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Purpose of Activity

Re: Registration and Regulation of Retail Capital Market Intermediaries

The ideal solution that we feel Indian markets should move towards is the creation
and development of a true self regulatory organization of the retail intermediaries,
that would register and regulate their functioning.

The registration and regulation of the retail market intermediaries and their
certification through testing, leading to the creation of the class of professional
intermediaries. is one of the critical steps to be taken by the Indian markets to
restore the faith of the retail investor.

Telephone: 4946630, 4963599
Fax: (91 22) 4963555

•
128. T. V. Industrial Estate
Worli, Mumbai 400 025

During the course ofMr. Keyes' study of the Indian markets it has become evident
that there exists a critical need to look at a complete solution to restore retail
investor faith. These aspects go beyond just registration and require the creation of
new systems and processes, that would improve the access of the retail investor to
the capital markets, make it convenient for him to transact, shall provide him with
timely and accurate information and minimize his risks. This paper is an attempt to
provide this complete picture.

Dear Mr. Gahrotra,

At your request and as a part of our contract with the US AID, Mr. Tom Keyes,
President, Securities Services International and consultant to Price Waterhouse
Capital Markets, continued his assistance to Securities and Exchange Board of
India on testing and certification of market intermediaries including developing
and implementing a Regulatory Model for Retail market intermediaries.

May 20, 1997.

Financial Institutions Reforms
and Expansion (FIRE) Project

The primary purpose of this trip was to follow up on previous work done on
finding a market acceptable solution to the registration issue of the retail market
intermediaries. In this regard we have been working with you at the Securities and
Exchange Board of India.

Mr. o. P. Gahrotra
Senior Executive Director
Securities and Exchange Board of India
Mittal Court, B Wing
Nariman Point
Mumbai 400 021.
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Initial Conclusions

If a capital market structure for the institutional and high net worth individual is

In our view the Indian markets have a choice, to include and explicitly encourage
the retail investor to enter the capital markets the other is to limit their entry and
create an institutional market.

One group of stakeholders does not seem to be adequately represented in the
discussion of new rules. That group is the retail part of the securities market, the
retail investors and their intermediaries.

•
Mr. 0. P. Gahrotra
May 20, 1997

Activities Undertaken
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Mr. Tom Keyes and Mr. Paritosh Sharma, Securities Markets Specialist, Price
Waterhouse, with the aid of the Invest India Economic Foundation, arranged
seminars and workshops in nine cities in January 1997. Nine exchanges were
visited during the trip and meetings and discussions were held with the exchange
directors, officials, members, sub brokers and investors.

The Indian securities markets are in the process of change that is similar to the
changes that occurred in the US during 1970 to 1976 and in the UK from 1984 to
1988. The old systems are no longer functioning, and a new system is not yet in
place. The market is complex in its transition from the old to the new. The
process takes time as stakeholders fight for their positions in the new system.
Regulations change, but not always with the intended results. Market participants
cannot agree on the rules for the new system, so the change takes more time and
creates more havoc than might otherwise be true. As uncertainty and anxiety
increase and volume declines, a broker liquidation similar to the US 1968 - 74
period and the UK 84-89 period becomes more intensive.

IfIndia chooses to limit access of the retail investor to individual securities, and to
promote mutual funds as the government choice, some distribution system must be
developed. The current application system does not provide Asset Management
Companies with a reliable distribution system, nor does it protect investors from
fraudulent distribution practices.

During these meetings a number of issues were raised and discussed. This report is
an outcome of our attempt to find an answer to the problems raised by market
players and investors. It is an attempt to highlight the problems and find a solution
to the considerable anxiety felt by the retail investors in this market.
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truly the choice, the choice must be explicit and congruent. In recent times words
and actions have not been congruent. The words are about investor protection.
Retail investors feel that might include them. They find out it does not through
ensuing actions and lack of systems and processes for their protection.
Retail investors are the life of many markets. Investors need to be conveniently
served by a reasonably fair market. They do not want to know about the details,
they want to know that the system works. Investments are fluid and flow to
markets considered reasonably fair, transparent and accessible by investors.
Changes in the market structure are necessary to build integrity and fairness to
conveniently serve the Indian retail investors.

It seems to us that most of the solutions implemented to address inefficiencies in
the Indian market are 10% solutions. The solutions address one or another aspect
of the market without considering the results, intended or otherwise, on the balance
of the market. The implemented solutions continue to move the market forward,
but never allow it to settle down. With each move one constituent quiets down,
and another is heard. Because the solution is partial, the first constituent or
problem is soon back for more attention, and another slight move forward. Again,
market participants are not able to find a way to work with the new partial solution
so they try to change the system or wait for the system to change. Market
participants seldom if ever face a system that addresses most of the problem and
try to find a way to work within the new system.

If India chooses to include retail investors in the securities market place, a change
in focus is required. Consistency and congruency will be required to restore the
confidence of the retail investor and their intermediaries.

If some agreement is reached on a market design that includes retail investors,
priorities and time lines should be agreed to as no system can draft, adopt and
make all the required changes at once.

The most important element is India's focus.

If India is not willing to change its focus and apply investor protection congruently
to all levels of intermediation and retail investors, India should continue to deny
access to retail investors.

Next Steps

The Indian markets have moved forward on many issues but the focus of the
changes should be on the retail investor making it easier, convenient and secure for
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him to transact in the markets.

Mr. Keyes shall be back in India on June 20, 1997 and shall continue to work with
the intermediaries, the exchanges and SEBI, to help build consensus for the
implementation of a complete solution to restore the faith ofthe retail investor in
the Indian Capital Markets

Once a consensus is achieved we have to move towards creating and developing
the critical structures and systems for the retail investors in the Indian markets.

For the success of this project the participation and cooperation of your
management and staff is essential. We would like to thank you and your colleagues
at SEBI for the time, courtesy and cooperation extended to us during the course of
this project.

Please get in touch with us at the FIRE project for any clarifications or further
information you may require.

Thanking You,

Sincerely,

~1ll.
W. Dennis Grubb
Principal Consultant
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INDIA'S CHOICE

Should the Securities Market Service Retail Investors?
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India's Choice

May 1997

Does India really want a securities market with wide public participation? The answer is not
clear. Statements by regulators and legislators say yes, some rules and actions have indicated
no. The incongruities have become very evident to the retail investors and their
intermediaries.

The Indian securities markets are in the process of change that is similar to the changes that
occurred in the US during 1970 to 1976 and in the UK from 1984 to 1988. The old systems
are no longer functioning, and a new system is not yet in place. The market is complex in its
transition from the old to the new. The process takes time as stakeholders fight for their
positions in the new system. Regulations change, but not always with the intended results.
Market participants cannot agree on the rules for the new system, so the change takes more
time and creates more havoc than might otherwise be true. As uncertainty and anxiety
increase and volume declines, a broker liquidation similar to the US 1968 - 74 period and the
UK 84-89 period becomes more intensive.

One group of stakeholders does not seem to be adequately represented in the discussion of
new rules. That group is the retail part of the securities market, the retail investors and their
intermediaries.

The lack of representation is a clear message to retail investors and their intermediaries. We
don't want you, or your money. We are not going to consider you. We are not going to
protect you. We are not going to give you legal access.

Does India want a public securities market that includes retail investors, and their
intermediaries?

Price Waterhouse LLP Page 1
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Market systems, legi$lative requests and regulations have sent a message to retail investors
and their intermediaries. The tist of legislative requests in January 1997 benefited
institutional investors and exchange members. Little that was beneficial to retail investors
was included in the list.

