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L BACKGROUND AND OVERVIEW 

India has embarked on a new course of economic and financial policy that marks a dramatic 

change from that prevailing for the last 40 years after independence. Almost every area of 

economic and financial policy is inprocess of change, modernization and reform. The year 

1992/1993 has marked the second year of this comprehensive program. The general 

direction of these changes is toward a j)rogressive liberalization of the rules that have 

constliCfCd Iudia's eco1omny. '1Te effect is to oli I tihe way to Iiidia's entry in to the global 

econonic and financial system. 

From an inv -,'rd looking, highly statist economic system, India is trying to build an open, 
market-bascd model characterized by a competitive and vigorous private sector, including 

privatizcd state-owned industries, that is supported by a strong and competitive financial 

sector which is able to attract new capital investment in the global financial markets. 

lEcoto)iic Stabilization: 

During the past several years, India along with support and assistance from the IMF and the 

World Bank, has been quite successful in achieving greater stability in the economy. The 
The prospects1993 inflation rate fell to about 7 percent from a 1991 level of 14 percent. 

for continued economic stability are considered positive by the World Bank, setting the stage 

for improved growth as business confidence and investment take hold. This overall reduction 

in inflation is even more remarkable in that it has been achieved while at the same time 
peril-rttiig r1lplid iicreases in iini:istcer'd prices of key conmmodities - [t key condition to 

long term reform. Both the World Bank and the IMF remain committed to the support of 

these reforms and the GOT's determination to maintain the hard won gains in economic 
stability of India's economy already achieved. 

Investment:
 

onUndoubtedly, an effect of the stabilization program, and the disciplines it imposed 
spending, have been to slow the pace of private sector investment. While GDP growth is 

more. than doubled that achieved in 1991, investment in the economyestimated to have 
remained sluggish. Nevertheless, the brightening prospects for India's economy and its 
opening to the world, attracted a great deal of interest by foreign investors. Several billions 

of dollars of foreign investncrnt projects have been proposed to India and much of this 

agenda has been approved. This has served to stimulate the private sector greatly. 

Reduction of artificial controls over prices, and elimination of several burdensome taxes, 
added considerably to the momentum being experienced in virtually all segments of the 
private sector. 'Thme comlmbincd effect of tImse devcloimnents shoul resilt in large increases 
In private sector Iivestimment iII time coininig ycars, bcgiminiiig with 1993. 
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Privatization: 
India has developed as a highly statist economy. Public Sector enterprises (PSU's) Occupy 

a central position in the Indian economy, and absorb a great amount of the government's 

fiscal resources. Policies toward these cniiterprises are tlu central to the whole reform 

effort. In both the industrial and financial sectors, the GOI's programs toward these 

enterprises will determine the depth and stustainability of the reform process. 

The GOI reform strategy involves a significant reduction in the role of the state in the 

production of economic goods and services. Nevertheless, in the face of a huge task, 

progress toward privatization has been modest. The shcer size and scale of the task, and 

threats to the jobs of a large number of employees of these public enterprises are daunting. 
- up to 25% in some cases -Sonic progress has been made, however, by selling equity shares 

For the PSUs whosein the more commercially viable of the PSU's in the capital markets. 
less certain, the GOI has created the Boar] for Industrial andcommercial prospects seem 

Financial Rceonstruction (BIFR). Over 150 sick PSU's have been referred to this board for 

review and determination of the most feasible course of action - restructuring or liquidation. 

Further efforts in privatization are crucial to the reform strategy. The measures taken to 

introduce international competitiveness into the economy will aggravate the fortunes of the 

lease viable of these enterprises. If no action is taken, they will constitute a greater drain 

on fiscal resources, and could threaten the very stability so hard won to date. The funds and 
provide are vitally needed in those sectors thattechnology that only the private sector can 

have been .'eserved to the state. This will take a more determined effort to encourage the 
areas.private sector, both domestic ammid foreign, to become active In these 

Financial Market Reforms: 

and the lifting of controls over theNowhere is the impact of privatization, liberalization 
market more evident than in the financial sector. While still largely dominated by state 
owled banks, th ere is lmow greater scope for In ivate sector owned fimanclal Iustitutilons than 

ever before. Severa! foreign-owned private banks are competing vigorously in the sector. 

Further, the elimination of certain direct controls over the capital markets, particularly the 
have led to a spurt of new financial institutions, andfreeing of the pricing of new issues, 

increased activity in the financial markets. 

Interest Rat- Policy: 

First and foremost, the financial markets have been stimulated by the partial lifting of tho 
repressive Interest rate policies. While not yet totally free oC controls, current rates are now 
deteril ied Iimore by mmarket infltiences thian government fiat. This necastre is critical for 

virtually every aspect amd ilistitutioni of tile financial aind capital markets. 
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Banking System Reforms: 

For many years, the GOI has preempted about two thirds of tile resources of the banking 

system to supply resources to the public sector. In return, the GOI has paid for these "loans" 

with below iarket interest rates. At the samiie timc, the GOI has imposed upon the banks 
of doubtfulthe obligation to use their remaining funds to lend to public sector entities 

prospects. Thus, over time, the banks have become passive instruments of government social 
c I(i the tiLe role of a1balking institutiionand etoiioillic lilcy, :iit virtually iilii to wifoeriii 

that is to mobilize savings, and channel then into clterpriscs of the highest efficiency and 

return. The result is that today the state banks are facing technical insolvency due to large 
irthesc ilstitiltionS anldIoaiii';. Tie (el i to restriicl 

has budgeted Rs. 57 billion as a first tranche of recapitalization of these state banks. The 

GOI has also announced plans to introduce legislation that will allow new private banks to 

enter tile sector, antd to i)Cillit tile state hauil:s toI ap the cal)itI l i:ir lets for new equity, 

thus effectively partially privatizing the banking system. 

itiiomiitS ol tiiiCcovcihimo edligcl 

Impact on the Capital Markets: 

The link between government policy and action and the future health of the financial sector 
market based policy for future governmentwill require that the government move to a 

financing needs. Government borrowing should move as rapidly as possible to the creation 

of a government securities secondary market. In all competitive financial systems, the 

government segment of the market represents the reference against which all borrowers, of 

many gradations of risk, are measured. Truly market based government bond issues are 

essential for the development of deep and effective long term debt markets. In India, 
government bonds at market rates will signal the depth of comnitment to the reform 

program, and along with reductions in bank reserve requirements (SLIR and CRR) which 

preempt resources, will remove a huge element of distortion in the capital markets of India. 

Government action during the 1992-1993 year to reduce modestly both these reserve ratios 

has been commendable. At the same time, parallel actions by the central bank to gradually 
iicnt debt has brough t tlcin to, what some marlketraise the cotipons oil new issues of giovcri 

observers say, is "near market". These instruments are nearing the point of being attractive 

to the private sector as investment vehicles. As further progress is made here, dramatic 

progress toward a free competitive financial sector will be made possible. 

Capital Markets: 

As noted above, the prospects for a market based government debt market is a sine uinon 

for the development of a dccp and effective long tern debt market. This is underdeveloped 

In the Indian capital inarkets itthe present time. Nevertheless, the equity markets have 
Imi sCVCial y ;irs. New Cli)' i!;iic:; Io fililiince lncwiiil e.ive 

industrial investment have set records for several years as the realization of impending 
has taken hold in the private sector. The total number of new issues in the 

l)Cbllgrimivhiig lit :11 ries 

liberalization 
the
primary market ill the live ilonths (April-Septeiiber) 1992 increased sonic 450% over 
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similar period in 1991. New issues of equity in the primary market are estimated to have 

reached a level of US$10 billion by the end of 1992. 

The establishment of a new Capital Markets Regulatory Authority - The Security and 

Exchange Board of India (SEBI) - rcpresents an important tnd positive change that will 
favor the further (levelmilweit of India's capital iiia rkets. I low thlis organiization devclop)s Its 
regulatory program will influence heavily India's prospects to integrate its financial markets 
into the global financial system. To achieve its goals, SEBI will require access to the best 
International practice in capital niarkets regulation. 

F.I.R.E.: 

While the prospects for reform and expansion of the financial system of India are very 

positive, USAID/New Delhii has recognized the need on the part of Indian institutions for 
expertise and training of azi intCrnational standaird. Major new institutions will be put in 
place, and major changes in practice will be implemented. The program proposed by 
USAIL'/New Delhi - F.I.R.E. - is under consideration at the most opportune time possible. 

The tide of reform springs from the initiative of the Indian government and private sector. 
The technical expertise and training proposed in this program is eagerly sought by the 
p -gressive forces in both sectors. 

The Scope of Work: 

With this opportunity confronting it, USATI)/New Delhi contracted the Financial Sector 
l)evelopzment Project (I:SI)1'), an A.I.D./I'I, piroject for which Ilrice Waterhouse Is the 
prime contractor to provide specific capital markets expertise to advise possibilities for 
reform. The team consisted of: J.R. Breen, Director, FSDP, John Ruckrich, securities 
market systems consultant, Steve Bloch, securities market consultant, and Jan Aalbregtse, 
capital markets regulation consultant. This team investigated specific opportunities 
designated by the members of the USAID/F.I.R.E. Project Committee. The team conducted 
interviews with Iliezli)Cr:; of til goverinicunt miost closely involved with the financial sector, 
and with a wide range of private sector particil)ants in the capital markets. This process 
yielded many different ideas for potential help to the process of reform x.'hich were 
evaluated by team members, and presented as options to the F.I.R.E. Project Committee. 
This report contains a summary of these options, along with comments on their significance 
to the future of India's capital markets development. As such it constitutes not a 
comprehensive program, or a project paper, but rather a menu of options from which the 
USAID may draw to compose the project it will negotiate with the GOI. 
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IL EXECUTIVE SUMMARY 

A. Regulatory Developments and SEBI 

It is important to consider the history of India's securities market in order to better 

understand the nature of its regulatory system and the best method of intervening to support 
uin1 kcel ulevchl jnwl l. While lu1ia i; :sail 14)have developed an "c(Itlity cult," until pricinlg 
controls were cliniiiated most investors in tile primary inarket were not participating In a 

true market but were relying on the government to not only protect then, against loss, 
tl1€l(
bllt ill;() wm:iu Cr lfi. 

India is in the process of converting the regulatory system that provided this protection from 

a system of direct government controls to one that attempts to create a fair, orderly and 

efficient market in which prudent investors receive a reasonable degree of protection from 

predatory practices and unconscionable acts but make their own investment decisions and 

bear the risks and obtain the benefits of those decisions. A major educational process is 

required so that the public, regulators and market participants are aware of their roles and 

responsibilitics in such a market. In making this kind of change, transition measures are 

often required until appropriate infrastructure is in place so that investors do not completely 

lose confidence in the market. 
Substantial problems exist in the Indian regulatory framework that wiil make the transition 

more difficult. These are: 

fragmentation of authority to regulate among many government agencies, 

an absence of appropriate focus on enforcement, and 

residitl tendency to substitute government decisions in the market in the 
name of investor protection. 

The GOI's apparent plan is to reallocate authority and convert to a full disclosure system. 
The intention is to provide SEBI with virtually all regulatory authority over markets, except 
for authority over issuers, which will continte to be hlandled by the Department of Company 
Affairs. 

USAID can best support India's process of modernizing and changing its regulatory 
environment by providing high quality international eqpertise on a short term basis to 
highlight important issues and provide background information from international markets; 
and uhroulll large miullh of t h ,ill r l,,tIl:it y matters illorder to develop tile h uia 
resource base of its stipervisory institition+s. SEIAI appears to be ,;enlsitive to receiving 

as one of the regulators said to the consultants,assistance about policy matters. However, 

there are no people experienced in the regulation of the capital markets in India today. This
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is the gap to be bridged. In approaching the task, USAID can put together a program for 

SEBI which allows this regulator to draw upon expert consultants in the specifics of the 

techliques of regulation, rather than policy which is appropriately left to Indian government 

decision-niakers. 

Specific short term consultancies and workshops focusing on important issues affecting 

capital markets could be extremely beneficial in initiating discussions and providing exposure 
wvltlt)Ilt Ci ti: . fill.; liltc. Ior exampile"l, iwa (211 conifereice filcililated a greateroiVI.' ,; l 

awareness of issues affecting creation of a central depository aniong policynmkers. 
designed carefully educationWorkshops on policy issues must be as forums for and 

r and otcd by niarket particil)atts withdisctis;iOi. 'lhcy :lioiilhl he designdctI, si)on;soc(l itl lro 

USAID involvement focused primarily on providing expertise through training materials and 

lectures. 

Short term consultancy would be useful in designing automation requirements for handling 

document flow for the process of regulation and regulatory enforcement, as well as other 

technical regulatory matters. 

Possibilities for developing the capabilities of the following institutions were considered: 
SEBI, The Department of Company Affairs, The Institute of Chartered Accountants and self 

regulatory organizations. We recommend that most efforts be focused on SEBI primarily 

because SEBI is expected to be the principal regulator of the capital markets. SEBI plans 

to hire a human resource director by January, 1994. At that time they would be willing to 

develop a training program in coordination with an expatriate design team comprised of 

training, regulatory atd IT experts. 

Another mtiajor progra initiative, that will have profound long tcrn impact on the workings 
of the capital itiarkets, could be the developiltcnit of a system to certify the collipetency of 

licensed registered representative of broker-dealers. This program, similar to the "series 7" 

examinations and certifications conducted by the National Association of Securities Dealers 

(NASD) in the U.S., is one in which SEBI representatives have expressed a great deal of 

interest. 

SEBI has suggested that assistance be provided in conjunction with investor associations to 

prepare a videocasscttc to educate investors about fundaimentals of the marketplace. This 
would be appropriate and beneficial in view of the niajor changes in the !narketplace. 

Representatives of the Department of' Company Affairs were receptive to receiving 
assistance with respect to policy matters, although they were somewhat protective of their 

territory. This Department continues to exercise control over issuers, including significant 
enforcement powers. In our view that assistance would best"be directed primarily at SEBI, 
withlpat tlcilatio of itteibets oh the lMpart il atof Cotipatty Alla tS lso reconitendetld. 
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B. Disclosure in]d tlh Accotii tins' Profession 

Although some problems remain with accounting principles and the accounting profession, 

the Institute of Chartered Accountants is well designed and operating reasonably well. It 

does not lack knowledge of international standards or the ability to discipline accountants. 

To the extent there are problems with adoption of adequate standards or enforcement, they 
are lprobabdly (due to political pressures anid the absence of appropriate market forces that 
cannot be corrected by technology transfer. Assistance to the Institute may be programmed 
In tie catcgory relating, to Industry Associ:itions. 

C. Self Regulatory Organizations 

Although, SRO's currently exist in the Indian framework, primarily at the stock exchanges 

and, the Institute of Chartered Accountants, they function poorly. One of the major reasons 
is the lack of an adequate regulatory program that relies on SRO activity, and is backed up 
by a vigorous enforcement program at the top. Furthermore, the principles of self regulation 
should be applied more broadly. The SRO at the level of the stock exchange should be 
Complimented by SRO activity at the level of the brokers to govern their members conduct 

noand sales practices toward their clients, and the public. At the present time, there is 
organization of brokers comparable to the National Association of Securities Dealers 
(NASD) in the U.S. Nevertheless with over five thousand brokers said to be operating in 
India, and estimated 50,000-100,000 "sub-brokers" also active in the markets, the need for 
organized self discipline, with genuine enforcement powers carried out through formally 
organized business conduct committees in every region is evident. 

Mr. Javeri of ICICI, the coordinator of the plan to establish the Merchant Banker's 
Association, has requested consultancy and training assistance to establish a Self Regulatory 
Organization (SRO) for that group. Such assistance would be appropriate and is supported 
by SEBI. 

D. Stock Holding Corporation of India LA, 

With the National Stock Exchange (NSE) linking with SIICIL in fulfilling its clearance, 
settlement and depository needs, there has been a formidable challenge given to SHCIL to 
meet the time frames that the NSE aspires to achieve, viz. debt trading system operational 
by end of 1993 and Equily trading sySteiri by mid-1994. Since thre tinre of the publication 
of the Price Waterhouse report on the National Clearing and Depository System, the NSE 
requirements have been made known and is perceived to be the driving force behind STICIL 
activity in developing the NCDS. The NSE requirements envision three different 
depositories as follows: 

Iull will provide 1h'I.d lh:Jii()y fr hook ciutly of dated Goverlm1ent 

Securities and Treasury Bills 
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SHCIL will provide the depository for book entry of PSU bonds, Commercial 

Paper, Certificates of Deposits, Equities and Corporate Debt 

UTI will provide the depository for book entry of the Unit '64 Mutual Fund 

Tile National Clearing System and the National Trade Reporting and Comparison System 
1110 adverse ly 1ialytoted by tids multilie deCository alpi 'ch. Tihe Price Waterhouse 
recommendations for both systems and education reqtuireicnts are fundamentally sound but 
will need to be enhanced if SEBI and its working committee on clearing and settlement 
mtodily sonic aspccts of SI ICII ,'s Cenltal 1)Clsitory Slystem (CSD) design for all securitics. 

There are three basic components to the assistance that SHCIL requires that can be met 
with assistance from USAID. The fudamlnctal requiremetnts of a National Trade 

Comparison and Reporting System, National Clearing System and National Depository 
System are known and the ilfrastructure of tile SI ICIL central office supported by branch 
offices is still intact. This leaves SIICIL with a large requirement for technical assistance 
to develop and guide its development of these three basic entities and also the requirement 
to educate a large internal staff and the participants and investors who will use their 
facilities. 

