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Dear Mr. Shenal

128 r 'J Industndl Estate
Worh Bombay 400 025

Telephone 4946630 4963599
Fax (91 22) 4963555

At the request of the AssociatIOn of Mutual Funds m IndIa ("AMPI''), PrIce Waterhouse LLP
("PW') arranged for contmuing asSIstance to AMFI by Mr DavId Sliver, a world renowned
expert in mutual funds Mr SIlver, the former PreSIdent of the Investment Company InstItute
("ICI"), the Trade ASSOCIatIOn of the Vmted States Mutual Fund Industry, now serves as
President of ICI Mutual Insurance Company Mr SIlver, who IS credited as a "father" of the
Umt Trust of India ("VTI'') for IDS support of the concept dunng a 1964 VSAID sponsored
consultancy, has an abldmg Interest In the future of the mutual fund Industry ofIndia Durmg Mr.
SlIver's stay, January 15-23, 1997, he was assIsted by Mr LeWIS J Mendelson, Sernor PW
Mutual Fund Consultant, and Mr R N K Prasad ThIS asSIstance was carned out under the VS
Agency for InternatIOnal Development Fmancial InstItutIOns Reform and ExpansIon ("FIRE")
Project whIch IS admmistered by PW

I. Purpose of Assistance

Mr Silver's VISIt was deSIgned to help AMPI to Implement and develop its program to Improve
the credibIlIty of the mutual fund mdustry and the publIc's acceptance of mutual funds, and to
strengthen AMFI and the regulatory enVIronment for mutual funds In publIc appearances,
mcluding press and TV IntervIews, and meetmgs With representatives ofthe Mimstry ofFinance,
secunties brokers and representatIves ofmutual funds, Mr Silver evaluated IndIa's Mutual Fund
Industry, IncludIng ItS regulatory enVironment, and suggested how It could better realIze Its
potentIal of servIng Investors and the seCUrIties markets At AMFI's General MembershIp
Meetmg, he descnbed the structure, operatIOns and polICIes of the ICI and the keys to the
successful growth of the fimd mdustry m the U S and recommended a programme to strengthen
AMFI

II. Contents of Report

The report review,; Mr Stiver's recommendatIons In three general areas whIch should help to
create greater credIbilIty and Increased publIc acceptance for the Mutual Fund Industry They are....
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• improvIng the product, mutual funds, and the schemes they offer, and the way the mutual
fund mdustry does busIness and serves Its clIents,

• strengthening the regulatory framework for mutual funds In order to provIde greater
protectIOns to umtholders; and

• strengthemng AMFI In order to ensure that It develops the operatIons, structure, capacIty
and polIcIes to become a strong, contInUOUS, effectIve and respected vOice for the fund
industry

III. NEXT STEPS

AMFI and the fund industry would benefit fivm further expert consultatIOn and asSIstance from
the FIRE Project In providIng dIrectIOn, structure and expertIse to vanous AMFI COmmIttees and
Subcommittees mcluding

• AdmmlstratIOn;
• LegIslatIve and Regulatory (Government RelatIOns), includmg Product Development,
• Research and OperatIOns, Includmg StandardIzatIOn of ValuatIOn and Performance

Measurements, Marketmg and Ecol!omIC AnalySIS,
• ProfeSSIOnal Standards, mcluding Fund Operations and Traimng,
• InformatIon ServIces, mcludmg Press and MedIa RelatIons.

The FIRE Project also can asSISt m the completion of

• outstandmg educatIOnal brochures;
• the AMPI Code ofConduct,
• an AMFI Compliance and OperatIOns Manual,
• AMFI Advertismg GUIdelmes, j

• Standardization of ValuatIOn and Performance Measurements,
• Umform Accountmg Standards, and

• Trammg

IV. DISTRIBUTION OF THE REPORT

Under the terms of the PW/FIRE Project. the report Will be dlstnbuted to USAID and SEBI
We request your permiSSIOn to dlstnbute the report to selected partiCipants III the Indian
Capital Market and we Will adVise you of the same We WIll not dlstnbute the report III Its
entirety to the media dIrectly, however, we Will note comments on Its contents.iTom time to
tIme in response to medIa enqumes
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We sIncerely appreciate the wann welcome and cooperatIon whIch AMFI's Board Members
and Its members provided to Mr SIlver and our staff.