Most of the publicity surrounding the bad paper problem, and the solutions suggested focus
on the investing institutions and the exchange members. Little has been focused on the retail
investor. The R. Chandrasekaran Committee that addressed the bad paper problem did not
include a retail investor or one of their intermediaries. A message has been sent to the retail
investor. We do not want you. You are not important.

Amendments to the guidelines for good/bad delivery issued August 19, 1996 included
amended Clause 62A which says that transfer deeds dated June 1, 1997 and thereafter which
have rubber stamps on reverse other than those ofmembers of bourses/clearing
houses/clearing corporations, SEBI registered sub brokers and remisiers registered with
bourses will be treated as bad delivery.

The effect of the above rule is to deny access to the securities market to public investors.
Their intermediaries have not been registered, are not registered, and cannot become
registered. Their intermediaries are not regulated within the market system. Their
intermediaries do not have a legal status in the market system.

Retail investors have also found their access to the depository to be very limited. They
cannot use their regular intermediaries to access the depository. If they choose to use banks
that are depository participants, transfer of scripts for securities transactions appears to be
time consuming.

Other countries have certainly chosen a capital market system for institutions and high net
worth individuals.

Intermediaries for retail investors will not encourage depository use because the
intermediaries have no protection against the use of their customers name by the bank and the
banks brokerage firm. Intermediaries discouragement acts as an access limit.

E:x1sting rules, regulations and market systems have created a tiered market, providing legal
market access and protection to institutions and high net worth individuals Servicing only the
institutions and high net worth individual, and not retail investors, can very well be India's
model.
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For instance, Germany has had very few individual investors. The country did not care, as
corporate financial needs were'serviced by the banking system. The capital market services
were available through the universal banks to Germany's banks and larger companies. High
net worth individuals were serviced by the universal banks and their trust departments.

Germany has amended its laws promoting the interests of shareholders and allowing more
transparency in the last two years It is now trying to build the number of investors in the
country. It used the recent issue of Deutch Telecom to build the number of investors by two
million.

Switzerland did not care, and does not care. Their universal banks and trust departments
service their capital requirements, and the needs of investors

Funds onlyfor Indian Retail Investors

Some countries chose to limit their citizen's investment to mutual funds. Italy, until the early
1990's, limited individual investors to mutual funds. Italy distributed the funds through
universal banks, banks that combine deposit functions with merchant banking and securities
broking functions. Italy has been changing their capital markets system since the mid 1980s.
Change has been rapid since the currency became fully convertible in about 1990, and
investors are now allowed to choose individual securities.

D. R. Mehta, Chairman ofSEBI, has stated on several occasions that mutual funds are the
appropriate investment vehicles for small investors and savers. SEBI has been active in
improving the governance and the transparency of India's funds and unit trusts to improve the
attractiveness of funds to investors.

If India chooses to limit access to individual securities, and to promote funds as the
government choice, some distribution system must be developed. The current application
system does not provide Asset Management Companies with a reliable distribution system,
nor does it protect investors from fraudulent distribution practices...
If a capital market structure for the institutional and high net worth individual is truly the
choice, the choice must be explicit and congruent. In recent times words and actions have not
been congruent. The words are about investor protection. Retail investors feel that might
include them. They find out it does not through ensuing actions.

As noted above, incongruities are very noticeable to market participants, including exchange
members, sub brokers, retail investor intermediaries, and most importantly, investors. The
in~ongruities diminish respect for the regulator.

Price Waterhouse LLP Page 4
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If India chooses to have and encourage a public market including retail investors, it must
choose a scheme that promotes retail investor protection, that provides supervision of that
market. Every other country that has a retail market has chosen to supervise that market in
some way.

The current focus on existing institutions is not servicing retail investors. At the current time,
it does not appear to be assisting the exchanges either, for the rampant bad paper problem has
reduced public participation to almost non-participation.

India does not have a securities market, at least they do not have a delivery market. Other
than a few institutional trades that are completed by delivery, the entire market volume
belongs to the speculators and arbitraguers.

A question asked to almost all market practitioners these days is "what is wrong with the
market?" The question is raised by newspaper people, and answered, and by ministers of the
government, and answered. Each has an answer. Yet, while answers are sought and
sometimes discussed or implemented, the market continues in the doldrums. The markets
malaise of the Sensex is pervasive, but does not compare to the depression evident in the B
and B2 scripts. The B and B2 scripts did not participate in the rallies and continue their quiet
slide without much interest or volume.

The investors for the B and B2 scripts are the Indian retail investors, and they are not
interested. The market is down, the market mood is pessimistic, and why should their new
money follow the past money that not only failed to generate a gain, but was invested in a
system that disadvantaged them every step of the way.

We have heard investors voice a number ofcomplaints over the past year that almost always
include the following. "Why buy stocks? I've received bad paper that is difficult and time
consuming to clear up. My sub broker has been told he is not part of the system. I've tried to
do business with brokers several times over the past years but they don't want my business.
I've been told to purchase mutual funds and they are all down. I am not protected by the
sy~tem, I'm not part of the system, I have no faith. I have some faith in my sub broker and he
is suggesting fixed deposits and debentures with high interest rates. I'm going to put my
money where he suggests."

Existing rules, regulations and market systems have accepted or created an irregular market
for retail investors. Investors without legal access to the market will be serviced by the
irregular market, the share shops and spot dealers. The irregular market functioning provides
no investor protection, and allows the insertion of bad paper into the market. As the irregular
market will not be able to move paper into the regular market after June I, 1997, it will be
more difficult for retail i~vestors to obtain service in the irregular market.

Price Waterhouse LLP Page 6
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Simply putting the motley to work in the Indian market is not an easy task.
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Our picture of the Indian market graphically presents the extent of the market's regulatory
reach. SEBI has oversight authority over the secondary market's exchanges and the primary
market's merchant bankers and asset managers. Few of the members of these organizations
have direct contact with retail investors. Less that 10,000 (out ofmore than 200,000) retail
investor's intermediaries are registered and part of the regulatory system.

Retail investors subscribed to Rupee 450 Crores of a 1997 bond issue. IfIndia wants that
money to flow into the equity and debt market to support capital needs of infrastructure
projects and the country's capital needs, it must provide legal access and investor protection
in both the new issue and secondary market. Investors must be able to liquidate their
investments.

If the decision is to include the retail investor, words and actions must be congruent. If the
decision is to promote and support a public market that includes the retail investor, focus
should not be diluted by exchange or other institutional issues. The focus should be on the
retail investor for the promotion to be successful, and the focused words and actions must be
congruent for the undertaking to be successful.

Price Waterhouse LLP Page 7
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THE INDIAN MARKETS- REGULATORY REACH

SECONDARY MARKET PURCHASES AND SALES.
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Retail investors are tbe life of many markets. Investors need to be conveniently served by a
reasonably fair market. They do not want to know about the details, they want to know that
the system works. Investments are fluid and flow to markets considered reasonably fair,
transparent and accessible by investors. Changes in the market structure are necessary to
build integrity and fairness to conveniently serve the Indian retail investors.

It seems to us that most of the solutions implemented to address inefficiencies in the Indian
market are 10% solutions. The solutions address one or another aspect of the market without
considering the results, intended or otherwise, on the balance of the market. The
implemented solutions continue to move the market forward, but never allow it to settle
down. With each move one constituent quiets down, and another is heard. Because the
solution is partial, the first constituent or problem is soon back for more attention, and
another slight move forward. Again, market participants are not able to find a way to work
with the new partial solution so they try to change the system or wait for the system to
change. Market participants seldom if ever face a system that addresses most of the problem
and try to find a way to work within the new system.