One thing that has remained constant through the last year is the fact that today's clearance 
and settlement systems are the major obstacle to further advances in the efficiency and 
effectiveness of the capital markets in Inldia. While price trans)arency is of great 
importance to attracting investors, a certain, ald efficient delivery versus l)ayment, 1rnd a low 
transaction cost of settlement is critical. Striking the right deal is useless if settlement costs 
and complications undo or alter the desirability of tile deal. 

Progress in the clearance and settlement area can only be made after the necessary legtl 

and regulatory changes, covered in other sections of this report, have been made. 

E. The Over the Counter Excang of India I&td, (OTCEI) 

This neIw Illarket is just 1,H mlIOlnldis old. It is :a lllilllc inlarket ill Indlia, or for that matter ill 
any region or country. While it is loosely modeled on the U.S. NASDAQ, it is designed 
soley to meet the equity and debt capital needs of small and medium companies. The early 
listings on this exchange demonstrate that it serves as a an exit for the venture capital 
financiers who take the early risks of new start up companies, and desire to redeploy their 
invested capital resources to new start up opportunities. 

This tnarl:et l:; b)ce orgalized on inodern principles of regulation. The standards set for 
time performance of its inelmlers aid dcalers aie high, anid are designed to give confidence 
to the i lc.stors ill tile Illarlet. 

One of its new initiatives in recent nIontis is to list debt issues oi its screen-based market. 
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This raises the prospect of a genuine secondary trading market in corporate debt issues, in 

While the OTCEI is only a small player in both thethe context of a well-regulated market. 

debt and equity markets, it shows much promise as a stronger element of the overall capital
 

markets, and as a factor in the mobilizing of capital for small and medium companies.
 

based on its need for trained personnel, and for 
The options to assist the OTCEI are 
technical help with its regulatory program, and its electronic systems. Particularly important 

is the requirement to provide opportunities to the managcenict personnel of OTCEI to gain 

exposure to the practical problems of niarket-inaking, and the issues of market oversight as 

practiced in developed screen-based markets such as the U.S. NASDAQ. 

F. The Nation,31 Stock Exchange 

The National Stock Exchange (NSE) will be operated by a newly formed company called 
As an organization the NSEIL isthe National Stock Exchange of India Limited (NSEIL). 

a company promoted by the leading financial institutions and banks in India. The NSE has 

of direction for the next year's activities. There will be a great need for 
a strong sense 
training of staff of the NSE as they get into operation. It is recommended that the F.I.R.E. 

project support the establishment of the NSE through technical assistance and training. The 

most immediate need mentioned by the Vice President of the NSE is for staff training. It 

is recommended that a level of funding of about $75,000 to $100,000 per year be provided 

for training during the course of the F.I.R.E. project. In addition, technical consultancies to 

assist with such issues as futures and options. At a minimum, the Chicago Board of Options 

Exchange and the Chicago Mercantile Exchange should be engaged in effecting a technology 

transfer. This program would be coordinated by a U.S. based management consultant with 

Indian Capital Markets experience. The first phase of the program would be the design of 

tile prolraiui itself. The irograln itself will require visits by Indian executives to tile United 
Will be

States and the United States Cooperating cxecutLves should visit India. This 

beneficial for understanding and idea exchange, as well as establishing relationships between 

the corresponding capital market entities. Internships for key employees of the NSE and 

SHCIL would also be required. 

G. The National Market Syecm (NMS) 

The proposed National Market System would electronically link the 22 stock exchanges of 
to Indian investors wherever they areIndia into a network which would offer best price 

located. I lowever, the present conditions prevailing in tlCso exchanges suggest that certain 
on these exchanges should be established beforepreconditions of improved transparency 

such an idea becomes feasible. It is suggested that the proposed F.I.R.E. project offer 

technical assist:ule to these exchai'ges to iiiiplenent automtted systems which would miko 

possible necessary price and tradhig transp:rency, and train their inembers in these 
l iiu1ikt tie ill enle:iita"tio n it Consolilatel tape whichtechill(lIe s. Th!is woIllt pos;ible 

would report sequential last sale price information froin all exchanges. 
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H. Secondary Debt Market Transactions 

Proposals to improve the operations of a secondary market in debt instruments must take 

into account that the great majority of these transactions do not take place on an exclange 
as such. In most markets these transactions are made on a "telephone market" between 

dealers that specialize in these instruments. Nevertheless, trade transparency of these 

transactions is possible, and of great benefit to the development of active secondary markets 
ili debt Ititoii,'ientlu . The sysel d t %(v hl it Consolidated ttlpC oil thesetlll l),(I ucC 

project. Thetransactions should be undertaken with assistance under the proposed F.I.R.I. 

project should also include the organization of a SRO for participants in this market. 

I. Capital Markets Training, Research and Public Ldtucation 

There is a great need to develop the human resources institutions which can supply the 

capital markets with the skill and management training that will be required by the 

sophisticated institutions needed for India's future markets. 

Several institutions are operating in the markets today in India, and some of these show 
excellent prospects for success. Among these are the UTI Institute of Capital Markets, and 
the Institute of Certified Financial Analysts of India. 

The former is planming to offer a program of courses in various aspects of the capital 
markets including attention to the most modern practices in use in international markets. 
(see Appendix B) This exposure to the best international l)ractice is a vital necessity to the 
people operating in the markets. They must be equipped with the skills and understanding 
necessary to make the vital changes to modernize India's markets, and integrate India into 
the global capital markets. 

The ICFAI is the most promising institution to implement a national program to qualify 

Certified (or chartered) Financial Analysts. This program merits support in the form of a 

modest level of technical and training assistance to work with the U.S. Institute of Certified 
Financial Analysts. 

Other institutions of education can and should also participate, and the F.I.R.E. program 
should have the flexibility to support these institutions as the opportunities arise. 

1. I_¢. _] 

A strong program of capital markets research would also yield great benefits to the 
development of India's capital markets. The managenment comimittee of the F.I.R.E. 
program, with the active participation of private sector mienibers, should forge a program 
of rescarch, along the linecs proposed in this report, which can be implemented by a wide 
range of instittitions in India. 
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2. Public Education 

The changes proposed by the GOI, and supported by the International Financial Agencies, 

are profound, and will require changes in practices and unders'anding of the need for these 

changes by the investors who ultimately make the market possible. The Regulator, SEBI, 
htas :p)roved the cha rteri ng of it dozci Investor Associations, and is Inviting these 

roups dcliber iting ew regulationis. The I.I.R.1E. progilramassociations in to formil oIig gkiilij 

can assist these new organizations in the implementation of programs of public and investor 

education. Such a prograim would require modest levels of funding, and would yield large 

benefits per dollar expended, in engendering informed public support for change. 
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III. CAPI'AL MARKETS RLEGUL IORY DEVEILOPMENT 

A. Background 

In spite of, and perhaps in part because of, a massive body of regulation, India's regulatory 
framework for oversight of its capital markets lags behind that of many other Asian 
countries with emerging markets and is not commensurate witli the sizc of its securities 
market. Tlhis can )e attributed prinlarily to the histi)rical nature of the securities market 
and the sochl au1d lCgal structure of the country. The structure is evidenced by regulations 

that have historically controlled not only the price at which securities may be issued but also 
the mannier of issuing securities (thlrough a systel1 which allots securities in primary offerings 

to applicants through a lottery system favoring investors who purchase small quantities). 
These regulations were designed to accord small investors an opportunity to participate in 
the market on beneficial terms. Due to governmental inderpricing of securities, however, 
the normal functions of a market were usurped, and the primary market became a lottery 
in which an investor wvil won all allotinclit could not lose. In effect, the policies could be 
viewed ts having a turl)ose of redistributing wealth instead of developing a capital market 
designed to allocate capital resources. The result is that the Indian public is accustomed 
to assured profits and government protection against risk of loss. One often hears that India 

has developed an "equity cult." This term is misleading, however, as it implies that a 
significant group has learned to participate in a true securities market. 

B. J ltLI.t a Dichqur WLsLeu[aPLfl1v1 owaxrd S 

The approach of controlling dccision niaking with respect to capital markets by having a 
govermenCt make 11iarket decisions, ofteut labelled as it"merit review" system, was 
historically adopted by a number of other Asian countries in attempts to "protect" the public 

and redistribute wealth. Most countries are now finding that a "full disclosure" system is 

more effective in developing the markets. Under such a system, investors make their own 
investment decisions but the process is supported by (a) requiring full disclosure of material 
information so that investors may make informed decisions with respect to securities, (b) 
licensing market participants and establishing minimum financial and operational standards 
for their conduct, and (c) defining just and equitable principles of trade for persons engaged 
in the securities business. Under this approach, investors have the opportunity to obtain 
certain information about securities and persons engaged in the securities business. With 
this information, investors may make their own investment decisions. With a full disclosure 
system, the government does not attempt to protect investors, either individually or as a 
group, from the results of their own decisions. However, there are penalties for 
misrepresentation, deceit, market manipulation and other fraudulent acts and practices. In 
brief, this method attempts to ")rovide a fair, orderly and efficient market inl which prudent 
investors receive a reasonable dcg'ce of p,,'otection from ll redatory pr[actices iiund 
unconscionable acts. 
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India has begun the process of converting to such v system. In fact, the Indian capital 

markets and regulatory system are in a state of transition as they attempt to incorporate free 

market principles. These factors must be taken into account in evaluating the type of 

regulatory framework that is appropriate for a securities market and the type of intervention 

that is acceptable. 

Some patience is required in the process of converting a bureaucratic, socialistic system that 
has relied on "merit review" into a full disclosure system. Not only will such a conversion 
take time, but also an immediate coiivcrsioni Without transitional measures is unwise until 

the appropriate infrastructure is in place. While internationally it is generally accepted that 
the latter approach is far superior, it is important to recognize the differences between a 
developed aMil ani eincrgitg market in iuaking the tran:;ition. 

l.cgit ilma(c concerns .11-c raised alioit the qua Iiity of iniforimation available to investors to 

make decisions and the ability of invcstors to protect themselves against unscrupulous 

practices. Effective deterrznts to unlawful practices are key to the functioning of a 

regulatory system that relies on fair, orderly and efficient markets. Such deterrents are 
usually provided by an effective regulator, defined as one that not only has sufficient 
legislative powers to enfoice laws, but also has the full resources to exercise those powers 

oreffectively, and an efficient method for investors to recover losses due to unscrupulous 
illegal behavior (as distinguished from losses due to market and business risk). Until 
such systems are in place, some reliance on merit review systems can be appropriate. In 
addition, due to the completely different environment that a full disclosure system provides, 
a major educational process is required to educate the public about the risks and 
opportunities of such a market, and to redirect most small investor funds to the market 
through mutual funds and pension funds that provide professional management. 

C. Applicable Law 

There is no legislation that consolidates regulatory authority over the Indian capital markets 
and creates a comprehensive body of law for their regulation. The principal laws applicable 
to the capital market are: 

* The Securities and Exchange Board of India Act, 1992 (SEBI) 
* The Securities Contracts (Regulation) Act, 1956 ("SCRA Act") 
* The Companies Act, 1956 ("Companies Act") 

In addition, the Foreign Exchange Regulation Act (which regulates foreign investment in 
India), the Chartcred Accountants Act, 1949, the UTI Act, 1963 and income tax laws impact
tile cnllz marketq. 

The Companies Law is p.oposed to be replaced in its entirety by the Company Iaw Bill, 
1993 ("Company Bill"). The MOF is also presently drafting amendments to the SEBI Act, 
which are designed to give SEBI more powers, including the ability to assess penalties. The 
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MOF has indicated that the Company Bill is intended to better define the roles of SEBI and 

the Department of Company Affairs, but this is not apparent from a review of the Bill. In 

as it retains too many merit review provisions and does notfact, the Bill is disappointing 

incorporate amendments required to establish a central securities depository.
 

areTo provide general background, certain aspects of these laws and related regulations 

summarized in Section 13 below by subject matter. 

D. Authority Over Capital Markets 

A. high level committee, comprised of the Chief EIxecutive Officer of SEBI, the Governor 

of the Reserve Bank of India and the Finance Secretary, has been formed to determine how 

over the capital markets should be divided as well as to direct policyrcgulatory authority 
over the capital markets generally. The absence of the )epartment of Company Affairs on 

the committee is notable. 

a clear view of how it believes authority should be allocated.The MOF appears to have 
The R1I1 will continue its role of deciding the extent of foreign involvement in the markets 

Its policies will also have a significant impactand regulating money market mutual funds. 
on the debt market. The MOF is of the view that virtually all other regulatory authority 

over markets will be vested in SEBI (although the MOF is likely to continue to oversee 

SEBI to a certain degree) except for authority over issuers, which will continue to be 

handled by the Department of Company Affairs. SEBI's view is that it should have 

authority over all matters concerning the relationship between the issuer and the investors, 

but not other matters of.corporate governance. As a result of this position, SEBI reviews 
over the types of disclosuresprospectuses for public offerings, but it still has no authority 

legally required by issuers or the types of disclosures that must be made by issuers to 

secondary trading markets following an initial public offering. 

SE131 is small and inexperienced at present, but has plans to exlAMld. Currently, it has four 

departments: a primary market department with two executive directors, a secondary 
anmarket department with three executive directors, a general counsel's office and 

investigations department. It anticipates having 150 professionals within one year and 

regional offices in Calcutta, Madras and Delhi. In light of the stage of SEBI's development 
and the extensive regulatory work needed to oversee market participants properly, the 

division of authority between SEBI and the Department of Company Affairs outlined above 

is probably not detrimental at present so that SEBI can concentrate its efforts on oversight 

of particilants. As SEBI and the markets develop, however, it is likely that this division of 
authority will prove cumlbersome and SEBI will require authority over ill aspects of 
corporate disclosure by public.companies. 
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E. Selected Aspects of Regulatory Environment 

1. Aunthlority over the accoit lhitgipofcsion and accot !l.ilw stan(hlrdi 

The Institute of Chartered Accountants was formcd )ursuant to The Chartered Accountants 

Act, 1949. That Act gives the Institute the power to license, discipline and revoke licenses 
must beof chartered accountants. An examination, wlhich is reportedly quite rigorous, 

passed before a liccilse will he issued. There are presently ap)roximately 20,000-25,000 

individuals practicing as chartered accountants. Most of these individuals practice as sole 

practitioners or in small firms. There are apparently only 2-3 large firms (800-1000) in India 

1id 5-6 HmICtlt ii size 'ins (100-300). A Ct(tt:cil is clected l)y the mexiihcrshi ) to carry out 

the Institute's powers. The Council is dominated by small firm members. 

'Tlhe Council al)points an Accountinlg Stazida'dLs Board, \vhichl establishes accounting 
principles and auditing standards. The general view seems to be that financial statements 
of listed companies are not in accord with international standards but that they are better 

than those in most emerging markets in Asia. The principal deficiencies are reported to be 

with respect to consolidation principles and off-balance-sheet items. Segment reporting is 

not required. 'Fax considerations are said to influence the process of establishing effective 

standards. The Institute is a member of the International Society of Chartered Accountants 
and does not lack knowledge about international accounting principles and auditing 
standards. 

The Companies Act requires a company to appoint a registered chartered accountant to 

audit its accounts, and specifies certain items that must be verified by accountants, as well 

as the form of audit report. It also specifies the format for financial statements and the 

times at which these financial statements must be presented. Accounting principles and 
auditing standards issued by the Accounting Standards Board supplement these principles. 
There is no legal requirement that companies follow the Institute's principles, however. 

The Company Bill is said to incorporate ma~my iccounting principles previously established 
by the Board. 

'Tlhe hIstitute clainis that the prinlcipal problem with tlhe quality and availability of financial 

statements is the lack of penalties against companies under either the Companies Act or 

stock exchange listing rules for failure to file financial statements or to comply with 
accounting principles established by the Institute. It also claims that half-yearly reports are 
abysmal. There is little disagreement with these views, but there is also an industry view 

that certain accountants assist in the prc.:ess of obscuring financial data without punishment. 

Vniriolv; OIil 'ioll; hav1w IIcCit e l)re!!;ed iibmit the Ji;ltittie, ichlding oplIon'!; that tile 
Institute fights with industry and that it is controlled by industry. The Institute views itself 
as a tough rcgulat..r of the accounting profession; this view is not held uniformly by 
regulators and the private sector, however. Accountants can be disciplined for professional 
IIlscoIhict, iziclidirng frailure to "invilte. ttention to aiiy material departure from the 
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of audit applicable to the circumstances." The Institutegenerally accepted procedure 
aeich year; of these, an average of 80-90 casesreceives only approximately 200 complaints 

are brought, and penaltic -irc imposed in approximately 40 cases. Licenses are rarely, if 

ever, withdrawn. 

The Companies Act specifics the disclosures required in a prospectus and also governs 

certain aspects of the allotment process. SEBI reviews prospectuses, and the Registrar of 
SEBI

Companies does not approve a prospectus unless SEBI's approval has been received. 

has no specific legislative authority to Sp)ecify disclosure requirements for prospectuses used 

in public offerings or otherwise to participate in this process. 

Although the Conltroller of 2tlittl Issues has been disballded, rice controls lifted and SEIII 

has no specific legislative authority to do so, SEBI guidelines have been issued with respect 

to pricing of issues. Pursuant to these guidelines shares of new companies must be issued 

at par. However, most other companies may freely price their securities provided promoters 

and other investors are treated uniformly and the prospectus justifies the price. SEBI 

guidelines have also been issued for "disclosure and investor protection." 

are apparently no legislative or other regulatory requirements for disclosure ofThere 
material events and periodic reports typically made to assist secondary market participants 

in evaluating an issuer's securities, and will acquire greater importance in the future. 