Upon readmg this report and ItS recommendatIons, please feel free to contact me With any
questIons. I can be reached at tel 496-3599, fax 496-3555 Thank you

Smcerely,

w. DENNIS GRUBB
PRINCIPAL CONSULTANT eAPiTAL MARKETS

Enclosure

,
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A ~slstance to Mutual Funds--
Improvmg Products and SerVices. Strengthenmg the Regulatory Framework and AMFf

I. EXECUTIVE SUMMARY

March /997

This IS a review of the contmumg asSIstance gIven to the ASSOCIatIOn ofMutual Funds m
India ("AMFI") by the FIRE Project dunng January and February, 1997, as part of ItS
ongomg effort to asSISt the fund mdustry In July and August 1996, FIRE had deSIgned a
comprehensIve strategIC plan to improve the credibIlIty ofthe mdustry WorkIng closely WIth
AMFI, FIRE also deSIgned and laid the foundatIOn for an AMFI Investor Awareness
CampaIgn, a long term educatIOnal and promotiOnal effort

FIRE mVIted Mr DaVId Silver, former Chief Executive Officer of the Investment
Company InstItute ("ICI" or "Institute"), the trade asSOCIation of the U.S. mutual fund
mdustry, to participate during January 1997, as a Special Consultant In this assistance.
Mr. Silver is an mternationally recognized authonty on mutual funds. As a result of
assistance he rendered to India's securitIes markets through a 1964 USAID ProJect, Mr
SIlver is recogmzed as a "father" of the Unit Trust ofIndia ("UTI") and thus holds an
abiding interest m the future of India's Mutual Fund Industry

,
Mr. Silver visited IndIa from January 13-23, 1997. The broad objective ofms visit was to
assist in developmg and implementmg AMFI's program to Improve the credibIlity of
the mutual fund mdustry and the public's acceptance of mutual funds He reenforced the
FIRE Project's earher recommendations, particularly with respect to Its comprehensive
plan to strengthen AMFI and to energize AMFI's efforts to promote regulatory reform
and higher professional standards. Specific goals of Mr. Sliver's viSit included:

• assessing the regulatory environment for mutual funds;
• assistmg m strengthening AMFI and the fund industry, and
• better informing policy makers, ftmd salesmen, secuntles industry leaders, the

media and the investing public about how mutual funds could realize their full
potential as a practical mvestment medIUm for a broad segment of the public and
as a catalyst to the development of India's capItal markets.

Mr. SlIver's views and recommendatIons received WIde exposure. Over the course of his,
VIsit, he:

• opened the ThIrd Annua~ Semmar on the Mutual Fund Industry sponsored by the
UTI Institute of CapItal Markets and AMFI, WIth a Keynote Address, "ReflectIOns
on RegulatIOn the Role of Industry,"

• discussed the regulatory enVIronment for mutual funds WIth the relevant
department heads and staff of the MmIstry of Fmance m New DeIhl,

• particIpated m a Panel DISCUSSIon on RegulatIon of Mutual Funds a,s..part of a

Price Waterhouse LLP Page I
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Techmcal SessIOn durmg the UTIlAMFI Semi.nar and subsequently submitted a
written assessment on the Regulatory Environment for Mutual Funds,

• described the organization and operations of the ICI in the Umted States, discussed
the factors which contnbuted to the growth of the fund mdustry m the United
States and presented recommendations for strengthening AMFI and developIng
the fund industry "The Investment Company Institute's Role In Promoting the US
Mutual Fund Industry A Model for AMFI?" to the Annual General MeetIng of
AMFI Members.

• discussed hiS recommendatIOns for strengthemng AMFI m detatl With AMFI's
Chainnan and key board membels;

• participated in round table discussions, workshops and semmars with securities
industry leaders and mutual fund sellers in New Delhi and Mumbai,

• briefed U.S. Ambassador Frank Wis'ener, members of his staff and the leadership
of USAID on the purposes ofhis visit, the status of India's Mutual Fund Industry
and the steps it needs to take to achieve greater acceptance; and

• provided the media with numerous interviews, including two televised interviews.