We attempt to view the market system as a whole, addressing most of the market issues to an
80% degree while trying to consider the effects on other parts of the market. We focus on the
retail investor with a holistic view as rule changes and enforcement procedures frequently
have far reaching and unintended results.

Investor Protection

Investor Protection, Securities Market Intermediaries, Sub brokers

Indian retail investors access to the securities market is not through exchange brokers. The
investors access to the securities market is through the group known as sub brokers.

Retail investor's intermediaries range from the remisier at a large firm to the person selling
corporate and Non Bank Financial Corporations ("NBFC") fixed deposits along with his
omrings of appliances and automobiles door to door through office buildings. Their
relationships with securities market product vendors range from the relatively stable remisier
to "I'm will terminate my relationship with my selling vendor and get you a larger incentive
by contracting directly with the issuer if you are willing to make a large enough deposit".

Sub brokers have been part of the Indian market structure for years, helping investors buy and
sell securities. As humans sub brokers are ethical and unethical, but by and large, they ate the
market intermediaries the investors trust the most.

Sub brokers are not part or the market regulatory structure. They can only achieve a

Price Waterhouse LLP Page 11
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registered status if their broker or one of their brokers chooses.-to register them. Of the
estimated 200,000 sub brokers, less than 10,000 are registered through their broker and
exchange with SEBL. No other registration system exists for sub brokers, and entry
qualifications are not vetted. In fact, they are not known, either by name, location, broker
connection or population.

Their voice is not sought or heard in market committees, the determination of depository
access, or the design or governance of the arbitration system.

Retail investor's intermediaries have no legal status. They have no standing. As they are
illegal, intermediaries cannot protect their customers interests.

Brokers deny their existence, insisting they are "clients" that sometimes will bunch orders for
execution. They are "clients" in the regulatory system. Some exchanges acknowledge their
existence, but one exchange denies that any business flows through their system from sub
brokers.

Despite the above, most exchange brokers admit that in the past 70% to 90% of their business
flowed from "clients"(sub brokers).

The sub broker exists, and must be part of the regulatory system. SEBI has regulations
requiring brokers to register their sub brokers. The regulations and the enforcement of
regulations are directed at secondary market intermediaries. The regulations and enforcement
should be inclusive of new issue procurers and persons selling fixed deposits of corporations
andNBFCs.

SEBI threatens to stop the flow of business from the sub brokers if sub broker registration is
not promptly completed. The brokers do not comprehend how they can accept unlimited
liability for acts of their sub brokers (part of the 1992 regulations), particularly when most
sub brokers route orders through more than one broker and the sub brokers customers are not
known to the broker.

Sub brokers we have spoken to are eager to be part of the system. They are willing to accept
the regulation to have recognition, which might provide them with a voice and the protections
built into the system. They have not even considered organizing themselves. They may
accept a political signal (as in the US market in 1934 and the UK market in 1984) to organize
and regulate themselves. Many sub brokers we have met in seminars have expressed a
willingness to do so, and continue to tell us so by mail and ph:one calls. A shift in focus from
broker and exchange sponsorship of registration to an intermediaries regulatory organization
is one of the ways to address the issue of Unregistered intermediaries in the Indian securities
market.

If the sub brokers organiz~ and attempt to gain recognition as an SRO, the SRO must have

Price Waterhouse LLP Page 12
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ethical rules, examinatwns and administrative procedures designed to address the fairness and
market integrity issues that now exist. The sub brokers association should not be recognized
without minimum ~les and procedures.

If India chooses to invite retail investors into the market place, an intermediaries association
should be focused on the retail investor to be congruent.

Investor Protection, Depository Access

The Depository Law defines any depository as the principal responsible for the acts of its
agents, the depository participants. The depository must be very careful in its selection of
participants if it is to limit its liability. The legal side of the law suggests few depository
participants.

Although the law allows exchange members to be clearing members, a tier below depository
participants, it does not allow another tier. The depository is very difficult for retail investors
to access as very few have accounts with depository participants.

The depository law also establishes the Registrar as the dematerializer and the maintainer of
beneficial owner records. Corporate benefits will be paid to beneficial owners by the issuer's
Registrar. This structure does not allow for the payment ofcorporate benefits to brokerage
firm's omnibus accounts for the further distribution to beneficial owners.

It appears that these two depository provisions limit depository access by individual
investors, and their agents, the sub brokers.

Investor Protection, Information

Issuers release corporate !lction and earnings information to exchanges as agreed in their

A depository is in place. Laws, rules and practice changes are necessary for the depository to
be retail investor friendly. If India chooses to include the retail investor in a public market,
easy retail investor depository access is necessary for the choice to have congruency.

Additionally, an enforceable privacy or non-disclosure provision does not seem to be part of
Indian law or culture. Lack of non-disclosure laws or other standards encourage poaching,
even to the extent that Registrars begin their own brokerage firms and apparently use the
Registrar names as prospecting lists. Every sub broker and most brokers have some example
of their customers being poached. Customer poaching is so pervasive in India that no sub
broker willingly gives up the name of a customer, so the sub brokers will not encourage their
customers to use the banks as a means to access the depository. Each sub broker we
qubstioned about the use of banks responded with "banks have set up their own brokerage
firms. They'll use my names. That's extinction."

Page 13Price Waterhouse LLP
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listing contract. Exchanges publish that information in various ways. One exchange sends
the information over their exchange trading and information system. Exchange brokers that
see the notice are awrare of the information. The information is not available on a library type
system for those that miss information, or wish to verify past information.

Some exchange posted the notifying communication on their bulletin board. Those persons
with access to the exchange floor had reasonably quick access to the information. Those
without floor access awaited newspaper publication, if the information was published.

Other exchanges publish the information in exchange notices. In all events, information is
available to the general public unevenly, if at all.

Most cases of market manipulation revealed by the press includes in the manipulators the
issuer or issuer promoters. Yet, comprehensive information on cross holdings and insider
holdings is not available.

Corporate financial information does not seem to be consistent from corporation to
corporation. Investors become aware of subsidiaries and corporate investments when
manipulations are blatant enough to be reported by the media. (More in Chapter 5.)

Investors feel very disadvantaged by the lack of company information and lack of
information about insiders activities.

If India chooses to include the retail investor in a public market, accounting standards, single
source filing and enforceable rules on timely release of corporate information are necessary
for the choice to be congruent.

Investor Protection, Basic Information and Education

Selected truths and myths are still distributed to investors. Past information that caused much
pain is not corrected. For instance, investors are still not sure why mutual funds perform
differently in the secondary market than individual initial public offerings that were available
in the investor lottery a few years ago. Investors still feel the hot offerings will return as soon
as'1:he market comes out of its doldrums, without considering the effects of freer pricing.

Basic information must be broken into understandable bits and distributed through the use of
all media to improve the investor's understanding. Given the customer's language variety,
the information distribution is a significant task.

Even and timely information distribution is necessary for investor education to be congruent.

Price Waterhouse LLP Page 14
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Investor Protection, Good Paper
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Savers and investors.were avoiding the Indian securities market in early 1997 because of the
high risk of receiving certificates which are not transferable.

The certificates were not transferable because they had been reported to the company
registrars as lost or stolen, they were notified certificates, or because they were counterfeit or
fraudulent certificates. These non-transferable certificates are referred to in the marketplace
as '"bad paper".

Bad paper was part of the thinking of every investor to whom we spoke. The bad paper
problem is an industry wide and a country wide problem. Retail investors and their
intermediaries have been driven out of the market by bad paper. Investors and their
intermediaries were not as depressed as they were abused. They feel they have been subject
to aggression.