3. Market intermediaries 

The SE131 Act provides SFIBI with the power to license and regulate all market 

Pursuant to this authority SEBI has issued particulars to be followed byintermediaries. 
intermediaries when registering. 

a. Brokcrs. sub-brokers. inerchant bankers and tportfoli nMgtf 

SEBI has issued guidelines for registration of stockbrokers, sub-brokers and merchant 
determine whether a thebankers, which permit .a form of "merit" review by SEBI to 

applicant will be licensed, based on eligibility for membership of a stock exchange, 
infrastructure and experience (in the case of stockbrokers) age, absence of convictions and 

general education (in the case of sub-brokers), experience, professional competency, 

personnel, capital adequacy, track record and reputation for fairness (in the case of 

merchant bankers) and infrastructure, cxp rienced employees, capital adequacy and 

professional qualificaltions (in the case of porifolio managers). 

The SCRA governs licensing and regulation of stock exchanges. That Act gives regulatory 

power over exchanges to tie Central Government, but most powers have been unofficially 
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Broad power is given under the Act to impose conditions on exchangesdelegated to SEBI. 
Further, power is givenregarding qualifications of members and the number of members. 

to require that exchanges amend existing rules, to direct that new rules be made and to 

require that rulIcs le madc ill conformity with such conditions as may be prescribed with a 

view to ensuring fair dealing and protection of investors. Rules have been issued under the 

SCRA specifying membership criteria (including age, citizenship, absence of conviction, etc.) 

to become members of the exchanges.and the eligibility of companies 

Thus, the GOI has the power to require the exchanges to open their inembershlip and to 

operate as effective self regulatory organizations. In fact, SEBI has recently ordered 
to provide for 50% representation byexchanges to reconstitute their boards of directors 

SEBI expects this to occur by the fall of this year, and to result in significantnonmembers. 
changes in exchange policies. 

SEBI is empowered to inspect exchanges and has recently undertakeil an ilIls)ecLiol of the 

Bombay Stock Exchange. 

F. Market malpractices: remedies: enforcement 

There are few legal prohibitions against market malpractices such as market manipulation, 
failure to disclose material information or the making of misleading statements, and there 

SEBI has recently issued draft regulations governinghave been no enforcement actions. 
civil and criminal penalties on directors,insider trading. The Companies Act imposes 

other persons who authorize the issue of prospectuses containing untruepromoters and 
statements. 

Legal prohibitions have little effect in the absence of a concerted enforcement effort and 
dainages. Further, while it is currently fashlonabloaccessible means to collect civil 

of insider trading from markets, such cases areinternationally to discuss eradication 
extremely difficult to prosecute and should be a lower priority than addressing other more 

blatant types of unfair market practices by brokers andl dealers. 

SEIII eiforceicLt activities have to date Conisisted of ins.,;pectioniS of solne cxchallges, all 

mutual funds, a few merchant bankers and 14-15 brokers. Their strategy, in the absence of 

more effective enforcement powers, is to publicize deficiencies. SEBI has the power to 
terms of licenses, to direct a licensee torevoke licenses, however, and pursuant to the 

restore unfair profits obtained by market participants from customers. SEBI intends to 

focus atteitloii on czfrocenient il tie fnitomie. 

Under the Companies Act, the Department of Company Affairs has significant power to 

inspect companies, to impose fines and to initiate prosecutions. These activities are 	not 
arelikely to be effective to prevent capital mtarket atbtses, however, unless efforts 

and imposition of effectiveconcentrated on detection of abuses by p)ublic companies 
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penalties. This can best be accomplished by a regulatory body that is focused on public 

capital markets, such as SEBI. 

G. Takeovers 

Indian law protects existing management to an extreme degree. The SCRA permits 

companies to refuse to transfer shares if the transfer is likely to result in such change in the 

composition of the board of directors as would be prejudicial to the interests of the company 
this position , the Coiilpany Bill would 

or to the public interest. Instead of relaxing 1 
are not in accord with internationalThese restrictionsincorporate the same provision. 

practice and inhibit creation of a central depository. Internationally accepted practice is 

disclosure and to protect minority shareholders in connection with
evolving to require 
takeovers and not to give existing management special powers to prevent takeovers. SEBI 

has drafted a "Rcgulation for Substantial Acqluisition of Shares in Listed Companies" which, 
to pro',ide for regulation more in

while including some questionable provisions, attempts 

accord with international practice. 

The MOF recognizes the need for a complete review of takeover regulation, but wants to 

defer its consideration (as well as consideration of other changes required for a central 
are passed.depository) until the Companies Bill and the proposed SEBI Act amendments 

The takeovers issue will be extremely controversial. 

H. Investor protection: hhsmall investor in he marketpiace 

As a result of the transition from a protected market to a market that relies more heavily 

on free market principles, there is a need to consider alternative methods to involve small 
price system many investorsinvestors in the securities markets. Under the controlled 

apparently became involved in the market who would ordinarily not participate directly In 

securities markets. India's legal and market infrastructure is not sufficiently developed to 

protect this type of investor, who generally is not sophisticated in market practices. Even 

if a regulatory structure could be developed to protect such investors adequately, it would 

likely restrict development of tie market. It is in fact inalprOlriate to encourage 

investors to participate iii a nmat kct directly, l)articldarly in the absence ofunsophisticated 
By doing so, the GOI risks being blamed for losses incurred byappropriate infrastructure. 

such persons. Required is a change in strategy to redirect participation through mutual 

funds and pension plans. As part of this process, consideration should be given to replacing 
traditional underwriting arrangements.the allotment system with more 

1. .1h_.3gpA iiyAA95 5hlil !!f. 

'ThiroughI comsulItations vWith tIe MO', SUI:I 1u1d ti)me Dcpartment of Company Affairs, the 

GOI's present view of the boundaries for assistance on regulatory matters was made 
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In general, the GOI is receptive to human resource development but doesrelatively clear. 
not desire assistance with respect to policy matters such as determining the roles of each 

regulatory body, the structure of laws or regulatory strategy. The Department of Company 

Affairs was in fact more receptive to consultancies to help develop implementation strategies 

than were the MOF and SEBI. 

Past experience suggests tlat the inost effective assistance to develop an emerging market's 

regulatory system coml)itles advice oil policy mtatters with specific technical consultancies on 
as traininig. Ilowcver, much can also be accompllishedregulation and enforcement, as well 

by su))lying the needs for expert conSultaicics at the technical levels of regulation and 

etlforceiient, )y Co)nfereces .lid worlksll ))s Coveritg regulatory issues, aid especially by 

development of regulatory staff. SEBI executives have acknowledged thathuman resource 
experience in regulation of the capital markets is not available in India, and will have to be 

pattern outlined above, can make a crucial contribution todeveloped. The assistance 
improvement of capital markets. 

While the SEBI Act is presently inadequate, and regulatory authority over the capital 

markets remains fragmented, the GOI plan appears to be to eventually focus substantially 

all regulatory autlhority over public caipit l umitrkcts il SEI1I, to create a full disclosure 

system and to fortify the SRO structure. Accordingly, the direction in which the GOI 

intends to move is appropriate and, as discussed more fully below, assistance to train SEBI's 

staff would be worthwhile. 

The GOT is sensitive to the designation of the type of assistance. For example, assistance 

in development of al enforcement l)laI is unacceptable, but training in enforcement 

techniques is appropriate. It also seems to be important to the GO! agencies that they not 

be silgled out as those iiost ill need of traininig and that training sessions include both 

regulators and market participants. This could, in fact, be advantageous as training sessions 

targeting both the private sector and the regulators could bring practical understanding of 

Indian industry and market practices into the sessions. 

The private sector is virtually unanimous in its call to educate the regulators, both from a 

policy and an institutional standpoint. They are willing to participate in the process, but 

there is also some sense of frustration that their views generally receive little weight. It has 

been suggested that the most appropriate USAID role in the policy process is to sponsor 

a number of workshops that are designed to raise the nmost important issues, furnish 

international expertise for exposure regarding how such issues are handled in other parts 

of the world and provide a forum for policy dialogue. Private sector market participants 

also support iistitutional development, which :hey believe should be directed primarily at 
These two possible avelues of assistancc (selected policy workshops and InstitutionalSEII. 

development) are each discussed more fully below. 
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2. Selected Policy Workshops 

Workshops focusing on important issues affecting capital markets could be extremely 

beneficial in initiating discussions and providing exposure without threatening the GOI. For 

example, it is apparent from our meetings that GOI officials are more aware of the issues 

involved in establishing a central depository (though their views may be different from ours) 

because of the SHCIL conference, which provided a forum for exposure to the issues. In 

view of the GOl's senlsitivty to assistance inl the policy arena, workshops on policy issues 

nmist be (lesigled c:ttefully its l'or1t1for cdtctLioll Iiiitl They should be1ls disctssion. 

designed, sponsored and promoted by market participants with USAID involvement focused 

primarily on providing expertise through training materials and lectures. USAID could also 
There 	should be a limited number ofsupply research -- required to support the process. 

workshops throughout .lie life of the project so that attention can be focused on those 

subjects that are of the mest importance. Further, the workshops should be small and 

involve primarily influential representatives from GOI and private and public sector market 

participants. 

to be formed to direct the USAID project would be an idealThe committee proposed 
organization to decide which issues should be the subject of workshops. Issues for workshop 

topics would be identified over the life of the project. Possible topics of imnmediate interest 

include the following: 

o 	 Futir..ok_,0 It is apparent that India is in need of expertise from 
developed iarkets about the alterniatives for selarating its present equivalent 
of a futures market, the badla system, froin lorinal trading. A study group 

has analyzed requirements for such a market, but the need has been expressed 
for advice from international experts. Expertise is particularly required about 

the appropriate timing of introduction of such a market. Even though it may 
view of thenot be appropriate to establisah a iniarket at the prcsent time, ill 

COntillcd focus of market imA.icipats on this issue, it is important that 

market participants and GOI officials acquire an understanding of the 
prerequisites for such a market. 

o 	 The role of the small investor in the marketplace. The concerns with small 
investor participation in the present market were outlined above. An 
edlcational cffot will Ihe re(uLired to iiake both policylnakers aid the public 

aware of the risks of continuing.with the present system. Topics for a seminar 

on this issue could include methods of protecting the small investor in other 
jurisdictions as comparcd to those available in India, the advantages and 
disadvantages of traditional underiting practices is compared to the 

allottiietlt system uand altcrnative uiiethods used internationally to Involve small 
Iiiveslois illtle ilnalketlplace. 
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o 	 Takeovers, As discussed previously, the present legal environment governing 

takeovers restricts development of the market, particularly establishment of 

a central depository. The MOF has stated that the takeovers issue will be 

considered after the Company Bill and the amendments to the SEBI Act are 

India could benefit from exposure to alternative approaches tocompleted. 

takeover regulation from international models.
 

Other 	pos:ible tliCs (wliich have as yet received le:; at tention tihan the topics outlined 

above) might include (1) appropriate methods of involving pension funds iil a securities 

market, (2) obstacles and solutions to creation of a retail brokerage industry, (3) alternative 

remedies for investors who are injured by unfair securities market practices. 

3. 	 Institutional Developmen! 

a. 	 SEBI 

As discussed above, the need for development of SEBI is apparent. SEBI is interested in 

receiving assistance in training in all aspects of securities markets and market regulation, 

as systems design to organize the flow of documents through the organization. Theyas well 
do not want assistance in developing regulatory policies. They also have requested that 

training be directed broadly at the marketplace and that they not be singled out; they would 

like any training courses to include both market participants and SEBI because they believe 

the market participants need training and because they believe SEBI staff could benefit 

fri' i [lie ipractical market experience. 

SEBI is planning to hire a human resource development director by January 1994. At that 

time S1.131 would IC willing to Cstablislh a smiall committee to design a long-term training 

and organizational plan in coordination with a USAID team of training, regulatory and IT 

specialists. They are not interested in resident consultants and would like the design team 

to stay for no more than 2-3 months. They anticipate that the training program would 

consist of a series of short-term seminars, although one-on-one assistance could be 

incorporated. Initially the design team would conduct a skills assessment to determine the 

level of knowledge of executives and other SEBI staff. The receptivity of SEBI to assistance 

in designing a human resource development plan could be evaluated at that time. 

SEBI is receptive to assistance in desiguing and inplementing a licceii'ing and certification 

program for registered representatives of broker-dealers. Such a program would include 

design of professional standards for brokers, testing materials and an educational program 

to train brokers in acceptable market practices. The program would be patterned after that 

used by the U.S. NASD to license registered representatives, of broker-dealer firms. A copy 

of a rule requiring such an examilation and a syllalus for the exauination used in another 

emerging nmarkct is attached as ApljcnjtjhA 

Page 21 



SEBI has also requested assistance in developing strategies for handling document flow to 

support the regulatory process. Depending on their receptiveness at the time, consultants 
and designing a recordscould be provided to assist in developing operating procedures 

management system. 

Finally, SEBI has suggested that assistance be provided in conjunction with investor 

associations to prepare a videocssette to educate investors about fundamentals of the 

marketplace. This would be appropriate and probably beneficial in view of the major 

change in the nature of the marketplace that has taken place in India. IHowever, it is 
the risks and benefits ofimportant to assure that the focus of such a video would be on 

available to investors andparticipation in a free securities market, rights and remedies 
as muttal funds. A well designedalternatives to direct participation in tile markCt, such 


video could serve to assist in developlieig sulplport for market reforms.
 

SEBI Staff Training Programs 

Examples of possible training programs for SEBI staff and other market participants that 

the design team may structure include: 

o 	 International market trading practices; minimum standards for floor traders 

and market makers; execution priority rules; best execution rules; detection 
of unlawful practices and enforcement techniques 

o 	 Broker/dealer capital adequacy, and other regulatory practices, including 
know-your-customer rules and record keeping arid reporting requirements 

o 	 Oversight of SROs 

o 	 Standards for investment advisors 

o 	 Sales Practices standards for brokers and sub-brokers. 

o 	 Market malpractices--their detection and possible remedies 

o 	 Underwriting processes and pricing techniques 

o 	 Listing standards 

o 	 Due diligence techniques and underwriters' duties 

o 	 Issuer disclosure to secondary tratling markets 

o 	 Selective review of prospectuses; role of a "red herring" prospectus; profit 
forecasts 

Page 22 



o Mutual funds--methods of operation and inspection techniques 

o Achieving a balance between regulation and market development 

The officials we visited at the Departnicnt of Coiiipany Affiirs were quite receptive to 

that powers overreceiving assistance from USAID. Whether this is ducs to their awareness 

the capital markets are increasingly being shifted to SEBI, or to their acknowledgement of 

the need for more information about international practices is not clear. (It is also not clear 

e persons' views represent the position of the Dcpartment). They suggestedwhether the 
the forniatioa of a coilmmittee coniplrise of Sl"111 and l)cpartment of Company Affairs 

officials to coordinate enforcement efforts, to establish the appropriate allocation of 

authority and to consider establishing a separate court to handle securities law matters. 

They were receptive to USAID consulting assistance to such a committee to provide them 

with information on how such allocations of authority are accomplished in other jurisdictions 
a need for assistance toand to develop an enforcement plan. They indicated specific 

determine how a new investor protection fund, which is provided for in the Company Bill, 
The MOF and SEBI were not responsive to the suggestion that suchshould be established. 

Their plan seems to be eventually to obtain all authoritya committee be created, however. 
over disclosures of issuers in public markets and not to coordinate efforts with the 

Department of Comipany Affairs (although they do not intend to attenpt to obtain authority 

to control corporate governance matters). 

In spite of the cooperative front, the Department of Company Affairs representatives 

expressed the viev that more responsibilities should not be transferred to SEBI until the 

organization is more knowledgeable. They were protective of their role and the fact that 

they possess most of the enforcement powers over issuers. They also indicated that their 

status as a legislative body answerable to Parliament provides then with powers of 
This apparently wouldprosecution which SEBI, under ils current ordinance, cannot have. 

apply only to criminal penalties and not to civil remedies, which could be used effectively 

to deter market malpractices. In any event, the Department of Company Affairs is likely 

to continue to have some role in establishing corporate disclosure practices for some time. 

Nevertheless, it is our vicw that assistance efforts should be directed primarily at SEBI and 

only in a limited way at this Department. For the next few years, regulatory focus should 

be on correcting market malpractices of market intermediaries, over which SEBI has 
of corlorate information can be made but at aauthority. Iniprovemits in transparency 

slower pace. While issuer discIosure practiccs rcqtuire improvement, these practices are 

apparently not in such a state that they vould pievent participation in the market by 

foreigners and other non-lseculative investors. 
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In addition, based on our experience in other emerging and developed markets it is our view 

over public capital markets should be unified. Eventually, SEBIthat regulatory authority 
should have authority not only over market participants, but also over all disclosures 

required in public markets. We recomnmend that USAID F.I.R.E. programs of training and 
a rea be directed primarily at SEBI, which is likely ultimatelyconsultMancy in tile regulatory 


to be ihe pri'licilal riepilator of tie capCital kets.
 

While no major cffrt lto devclol) time l)clj.atmle it of Comimy Affairs is recommended, Its 

be in the extent possible. The lack ofofficials should included training sessions to 
understanding of the Department of Company Affairs about securities matters is apparent. 

In light of their current powers, this lack of understanding can be extremely detrimental to 

the capital markets. For example, one of the representatives (who was a retired Company 

Law Board member) expressed the view that a depository should be established only if it 

can comply with the present law and noted that they had made a special point of 
a completeincorporating anti-takeover provisions into the Company Bill, thus evidencing 

lack of understanding of the existing legislative barriers to a central securities depository. 