Mr. Silver found that SEBI's 1996 Mutu'!l Fund RegulatiOns, by setting the nght tone and
direction, have significantly Improved the regulatory enVIronment for mutual funds and
their umtholders. He urged the Industry to take a pro-active stance in coping with its'
problems and suggested that With SEBI's contInued survetllance and enforcement behmd
AMFI standards, they could make a meaningful contribution to the quality of mutual fund
regulation. In sum, Mr. Silver recommended:

• creating a wider variety of mutual fund schemes to provide "families of funds" for
lIfetime Investmg; ending guaranteed redemptIOns and assured rates of return;

• supporting a strong and comprehensive regulatory enVironment, mcluding
harmonizmg the operatIOns and practices of UTI and other public sector funds
with those of prIvate sector funds which are fully subject to SEBI regulatIOn; and

• structurmg and staffing AMPI to enable It to better serve Its members
...,

Based upon the recommendatIOns made by Mr Silver and dISCUSSIons With mdustry
leaders over the course of hIS VISIt, and takmg mto account the concerns expressed by
AMFI's leadershIp, the FIRE Project developed an AMFI ActIOn Memor~m. It
contaInS eleven concrete and detailed steps for ImplementIng Mr SlIver's -

Pnce Waterhouse LLP Page 2
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recommendations and a sugge~ted AMFI CommIttee Structure with defined functions for
achIevmg Its goals At a SpecIal Meetmg of Its Board of DIrectors on February 13, called
to consider FIRE's proposals, AMPI mdIcated Its general acceptance ofrecommendatlOns
contained in FIRE's ActlOn Memorandum.

,

Price Waterhouse LLP Page 3
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II. BACKGROUND

March 1997

In July and August 1996, FIRE desIgned a comprehensIve strategIc plan for AMFI to
Improve the credIbIlity of the mdustry and the publIc acceptance of mutual funds. The plan
called for AMFI to estabhsh five departments or commIttees· professIonal standards,
government relatIOns, statIstIcal research and analySIS, mfonnation servIces and membershIp
servIces. Workmg closely With AMFI, FIRE also designed and laid the foundatIon for an
AMFI Investor Awareness Campaign, a long tenn educatIOnal and promotIonal effort built
around seven basIC documents, five of whIch were proVIded by FIRE as first drafts to AMFI
and two for whtch FIRE proVIded specIficatIOns to AMFI FIRE subsequently revised two of
the origmal drafts and the draft AMFI Code of Conduct in accordance With AMF!'s
comments

To help AMFI's members and professional partlcipants m the fund mdustry to understand the
potentIal of mutual funds and to expose them to the standards and practices employed m
developed markets, and partIcularly m the USA, the FIRE Project mVlted Mr. Silver to
partICipate dunng January 1997 as a SpeclaJ Consultant in this assistance. FIRE arranged
for wide exposure of Mr SIlver's views among polIcy makers, regulators, Indian Mutual
Funds, securities mdustry leaders, fund salesmen, professional market partiCIpants,
investors and the medIa through seminars, workshops, round table discussions, mtervlews
and private meetings.

I

... ,
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III. FIRE RECOMMENDATIONS

Mr Sliver's recommendatIons related to three broad areas and are mtended to

March /997

f

1) Improve mutual funds and their schemes as products and the way the mutual fund
mdustry conducts busmess through assistance m developmg sounder more diverSified
products and mamtammg product mtegnty and simphclty;

2) strengthen the regulatory framework In which mutual funds operate to provide
greater protections to urnt holders; and

3)strengthen AMPI, helpmg It to develop the operations, structure, capacIty and
policies to become a strong, contmuous, effective and respected VOice for the fund
industry.

DetaIled recommendations are set forth below.

Jf

A. Improve the Product and the Way the Mutual Fund Industry Does
Business

1. Encourage Policies that Allow the Funds to Develop New Products.
Encourage and adopt regulatory polICies that permit funds to have the Widest vanety of
mvestment ObjectIves and technIques These could mclude establIshment of.

• Money Market Schemes;
• MurnCIpal Bond Schemes;
• PenSIOn Schemes and
• Index Schemes, and

allowing schemes to engage in hedgmg techniques to reduce nsk or increase the possIbility of
greater returns.