Bad paper occurs so often and with such regularity that the sub brokers and their customers
no longer want to risk investments in the securities markets. The plight ofexchange
members and clearing corporations that have received bad paper has been the subject of
media attention, but the plight of the retail investor and their intermediaries has not been
adequately examined.

A third generation sub broker (intermediary) told me that there were about 30 sub brokers in
his area as recently as a year ago. Twenty of those 30 are now out of business for various
reasons, but primarily because their deposits with their brokers were taken to resolve bad
delivery problems and they lacked the liquid net worth to make new deposits to continue in
the business.

None of the ten intermediaries remaining in business, including our source, will accept any
securities trade that will not be squared off within a settlement period. He said he had been
hit twice in the previous 12 months with bad paper through the scheme of sell and obtain
duplicate certificates. Much of his cushion was gone, and he was not going to take the risk of
bad paper. He'll think about delivery business once the system is changed to eliminate the
high risks that are currently present.

We asked brokers on several exchanges, "How is your order flow from the sub brokers from
whom you are accustomed to receiving business?" Their responses were "nil", "none",
"practically none", and "they are out of the market for a while". These responses support the
statements of the retail intermediaries.
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Some recent reportsjndicate a rising percentage of delivery business to total business. The
deliveries should be 'examined' after elimination of the institutional volume and the
arbitraguers volume.

Institutional investors are obligated to deliver on their sales and accept delivery on their
purchases. They are also required to send the securities they receive to the registrar for
transfer into their names or into the names of their custodians.

Arbitraguers will occasionally take delivery from one exchange and deliver the same security
to another exchange to complete their arbitrage.

Other than these two instances, the delivery market in India has virtually disappeared. The
remaining transactions are squared off within one settlement period. They are essentially
speculative transactions.

The savers and investors have funds to invest. They are not as depressed as depicted in the
media. They are willing to invest, but they are no longer entering the equities market to be
abused by bad paper. Their intermediaries, the sub brokers, refuse to accept sales of
securities or the cash purchase of new securities. The risk of bad paper is too great. That
is where the delivery business has gone.

Creation ofbadpaper

The R. Chandrasekaran Committee report states that of non-transferred certificates, 15%
are not transferred because they are counterfeit, reported stolen, or a duplicate of another
transfer.

Anecdotal evidence we gathered on our tour of India indicated that very similar methods
of inserting bad delivery paper into the securities marketplace were used across the entire
country.

Tlte first and most common process we heard about is the sale ofa security, the delivery
of the sold security with certificates that appear to be valid (and probably are), and the
receipt of the money for the sale. As soon as the money is received, the seller notifies the
registrar that the certificates have been stolen (or lost) and requests duplicate certificates.
The duplicate certificates are then immediately sold. When the first buyer, or subsequent
holders, tries to transfer the shares, they receive notice that the certificates have been
replaced and the original certificates are no longer valid.

A process of fraud or theft from the marketplace that is similar in vastly different parts of
the country must have an,organized hand behind it. The process is too similar from place
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to place to result from hearsay. Organized crime appears to be very effective in India.

Registrars and [ssuflrs

The issuer has been out of the issuer's certificate transfer process for NYSE securities
since the days of Cornelius Vanderbilt's issue of additional shares to himself to assure
control of his railroad. That was in the 1800's. Issuers have been out of the transfer
process for non-NYSE securities for decades. The purpose of removal of the issuer from
the transfer process was to reduce securities issue manipulation and fraud. We suggest
the issuer be removed from the registrar process in India, particularly as every newspapers
report of price manipulation includes in the actors the issuer (either directly or through
their Registrar) or a promoter.

Registrars continue to be part of the problem, not part of any solution. Anecdotes
continue of collusion, participation in market manipulation, and participation in duplicate,
fake or counterfeit certificate schemes.

Distinctive numbers were part of the UK system. They have not been part of the UK
system for years. Other accounting processes can provide the same protection and
increase market settlement efficiency. We suggest the elimination of distinctive numbers
be explored for other than depository securities.

Registrars must be separated from issuer control to remove any and all temptation to
participate in the above The registrars must be independent of not only the issuer, but of
any organization owned or controlled by the issuer. In addition, the registrar may not be
in the securities business as a broker, securities intermediary, asset manager or merchant
banker.

Solutions

Mr. R. Chandrasekaran is implementing the recommendations of the Committee he
chaired. The implementation will reduce the incidence of bad paper.

Tl:te steps suggested are not enough to combat the effort of those for whom certificate
fraud is easy money. Historically, more stringent steps were necessary when combating
similar problems in the American marketplace (see Appendix I), and we suggest more
stringent steps are necessary in India.

At a minimum, we suggest that the certificates be transferred each time a certificate is
delivered from a registered security professional to a non-registered entity. It does not
make any difference if the non-registered entity is a sub broker or a saver/investor. Any
time a certificate enters the office of a registered entity, it should be registered in the name
of the registered entity. ~y time a certificate leaves the office of a registered entity, it
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We realize the abov~ recommended step requires difficult changes in stamp duty and
income tax laws and: additional clerical burdens on the registered entities, but the bad
paper is important enough to warrant expenditure of the political energy necessary to
correct the problem. Explore other means of raising tax revenue.

Conclusion

India does not now and will not have a market that serves the country's interest until the
securities industry effectively actuates processes that eliminates the bad paper from the
securities market. The processes begun by R. Chandrasekaran will alleviate the problem
for exchange members and institutions.

Customers have been told for at least two years that the depository will substantially
correct the substantial market problems of wrong signatures, notified securities, securities
with stop transfer instructions and other bad delivery or settlement problems. It appears
to have been oversold, particularly with the limited retail investor access to the
depository.

There is no indication of the availability of a lost and stolen databank to the retail investor
intermediaries, and no way for them to be a part of the regulated market. Thus, retail
investors do not appear to among the protected investors.

If India chooses to include retail investors in the securities market, processes for
elimination of bad paper must be extended to the retail investor and their intermediaries to
be congruent with the words "investor protection".
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If the requirement to. transfer all certificates prior to delivery is imposed, customer assets
will be in the care of a broker 0r intermediary longer than is presently true.

Customer assets are safe with the broker or intermediary only if the broker or
intermediary is financially sound and the risk of financial insolvency is insured. Neither
is present in the market that reaches the saver/investor in India today.

The capital requirements for a broker are established by each exchange, and each
exchange is responsible for broker examinations. Brokers are required to maintain
separate assets and separate books for each exchange, so one control entity may have
several operating entities.

Exchange examinations occur on a five year cycle. Financial reports by brokers to
exchanges occur once a year, five to six months after the audit date. No requirement for
early warning reporting is effectively in place. Brokers may be in trouble because of
business on one exchange, or because of business on a second exchange, for a number of
months before the financial difficulty is recognized by the system.

Capital requirements lack sufficient operating details to force the recognition of problems
until the broker has operated without adequate capital for a number of months. For
instance, it appears that insurance claims are treated as liquid until finally denied. This
may occur months after the initial condition that caused the insurance claim to be filed.

The above issues can be addressed with a uniform capital and early warning rule, more
frequent examinations, encouragement of industry entities rather than exchange entities
and an industry wide insurance cover protecting customer assets in the event of a broker
default. That will help.

Even if the suggestions are put into place, the rules do not reach the retail investor's
intermediaries. These intermediaries handle customers cash and securities. They are not
part of the regulatory system and are not subject to the market rules.

Investor Protection, Liquidity

Indian institutions address the issue of liquidity for retail investor ("customer') protection
by requiring brokers, sub brokers and any other participants to deposit assets (cash or
bank guarantees) with the institution. Each new institution requires another deposit, 10
lakh here, 291akh there. '

Deposits in institutions protect the institutions. Deposits do not protect customers.
Brokers who have made *e deposits do not have the money in their accounts to service
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customer. Deposits decrease the brokers liquidity, and increase customer risk as the
broker has less liquidity to service customers.