Although some problems remain with accounting principles and the accounting profession, 
the Institute of Chartered Accountants is well designed and operating reasonably well. It 

does not lack knowledge of international standards or the ability to discipline accountants. 
To the extent there are problems with adoption of adequate standards or enforcement, they 
Irc p)nbl)ily due to poIililical ss, Ilir it'a :tidai ' alippmol)riate market forces that 

cannot be corrected by iraimniig o,' comlstiltallcics. Il additioI1, th lestiit'. does liot appear 

interested in receiving help. It should be noted, however, that SEBI is of the view that the 
Institute needs assistance and this could be iinplemented as the project proceeds. 

The Institute suggested that the Institute and SEBI jointly coordinate a review of financial 
statements of public companies to detect abuses and initiate prosecutions, with USAID 
providing accounting expertise to establish financial statement review programs. The 
Institute noted that SEBI does not have sufficient expertise to analyze financial statements. 
SEBI is not interested in such a coordinated effort. 

d. Sclf Regulatory Org aniztions (SROs) 

The only existing SROs are the stock exchanges and the Institute of Chartered Accountants, 
although the merchant bankers are planning to form an Association of Merchant Bankers. 

As the minimal level of SRO enforcement activity at the. level of the stock exchanges 
demonstrates, SROs only function when an oversight structure is in place that prompts SROs 
to do tmir jobs effectively and ilishies tiIO'; who() (h not. SI2111 wants to create more 

t ieffective -l()s inul to imve time SW; ); do a ,nmiijurpor on of tim e llo 'cemimemt vork. It lias 

the pOwCr to ioNO m1LI Iln fact hats begun tie 1)1 cc,5 Iby ic(Itmli-ig that 50 * of exchalnge 
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boards be comprised of nonmembers. 	Once the exchange boards are reconstituted, it would 
to exchanges in developing their rules, enforcementbe appropriate to provide assistance 

techniques and arbitration procedures, provided the exchanges want assistance and indicate 

a sincere intention to cooperate with the regulators. This assistance should go hand in hand 

with the proposals made elsewhere in this report to assist the stock exchanges to improve 

the transparency of their trading systems. 

Possible avenues of assistance to SROs are to assist in development of presently existing 

SROs and to assist in the creation of new SROs. 

We investigated the possibility of establishing an organization similar to the U.S. National 

Association of Securities Dealers to license and regulate brokers, but in view of the present 

poor reputation of the brokerage industry and the animosity between SEBI and brokers, it 

seems at this moment that this idea will take some time to mature in the minds of all those 

involved. It is recommended also that as SEBI shows interest in promoting a national Self 

Regulatory Organization of brokers, that the F.I.R.E. program be ready to provide a mix of 

appropriate assistance including short term consultancies, and training workshops and 

conferences to develop this important concept here in India. 

While the OTCEI has developed an excellent framework for their self regulation, the Chief 
needs to be done, and has requestedExecutive of this market has indicated that more 

further assistance in that field. Assistance to the new, and as yet unformed, National Stock 

Exchange (NSE) should also be available if requested. 

SEBI lIrs suggested that aqiy of tle Cxcliaiics 01l tie cotUiitry til t dCSire to act as role 

models should be encouraged and supported with technical assistance. The management 
of the project should have the flexibility to respond to the initiative of individual exchanges 
to improve their transparency, as recommended elsewhere in this report. The utility of 

assistance to exchanges should also be evaluated in light of developments in the NSE and/or 

a national market system, but it should be noted that a national market system would be 

infeasible without significant improvements in the transparency of operations of the 

individual exchanges that would be tied togethcr. 

Mr. Javeri of ICICI, the coordinator of the plan to establish the Merchant Banker's 

Association, has requested assistance in the manner of establishing a securities regulatory 
organization. Such assistance would be appropriate and is supported by SEBI. The 

assistance should consist of one-on-one consultancies with expertise from international self 
such as the NASD. There is no equivalent self regulatoryregulatory organizations, 

because merchant bankers (underwriters) are notorganization in the United States 
regulated separately from broker-dealers in the United States. However, appropriate 
personIs with NASD or similar experience could provide appropriate expertise. 
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J. Conclusion 

I't is abundantly clear that India needs assistance in developing its regulatory system to a 

level that can provide a reasonable degree of protection to investors that they will be treated 
onfairly if they participate in its markets. Although the GOI is hesitant to accept advice 

in this 	area,policy 	matters, there are methods in wl'.i USAID can have an impact 

primarily through policy workshops and support of institutional development. Policy 

workshops limited to a few key issues can brilg international expertise to India and give 

regulators the exposure they require to make inforied decisions. Training and one-on-one 
is likely to not only increase the coim)etencyconsulting assistance focused initially on SEI 

but to 	create an environment in which opportunities to provide input onof that agency 

policy matters will be presented.
 

K. 	 Summary of possileClevels of assistance 

1. 	 Establish a Testing and Certification program foi brokers. 

Consultancies, training and test materials, over a three year period at 

a cost of $800,000. 

2. 	 Staff Training; a five year program of staff training, including overseas 

training could be conducted at a level of $600,000 over a five year 

period. 

3. 	 Industry Training Conferences & workshops 

4. 	 Self Regulatory Organizations: rechnlcal consultancleS and training 
resources to promote the developmc:t of SRO's (cost: $430,000 over 
five years) 

5. 	 Specific technical consultancies as required in various technical skills 

of the regulatory process should be made available to SEBI to advance 

the process of regulatory development. (cost $900,000 over five years) 
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IV. 	 MUTUAL FUNDS 

A. 	 Role of Mutual Funds in a Capital Market 

The principal benefit anticipated from developing a mutual fund industry is stimulation of 

the growth of the securities markets by introthcing vehicles that )romote professional 

investment and encourage investiIent front diverse sources. It is generally good policy to 
are natural holders of stocks, bonds andencourage mutual funds to develop because they 

money market instruments and their presence is likely to stimulate constructive growth in 

cach of the markets in which the iiinderlyinig portfolio securities are traded. 

For mutual funds to succeed in a competitive market, several essential conditions must be 

satisfied: 

0 	 The types of portfolio securities held by the funds must be attractive 

themselves, as compared to alternative financial assets; 

0 	 The attractiveness of the portfolio securities must be enhanced rather 
than diminished by gathering them together within a fund; 

* 	 The fund's structure must be economically sound; 

0 	 The funds must be subject to appropriate, but not overbearing, regulation. 

India's mutual fu ocd industry has developed to a certain degree through UTI and other 
pulblic sector institutiotns even in the absence of somne of these factors due in part to the 

limited alternatives available to investors. I lowever, the concentration of investment power 

in UTI, governmental investment policies and the lack of competition have. limited the 

potential of the industry to benefit investors and provide a broader. institutional base for the 

market. It has been reported that returns from UTI funds have not even kept pace with 

inflation, and that the accounting policies used to report the performance of many funds are, 

at least by international standards, misleading. This refers to the reported practice of some 

of the public sector offered funds of manipulating reported returns through arranging inter­

fund transfers of assets at less than market value. The receiving fund, normally a new one 

still being sold to investors, is thereby able to show higher returns. 

In a more competitive environment, it is likely that closed-end funds, which necessarily 

operate under a handicap, will become less attractive. Closed-end funds, which are not 

at net asset value on demanO, , re unable to provide investors with assuranceredeemable 
that fund shares can be bought or sold at r. ices which are linked closely to net asset value. 

Thus, an extra layer of uncompensated risk Is imposed on the unit hioldcr. Thi results from 

the fact that fund shares will be traded in a secondary market at prices that often differ 

from net asset value by considerable amounts due to the inability of an investor to liquidate 
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his investment. In addition, brokerage fees mup. be paid on purchase and sale of fund units, 
As a result, the funds are generally less

thereby further increasing the cost to the investor. 
popular with investors. 

of ,iln open-end mutual fund industry is the greater popularity of this
The benefit 
organizational forin with investors, and the larger pool of assets which such funds are likely 

to attnct. Of particular Concer'n to dcveIo)menct of'open-end fLinds ill ai einergilig market, 

however, is the limited market liquidity illrenIt ill most such markets. The lack of liquidity 

makes it difficult for such funds to liquidate their investments at fair value in order to 
As a result of the liquidity concern some developingrespond to redemption requests. 

India has decided to allow bothcountries have not permitted open-end funds to operate. 
subject to high capital requirements.closed and open-end funds, but open-end funds are 

rrivate sector management comipanies believe they will be able to market closed-end funds 

because of the nature of the investing public in India and that open-end funds are not likely 

to be introduced in the next few years. 

1. Regulatory Environment 

a. General requiremcnt 

For a mutual fund to avoid failure, it ordinarily is necessary to accomplish the following: 

Assets must be "marked-to-market" accurately; 

The manager must maintain accurate administrative control of the fund's 
amd remain in compliance withparticipanlt accounts and general ledger 


applicalhlo legal requireients;
 

Fraud must be avoided to the extent possible and, in any event, should be 

covered by insurance; 

The portfolio must be protected against demands for liquidity which carliot 

be accommodated by receipts from the sale of portfolio securities during the 

settlement period available to redeeming participants. 

It is also essential to creation of an effective mutual funds industry that tax treatment of 

funds and their holders be considered carefully. Due to the nature of mutual funds as a 

conduit for holding investments, it is essential that there be no double taxation of income 
Otherwise, purchasers offrom the investments (at the fiund level and the investor level). 

ftlud units could inlstead purclase tile securitie; that would be held by the fund directly and 

pay tax only once. The character of the income at tile fund level (e.g., its capital gain or tax­
lunIst be retained at the investor level In order to be competitive.exempt Inconme) 

lage 28 



Finally, the funds must be subject to appropriate regulation to assure that the industry as 

a whole deserves and retains the confidence of actual and potential investors. Scandals in 

the mutual fund ';-1ustry can produce negative legacies that can undermine the entire fund 
focus on the threats to structural soundnessindustry's development. Regulation must 

mentioned above, accurate and transparent accounting policies, and also on marketing 

practices to assure that investors are provided the information they need about the funds, 

their in:amgeiniits awl the I oitfolios wh ich IIicy offer. 

The princilal elements that are generally incltuded in a regulatory system to Sulevise 

xnutual ftuids are: 

to investors of terms of the fund, including investment strategy,Disclosure 
background information about the investment manager and other persons 

involved with fund management, risks, fees, expenses and other rights of 
investors; 

Specification of the method of pricing fund shares or units, limitations on the 

types of investments that can be made by the fund, and restrictions to lessen 
certain risks; 

Restrictions on the types of persons that may be involved with fund 
management, prohibition or regulation of affiliated transactions, placing of 
securities with a custodian or trustee, and requirements for fidelity bonds; 

Oversight by board of directors or trustee or similar body, with imposition of 
liability for failure to perforn this role prolerly; 

Oversight by a regulatory body; bookkeeping, audit and reporting 
requirements. 

In emerging markets, due to the illiquid nature of the market additional attention must be 

focused on redemption policies. 

The Indian Regdlatory and Competitive Environment " b. 

SEBI has issued guidelines regarding the operation of funds. Both closed and open-end 
funds can be offered under the guidelines. These guidelines 

require funds to be operated as trusts and include provisions designed to 
assure the independence of trustees; 

restrict certain business activities of asset management companies, which 
manage mutual funds; 
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0 require independent custodians; 

0 require prospectuses for schemes and registration with SEBI; 

0 establish minimum amounts that must be raised for open-end and closed-end 
schemes; 

0 require ipublication of net asset value, anid require that tie difference between 

the purchase and sale price of units not exceed 7% of the sale price; 

a limit certain types of investments by funds; 

0 establish ceilings on management and advisory fees; 

* specify accounting, disclosure and reporting requirements. 

In general, the guidelines appear to provide a reasonable regulatory base, and the private 
cansector organizations that we interviewed who intend to establish funds believe they 

operate under the rules. Although adjustments may be required as experience is gained, the 

principal issues will be whether the limit on management fees is too restrictive to make fund 

operation profitable and whether there need to be further restrictions on open-end funds 

to address liquidity concerns; in addition, it will be essential for SEBI to monitor funds 
It is our understanding thateffectively in order to limit the potential for market scandals. 


the general tax structure in India will not deter creation of mutual funds.
 

an additional factor that must be considered, bothIn India, the existence of UTI presents 
from a regulatory and a competitive standpoint. UTI claims that the SE13! rules do not 

a separate statute. SEBI is presently challengingapply to it because it was formed under 
UTI holders receive favorable tax treatment although this is apparently beingthis position. 

out. UTI has virtually a free hand to operate without regulatory supervision.phased 
However, its investment policies seem to be directed to a certain extent by the GOI, and 

this is said to have limitcd its ability to perform. 

In the absence of a level playing field whereby all mutual funds are subject to the same 
UTI's control over a substantial sharerules, competition with UTI will be more difficult. 


of the market creates an additional competitive concern. Part of the controversy about
 
subjecting UTI to SEBI authority centers around UTI's activities as a lender. Under SEBI
 
rules, funds will not be permitted to invest in term loans. L.C. Gupta takes the position that
 
SEI3I rules are too strict and that UTI has performed a vital role in mobilizing investor
 
funiids: for lenditig anid created a form of asset-):lcked security in India. lie therefore
 

concludes that UTI should not be bifurcated and subjected to SEBI regulation. lie reaches
 

these conclusions without considering the apparent absence of supervision of UT!, the actual
 
safety (as compared to perceived and disclosed safety) of investor funds with UTI, the rate
 

of return investors have been able to obtain, the potential benefits to investors of a private
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industry or experience in other Asian countries with similar state controlled funds. He has 

made these arguments to top policy makers; it is unclear how much weight his views will be 

given. 

Private entities who anticipate forming funds believe they will be able to compete with UTI 

even in the absence of a level playing field. Some have expressed the view that the 

regulatory issues concerning UT1 will he ldlhlrcssed and that there will be a more level 

playing field in the future. 
2. Requ ired Infrust rucrLire 

A new mutual funds industry will require operational systems. The normal strategy followed 

by either closed-end or open-end funds in the start-up stage of operations relies heavily on 

the use of outside vendors to support fund operations. 

The most important and most difficult of these functions to develop internally are custody 
Portfolio accountingof fund assets and shareholder accounting and transfer agency services. 


is a function which often is contracted out to third parties. Legal services and independent
 

accounting services also are necessary for the support of mutual fund operations. 

All that remain to be handled internally by investment management companies are portfolio 

management, product development and marketing. One would expect management 
companies to be willing and able to develop the staff and facilities needed for these 

purposes, from both local and foreign sources, provided sufficient profits may be anticipated. 

B. USAID Role 

The mutual funds industry in India is at a turning point as the private sector enters the 

market. A regulatory structure has been framed, although some adjustments are likely to 

be required to adapt it to the market. The change in the industry results in a need for 

exposure by private sector market participants who will operate funds and by SEBI to the 

methods of operating mutual funds. In addition, there is a need to educate the investing 

public. UTI may also be required to restructure its operations and may need assistance in 

doing so. 

1. .r. ate Se.ctor 

If the opportunity for profit is sufficient, the private sector is likely to acquire the needed 

advice on its own. In some other emerging markets, private entities that have desired to 

acquire this knowledge have formed l)artnerships with foreign firms that are in the mutual 
fuind busi ness. Somi e Ittdinii firin;s are considering doing this; oth ers have indicated the 

desire to avoid the high management fees required to do so. In a less developed market, 
it would be appropriate for USAID to provide such assistance to private sector participants. 
USAID assistance to private sector market participants in other countries has been justified 

on the basis that: 
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(a) the purpose of the provision of the cost subsidy to such institutions is to innovate 
new activities in the field of financial markets and improve the functioning of the 

market, 

(b) the costs of the mlanageient technology inay be considered prohibitive by the 
institt tions in relation to their lperceived beInefits at the )resent time 

(c) the techniques estblished vozuld be expected to be itdopted by the larger 

financial community and the benefits would effectively be passed beyond the initial 
target institutions, ard 

(d) having experienced professionals in key decision making slots in these 
organizations would reduce the risk levels associated with new financial instruments 
and avoid costly errors during their introduction stage. However, the Indian market 
is sufficiently advanced that private sector participants should have the resources to 
acquire the knowledge on their own. 

Nevertheless, as part of the public education efforts proposed in other sections of this 
report, seminars would be useful to support the process of developing awareness in mutual 
funds and international technioues that might take longer to be introduced in the market 
by the private sector on its own. Initial general seminars directed at both SEBI and market 
participants could include the following topics: 

0 Addressing liquidity problems: hybrid mutual funds (a closed-end fund 
that allows periodic repurchases); 

0 Marketing strategies; 
• Managing closed-end and open-end funds;
 
0 Pricing funds: sales charges, management fees, total expense ratios;
 
0 Investment portfolios;
 
0 Operational infrastructure.
 

2. SEBI 

In order for SEBI to carry out its regulatory role properly, it is essential to train SEBI 
personnel generally about mutual funds and portfolio management and specifically about 
methods of inspecting funds. Small group training sessions with a mutual funds expert 
would likely be the most effective method of training staff initially. In particular, it would 
be helpful to have a mutual funds inspection expert train SEBI personnel. These types of 
training could be incorporated into the overall training program that is expected to be 
(esiguied for SEI. 
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3. Public Investors 

As discussed in other sections of this report, Indian investors are accustomed to a securities 

market that provides risk-free returns. Although the public has some experience with public 

sector mutual funds, there will be an educational process required both to redirect funds 

from direct purchases into mutual funds and to evaluate funds that provide alternatives to 

Methods of educating the iublic about the change are described in the "Regulatory
UTI. 
Development" and "Investor Associaition" sectiols of this report. 

