ Foreign investors or non-resi-

dents are not allowed to invest

directly in the Indian stock

market. Their involvement in

the Indian investment has to

be carried out through a for-

eign institution, which in turn

is required to register itself

with SEBI.

The theory is that knowing or

regulating the intermediary

enables the regulator to control the

underlying investor. But then, the

FII, too, has no knowledge of the

character of the final investor. To

rectify this, SEBI directed foreign

institutions as a part of the process

of “know-your-client” (KYC) to

issue participatory notes only to

regulated entities, i.e., entities reg-

ulated by SEBI. It further declared

that clients who had purchased 

p-notes were not allowed to trans-

fer these to any other person

except to those who are regulated.

KYC is necessary in the interest of

the efficacy of the market. Hence,

with effect from 3 February, p-

notes and other derivative instru-

ments issued against underlying

Indian securities can be issued

only to regulated entities.

SEBI’s PN code for over-
seas investment firms
Securities and Exchange Board of

India (SEBI) on 20th February

2004 laid out the parameters for an

overseas investment body to be

considered as a ‘regulated entity’,

so that it can be allotted participa-

tory notes (PNs) to invest in the

domestic market.

Any Entity which fulfills any

one of the below mentioned

requirement will be deemed to be a

regulated entity: -

1) Any entity incorporated in a

jurisdiction that requires filing

CCAAPPIITTAALL MMAARRKKEETT
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of constitutional and, or, other

documents with a registrar of

companies or comparable regu-

latory agency or body, under the

applicable companies legisla-

tion in that jurisdiction, will be

deemed as regulated entities. 

2) Entities that are regulated,

authorised or supervised by a

central bank, such as the Bank of

England, the Federal Reserve,

the Hong Kong Monetary

Authority, the Monetary Auth-

ority of Singapore or any other

similar body would also be con-

sidered as regulated entities

3) Entities that are regulated, autho-

rised or supervised by a securities

or futures commission, such as

the Financial Services Authority

(UK), the Securities and

Exchange Commission (USA),

the Commodities Futures

Trading Commission (USA), the

Securities and Futures

Commission (Hong Kong and

Taiwan), the Australian

Securities and Investments

Commission (Australia) or other

securities or futures authority or

commission in any country

would also be considered as reg-

ulated entities.

4) Members of securities or

futures exchanges such as the

New York Stock Exchange

(USA), London Stock

Exchange (UK), Tokyo Stock

Exchange (Japan), NASD (US)

or any other similar self-regu-

latory securities or futures

authority in any country, state

or territory are deemed as regu-

lated entities.

5) Lastly, any individual or entity

(such as a fund, trust, collective

investment scheme, invest-

ment company or limited part-

nership), whose investment

advisory function is managed

by an entity satisfying the

above parameters, is eligible to

invest in domestic market

through PNs.

SEBI allows Participatory
Notes for ONGC offer

SEBI had written to the

Disinvestment Ministry on

February 27, 2004 stating that the

associates of lead managers can be

allowed to issue participatory notes

for the public offer for sale of 10 per

cent equity in ONGC subject to cer-

tain caveats including disclosure

norms. First time in the history of

our country had Participatory Notes

been allowed for investment in a

Public Offer. SEBI took this deci-

sion because of it thought that the

size of the offer was too large for the

market. A failure to get full sub-

scription on this public issue

would have affected the issue. 

Conclusion

● Though the above facts explain

why SEBI has some concerns

about participatory notes, the

volatility in the markets may not

be attributed entirely to reasons

related to these concerns.

Participatory notes are used by

hedge funds as well, who by

their very nature are prone to

enter and exit the market quite

swiftly. This does cause a great

deal of market volatility without

there necessarily being any

manipulation involved. 

The Indian Investor Fraternity is

now becoming more mature,

informed and educated and the rise

in the market is due to the strong

fundamentals. So the effect of the

P-Notes would only be limited.

● FIIs have been net buyers in the

last 10 years except in 1998 &

looking at the economic

growth, sudden flight of capital

seems difficult. 

● The regulator said only 12 out of

508 FIIs registered with SEBI

have issued P-Notes. Which rep-

resents investment of approx.

Rs.20,000 Crs. across over 200

scrips, showing well-diversified

portfolio. So any adverse effects

will not be that severe.

● FIIs have already declared now

that neither they nor their clients

have issued P-Notes directly or

indirectly to OCBs. So now they

are willing to take responsibility

of avoiding any misuse of P-

Notes by downstream issuance

to unregulated entities.

● On one hand SEBI has banned

FIIs from issuing P-Notes to

unregulated entities and on the

other hand it has amended its

definition of the regulated enti-

ties thus making it less strin-

gent. Thus SEBI has struck a

balance between avoidance of

misuse of P-Notes and still cre-

ating a conducive environment

for genuine FII Inflows. ■
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