•
Additionally, each institution has some financial requirement. Some call it net capital,
some call it net worth. SEBI regulations include a net capital rule. The term net capital or
net worth and the calculation is not well defined, and both the requirements and the
definitions lack uniformity from institution to institution.

A uniform net capital rule enforced by reporting and examination would enhance investor
protection in a way that deposits never will.

Investor Protection, Recordkeeeping

Most exchange rules have some record keeping requirements. These rules are uneven
from exchange to exchange, and do not seem to adequately address customer accounting.
Enforcement is uneven. Interpretations are needed.

Today, settlements are weekly. Money is transferred weekly. Customer's cash is to kept
in a Customer's Trust account. Today, brokerage firms do not send monthly or quarterly
statements to customers. Customers take delivery of their securities, and any cash that is
not required as a deposit by their broker. Brokers say customer's statements are not
required because they do not hold customer assets.

The broker's basis for their statement may change. The introduction of the depository
and derivatives trading will require brokers to hold customers cash and securities. With
brokers holding customers cash and securities, rules must be developed and applied to
safeguard customer assets and to limit the use ofcustomer assets. Daily deposits to and
from trust accounts does not seem to be a good trust practice to us. Some other method of
segregating cash that recognizes the state of bank transfers seems more appropriate.
Standards must also be developed for customer statements. Customers must have
verification and assurance of their securities positions in the depository.

Investor Protection, Securities Lending

Rules for short selling and security lending have recently been put in place. Security
certificates must be delivered in the current settlement period to maintain market
integrity. The most frequent purpose for borrowed securities in most markets of the
world is to facilitate settlements. The ability to lend securities will help the Indian
settlement process, and help complete transactions for retail investors.

Investor Protection, Broker Liquidity

Brokers and newspaper ~icles state that margin in now allowed in the Indian market
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system. Xhe Reserve Bank ofIndia recently increased banks lending limits collateralized
by individual's securities to 10 Lakh.

•
Some exchanges have announ~ed limited bank credit lines for market making and other
broker purposes.

However, margin without RBI limits is available outside the system. Non-Bank Financial
Corporations and private individuals extend credit for market purposes. Margin outside
the system will eventfully harm the system. Margin outside the system was labeled as
part of cause of the 1962 market correction in the US. The Dow declined more that 30%
in less than 3 months. In that case, purchases through the brokerage system required 90%
equity, and purchases with bank financing required 10% equity. The sharp decline
occurred when the banks had to liquidate their customer's securities to meet margin calls.
Other margin panics include the Gulf Souk in about 1982 and the US market in 1929.

Margin should become part of the brokerage system. The market system must regulate
the extension of credit, for the good of the market. The current system of no effective
margin requirement if the transactions are squared off within the settlement period
effectively 0.0% margin, a much greater percentage extension of credit than the US had in
1929 and the US bank financing of 1962.

Brokers must have access to reasonable credit if margin is to be part of the system. This
credit may come from the banking system. Banks and the RBI must have an
understanding of a margin system and have the system within the regulations before
margin can become part of the brokerage system. Until then, the system remains at risk.

Bank supervisors and bank personnel must receive enough training to understand
securities markets, the appropriate collateral and collateral matching, and the securities
market process. Bank personnel must understand the process and the risk for them to
make appropriate lending decisions. Bank training and bank lending to the securities
markets must be accompanied by the establishment of better financial standards and
practices of securities market intermediaries.

Investor Protection, Miscellaneous

Wire Transfer

The RBI has been working on the wire transfer system. This system is required for
securities markets to function efficiently The wire system is also necessary to establish a
truly national market.

Non-disclosure
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India needs an effective non-disclosure law, rule or culture for market changes to work
effectively. Intermediaries need protection from name poaching if they are going to trust
the names and positions of their clients to depositories, depository participants, registrars,
and even issuers.

The registrars' disclosure of the names and particulars of certificate holders must be
limited to the distribution of corporate benefits or to disclosure with written consent of the
certificate holder.

Non-disclosure of information is important to the restoration of trust in this marketplace.
Securities intermediaries and customers do not want to register certificates for a number
of reasons, including the concealment of wealth from the income tax authorities. Another
reason is the continuous use of their names for the sale ofother securities, particularly by
intermediaries associated with the registrar.

Secondary Market for Debt Instruments

VariOllS commentators have different views on the moribund secondary debt market in
India. Exchanges try to list the debt instruments and point to the trading systems and last
trades. On examination, some of the last trades occurred years ago. Whatever the
problem is, the secondary debt market must be restarted so retail investors have access to
liquidity.

Secondary trading of debt instruments occurs in a dealer market, a jobber market in many
countries. While dealer trading lacks transparency, it may be the only means of providing
debt market liquidity. A dealer market in debt instruments should be explored.

Conclusion

Retail investors intermediaries must be part of the market system with market rules and
market facilities available to them to effectively protect the retail investor. Without the
rules reaching the level of these intermediaries, the words investor protection is not
congruent with market realities.

..
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Investment must be ~onvenient and easy to attract investor's money. Investors do not
care if one clearing house of twenty two are part of the market, if the order is executed on
one or more exchanges, or if this market has one or many depositories. They care that
one order is treated as one order, even ifexecuted on two exchanges. They care that
access to the market systems is easy and convenient.

The problems of deliveries in a market place where volume has outrun the processing
systems have been present in India for a few years. The problem of counterfeit securities
certificates collateralizing bank loans has been present for at least 30 years, based on the
stories we have heard. The depository was to take care of all these processing problems
as well as the bad paper problem, or so retail investors were told.

Retail investors now realize that the processing problems will not be quickly cured by the
depository, and that the depository will not have an impact for years, if ever.

Retail investors, particularly, feel that once again they have been told a half truth. They
quickly observe that the depository serves the institutional investor, and not them.
Investors need easy access to the depository through their current intermediary to
encourage them to return to the market.

To accomplish this convenience, the market system must have in place a service
corporation for transfer between depositories ifmore than one depository exists. Market
information from the various exchanges is more convenient if it can be displayed on one
terminal. The customer is more assured of best price in transactions if exchanges have the
ability and requirement to send orders to the exchange with the best price for the order
size. Trades for all securities can be reported on one order reporting system, a
consolidated tape. A standardized data feed protocol necessary for market surveillance
can also be used for the consolidated tape.

Money market funds have been allowed by recent changes in RBI regulations. The RBI
regulations require a 30 day lock in period for the money market fund purchaser. Money
Market Mutual Funds without a lock in period and cash management accounts should
become part of the system in the near future.

Depository

India currently has one depository. Other depositories are under consideration.

The first Indian depository cost US$30 million. Any subsequent depositories will cost at
least that much. When more than one depository is in place, the market will demand an
interface or a common br~dge, or a market utility to transfer information and securities
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between depositories. A similar bridge between Cedel and EuroClear, clearing agencies
and depositories for the EuroSecurities market, took ten years of hard work to build. Such
a feat clearly will no~ be accomplished in India for less that an additional US$30 million.

The more economically efficient way to accomplish the same end is to have the existing
depository become the industry utility. To do this, the industry must own the depository.
For instance, if the NSDL were separated from the National Stock Exchange, and the
other exchanges, banks and custodians were depository owners, the perceived need for
more depositories might diminish.

SEBI oversight, particularly of fees and participation, might relieve some of the
monopolistic fears.