4. UTI 

In connection with the controversy about subjecting UTI funds to SEBI authority, discussions 

have taken place about the need to separate UTI's institutional operations from its mutual 

fund operations. We considered the possibility of providing consultancy assistance to UTI 
While we would not rule out this possibility depending

in effecting such a reorganization. 

on developments in the industry in the next 1-2 years, the future of the industry should be
 

with the private sector, and it therefore would seem most appropriate to focus attention on 

Providing assistance to UTI might be analogized to assisting Indian Airlines to
this sector. 

now that there are private sector airlines. On the other hand, if privatizationrestructure 
of UTI were considered, providing assistance to the process would be worthwhile. 

C. Conclusion 

In the future small investors are likely to find that they can best participate in the market 
to develop that industry is an importantthrough mutual funds. Accordingly, assistance 

clement of a.n overall cztpital market development plan. As India transitions from public 

sector to private sector funds, there is a major need for training In India about operational 

methods and marketing strategies. This training should be focused on private sector 

investors, SEBI and public investors. 
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IMFROVING THE OPERATING ENVIRONMENT OF TIE MARKETV. 

'-
A. 	 Clearance. SettlIemen-and DelolrySV-r fl 

The problems with India's current clearance and settlement systems were identified in the 

Report of the High Powered Study Group on Establishment of New Stock Exchanges, dated 
international experts and 

June 30, 1991, reconfirmed by a team of Price Waterhouse 
made 	in the Price Waterhouse publications produced

appror :late recommendations were 
during the period April 1992-Decemher 1992, and "-:,in by additional review in February-

March 1993. The conclusion is always the same, viz. Address the Clearing and Settlement 

markets of India. because the settlement systems of today are
problem in the capital 
unacceptable and not in keeping with international standards. The flaws in today's 

are well known, but some discussion is necessary for the less familiar
settlement system 

The discussion here shall center on the settlement procedures identified with the
reader. 
Bombay Stock Exchange inasmuch as they constitute the bulk of the trading and settlement 

volume in India today. 

1. 	 Long Sett!.mnt Period 

the year into 25 fixed settlements of two weeks
The Bombay Stock Exchange divides 

on. Each settlement period
duration each - Settlement No. 1, Settlement No. 2, and so 

begins on a Friday and ends on a 'l'hurstday a fortnight later. Effectively, there are 

a settlement period. All p)urchase or sale transactionsalpproximately 10 trading days in 
entered into during a settlement period are to be settled on the conclusion of the settlement 

This settlement process falls far short of the international standard of T+3.
period. 

a Setilement Period That is2. 	 JSpecified or Forward List Which Extends 
Already Too Long 

The present system in the Bombay and other major exchanges divides listed shares into two 

groups, viz., specified (or forward list) and non-specified (or cash list). A special privilege 

given to shares included in the specified list is that transactions in those shares can be 

carried forward in the form of "badla". In actual practice the bulk (about 75 per cent) of 

at the 	 end of a settlement period get carried
outstanding positions in specified shares 

settlement period, thereby delaying settlement and
forward to the next fortnightly 

heightening the speculative nature of the transactions.
 

3. 	 Non- pecificd or Cash List. Which Creates Excessi vP_wok 

on the IISE are of two weeks
In the case of non-specified shares settlement h)eriods 

duration. Tl:e other c;whanges settle trades for these shares within either one or two weeks. 

No carry forward is allowed, i.e. all outstanding positions at the end of the settlement period 

to be settled by actual delivery in the case of non-specified shares. While 
are required 
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effected through the clearing house by checks, the deliveries of
member payments are 

on the basis of deliverysecurities have to be physically made directly between members 


o'ders issued by the computer center of the exchange. Hence, the paper work is enormous.
 

4. Pay-out Problem. 

Settlement by the BSE is between exchange members. It is for cach member to settle with 
lhe r'ules o"the stock exchages are tnit very strict about

lis clieiits after the Iay-otit date. 
the time within which paymnts nd deliverics sllld be inade by exchange inenibers to 

their clients. Complaints from investors about delayed payments by exchange members are 

fairly common. Complaints of delayed delivery or non-delivery also occur.. 

5. Delayed Settlement Period with Client 

takes 15-20 days from the end of a
The actual settlement work till the pay-out day 
settlement period, and the final payments/deliveries by brokers to their clients take more 

time depending on an individual broker's promptness. The gap between a transaction date 

and the receipt of payment/securities by an investor from his broker/sub-broker could be 

between 3-6 weeks and, in the case of payments, is often longer. In addition, the buyers of 
concerned or with the companies'securities have to lodge them with the companies 

transfer agents to get the ownership of the securities transferred into theirregistrars or 

names. This involves considerable time, often months.
 

6. Problem of Mlad Deliveric. 

and agony may l)e caused to buyers of securities dtie to "bad 'delivery."Undue delay 
Currently 8-10 per cent of the total deliveries are "bad." The most frequent reason for "bad 

delivery" is that the transferor's signature on the transfer form does not match that in the 

company's records. Another important reason is a one year time limit for a transfer form's 

validity from the time of the date-stamp placed on the transfer form by a designated 
a transfergovernment functionary. Under Indian law, a company may choose to reject 

where discreet take-over is suspected, adding to the problem of bad delivery. Attempts to 

correct the prob!em of bad delivery have not been effective. 

Ccrtificgtcs 

The present system of deliveries is based on physical handling of securities along with the 

transfer form, usually for each market lot separately. Payments are by checks/drafts and 
The present system involves too much paperwork, delaynot through electronic transfers. 


and high cost because of manual procedures at all stages. The paperwork problem under
 

the existing system has grown to a choking point in the brokers' back offices.
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8. Payment Systems 

In 1992 Price Waterhouse recommended as part of the design of the National Depository 

System that the Reserve Bank of India inter-bank payments system be utilized for funds 

settlement. This settlement would be accomplished on the same day that the net due to and 

due from amounts would be published to depository participants. Several visits with RBI 

officials had convinced us that with the establishment of appropriate priorities and 
no great difficulty inestablishment of an RBI account for SHCIL, there should not be 

implementation. This recommendation caused some surprise because of the reputation that 

check clearance has for slowness in India. We did not, however, envision using checks for 

this process, but rather wire transfer. 

At the time of OL1I fact-gathering in 1992 the RBI was in the process of implementing an 

faster payments system called "Banknet" that would be the equivalent of the U. S.even 
It is important to note that our"Fedwire" system operated by the Federal Reserve banks. 


recommendation was in no way dependent on the implementation of Banknet.
 

As part of the F.I.R.E. project we determined to revalidate our findings of last year. Visits
 

to several RBI officials confirmed the ability of their system to handle funds settlement on
 

the same day instructions are received from member banks. Further, the Banknet system
 
Delhi, Madras, Nagpur, Bangalore, andis now implemented in Bombay, Calcutta, 

In addition to funds transfer theHyderabad. The plan is eventually to service all of India. 

plan is to add GOI securities movement to the system, permitting delivery versus payment
 

book-entry settlement on trade date if desired by the contra-parties or rules.
 

In our opinion the RBI appears to be doing vell with its funds transfer development and
 
is not inneed of any assistance.
 

Expert advice, however, would be very useful in connection with the detail design and 
system rules and procedures daring theimplementation of the specific payments 

implementation of the National Depository System. There is a discrete piece of work to 

design the method of notifying participants of their net due to and due from settlement 

amounts and then actually using the funds payment system on a test basis to insure that all 

entities involved (participants, participants' bank branches, their banks' head offices, the 
RBI, and SIICIL) are capable of executing the funds movement on an inunediate basis. 
Implied in this is a training component so that after testing, all involved personnel can 
operate the system unassisted. 

Resources necessary are approximately seven to eight man- months of assistance, deployed 

as follows: 

One person for a month of detailed design. 

One person as coordinator for six weeks located in Bombay who would relate 
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to the SHCIL and RBI head offices as well as to the road implementers. 

Four road implementers, each of whom would spend one week each in five 
or six key cities relating to participants and banks. The cities would 
tentatively be the locations of the stock exchanges, inasmuch as those 

the centers of financial interest and, therefore, of thelocatiois represent 
trading activity that would gencrate the need for funds settlement. 

India does not meet internationalThe post-trade processing currently employed in 
standards, specifically those of the Group of 30. (There are many international bodies which 

have developed standards, but in essence they all make similar statements. The Group of 

30 standards are the most relevant for this discussion.) India does not have a very good 

record against these standards. While there are nine recommendations made by the Group 
of 30, we shall concentrate on only the most important. 

The most important G-30 sL.ndard is for the creation of a central depository 
system. Without this, other recommendations diminish in significance or 
become extremely difficult, if not impossible, to achieve. 

Next to be achieved would be a delivery versus payment facility as part of the 
CDS. This would assure a delivering participant that the receiving participant 
could meet his financial commitment and that by relinquishing title to the 
securities, the deliverer wvould be assured of payment. In addition, payment 
should take place on the saimtie d:i' is the delivery is made and be In fu nds 
th'tL are good as received. 

Following this would be the conversion of all equity and corporate debt trade 
settlements to a rolling settlement, preferably starting at T (trade date) +5 
and moving to T+3. 

Finally, the trade comparison function will control how quickly one can 
shorten the number of days involved in the rolling settlement mentioned 
above. As stock exchanges achieve trade confirmation on '1'or 'F+ 1, they must 
be prepared to compare and settle trades directly with institutions if the 
overall system of settlement is to be efficient and effective. 

The specifications for how to achieve the above are included in the Price Waterhouse Final 
Report on the National Clearance and Depository System, .lated May 24, 1993. 
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B. Technical and Industry Assistance 

This should be afforded to SI-ICIL to assist it in carrying out its mission received from the 

Government of India, specifically the Minister of Finance. This assistance would take the 

form of affording industry expertise in the post-trade settlement area and technical expertise 

to assist SHCIL in evaluating hardware/software/telecoumunications platforms to assure 

adherence to recommendations made by Price Waterhouse and accepted by SHCIL. Given 

the time schedule of the NSE, it is recommended that industry and technical assistance be 

afforded SIICIL no later than September 1993, to assist it in sorting out the changes that 

the SEBI, MOF and NSE have upon the NCDS functional specifications since their original 

writing. The final design of the NCDS called for a total of thirty six man months spread over 

the period September 1993-September 1996. This amount should be sufficient to address the 

issues where experience is lacking within SHCIL. In addition, this level would also permit 

the design of the NCDS to be modified to accommodate new instruments such as corporate 

and government debt into the design. 

1. Education and Trinin!g of SHCI1, Staff 

Technical assistance should be given to SI-ICIL to assist it in the development of courses for 

education of its staff personnel who at both the SHCIL central office its vault locations and 

branch locations. Again, the Price Waterhouse study dated May 24, 1993 contains the detail 
The cost for this element was targeted at $1,029,000. Weeducational assistance required. 


recommend that SIICIL be supported for 75% of this amount, or $750,000. The remainder
 

can come from SHCIL and GOI contributions.
 

sur.id rilcrlu b1il2. ClUU-LS I_Gc 

users to use its operating system.It is also important for the NCDS to train its how 
users of the system, this training needConsidering there will be an estimated 4,000 plus 

presents NCDS with its biggest training challenge. It is recommended that the branch 

network systems and operations training be expanded to include NCDS users. Branch 

training will be conducted by a team of 10 "road show" trainers. The trainers, working in 

4 teams of 2 and 2 working individually, will travel to branch locations and coordinate start­

up training. This training program is projected to take up to a year to complete. 

During their visits to the remote sites, they will :onduct well publicized open enrollment 

seminars for users. This approach maximizes use of existing staff, utilizes the same training 

materials used for branch office staff, and minimizes expense. 

The investing public is best educated through a mass media approach. It is recommended 

that NCDS training manage the production of informative video tape and accompanying 
branch offices, professionalbrochure for distribution to exchanges, brokers, NCDS 

The tape would cover such topics as the NCDS Charter, how itorganizations, banks, etc. 
works, value to the financial sector and how interested l)articipants should go about finding 

Page 38 



out more information. Tile video should be approximately 20 minutes in length, be scripted 

and in a narrative format. The narrativeto an audience of non-financial professionals, 


format allows for voice-over dubbing which enhances translation into other languages.
 

to be $650,000, of which it is recommended that the
Cost for this Activity is estimated 

come from SIICIL and GOI
F.I.R.E. project contribute $500,000, the remainder to 

Appendix F of the Price Waterhousemore detailed breakdown seecontributions. For a 
report dated May 2,4, 1993. 

3. Jntcri 1fiaall'rl!g 

This training is meant for key executives and managers who will participate ininternational 

seminars or serve internships with operational depositories or clearing corporations. Such 

programs afford key managers the opportunity to learn from industry experts, make valuable 

and promote the NCDS. Key managers can also 'learn' through doing" in fullycontacts 
functional state-of-the art depositories. The cost for this activity is estimated at $200,000. 

For a more detailed breakdown see Appendix F of the Price Waterhouse report dated May 

24, 1993. 

N.B. These dollar figures are subject to change depending upon the SEBI, MOF and NSE 

impact on the SHCIL basic infrastructure. 

C. Conclusion 

USAID is an excellent position to assist SIICIL in development of the NCDS through both 

technical assistance in industry expertise plus underwriting the education of both SIICIL 

persolel and the investing public. The mission of SIICIL is to attack the current sorry 
for an NCDS institution isstate of clearance and settlement in India. The need 

SIICIL as the facilities manager for theunquestioned by all involved in the capital markets. 


NSE must not fail in its mission and USAID should do what it can to assist SHCIL
 

Page 39 



NATIONAL MARKET SYSTEM AND STOCK EXCIIANGE TRANSPARENCYVL 

A. BackgrouncJ 

While many participants in the capital markets community have the idea that a National 

is a good idea whose time will eventually come, no one seems toMarket System (NMS) 
a precise idea of what is involved. The questions that need answers have not been

have 
identified, and the agrcements that are required are only vaguely understood. Nevertheless, 

a valid goal for the Indiatn securities inarkets but it must be approached in
NMS remains 
steps. The best example of a NMS is the United States. At the start, there were only four 

trading floors to be linked. In addition, all four functioned under a specialist system which 

provided a two way quote (buy/sell) for each listing. Thus, the goal of the NMS could be 

to the buying or selling investor,precisely understood as providing the "best execution" 
wherever that price was quoted. The Indian stock exchanges, however, operate on an "open 

outcry" system, which does not provide a quotation or buy or sell price. They can only report 

the last sale price. Thus, under the current situation, an NMS could not offer "best 

execution". Indeed, given the current lack of transpare:icy in the trading operations of these 

exchanges, it is doubtful that an NMS would offer any advantage. 

There is a great deal of cost in infrastructure and cultural change required to implement this 

nuiltiple exchanges. We recommend that the real lroblems of transparencysystem across 
an NMS is put in place. This could be on the existing exchanges be resolved first before 

done in the form of offering technical assistance to the regional exchanges that are willing 

to change, along with training of their operating staff. After each exchange is. producing 

transparent price reporting, it will be appropriate to consider NMS. 

The primary impetus behind the US Congress passing the legislation that created the NMS 

was the then current and predicted market fragmentation which denied the investor the best 

in India where most regional cxchanges are still trulyexecution price. That is not the case 
security as another exchange. What tradingregional and not actively trading in the same 

there is in common issues is primarily restricted to the five largest exchanges. While we 

already know that the presidents of 20 stock exchanges met on September 25, 1992 and 

ratified the setting up of a NMS under the aegis of the Stock Holding Corporation of India 

along with the capital adequacy norms for the brokers of all the exchanges, we do not think 

that the NMS need include all exchanges at once. 

The objectives of a NMS will always be the same regardless of country. They are as follows: 

fair competition among all brokers and dealers; 

the efficient execution of securities transactions at "best execution"; 
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0 	 enhancement of a broker's ability to execute customer orders in the best 
market; 

the availability to brokers, dealers and investors of information with respect 
to quotations for and transactions in securities; 

0 

an opportunity to execute customer orders consistent with the preceding goals 
and without the intrusion of middlemen in the process; 

imaintenance of a stable and orderly inarket with naxintini capacity for 
absorbing trading inibalaiiccs withount Undue price inovements. 

New data processing and communications techniques make this a now more than ever 
achievable goal for any country interested in achieving an NMS. It is in the public interest 
and appropriate for the government to afford protection of investors and to promulgate the 
necessa ry laws which advance this cause through effective and efficient market operations 
espousing the principles stated above. The linking of all markets for "qualified" securities 
through communication and data processing facilities will foster efficiency, enhance 
competition, increase the information available to brokers, dealers, arid investors, facilitate 
the offsetting of investors; orders, and contribute to best execution of such orders. The term 
"qualified" is defined as a security agreed upon to be traded both in a primary market and 

one or more secondary markets. A market need not be an exchange but rather anywhere 

that a trade takes place. 

Two major components are required to achieve the objectives. All trades executed in the 

qualified securities must be recorded and made available electronically, in sequence for 

dissemination to all interested parties. This will be a quantum leap in addressing the multi­
faceted transparency issue at these exchanges. And second, there must be an automated 
screen-based trading system in place which too makes available electronically relevant trade 
information in keeping with the trading scheme(s) designed into the system. 