The industry can support the industry utility and encourage rule changes that will make
the depository accessible to the investors and more useful to the industry.

Clearing Corporations

SEBI is requiring each exchange to establish a clearing house to guarantee trades. These
exchange clearing organizations will remove some of the trade risk that occurs on a
particular exchange.

It will not, however, provide protection for trades between exchanges. These trades occur
frequently, and the system does not provide an alternate means ofprotecting against
counter party risk (such as informal information networks - the grapevine - that operate
within exchanges). A national clearing corporation should be the second industry utility.

Not all brokers need to belong to a national clearing corporation. Non clearing registered
securities organizations may arrange to clear their trades through a clearing member, and
will do so ifnon-disclosure rules are in place and effective.

Clearing organizations and depositories must become industry utilities providing access
to all savers, investors and other market participants. They should not be the relative
economic advantage of certain exchanges. They should serve the savings and investment
interests of India.

Dispute resolution.

One point, one place, one source for solutions to investors problems.

All market participants, but particularly retail investors must have one location and one
organization to approach to solve problems. A single trade can be directed to more than
one exchange, and when ~t goes wrong, the participants are engaged in arbitration on
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We have read the several explanations of "where to go to solve this set of market
problems" in India.. ' SEBl's book and Mayya's book each relates 50 processes for dispute
and problem resolution. That is ludicrous.

Part of the solution is a legal status for the investors intermediary. Without legal status,
the intermediary has no power to assist the retail investor.

Arbitration is currently an exchange function. The current system is driven by exchange
rules and relationships. The industry is wider than exchanges and one transaction
executed on two exchanges that goes wrong raises jurisdictional problems. Each person
that has experienced exchange focused arbitration that we have spoken to has been
dissatisfied with the process, and the final result.

One arbitration code administered by other than exchanges would be a start. The
arbitration process, to the extent possible under Indian law, is to be complete within the
arbitration body. The process should include the ability to decide jurisdiction (like time
barred claims), compel discovery, appearance and provide the appeal venue.

The arbitration system must be customer focused to be effective, and must not have an
exchange nexis. An arbitration system of this nature will help service the retail investor.
Properly functioning arbitration with prompt and fair decisions may be require years for
retail investors to trust the system.

Defaulting intermediaries

The market system must provide a means of protecting investor from the risk of
defaulting brokers and sub brokers. Exchanges have investor protection funds now, but
they are limited and seldom reach the retail investor through the market distribution
system. Exchanges state that their funds reach retail investors, retail investors dispute
that.

Exthange members also protest that they are already required to carry that type of
insurance. Insurance currently arranged by exchanges for their member is essentially a
brokers blanket bond and is not designed to protect investor's assets in the event of broker
defaults.

Insuring customer assets held by defaulting intermediaries becomes more important with
depositories, required customer margin and more frequent certificate transfer. Investors
protection insurance is a non-profit activity for the benefit of the country. Industry
in~rance premiums should be a business expense and the insurance fund should be
exempt from taxation. Th,e entire activity should be subject to regulatory oversight.
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Investor protection insurance will begin only if it is legislated. Power to force all market
intermediaries with investors to participate in the insurance, and powers to close and
liquidate brokerage urms must begin with a legislative mandate. See Appendix IV

Communication

By one means or another, the Department of Telephone must be convinced to allow
connectivity of networks for distribution of securities information and to expand Vsat
availability. The information limitation exacerbated by these two items disadvantages
retail investors across the country.

Conclusion

In India chooses to include the retail investor in the securities market place, market
utilities must be made available to all intermediaries that service retail investors. The
focus must move from institutions to retail investors.

..
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One current source uf information about the rules, administrative procedures and court
decisions affecting securities transactions has been requested by more than one market
participant. C-Text, a distributor of securities rule and law information on a computer
data base operates in the UK and the US. CCH Federal Securities Reporter and Prentice
Hall Securities Reporter have been part ofthe US market for years. A similar service
would be most helpful to Indian market participants.

Corporate information.

SEBI has mandated issuer disclosure prior to a public offering. SEBI should explore
conditioning the new offering release after the issuer agrees to continue to provide timely
and specific information to SEBI. SEBI can make that information available to investors
and analysts. Information will indicate which companies are still viable and operating. A
failure to report may at least begin to define when promoters disappear (see Krishna
Singh 9/15/96) and should at least be a disclosure item in any future offering.

Public issuers eligible for secondary market trading should be required to register with
SEBI in addition to exchanges. Registration should be required based on minimum
numbers of shareholder, assets, net worth or earnings, and should be required for
exchange listing.

SEBI, or SEBI and the Company Law Board, should set specific transparency and
reporting standards for registered issuers and coordinate their efforts with the exchanges.
Exchanges do not have a wide enough reach and cannot set national standards.

Even though corporations have begun a code of ethics, corporate governance is still a
large investor's risk in India. While some corporate officers to try to restore some
credibility, a newspaper report carries the following quote. "Corporations reportedly
rejected any imposition of regulations by the government authorities." Economic
Times, Sept 14, 1996, P 18, Adite Kapoor. Again, actions speak louder than words. The
issuance of warrants to promoters without shareholder approval raises real questions
ab(l)ut shareholders rights.

Issuer registration and required periodic reporting would increase market credibility (see
Times ofIndia 9/15/96 S. Venketaramanan).

Issuers registration information with SEBI may be combined with new issue information
requirements for greater efficiency, and greater regulator clout. For instance, information
available publicly through SEBI does not have to be repeated in a prospectus for a new
issue. The regulator can establish a greater range or rewards and penalties than the
exchange penalty of delis~ing.
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_One source of filing with public distribution would be helpful, rather than some with
SEBI, some with the exchanges and some with the Department of Company Affairs.
Central and timely r~lease of market sensitive information, including prompt disclosure of
corporate actions, is a requirement for the perception of a fair and reasonable market.
Lack of effective standards allow issuers to release information unevenly in a way that
appears to be manipulative.

Accounting standards including consolidated statements, cash flow statements, quarterly
reporting, annual line of business reporting should be a requirement ofhaving raised
money from the public.

Retail investors should have information on the conditions for release of the privately
placed shares into the market.

Issuance ofCorporate Securities

Tax changes and other law changes are required to increase the effectiveness of the
takeovers, merger and sick company rules so that investments can be turned around
before company assets are completely dissipated. For instance, par value is meaningless
in the international market, but is still of utmost importance here. Companies may not
issue no par stock, and may not write down the value of par below Rs 10. As a result, a
company becoming sick or any company with their script trading below par may not issue
new stock. The rule impedes turnaround managers the ability to acquire companies
trading between par and Rs 0 with the intent to resurrect them.

Rights offerings continue to part of the Indian market. Investors treat their receipt of
rights as a corporate benefit and one of their ownership items. The additional difficulty in
pricing and marketing newly issued scripts of an already trading issuer through a rights
offering has shown rights offerings to be inefficient in other markets. We suggest that
issuers be allowed to issue additional market securities without requiring the issue to be a
rights offering.

The new issue process should be continually improved to decrease manipulation by
shertening the time from the issue closure to the beginning of trading to 0 days. If
secondary market trading began on the day of the allotment, the opportunity for grey
market transactions and market manipulations would decrease. The market would feel
fairer to the retail investor.

SelfRegulation Oversight

The regulatory model chosen by India includes industry regulation by self regulatory
organizations. Self regulation has not been defined, nor has it specifically authorized by
Indian security laws. Are each of the exchanges self regulatory organizations? What is
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the effect of removing the self regulatory status? Can the self regulatory status be
removed? By SEBI? The roles should be specific.

Self regulation does not work without effective oversight. Effective oversight will cause
pain to the industry participants by enforcing current rules and imposing new rules in the
role ofprotecting investors. Effective oversight can only be achieved with adequate
resources, insulation from political interference and political will.

SRO oversight with an active examination program and uniform enforcement through
administrative process is required to restore market credibility. Uneven enforcement
destroys credibility. The change required ofa regulatory body overseeing self regulatory
organizations has been difficult to accomplish in every securities system that we've
examined. Change occurs as a process. The process ofchange creates complexity before
systems emerge that work for the regulator, the self regulatory organizations and the
investors. The process is underway in India.

Some securities market corporate intermediaries will be members of more than one SRO,
such as more than one exchange. Overlapping examinations can be avoided by
designation of primary examination responsibility to one examining authority by SEBI
rule. SEBI can track responsibility of one examining authority easier, and schedule more
focused oversight examinations.

The regulator has oversight of Registrars and Transfer agents. Oversight must include
examination for participation in market manipulation and non-private disclosure of
information.

Oversight will be congruent when its effects reaches the retail investor.

Pension and Providentfunds

The laws governing provident, pension, gratuity funds should recognize Ibbottson's
studies and install a prudent man rule that applies to the portfolio rather than to each
individual investment. Other countries, including Singapore, have found that pension
fufld investments in equity securities increases individual investors interest and
participation in the securities market.

Conclusion

Some rule changes will require cooperation from other political organizations, as always.

IfIndia chooses to include retail investors the their securities market, gathering
information and disseminating that information to retail investors is part of the required
change in focus.
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If India chooses to include retail investors in the securities market place, a change in focus
is required. Consistency and congruency will be required to restore the confidence of the
retail investor and their intermediaries.

If some agreement is reached on a market design that includes retail investors, priorities
and timelines should be agreed to as no system can draft, adopt and make all the required
changes at once.

The most important element is India's focus.

If India is not willing to change its focus and apply investor protection congruently
tthrough all levels of intermediation to retail investors, India should continue to deny
access to retail investors. Denial should include both the primary securities market and
secondary securities market transactions.

•
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The US experience

The US had a similar experience with organized crime from 1967 to 1971. Some of the methods
were similar to those1n India, s~me different. One of the similarities was the pledging of stolen
or counterfeit securities for loans from financial institutions. One of the differences was that
more of the theft occurred directly from the cashiers cages of the American broker dealers.
Whatever the method, the effect of the bad paper in the market was still debilitating to all that
were defrauded.

The US, with their FBI and their central fingerprint file, apprehended some of the minor players
but never the organizers. As the securities transfer process was changed to combat the fraudulent
transfers and pledges, and with illegal money was harder to earn, the criminal element left the
market place.

The depository became effective in 1971 as a beginning step, and a few years later clearing
systems were combined countrywide. The lost and stolen securities database and the Securities
Information Center for processing lost and stolen securities information was begun in 1971. All
securities industry personnel with access to securities certificates were fingerprinted in the early
1970s, and their fingerprints were checked against FBI central files for any records of past
criminal activity.

Securities certificates continued to be deliverable from registered broker dealer to registered
broker dealer without a requirement for transfer, but any time a certificate was to be delivered
from a registered broker dealer to a non-registered entity such as a retail or institutional customer,
the broker dealer was required to register the certificate in the name of the retail or institutional
customer. The transferred certificate was sent to the broker dealer who then sent the certificate
to the customer. The broker dealer's transaction duties were not complete until the certificate
was received by the customer.

A customer selling a security certificate could sell the certificate through the broker dealer who
effected the purchase transaction, in which case the broker dealer could verify that the certificate
being delivered for the completion of the sale transaction was the certificate that was delivered
in the purchase transaction. If the customer chose to use another broker dealer to sell the
ce~ificate, the selling broker dealer was to ask for the confirmation (contract note) and the
delivery documents. If the broker dealer with the sell order was still not comfortable, the broker
dealer was to transfer the certificate into the broker dealers (street name) prior to sale.

The US broker dealers did not like the additional transfer functions or the cost that the rules
placed on them, and were particularly perturbed about the time the registrars took to transfer the
certificates. The transfer delay problem began to turn around after Congress granted the SEC
jurisdiction over the transfer agents. The SEC initially required 85% of the transfer items to be
retJ.1rned with the transfer completed within 5 business days ( the rule is now 90% within one
business day). The SEC followed up its rule with examinations and penalties. Transfer agents
soon changed their processes and certificates began to return to the market more rapidly.

As the process tightened, the criminal element found easier money elsewhere and left the



securities marketplace.

Trust returned to the marketplace very gradually over an extended period of time. Today, good
paper is taken for granted, and most investors leave their certificates with their broker dealer
without fear of broker dealer bankruptcies or certificate fraud.



Appendix II

Questions from retail investors

What chance does the investor have when corporations can obviously pay substantial sums to
politicians that leaves open the question, can the Corporate Officers not take for themselves also?

What chance does an investor have when there seems to be collusion among the country's
institutions as indicated by the UTI purchase ofReliance shares at a price unrelated to the current
market?

What chance does an investor have when prices are rigged by the issuers themselves, both
overtly with their promoters and covertly through their control of the registrars?



Appendix III

This is an Industry

The bad paper is so prevalent and the methods of inserting bad paper into the market so uniform
that an organizing hahd must be one of the forces behind the sudden increase in bad paper. The
industry must find solutions to this problem as an industry, leaving the fmgerpointing to another
time.

All of the people we talked to in January 1997 pointed fingers at someone else. The exchange
members said the problem is the fault of the unregulated sub broker. They also talked of the
decline in customers' morals over the past two years.

The securities intermediaries/sub brokers talked of the problem exchange members and the
customers that seemed to be in collusion with the issuer and the police.

The police exhort brokers to do business with customers that they know, and they should not deal
with the illegal sub brokers, as this is the source of the bad paper. The police also encourage the
insurance companies to delay payment of insurance claims for bad paper to brokers, as the
brokers must be part of this conspiracy.

The savers and investors complain about brokers and intermediaries who do not keep their word,
who deliver bad paper to them, and who are unable to promptly correct the problems.

The finger pointing needs to stop.

This is an industry, and the problem needs an industry solution.

Tom Keyes
Price Waterhouse Consultant

..
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Securities Investors Protection Corporation (SIPC) US



.
"

l

I
I
I
I
I
I

SECURITIES INVESTOR PROTECTION FUND

.1. Introduction

Seriows discussion is ongoing in India concerning the creation of
some form of securities investor protection fund, However, a number of
complex business and regulatory issues need to be resolved first before a
final decision can be reached that will result in establishment of a fund
that protects Indian securities market investors. Many of the issues in
need of prompt resolution relate to the financial responsibility and
soundness of broker dealers and the integrity and fairness of stock
exchanges and clearing and settlement systems that, once addressed, will
greatly increase the feasibility of a securities investor protect fund in
India. This memorandum describes the U.S. Securities Investor
Protection Fund ("SIPC"); recounts the historical reasons for the creation
of the fund; provides details about the mechanical operation of the fund;
and, describes how the fund protects investors.

2. Historical Development of SIPC

Prior to 1970, the U.S. had no industry-wide insurance protection
fund for brokerage firm customers. Some of the exchanges did have trust
funds for member firms, but these insurance funds did not cover the
entire industry. A number of brokerage firm bankruptcies occurred in the
late 1960's. The bankruptcies resulted from a series of events that began
with a significant increase in trading volume in the mid-1960's. To
process the additional paperwork, brokerage firms hired large
administrative staffs. Within a few years, however, the securities market
experienced a sharp decline in value. The loss of assets due to the
declining securities market, combined with large payroll commitments
caused hundreds of brokerage firms to merge, become acquired or simply
declare bankruptcy. As a result of these events, many customers were
never reimbursed for their investments and the public began to lose
confidence in the securities market.