B. 	 Recommendations 

While the objectives of an NMS system are in keeping with the goals as set out in the PID, 
it is recommended that the F.I.R.E. offer to work first with the individual exchanges to 
resolve transparency problems, and then to create a consolidated tape among those 
participating exchanges. We believe that this will be consistent with the objectives of the 
stock exchanges of India which will all be busy trying to upgrade their trading facilities. The 
BIombay Stock Exchange is already engaged in frying to automate its trading. Direct 
assistance to implement an NMS s!iould therefore be deferred until the above objectives 
have been accomplished at least at the major regional exchanges. It is expected that this 
would occur only in year four or five of the F.I.R.E. program. 
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C. Conclusion 

The need for a NMS in India is indicated because of the market fragmentation witnessed 

today by the arbitrage which currently exists between the five major stock exchanges. This 
until complete transparency is assured in the

inequity born by the investor will continuc 
trading of securities, and the qualified securities are placed under a NMS. The alternative, 

of course, may be that a single stock exchange could achieve a monopoly. The candidates 

could be either the newly proposed National Stock Exchange (NSE), or the Bombay Stock 

Exchange (BSE). 
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VIL NATIONAL STOCK EXCHANGE 

A. Background 

The National Stock Exchange (NSE) will be operated by a newly formed company called 

the National Stock Exchange of India Linited (NSEIL). As an orgarization the NSEIL is 

a company promoted by the leading financial institutions and banks in India. These are: 

0 Industrial Development Bank of India; 

* Industrial Credit and Investment Corporation of India; 

0 Industrial Finance Corporation of India; 

& Life Insurance Corporation; 

* State Bank of India; 

0 General Insurance Corporation; 

0 Stock Holding Corporation of India Limited; 

* Infrastructure Leasing & Financial Services Limited; 

* SBI Capital Markets Limited. 

The NSE today is radically different from the National Stock Market System advanced by 
M.J.-Pherwani in mid-1991. The report of the high-powered committee that he headed had 
outlined a three-tier structure: five principal stock exchanges in Bombay, Delhi, Calcutta, 
Madras and Ahmedabad; 21 regional stock exchanges in smaller metros; and additional 
trading floors as the third tier of the system--all of which would be networked. Besides, 
there would be a model exchange in New Bombay, called the NSE, which would create a 

secondary market in debt instruments and list medium-sized companies too. 

All this has now changed. IDBI's Chairman, S.S. Nadkarni is quoted now as stying that 
idea". Nadkarni is now proposing a truly national"Pherwani's idea was just a seed of an 

exchange which will allow anybody to trade in shares from anywhere in India. In the first 
phase expected tc be operational on "December 31,1993", the NSE will see trading in inter­
bank call money market, government securities, and public sector undertaking bonds. Later, 
private sector debcltures will be added vith equity trading by mid-1994. 

The NSE, based upon its goals and objectives, has the potential to make the National Stock 
Exchange and the National Market System one and the same. From the purist point of view 
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it holds the promise of the totally unfragmented market with the greatest likelihood of best 

execution price, and price transparency. In order to achieve these goals, it would have to 

eliminate the trading of dually traded securities on the other exchanges. This would have, 
Stock Exchange to an exchange of 

at a minimum, the effect of reducing the Bombay 
regional stature. However, the competitive responses of the exchanges is yet to be seen. It 

is possible for them to respoaid by improving their transparency to the investor, or perhaps 
attract the investor. The

implementing market maker or specialist services which could 
increased competition would only benefit the investor. 

In any case, the NSE has a strong sense of direction for the next year's activities. As they 

open their system to trading vehicles beyond those currently specified, additional knowledge 

of these new trading vehicles and their attendant requirements, will have to be absorbed 

cleanly into what will then be a very sophisticated environment. There will be a great need 

for training of staff of the NSE as they get into operation. 

Already the memorandum of understanding and the articles of association of the NSEIL 

have been signed, its regulations have been cleared by the SEBI and its board has been 

constituted by the IDBI. Government clearances are predicted by Nadkarni to soon follow. 

The NSEIL board has set up three sub-committees to expedite the implementation of the 

exchange and decide upon the NSE's operations and systems; its infrastructure and 
This is the fastest moving locomotive that thenorms.administration; and membership 

since they began working in the Indian Capital Marketsconsultants have witnessed 
beginning with the technical assistance given the OTCEI commencing in March of 1992. 

An RFP has already been released to vendors of trading software systems. A review of the 

RFP reveals a system which if implemented as requested, will provide India with the 

following: 

a nation-wide trading facility for the Money Market and Capital Market; 

the latest in electronic trading systems and book-entry settlement to provide 

a securities market of unsurpassed efficiency and fairness to investors; 

a system that ensures investor protection through speed and quality of 

services; 

a system that provides risk management both of a systemic nature and 

participant failure risk; 

a system which will attract the foreign investor. 

While these objectives are general in nature they are supported with specifics as follows: 

Automation of the trading function; 
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0 market quality will be optimized by pooling orders from all trading members 

to maximize the opportunities for orders to be exposed to counter-parties; 

0 the market will be easy to monitor, control and regulate; 

0 the system will be able to be accessed nationally; 

* The market will be an order-driven market and as such will not require 

market makers to give two-way quItes continuously. Orders from the trading 

members, who can be located across India, will be concentrated in a 

centralized trading system to be matched automatically according to 

price/time priority; 

* Trading will take place from 10:00 a.m. to 2:00 p.m. 

Settlement will have a rolling settlement cycle with book entry settlement 

taking place in one of three places, viz. RBI, SHCIL or UTI, depending upon 

security type. 

I..ast sale prices will be available over the NSE's terminals and in addition will 

be broadcast by the Press Trust of India and Reuters through infoterminals 

In response to the question '!what if you built a stock exchange and nobody came?" Dr. Patil 

major stock brokers have said that they will want membershipsof IDBI declared that all tli' 
in the NSE. 

B. RecommendJions 

It is recommended that the F.I.R.E. project support the establishment of the NSE through 
by the Vicemost immediate need mentionedtechnical assistance and training. The 

President of the NSE is for staff training. It is recommended that a level of funding of about 
course of the F.I.R.E.$75,000 to $100,000 per year be provided for training during the 

project. In addition, technical consultancies should be provided to assist with such issues as 

futures and options. At a minimum, the Chicago Board Options Exchange and the Chicago 
This programMercantile Exchange should be engaged in effecting a technology transfer. 


would be coordinated by a U.S. based management consultant with Indian Capital Markets
 

The first phase of the program would be the design of the program itself. Theexperience. 
program itself will require visits by Indian executives to the United States and the United 

This will be beneficial for understandingStates cooperating executives should visit India. 
and idea exchange plus the setting up of the bond between the corresponding capital market 

entities. Internships for key employees of the NSE and SICILwould also be required. The 

anticipated project expenses would be as follows: 
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$360,000 for approximately three man months of expert consultancy for each
 

of four years of the program;
 

$100,000 Travel and living expenses for ten executive trips;
 

$120,000 Travel and living expense for ten internships;
 

$280,000 for staff training in India of NSE staff. 
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VIII TILE OVER THE COUNTER EXCHANGE OF INDIA (OTCEI)
 

During that time it
The OTCEI has been operational for about 14 months at this writing. 


has listed about 25 new equity issues, and has implemented a unique market in India to list
 

specific debt issues.
 

The uniqueness of this market lies in its concentration on the problems of small company
 

finance. Only companies with net worth below that required to list on the major exchanges
 
the OTCEI. This makes the market an ideal exit for venture are eligible for listing on 

In fact, this iswhat happened with the first listing on the exchange. The
capital companies. 

venture financier sold its holding in a company that it had helped to start up only two years
 

ago. The OTCEI opens a new and unique avenue to finance for small and medium
 

companies.
 

as the marketUSAID has made technical assistance available to the OTCEI during 1992, 

was organizing itself. This assistance helped with the business strategy of the market, and 

its regulation. For the fiture, the OTCEI plans further expansion out of Bombay, into other 

cities of India. A significant challenge lies ahead of the staff and members of this market. 

The OTCEI began its operations with the best regulatory framework extant in the Indian 
are set by the exchange members, andmarkets. High standards of ethical behavior 

organized self regulatory committees are charged with responsibility to enforce them. 

The details of the OTCEI development plan are contained in the Price Waterhouse report 

of April, 1992. The F.I.R.E. program offers an opportunity to follow up with the needed 

technical assistance in regulation, and screen-based systems, and most important in the 

training of OTCEI personnel. 
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LX. The Debt Market 

A. The need for clarity 

There appears to be no consensus among writers in the Indian markets on the use of such 

"debt", the "debt market", and "debt instruments". In order to target potential
terms as 
assistance precisely for optimum effectiveness, it is essential to first specify the definition of 

these terms as they are understood internationally. 

1. Debt 

It does not include a loan from
What is debt? It is any commercially made loan of money. 

but it does include bank deposits, postal savings
father to son or brotlier to brother, 

money, debentures and many other instruments and forms. 
deposits, fixed deposits, call 
There is a tendency for some persons to focus on only certain types of debt, overlooking the 

whole picture, thereby potentially distorting their analyses. 

2. Debt Market 

simply consists of (1) the acquisition of money
The debt market, therefore, very 
commercially with the intent to repay, granting interest and possibly other benefits as an 

third parties of evidence of that debt. 
inducement, and (2) the subsequent purchase by 

Included in this category, incidently, are reptrchase agreements--"repos", for short--(or ready 

they are called in India). While technically these are sales and
forward agreements as 

are loans from abusiness
repurchases, rather than loans, from a legal point of view, repos 

(swapping debt
Also included in this definition, therefore, are .switchespoint of view. 


instruments) and double ready forward agreements (repos of switches).
 

3. Size of Debt vs. EqFity Markets 

One result of writers' focusing on only fragments of the debt market is the notion that 

equities, rather than debt, are the larger of the two elements of the capital market. In fact, 

a complete definition of debt allows us to see that debt dominates by orders of magnitude. 
two trillion (or two lakhs

TDL (time and demand liabilities) of the banks alone exceed 
rDL is the basis of the CRR (cash reserve ratio), which drives 

crores, if you prefer) rupees. 

the call money debt market, and the SLR (statutory liquidity ratio), which is a major driver
 

of the bond market.
 

Consider this statistic: Equity issues flakcd in 1993 in February at Rs.640 crores (June was 

only Its. 174 crores) while 14 state governments are issuing Rs. 1200 crores /orth of 

In other words, only one bond issue is nearly twice the size of the 
ten-year bonds in July. 

biggest total equity month this year.
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4. Capital vs. Money Markets5 

,Another anomaly is the confusion in definition of capital versus money markets. Some 

writers define the money market in India as a short-term market; others include long-term 
Given goals of improving

debt such as twenty-year gilts. There appears to be no consensus. 


capital market transparency and likewise stimulating a secondary debt market, distinctions
 

between the money market and the capital market are not seem useful and this paper will
 

deal with the entire debt market from short to long term.
 

5. Other Definitions 

of the debt market. Short-termconfusion clouds discussionOther definitional 
inter-corporate borrowings are sometimes called "call money", though strictly speaking call 

money is borrowed by banks exclusively (by definition). 

is used interchangeably with "securitized"
The term "secured" (debt backed by assets) 

of debt underlying another evidence of debt), thereby ignoring that securitized
(evidence 

debt is only one type of secured debt.
 

the secondary market is another problem in 
Failure to distinguish the primary from 

As 
discussion of the debt market (and to a limited degree of the equity market as well). 

discussed in the third paragraph above there are two elements of the debt market-- 1.) the 

lending of money which is the creation of debt, and 2.) the subsequent purchase of the 

evidence of that debt. The former is called the primary market and the latter the secondary 

about the lack of a debt market in India, or the need to 
market. Papers complaining 

referring to both markets or just one. 
stimulate one, often do not make clear if they are 

The significance of this lack of clarity will be discussed later in this analysis.
 

To make matters a little more confusing there is another set of definitions for primary and 

secondary market, used in discussing stock exchanges (where, of course, debt is also traded): 

The primary market for dually listed issues is the biggest stock exchange trading them, while 
In the Indian context, the Bombay Stock

the smaller markets are called secondary markets. 
Exchange is the primary market; the others are the secondary markets. This definition is 

such as discussion of the development of stock exchange
relevant in certain contexts 
specialist systems or a national market system, but in this debt discussion the definitions of 

the preceding paragraph will be used. 

Debt is debt, even if at some later time it is
One final point of clarification is indicated: 

to feel, for example, that convertible andSome writers seemconvertible into equity. 

partially convertible debentures are really to be thought of more as equity rather than debt
 

debt instruments with features that make them
instruments. They are, however, clearly 

more attractive to the prospective buyer.
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B. 	 Structure of the Debt Market 

1. 	 Classification by Borrower 

Below 	is a classification of the issuers of debt (in other words, borrowers) together with 

some of the types of evidence of their debt (in other words, instruments or forms) that may 
a way as to aid analysis:further help to define terms in such 

o 	 The central government of India (as a whole entity). 
Treasury bills (under one year)
 
Dated gilts (long term; typically 3 to 20 years).
 

o 	 Central government departments (as distinguished from the central 

government as a whole and central government-owned enterprises). Examples 

include:
 
The post office
 
The Reserve Bank of India
 
Postal savings
 
Provident Fund special deposits
 

o 	 State governments.
 
Bonds
 

o 	 Central government-owned enterprises. Examples are some banks and the 

railways, as well as the Delhi and Bombay telephone companies. 
londs 

o 	 State government-owned enterprises. Examples include the electric utilities. 

Bonds 

o 	 Commercial and other banks, which are in either the public sector or private 

sector.
 
Call money
 
Demand deposits
 
Participation certificates
 
Certificates of deposit
 
Repos
 

o 	 Financial Institutions. Examples include IDBI and ICICI.
 
Bonds
 

o 	 Private sector corporate bodies
 
Debentures
 
Fixed deposits
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Cormmercial paper
 
Inter-corporate deposits
 
Trade bills
 

Also,Note: The above list is not intended to be exhaustive for instrument types. 

there are transactions related to the debt market, which strictly speaking are not sales 
for liquidityof debt instruments, such as transactions in UTI '64 units by banks 

purposes (not valid for satisfying the SLR requirement) and switches (the swapping 

of debt instruments). 

2. Classification by Lender 

Another way of looking at the primary debt market is by lender, rather than borrower as 

in the prior section. Lenders with investible funds represent the supply side of the primary 

market (i.e. the demand for attractive instruments). In the interest of brevity the lenders 

will be divided into two categories: 

The Retail mai ket. Examples are individuals, husbands and wives jointly, and Hindu 

Undivided Families. 

The Institutional Market. The institutional market can be thought of, broadly 

aggregations of the public investing (lending) through intermediaries.speaking, as 
Thus, when lending rather than borrowing, the eight classes of borrowers listed above 

Mutual Funds, though not specifically cited above, are are institutional lenders. 

important Financial Institution lenders, as are Provident Funds, and charitable trusts.
 

It is obvious that each type of instrument may POTENTIALLY have 

lenders from each of the two categories. Why, in practice, they do not will be discussed 

below. 

C. The Secondary Debt Market 

can be classified in several ways, which willThe secondary debt market as defined above 
be helpful in determining future action. 

The market for glxgb instrument or form of debt to determine can be classified as one which 

has: 
" Little to no secondary market; e.g. PSU bonds, or 

" An active secondary market; e.g. call money. 

Thus, a broad statement about the lack of a secondary debt market in India without 

indicating the instrument(s) being discussed would be meaningless. It is simply not true that 

Page 51 



i 

there is no active secondary debt market in India, although that market might not cover as 

many instruments as may be desirable. 

Another classification of the secondary market is that for each instrument having an active 

secondary market, who are the players? These may be divided broadly between retail and 

institutional as defined above. Often when the statement is made that there isno secondary 
means that there is no active r 

market for a given instrument, the writer really 
as the treasury bill secondary market.secondary market, such 

1. Exchange Markct. vq. Telephone Markets 

it exists is whether it is 
Another classification of the secondary debt market where 

exchange-based (whether electronic screen-based like the OTCEI, or with ring or floor like 

Bombay does not matter) or telephone- based. Contrary to the assumptions behind what one 

often reads, the debt market that exists today is for all practical purposes telephone-based, 

and any attempt to deal with stimulating or improving the secondary debt market must 

recognize that reality. Only corporate debentures are listed on exchanges and there is very 

little secondary market trading in them. Stimulating that market may be a worthwhile goal 

(to be discussed later in this report); the point here is that stock exchange-based trading, 

even if active, would still be a relatively small part of the debt market, as is true in other 

country's financial systems. 

One final classification of secondary market trading where it exists either on an exchange 

or in a telephone market, is by type of trading system: 

in which all buy and sell orders are compared as they are 
1. ordeLIrivcy, 

entered into the system; if they match on terms and size, they are executed. 

There is no market maker; or 

2. £lU1tdriven, in which market makers offer continuous buy and sell quotes, 
the market price, and depth of the market before

allowing investors to see 
they buy/sell, or 

.bth,in which both systems co-exist in the market.3. 

Any of these classifications ispotentially workable, depending on market characteristics such 

as size, players, geographical dispersion, and so forth. 

Many writers have 
There is one point, however, specifically to be made in this connection. 


suggested that the absence of market makers is the reason that there is no active secondary
 

This is an unproved assertion. The National Stock Exchange is planning to trade 
market. 

on an order driven basis and there is no reason why the 
non-corporate debt instruments 

means they are doomed to fail. Market makers will enter the 
absence of market makers 
market place when the environment encourages them to do so profitably, but their absence 
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lead to a thin market. Indeed, many active vibrant markets
does not automatically 

throughout the world operate on an order driven basis.
 

D. The Issues Involved 

The discussion above is all by way of introduction to the 
What difference does it make? 

central issues. What difference does it make if we do nothing? Is the debt market in India
 

If there is a problem, is it in the primary market,
contributing to slower economic growth? 