To restore public confidence and provide future protection for
investors, the U.S. Congress along with industry representatives proposed
the creation of an investor protection fund. The proposal called for the
creation of a non-government, not-for-profit fund that would protect
investors up to certain dollal' amounts against bankruptcies by brokerage
firms. A('r.ording to the proposal the fund would act as an independently
01wrated fund and thereby avoid becoming a vast new government agency
in the highly specidizerl area of investments. The fund would also act in

• conjunction \\ith the previously established self-regulatory organizations
"SROs"). In uno, Congrp.!?s passed a law that established SIPC as a non
government entity.
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Membership in the fund is mandatory with some limited
exceptions, and consists of all brokerage firms licensed by the U.S.
Securities and Exchange Commission ("SEC"). Before the fund was
established, Congress and members of the industry debated whether
brokerage firms had to satisfy certain financial standards before they
could be admitted as participants in the fund. Some market participants
argued that if financially weak brokerage firms were permitted to join the
fund, it would penalize the strong brokerage firms who would have to pay
greater sums of money to bolster the weak ones. Although this proved to
be a strong argument, Congress concluded that investor protection was
the most important issue and it therefore required all brokerage firms to
become members of the fund. To reassure the financially strong
brokerage firms, Congress granted the SEC greater authority to oversee
brokerage finn operations, particularly in the area of maintaining
minimum capitalization levels.

3. Organization of the Fund

The SIPC fund has a board of seven directors, five of whom are
appointed by the President, one appointed by the Secretary of the
Treasury, and one is appointed by the Federal Reserve Board. Among the
five directors named by the President, three are chosen from the
brokerage firm industry and two are chosen from among the two general
public directors. The regulations require that the three appointees from
the industry come from different brokerage firms and different geographic
locations. The President designates the Chairman and Vice Chairman
from among the two general-public directors.

The SEC retains oversight of SIPC. Any new rules, amendments or
deletions must be approved by the SEC. To receive such approval, the
SIPC board must submit all proposed' changes to the SEC which, after
publishing the proposed changes for public comment, must act to approve
or disapprove the changes within 35 days (or 90 days under certain
circumstances). The SEC can require that SIPC board adopt, amend or

. delete rules that SEC determines to be in the public interest. In addition,
'" the SEC can take steps through the U.S. court system to force SIPC to act

when the SEC believes that SIPC is not protecting investors. Finally, the
SEC may examine and inspect SIPC and require that it furnish financial
reports and records. To that end, SIPC submits a financial report to the
SEC at the end of each fiscal year.

4. Sources of Money for the SIPC Fund

The SIPC fund consists of money raised from its members and a $ 1
billion line of cr.edit from a collection of banks and other financial
institutions. In addition, SIPC may borrow up to $ 1 billion directly from
the U. S. Treasury through the SEC.

2
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In order to raise money from its members, SIPC imposes a
mandatory contribution based on a percentage of business earnings. The
method of determining member contribution assumes that larger firms
can afford to pay more than smaller firms and that if a larger firm falls
into bankruptcy, it will cost SIPC more money to satisfy its customers'
claims. Historically, ,the program to raise money for the fund occurred in
two phases. The first phase was designed to build the fund to an
adequately large size. This phase lasted eight years. In the first year,
SIPC charged an initial assessment of 1/8 of 1 percent of each member's
gross revenues. For the next 7 years, members were assessed an annual
of 1/2 of 1 percent of gross revenues. The second phase, which continues
to the present, was designed to maintain the fund. During the second
phase members have been assessed a fee based on the outstanding
amount of money in the fund and the level of borrowing by the fund. If the
money in the fund falls below a predetermined capital level or if the fund
has outstanding borrowings, members are assessed .00054 of net
operating revenues from the securities business.

Fees to support the fund are collected by the SROs. In the event a
brokerage firm fails to pay the fee, SIPC first assesses a fine in the form of
high interest rates. If the brokerage firm remains delinquent~ the firm can
lose its right to engage in securities business. The SIPC fund now totals
almost $ 1 billion in cash and U.S. government securities.

5. Monitoring die Financial condition of Members

Primary responsibility for monitoring the financial condition of
brokerage firms rest with the SROs. Financial difficulties are detected
when SROs conduct regularly scheduled examinations of brokerage firms.
The SROs as well as the SEC are required by law to notify SIPC whenever
they discover that a brokerage firm' is facing financial difficulty. No
regulation specifically defines "financial difficulty." The lack of a precise
definition is due in part of the wide range of reporting and surVeillance
techniques used by different SROs. It is also due in part of the need for
flexibility in determining when SIPC needs to take action. Instead of a

~ precise definition, SIPC relies on the judgment of the professional staff
employed by SROs and SEC to determine when a firm is facing financial
difficulty.

Mter receiving a warning from an SRO or SEC, members of the
SIPC staff review the facts of each case, confer with the organization that
made the referral and often seek additional data from t.he brokerage firm
under review. SIPC has fonnd that many members are able to correct

• their financial problems after being cont:-l.cted by the SIlOs, the SEC or
SIPC. However, .. when financial difficulties persi~t, SIPC mak2s "In
independent judgment in deciding whether bankruptcy 1S imminent and
action is required.

3
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6. Protection for Investors

Efforts made by SIPC are solely for the purpose of protecting
customers against losses due to brokerage firm bankruptcies, not against
losses due tQ fluctuations in the value of securities held by investors.
When a brokerage firm can not correct its financial condition and
bankruptcy is imminent, SIPC takes one of three steps. For small
brokerage firms where the cost of repaying customers is minimal, SIPC
can directly reimburse the customers. For medium sized brokerage firms
(generally fewer than 500 customers), SIPC can act as a trustee to oversee
the operations of the firm until such time as customers can be repaid. For
large brokerage firms, an independent trustee must be appointed by the
court: Typically, those who serve as trustees are attorneys familiar with
the securities industry.

A trustee replaces the management of a brokerage firm and has
broad powers to make decisions necessary to liquidate a broker's business
in an orderly manner. For instance, a trustee has the authority to hire
and fire, :fix compensation levels and maintain customer accounts. At the
same time, a trustee has a duty to deliver to customers, to the maximum
extent possible, the securities and cash owed to customers as of the date
SIPC initiated its action against the brokerage firm. Often, the trustee
carries out this duty by managing the firm long enough to sell it to
another SIPC member. Funds from the sale are used to compensate
customers or reimburse SIPC for any monies it advanced to customers.
The trustee is also obliged to investigate the brokerage firm for possible
fraud, mismanagement or other irregularities. This information is then
supplied to the SEC for possible enforcement action.

The trustee is authorized to reimburse customers up to $500,000,
limited to $100,000 in cash. SIPC advances money to the trustee for this
purpose and SIPC then tries to recover as much money as possible from
the bankrupt brokerage firm. Under certain circumstances, the trustee
can transfer some or all customer accounts to another SIPC member,

.provided that the transfer will facilitate both prompt payment of customer
... claims and the liquidation of the bankrupt brokerage firm. This transfer
of accounts attempts to minimize potential disruption in a customer's
ability to access cash and securities. Finally, no monies are advanced to
any customers who are general partIiers, officers or directors of the
bankrupt brokerage firms, or who own five percent or more of the firm's
sto(;k. This regulation is designed to prevent managers, directors and
those who had influence over the firm from profiting as a f0sult ofleading
the bl'okerage firm into bankruptcy..
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