Does the problem affect all instrum1ent types or just some? Is 
secondary market, or both? 

both? If there are problems, will 
the problem with institutional players, retail players or 

Can some specific
they go away by themselves (through naturai market forces) or not? 

The rest of this discussion will be 
things be done to expedite alleviation of the problems? 

devoted to dealing with these issues. 

Yes, it does make a difference. The bottom line is that any time there are distortions in the 

instruments, some potential players
secondary market, such as no active market for some 
not allowed to trade, and so forth, there isa corresponding distortion in the primary market. 

Distortion in the primary market means suboptimum rationalization in the acquisition and 

deployment of capital with corresponding potentially lower profits, lower sales, and lower 

This is true even, as is the case in India, there appears to be no problem in
employment. 

The fact that, for example, there is more incentive to turn
marketing primary debt issues. 
to the equity market for fresh capital or to offer optional equity incentives that may not be 

in a corporation's shareholders best interests is the direct result of (for whatever reasons) 
ihe

the lack of a secondary market in corporate debt. Many other examples could be cited: 

captive market in gilts, interest rate repression, restriction on both foreign investment and 

foreigners' investing in Indian instruments, restrictions on provident fund and charitable trust 
conclusion here is not to favor a totally

portfolios, are just the tip of the iceberg. The 
rather it is simply stating that the freer and more robust the

uncontrolled marketplace; 
secondary markets are, over the long run, the healthier the economy will be. 

To the extent that India, therefore, has constraints on potential investors' judgement, the 

result will be to inhibit the development of its capital markets. A process to review and 

revise these restrictions would be desirable. 

Fortunately, as discussed below, the constraints can be identified and positive programs can 

address many of the problems. Also, it is not essential to change any government economic 

policies in order to obtain substantial improvement, especially in the debt market (although 

it would certainly be desirable). 

E. Demand Side Constraints 

There are three broad categories of constraints preventing secondary debt market 
are all constraints on demand

development to optimal levels. It should be noted that these 


for debt instruments. There is no demonstrable shortage of debt instrument supply.
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that distort 	the free1. 	 Governmental - laws, regulations and policies 
(The issue of whether the free market should be distortedmarket. 


because the alternative is worse is beyond the scope of this paper.)
 

The most glaring example is the artificial cap on government securities
 

Other examples include forcing banks to buy securitiesinterest rates. 
that meet government requirements, regardless of whether it makes 

the banks to do so, permitting only the RBI toeconomic sense for 
invest in foreign bonds, restricting tile government securities eligible 

for repo agreements, severely restricting provident fund investment 

choices, sponsoring and funding a specific stock exchange to trade in 

certain debt types rather than opening the marketplace to competitive 

forces with the government insuring fairness for all players, and 

permitting accounting rules that allow banks to overstate the current 

market value of their bond portfolios. 

of the Indian people that influence their2. 	 Cultuiral--characteristics 
investment choices. Among these characteristics (which obviously vary 

by individual) are preferences for keeping cash rather than investing 

in securities, a dislike of debt as an institution,' a preference for debt 
have guaranteed principalinstruments that are both liquid and 

repayment at any time (as contrasted with instruments that are liquid 

but in which-the principal amount varies prior to maturity), preference 

for the perceived capital gain opportunities of the equities market, lack 

of the debt markets (even when theoretically open toof knowledge 
them, such as government debt auctions) and profound .distrust of 

I)rokers. 

3. 	 Infrastru €nri - the mechanical characteristics of the securities markets 

in general, and the secondary debt market in particular. Among these 

characteristics are a generally-disorderly telephone market, lack of 

disclosure about prices and sequence of trades, the lack of disclosure 

of the existence of a market (the eligibility of the public to bid at RBI 

auctions and the alleged willingness of the RBI to maintain individuals' 

accounts), lack of a modern book-entry delivery system and depository, 

lack of a modern settlement payment system, lack of regulation 

assuring honest broking/dealing and the difficulty of access by th 

retail customer to the marketplace. 

At this point it would be well to state something that is often suggested as a problem in the 
the notion that lack of more instrumentIndian debt 	market that is really another myth: 

currently exist, especially the modern creative kind, like mortgage-backedtypes than 
pass-throughs (example in U.S.--Ginny Maes), inhibits the growth of the debt market. This 

idea is sometimes presented as an opportunity for Western assistance as if the Indian 

securities market players would or could not invent instruments that nieet their needs, and 
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what is more, did not stay up with what is happening in foreign securities markets. No one 

who has read the Pherwani report dealing with this subject could fail to be impressed with 
The fact is that the Indian debt

the catalog of prospective security types presented therein. 

market today has two security types virtually unknown in the United States: non-financial 

company fixed deposits, and debentures with intermediate partial call dates. Also, the Indian 

marketplace has created innovative instruments to stimulate demand by specific investor 

groups; the deep discount bonds marketed to over one million customers by JM Financial 

an example. The real issue here is that with the desirable loosening of governmentare 
instruments for the investing public

restrictions will the marketplace bring forth joo man 
to keep up with, rather than not enough. 

F. Rcommendation5 

specific projects that can be undertaken to address the constraintsThere are many 
addressed above. 

First of all, however, this paper will not further address th ' governmental constraints. They 

are the most well-known and are addressed in GOI discussions with the World Bank and 

the Asian Development Bank in connection with their Financial Sector Loans. In many cases 

it appears from policies adopted and 	statements made that the Indian government has 
This is clearly the case with interest rate policy foralready begun the process of change. 

government debt (gifts). It does seem clear that the GOT is moving cautiously to inch closer 

to the market rates. With each such move, the markets show evident interest; and there is 

general agreement that the rates on new issues of gilts are becoming more attractive. The 

focus, then, should be oncultural and infrastructural projects. As suggested above, these 

can proceed regardless of the governmental constraints. 

1. Develop h National Clearance and Deposi ory System as proposed, 
.phi 	 broadening the scope to include all debt instruments. In the 

aabsence of one agency becoming the depository for all securities 
pattern of depositories by security type will likely develop. The RBI 

will be the gilts depository, UTI will maintain the depository for 

transfer of fund units, SHCIL for equities and so forth. There are two 

things wrong with this development--the obvious one is creating 
unnecessary overhead by depositories with separate managing directors 
and other executives. The other problem, while subtler, is actually 

Each depository will require its own participants fund plus theworse. 

collateral backing payment will be fragmented. The result of the
 

stretching of participants' capital will be to constrict the market
 
unnecessarily simply because of the mechanics involved.
 

Create an al-Ind ia International Security Identification Number (ISIN)
2. 

compatible Securities Identification -Number (SIN) system. This should 
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on the 	NCDS, andbe done even before starting the detailed work 
even if there were no NCDS. Two related taskswould be necessary 


are necessary:
 

Create 	a parallel financial institution numbering scheme, anda. 
b. 	 Standardize securities related message formats compatible with 

ISO standards. 

3. 	 Iplement sequential last sale rcporing, with locked-in trade (where 
not have anpossible) for every stock exchange in India which does 

independently funded program already well under way as the Bombay 

Stock Exchange reportedly has. This improved transparency will 

init.illy benefit the equities market, but given the listing of corporate 
debentures on the exchanges, it should improve the secondary debt 
market as well. 

4. 	 Implement a time sequ.enced composite taps so that all executions in 

a given security will appear on one tape, regardless of the exchange of 

execution. In order to accomplish this, each exchange will have to feed 

this information to all interested information vendors. This will greatly 
improve transparency in both the equities and corporate debt market. 

5. 	 Imnplement a tlphone market last sale and luote (where aivailable) 
relMtg service for del)t instrunients. At least one quote vendor has 

already made a start on this, but there is much to be done. Also, other 
firms will likely be interested. This project will provide transparency 
in the debt market similar to the proposed projects for stock 

NSE starts trading inexchanges. As part of this project, when 
governments and other debt securities, the telephone market reporting 
should carry the NSE prices; in other words, a debt composite tape. 

6. 	 Promote -evelopment of a tlephone nirket Self Regulatory 
Organization (SRO) co mparable to the Stock Exchanges SRO 
responsibilities governing their activities. This would involve not only 
broker-dealers' ethics (the topic usually asociated with SROs) but also 
trading and delivery rules. 

7. 	 Assist the Invcstors Associations. Industry Associations andLSEBI to 

dlucate the piblic - bout ipoverument debt, including establishing easy 
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access to participating in primary offerings, and access to a transparent 

secondary market. 

in investment,
8. Implement a series of middle-class oriented seminars 

with particular emphasis on variety of choices and the risks/rewards 

potential of each. 

-LL Lree l srvice[ which publishes data
9. Promote the dvelopmeo 

about every entity (other than the government) issuing securities to the 

public. The publication would be in summary form updated quarterly. 

The Standard & Poor's yellow sheets would be the model. This should 
through the data presented more

help transparency and encourage 
on the part of the investing public.knowledge of the debt market 

and financial officers in money
10. Fund courses for corporrtin t rer 

versusmanagement, with special emphasis on equity debt 
business. The idea here is to

considerations in financing their 
stimulate debt offerings where they are preferable to equities. The 

course, perhaps by the UTI Institute, should also include 

considerations of choices in investing excess cash, which again is 
rather thandebt-oriented education, this time on the lending 

borrowing side. 
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APPENDIX A
 

Proposed Program to Test, Certify and License Brokers,
 

Underwriters, and Mutual Fund Salesmen
 
in the Indian Capital Markets
 

1. Problem 

While all brokers are required to obtain a license from SEBI, there is as yet no requirement 

that the broker prove his competence by passing an examination. Moreover, the broker's 

sales personnel who interact with the public are not required to be licensed, and also do not 

of competency through the passing of an appropriate
have to achieve certification 
examination. 

2. Program Prerequisite 

The first step in implementing such a program is to publish a rule applying to all personnel 

in the market who act as brokers, underwriters, mutual fund salesmen, who interact with 

members of the public. This rule would apply to the person himself, and not to the firm. 

The licensing requirements should concentrate on different qualifications, including capital 

adequacy. The person who intends to act in the above capacities, whether in a firm or one 

his own, must first register as a broker, and prove his competence by achieving certification 

through passing a test on relevant material applicable to investing in the capital. markets. 

3. Implementation Plan 

The appropriate authorities including SEBI and the Ministry of Finance must first determine 
out by a national SRO

whether this testing and certification function is to be carried 

composed of the brokers and underwriters, or by the regulatory authority. There are many 

implications which flow from this choice and it is a fundamental one. It would be advisable 

to obtain experience from other markets to use as a basis for this decision. SEBI personnel 

have indicated their preference that SEBI be the sponsor and manager of the testing and 

certifying process. 

Cm ilee of ProfessionamLia.uhrd5 

Whatever the above choice, there should be formed a Committee of Professional Standards 

to serve as a board of examiners, and to administer the testing and certifying process. This 

Committee or Board must then also maintain and keep current the records of those who 

have achieved certification, and its current status. 

/4 



Objective
 

The major .technical objectives of the project are to:
 

1. 	 prepare a curriculum and syllabus for the material to be examined. 

2. 	 prepare a study guide of all the material to be tested. 

brokers and3. 	 develop procedures for a national register of licensed 
underwriters. 

4. 	 develop sources of training which will prepare candidates for taking the test, 

and offer these courses. 

5. 	 develop a plan and schedule for administering the test, and grading the 
results. 

6. 	 publicize and administer the testing process. 

1. 	 Work with SEBI, and the Committee to develop consensus on the type of 
material to be tested. 

2. 	 Advise SEBI and the Committee on the structure of the program and 
workplans to meet the above objectives. 

3. 	 Assist in creating a pool of questions for each group to be tested, on topics 
which at a minimum would include Indian capital market laws, codes of 

ethics, financial analysis, corporate finance, securities and product knowledge. 

4. 	 Write study guide relating to the pool of questions. 

5. 	 Work with relevant training institutions to prepare courses which candidates 
may take to prepare tiemselves. 

6. 	 Publicize the testing process and its purposes. 

o create information booklet and registration forms. 
o computer data base for registration, rosters and score reports. 
o Design announcements and advertisements for tests. 
o Format test books for printing. 
o format answer sheets for printing. 
o Design process for distribution of information and results. 



Staffing 

The project will require an experienced capital markets training specialist with experience 

in type of industry competence testing and certification. Experience with the "series 7" 

in the U.S. would be ideal. In addition a licensing specialist, with someexamination 
experience in the capital markets would be required. The estimated time for each of these 

experts would be 6 months, probably in two or three phases. 

In addition, local personnel experienced with examinations and testing, advertising and the 

organization of a nationwide effort. 

In addition, the preparation of test materials, and the implementation of workshops and 

conferences to explain the program, and to assure adequate training resources are available 
to the applicants. 
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APPENDIX B 

REVIEW OF UTI INSTITUTE OF CAPITAL MARKETS 

OVE1RVIEW 

On May 31, 1993, John Ruckrich of Price Waterhouse spent a day at the UTI Institute of 

Capital Markets in Vashi, New Bombay. His host was Dr. Thiripalraju, Dean of the 

institute. The following is a review of the institution, its faculty, and curriculum. 

The UTI Institute of Capital Markets (UTI-ICM) was established in 1989, with the objective 
of supporting the needs of the investment community for professional education, training 

and research. The rapid strides that tile Indian economy has taken since the eighties, and 
the challenges thrown open by the liberalization process initiated in the nineties, have 
necessitated increased professionalism in the financial services industry. The need for 
specialists and sophisticated analysts in the capital markets is being increasingly felt in the 

context of the changed economic environment. 

The Institute serves these needs through a multi-faceted approach that combines training 
and research. Professional training programs, catering to various segments are organised 
by the Institute throughout the year. Appropriate research is conducted on an on-going 
basis. The Institute also undertakes consultancy assignments with a view to assisting both 
new entrants and established iparticipants in the capital markets. 

The Institute conducts short duration professional development programs and a long 
duration Certificate Course. The Institute has physical facilities to conduct concurrently four 
courses at a time. 

The class rooms are suitably designed to accommodate a group of approximately twenty five 
participants. Group study/case study rooms are available to the students and integral to the 
teaching methodology. Each group study room had a terminal for access to the Institute's 
own centralized DEC mini-computer. A large auditorium with a capacity for seating 75 was 
equipped with the latest in audio visual equipment, including an electronic chalk board. 

The Institute, while once completely owned by UTI, has since been spun off and is a totally 
separate entity from UTI. It is a non- profit organization housed in six stories of a building 
donated to it by UTI. UTI has committed to continue supporting the Institute with the 
necessary capital required for physical plant used in pursuit of the educational aspects of the 
Institute. The Institute is primarily a resident program with the students being housed in 
a nearby hostel owned by the Institute, and tition covers both room and board. The 
students and faculty share the same diiiing room which makes for an informal environment 
where it was witnessed that the students felt free to interact with the faculty during the 
lunch period. 
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and readilyEspecially worthy of note is the excellent library housed in the Institute 
The libraryaccessible to the students, both through terminal access and physical browsing. 

is supported by a state of the art, library science software management system. The system 

had an outstanding browse capability which searches by topic through all the electronically 

stored books, magazines, newspapers and various periodicals available in the library. The 
as Chairman.Institute is administered through a Governing Council with Dr. S.A. Dave 

INSTRUCTIONAI, MITIODOLOGY 

The Institute is equipped with the latest technology in teaching aids, which include 
Electronic Copy Board and a DEC VAX mini-computer.PC-projectors, Mega-monitors, 

The courses are designed to include interactive sessions comprising case studies, group 
baseddiscussions, workshops and role-play games. The Institute also has computer 

simulation games, developed to provide hands-on training in a simulated environment, in 

various capital market operations and techniques. The Institute has a number of 
educational films, covering primary markets, options, future, swaps, etc. 

The Institute provides reading material for all the courses, incorporating up-to-date 
information on various topics. The material also includes elaborate conceptual and practical 
inputs developed after thorough research and review. 

CORE FACUIJTY 

Dr. M. 'liiripal Raju, e)an, obtained his doctorate from the Indian Institute of Technology, 
Bombay. Ills doctoral dissertation was on "Behavior of Share Prices in India". lie was 

years and had taught variousearlier associated with the NITIE, Bombay, for seven 

management development programmes in the area of Financial and Portfolio Management.
 
He has been involved with the design and development of courses in the areas of Merchant
 
Banking, Corporate Strategies, Primary Markets for Securities and Portfolio Management.
 
He has published several research papers in leading journals.
 

Ie worked with the Bombay Stock Exchange for approximately 2 1/2 years in different 
positions. He was a consultant to sonic of the leading Public Sector and Private Sector 

Organizations. He presented papers at International Conferences and participated in 
International Seminars and Conferences. lie is a Visiting faculty at various reputed 
National Institutions and has addressed several National Seminars. 

Hemalatha Chandrahasan, Associate Professor, is a post graduate in Economics. She has 
co-authored two widely received books on Investment Management and International 
Payments. She was earlier associated with the Institute for Financial Management and 
Research, Madras, and had worked on consultancy project. She has been involved in the 
courses in lund Management, Investineit Rcsearch, International Finmce and Lcononmic 
Analysis. She has presented research papers at various seminars and has published many 
of them. 



Uma Shashikant, Assistant Professor, is a post graduate in Commerce and is working on a 

doctoral dissertation on the "Risk and Return on equity investments in India". She was 
of India, Hyderabad, as aassociated with the Institute of Chartered Financial Analysts 

Faculty Member prior to her joining the UTI-ICM. She is involved in the training programs 

in the areas of Fund Management, Technical Analysis, and Stock Market Trading and 

Operations. 

Dr. Narayan Rao, Research Faculty, is a post graduate in Management and obtained his 
doctorate from the Indian Institute of Technology, Madras. Jlis doctoral dissertation was 

on "Corporate Financial P'olicy and Signalinig Theory: A study of cash dividends, bonus 
issues, and equity rights issues". I IChas been involved in training programs in the areas of 
International Capital Markets, Money Markets, and Corporate Finance. 

Naresh Raut, Research F:aculty, is a B. Tech from the Institute of Technology, Kharagpur, 
M.S. (Mechanical Engineering) from the University of Manitoba, Canada and M.B.A.and 
M.S.A. from the University of Houston, USA. He has taught as Visiting Assistant Professor 
in the Department of Economics and Finance, Lamar University, Texas, USA. He has been 

involved in courses in Fixed Income Securities Management, Fund Management, and 
Investment Analysis. IIe has also designed an educational software for training in Finance. 



PROPOSED COURSES TO BE OFFERED
 

Fund Managers' Course--The course covers the Indian capital market Environment, 
Investment Analysis and Security Valuation and Portfolio Valuation. 

Course obicdtives 

o 	 To provide an understanding of the capital markets with a view to identifying 
investment opportunities. 

To introduce tools and techniques of investment analysis and management.o 

o 	 To provide a systematic framework for management of individual and 
institutioii"! portfolios. 

o 	 To provide an opportunity to practice acquired skills in a simulated 
environment. 

Course Duration: 3 weeks 

Introduction to Technical Analysis--The course covers trends, price patterns and their 
interpretation, analysis and application of Technical Indicators, Elliot Wave Theory, Trading 
Strategies.
 

Course Ohiectives: 

o 	 To familiarize investment analysts with the tools and techniques of Technical 
Analysis. 

o To 	provide practical know-how on chart-reading and trend analysis. 

o To introduce the utility of technical indicators for investment analysis. 

Course Duration: 3-5 Days 

5--The 	course covers Stock Exchange OperationsSecurities Tra.d g.jan M;1rkL.p rifl 
in India, Trading and Settlemncit Systems, Rules, By-laws and regulations for stock trading, 
OTCEI, Asian Stock uxchamigcs and Custodi anmd Central Depository Services. 

CourseQ ectives 

o To 	understand the mechanics of trading in equity shares. 

o To 	learn procedural aspects relating to placement and execution of orders. 



To appreciate the role and functions of various participants in the market.o 

aTo practice floor trading and computerized screen-based trading througho 

specially developed computer-based simulation game.
 

Course Duration: 5 Days 

T he course covers Fixed Income Securities, AnalysisFixed Income Sec, ries Mur 


and Pricing, Fixed Income Portfolio Construction and Management.
 

Course 	Objectives:
 

o 	 To provide a conceptual base for fixed income portfolio management. 

To introduce modern techniques in fixed income securities management.o 

o To introduce new derivative securities and their features. 

Course Duration: 3 Days 

~rny.nL.R_uI s j--The course covers Conceptual Foundations for Investment Research, 
Analysis of the Impact of Economic Policies, Organizing and Planning Investment Research, 
Quantitative/Statistical tools, Presentation of Research Findings. 

Course Ohiectives: 

o 	 To provide guidelines for value added research. 

o 	 To highlight the quantitative and qualitative inputs required for successful 
investment research. 

To identify various sources of data and information relevant to investmento 

research.
 

o 	 To expose participants to quantitative and statistical tools and their 
applications. 

Course 	Duration: 5 Days 

JUds--The course covers Mutual Fund Concepts, the Regulatoryt-! 
Environment, Successful Marketing of Mutual Fund jproducts, Investment and Mutual Fund 
Evaluation. 
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Course Objectives 

To convey the central features of domestic and international Mutual Funds.o 

o 	 To be familiar with - Marketing of Mutual Fund Products/Index funds/Fund 
Management/Disclosure requirements. 

To be 	familiar with the entire back office operations including the accountingo 
entries.
 

Course 	Duration: 5 Days 

MarketLng N_ v lsslL--Addressing Indian Corporate Capital Structures, Assessing Corporate 
Financial needs, Evolving an appropriate capital structure for the client, Designing a 
financia! product, Legal and procedural aspects in Issue Management, Drafting a Prospectus, 
Underwriting, Market Timing and Issue placements. 

Course Objectives: 

o 	 To impart skills and techniques in managing new issues. 

o 	 To provide practical inputs for effectivcly pricing and placing new issues. 

o 	 To update knowledge on innovations in financial product packaging. 

o 	 To acquaint issue managers with leg:il and procedural aspects. 

Course 	Duration: 5 Days 

Merchant Banking and Underwriting--Regulatory Framework and SEBI guidelines on 
merchant banking activities, Role of the Merchant Banker in issue management, Stock 
Exchange listing, Lease Financing, Venture Capital, Factoring and Bill discounting, portfolio 
Construction and M:nagcment. 

Course Objectives 

o 	 To review the current status of merchant banking in India and explain 
relevant procedures involved. 

o 	 To analyze strategies required for effective marketing and management of 
issues. 

o 	 To review and define the regulatory environment. 



o 	 To cover the analysis required to price an issue. 

Course Duration: 10 Days 

._Y nJlg. cLn_nd using..Cpital Market lnstruments--Process of Financial Engineering, 
covering various financial instruments, taxation and accounting of same along with case 
studies on valuing different instruments from issuer's point of view as well as the investor's. 

Course Obje .tivc; 

To explain the features and suitability of capital market instruments.o 

To impart skills for selection and utilization of capital market instruments.o 

o 	 To analyze implications of pricing and valuing capital market instruments. 

o 	 To evaluate new capital market instruments. 

Course Duration: 3 Days 

Accessing International Capital Markets--World Capital Market's and Merchant Banking, 
Overseas Stock Exchanges, Lead-managing a Eurobond Issue, Structuring an International 
Equity Offering, Euroconvertible Bonds and Equity Offerings, International Securities 
Documentation, Disclosures in Euroissues Documentation and Accounting and Reporting 
Practices in the USA, UK and India. 

Course O._iv= js 

o 	 To analyze opportunities and issues involved in accessing international capital 
markets. 

o 	 To provide inputs on procedural aspects relating to international issues. 

o 	 To update knowledge on innovations in international markets. 

Course Duration: 3 Days 

Risk Manar.ement for Financial Services--Financial Risk Measurement and Identification, 
Risk Management Techniques and Hedging Instruments including Financial Futures and 
Options. 

Course Obectives: 



To highlight financial risks peculiar to financial services organizations.o 

To suggest risk management methods appropriate to different financial serviceo 

companies.
 

Course 	Duration: 5 Days 

_R_ ulation Financial ic --Regulation of priniary and secondary markets and all related 

institutions such as SEBI, Mutual Funds, Leasing and Hire purchase Companies, Central 
Depositories, etc. 

Course 	OLjectives: 

o 	 To provide an overview of the regulatory environment in the Indian capital 
markets. 

o 	 To analyze issues involved in regulating various players in the market. 

o 	 To critically evaluate the effectiveness of regulation in India. 

o To provide and overview of the regulation of international capital markets. 

Course Duration: 3 Days 

M cco5--Structure and working of Indian and 
International Capital Markets, Capital Market Instruments their features and suitability in 
various markets, planning the capital structures, market segmentation and its impact on 
accessing decisions, financial product packaging, issue management, accessing international 
capital markets. 

Course 	Objectives: 

o 	 To equip corporate finance executives with skills required in accessing capital 
markets. 

o 	 To provide know-how on practices and procedures involved in tapping Indian 
and initernational capital markets. 

o To impart inputs on framitig strategies for capital market access. 

Course Duration: 5 Days 
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APPENDIX C
 

OF INDIA'REVIEW OF INSTITUTE OF CHARTERED FINANCIAL ANALYSTS 

OVERVIEW 

Established as a non-profit educational society in 1984, ICFAI functions under the guidance 
of its Board of Governors consisting of eminent practitioners and academicians. The 
Academic Council of the Institute provides advice and support to the Board on all academic 
matters. Tile responsibility of day-to-day administration is entrusted to the Executive 
Director soon to be named Dean, a title which does not currently exist. 

While the ICFAI refers to their campus in their literature, they own a single building which 
houses their faculty, library, and administrative staff. They have wisely avoided investing 
money in physical infrastrncture when so much is readily available to them on demand and 
at minimal cost. The Institute is able to concentrate its efforts on running the Institute and 
not dilute its efforts by being hotel managers. The nature of the program is correspondence 
based at this time, but future plans call for a yet to be developed program held in 
Hyderabad but in residence. Again, freely available already existing facilities would be used. 

Tile Institute of Chartered Financial Analysts located in Charlottesville, Virginia, USA gave 
freely of their time in the first five years of ICFAI in assisting them to set up their programs 
for developing a cadre of Chartered Financial Analysts. The United States organization 
served on fhe Avisory Board for the first five years of its existence. It is worth noting that 
the ICFAI ihas a more robust curriculum than its U.S. counterpart because of the additional 
emphasis placed cmn Corporate Finance, Investment Banking and International Securities. 

The demographics of the first applicants to the Institute were as follows: 

70% Working Experienced Business Executives 

20% Working Novices Engaged in Business 

10% Recent College Graduates with no business experience 

The demographics have remained very much the same for the CFA course 

There were 24 students in the first graduating class. The fourth class just graduated in 
January 1993. The program is a three year program although there is latitude in just how 
long a student will take to complete the course. 

There are currently 200 Certified Financial Analysts in India 

There are 10,000-12,000 currently enrolled 



* 	 5,000-6,000 are considered active 

80% of the student body is located in one of seven cities:
 
Bombay, Delhi, Calcutta, Madras, Bangalore, Hyderabad, and Ahmedabad
 

There are two ot!,cr programs of study available from the ICFAI, namely the Diploma in 
Business Finance (DBF) and the Post Graduate Diploma in Merchant Banking and 
Financial Services (MBFS) Program. 

Tile DBF program has been designed to facilitate students in gaining insight into concepts 
and techniques which are usually not included in the commerce courses at the 
undergraduate level and which are relevant to the corporate and financial services sectors. 
The program is also useful to the nov-financial executive, self-employed persons, 
entrepreneurs, college teachers and others who wish to gain a thorough understanding of 
the concepts and techniques of corporate finance. In particular the DBF program seeks to: 

impart knowledge of basic concepts in corporate finance, accounting, 
investment, tax planning and statistical applications in finance 

provide basic skills in finance for solving practical day-to-day problems in 
business 

develop appreciation of the interface between finance and other functional 
areas of production, marketing, purchasing, personnel, etc. 

The MBFS program has been designed for the experienced business managers to improve 
their conceptual, managerial and operational skills as related to the merchant banking and 
related financial services. In particular the MBFS program seeks to: 

0 	 impart basic but current knowledge of basic concepts in merchant banking and 
financial services 

* 	 improve ability to rationally evaluate alternatives in the decision-making 
proces­

0 	 deepen insights into ways and means of rendering high quality merchant 
banking and financial services t.o meet the demands of the customers 

0 	 develop an appreciation of the interface between merchant banking and 
financial services and other areas of banking, capital markets, corporate 
finance and related areas. 



INSTRUC1IONAL METHODOLOGY 

The basic methodology is one of the correspondence school. The concept is supported by 
the providing of the students with text books, having well-structured and easy-to-follow 
lessons in each subject. Each subject contains exercises and assignments for self-evaluation. 
A detailed plan of study is provided for each subject. A special supplement on "Effective 
Study Skills" specially gearcd to the correspondent student is included. The students are 
encouraged to get in touch with academic advisors conveniently located in each of the seven 
already mentioned cities in addition to the faculty/research fellows/associates at the 
Institute for any guidance or clarification. Regularly scheduled week-end review sessions 
are held in the seven cities for questioning, material review and idea exchanging. These 
review sessions are optional but regularly attended by anywhere from five to twenty five 
students. The students must pass all examinations. The examinations are conveniently held 
in Ahmedabad, Amritsar, Bangalore, Bhopal, Bombay, Bhubaneswar, Calcutta, Chandigarh, 
Cochin, Coimbatore, Gauhati, Hyderabad, Indoree, Jaipur, Kanpur, Lucknow, Madras, 
Madurai, New Delhi, Nagpur, Patna, Pune, Trivandrum and Visakhapatnam. 

A student is permitted to take the examination again, but he must wait for the next regular 
scheduled examination of the particular module that he has failed. 

CORE FACULTY
 

The core faculty consists of six full time employees who develop and refine the courses and 
conduct the research necessary to publish their monthly journal. They are assisted by a 
cadre of research assistants. The policy of the institution is to underwrite the.continuing 
educational efforts of their faculty. The one faculty member I was unable to interview was 
on a paid sabbatical in Germany conducting research and learning about the German capital 
markets. 

Having met them all, having reviewed their academic credentials and having had the 

opportunity to review their research papers: I am satisfied that the staff is qualified. 

ADDITIONAL PROGRAMS 

The Institute has two additional program worthy of note because of their exceptional nature 
and in their worthy contribution to the capital markets of India. 

Mainagement D eveIopmfnFLProgrm--These programs held in major cities throughout India 
bring together senior executives from a wide range of sponsoring organizations. Each 
program treats its subject in depth with a focu|scd curriculum designed and taught by ICFAI 
faculty and qualified guest speakers. 

Teaching methods include lectures, case studies, group and panel discussions, project work 
and presentations. Most importantly they provide the forum for the exchange of ideas and 
real-w'orld experiences among all participants. 



Summer Training Program for College Students--The program is specifically geared to the 
senior level student who seeks knowledge and skills in the Capital Markets. Career 
planning is integral to the program. 



APPENDIX D 

INVESTOR ASSOCIATIONS 

A. Executive Summary 

The creation of investor associations is a positive development in India. The purpose of 
investor associations is to educate investors and to represent the interests of investors in 
policy dialogue with the GOI. An All India Federation of Investors has recently been 
formed to consolidate those efforts. The'fTanil Nadu Association, which has been the most 
active regional association, will chair the Federation. 

In light of the major change in the nature of the securities marketplace, there is a 
substantial educational job to be done. Investor associations can assist in that process in a 
positive manner provided their views are consistent with development of a free marketplace. 
In would be worthwhile for USAID to support these organizations by encouraging them to 
participate in USAID-sponsored projects. The All India Federation could be considered as 
a cosponsor of a policy workshop. The Federation would also be an appropriate 
organization to work with to develop a videocassette to educate investors (as suggested in 
the Regulation Section of this Report), if such a project is undertaken. 

B. Background 

A substantial number of investor associations have recently become active in India. Their 
purpose is to educate investors, and to represent the interests of investors in policy, dialogue 
with the GOI. One of the most active associations, the Tamil-Nadu Investor Association 
("TNIA"), publishes a magazine, entitled Investors l)igQ8. The Digest contains articles on 
recent developments in the securities industry as well as industry profiles. This association 
charges a small fee for membership (100 Rs. per annum) and has approximately 15,000 
members. The only qualifications for membership are that the prospective member be an 
investor and be over 18 years of age. The TNIA has sponsored seminars, including recent 
seminars to discuss the changes in pricing policies for securities offered in primary markets 
and the establishment of a central depository. A Southern In, "-tor Center is scheduled to 
open in the near future. It is intended to serve as a resource center for investors to obtain 
prospectuses and educational materials. 

The TNIA has initiated the formation of an All India Federation of Investors (formed on 
May 20, 1993), and the chairman of the TNIA is serving as secretariat of the office. The 
purpose of this organization is to coordinate the efforts of the nationwide investors 
associations and to attempt to influence policy as a unified voice through meetings with 
government officials and by sponsoring seminars. They believe a number of macro issues 
must be addressed, particularly the failure to implement the laws that are available to 
protect investors. The chairman of the TNIA is also a member of a SEBI advisory 
committee. 



C. USATD Role 

can be effective provided theCoordinated efforts by investors to protect their interests 

leaders of the association have a general understanding of the appropriate role of the 

If investors have sufficient power they can encourage not only the government toinvestor. 
example, theprovide them protection, but can influence a market to change. For 

concentration of shares in the hands of institutional investors, such as pension funds, in the 

United States has recently enabled such institutions to require corporate reforms that could 
Investor associationsnot be demanded when shareholdings were more widely dispersed. 

may not have this type of power, but it appears that they could have some role in educating 

and possibly influuencing Iolicynmikers. More importantly, there is a necd in India for a 

major educational effort to assist the investing l)blic ill understanding the Ol)l)ortunities and 

risks of a genuine securities market. 

It would be worthwhile for USAID to support this process by (a) assisting these associations 

to educate investors and (b) providing international expertise to assist in developing 

seminars directed at policymakers. The best method of educating investors may be to 

develop a videocassette as suggested by SEBI (See Chapter I, Regulation). The investor 
associations could also be considered as co-sponsors of selected policy workshops suggested 
in the Regulation sectior of this report. Specific requests for other types of assistance from 
associations should be conicl'dred on a case-by-case basis by The Capital Markets Reform 
Committee formed to oversee the project. 

As the TNIA is the most active and is leading the All India Federation, efforts should be 
concentrated on this association. Prior to providing assistance to an investor association, 
it is important to assure that the views of the association are consistent with development 
of the market, i.e., encouraging a full disclosure system with appropriate remedies and not 

a return to forms of merit regulation. Based on materials from the pricing seminar, it 

appears that there is a proper understanding on the part of the association. 

D. Conclusion 

While the role of investor associations in the securities market is not as great as that of 

regulators and market participants, these organizations can be useful in performing part of 
the large task of educating the public about a true securities market, and they may have 
some input into the policy making process. As a result of the need to educate the public 
and policymakers, investor associations may be able to assist to a degree in achieving the 
objectives of elements of the USAID program. 
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