2. Maintain product integrity and simplicity.
Attempts by mutual funds to simulate a bank account, guaranteed investment or government
obligation Will engender further mvestor disenchantment and lead to greater regulatIon and
compleXIty

B. Strengthen the Regulatory Framework to ProvIde Greater Protections for
Unitholders and the Investing Public

1. "Manage Funds Solely in the Interests oftheir Unitholders.
Mutual funds as trusts must be managed solely m the mterests of theIr beneficlanes, the
umtholders Any busmess practIce which IS not totally consistent With thiS pnnciple should
not be tolerated, unless specIfically authonzed by carefully crafted rules that are-tn accord
with Its spint

Price Waterhouse LLP Page 5
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q M,nzm,ze COnflicts ofmterest
Fonnulate rules to prevent any ancIllary source of profit to those affilIated wIth mutual funds
so sIgmficant that It detracts from the smgle mmded loyalty demanded of fiducianes (e.g,
pennlttmg persons assocIated With a scheme, such as an AMC, to speculate m fund shares)

b Prohzblt selfdealmg
Assure the faIrness to a scheme and Its urutholders of"associated transactions," those
between schemes and related persons such as sponsors and others who control, or are
controlled by, fund asset management companIes ("AMes").

2. Support Comprehensive Regulation and Enforcement.
Support a comprehensIve well-functIOmng system of regulatIOn backed by v!gorous
enforcement.

a Elzmmate unsavory practices
Take steps to elimmate extravagant adVertISlI~; UIlJustIfied claims promIsmg unrealistic
perfonnance or Illusory guarantees; unchecked conflicts of interest and any anCIllary sources
of profit to those affiliated With mutual funds winch threaten to compromise the Manager's
primary dutIes, such as speculatmg m fund shares Do not tolerate any practIces whIch are not
totally consistent With the basIC duty to admlmster Mutual Funds solely in the mterest of
theIr beneficlanes, the unIt holders.

b Permzt przvat~ rzghts ofaction by Unztholders
SpeCIfically pennlt mutual fund umt holders to bring law swts agamst theIr mutual funds m

I
order that sponsors, AMCs and trustees may be held accountable to mvestors through thIs
device

3 Develop a Level Playing Field.
Enact legIslatIOn whIch will enable SEBI to harmonize the mutual fund operations and
practices of UTI and other preexlstmg mutual funds with those ofall other mdustry
partICIpants and securitIes market professionals without limIting economIC innovation The
protections whIch the law and the regul~tory framework prOVIde should apply equally to all
funds and mvestors m lIke finanCial products The complete integratIon and harmomzatlon of
UTI's mutual fund operatIOns With those of the rest of the fund mdustry would strengthen the
entIre mdustry and ratIOnalize the en~Ire regulatory framework

4. Protect agamst unsound capital structures.
Control "pyranlldmg," '"leveragmg" "carrymg on actIVIties as underwnters" by fonnulatmg
rules WhICh carefullyQiefine and circumscnbe such actIVItIes

5. Protect the physical integrity offund assets.
Assure the mdependence of fund custodIans.

Price Waterhouse LLP
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6. Develop and Adopt:

March /997

j

1
'I

I

a Uniform Industry ValuatIOn GUldelznes
To mcrease the probablhty that Investor purchases and redemptIOns wIll be valued farrly; that
fund performance WIll be accurately measured, and that management compensation and fund
expense hmlts, which are percentages of total net assets, Will be calculated correctly, AMFI
should recommend umform valuation gUldelmes for the Industry

b Forward Przczng
To minimize the potential for dilutIOn of the mterests of urntholders, adopt forward pncmg
for all funds and narrow the interval between valuations

c Uniform Accountmg Standards
To startdardlze and upgrade disclosures, the industry and Its accountants and audItors should
agree upon and Implement generally accepted accountmg standards for mutual funds

7. Increase Transparency.
Increase the scope, frequency and accessibility of informatIOn about the funds and their
mvestments

a Adopt Broader. More Frequent Disclosures
Add information about portfolIo turnover ratIos and descnptlOns ofany affilIated/associated
trartsactions, the reasons for them and the amounts mvolved In each to annual and semi
annual reports ReqUIre thIS kmd of informatIOn and the kmds ofdisclosures reqUIred to be in
Annual Reports (other than additIonal audIt;;) to be made semi-annually for the next two years
and thereafter quarterly

b Make SEBI a Center for InformatIOn D,strlbufzon
Establish a Public Information Centre SEBI, by makmg information dIstribution one of Its
princIpal functIOns, demanding and collectmg relIable informatIon and immediately
providing the means for Its qUIck and efficient recirculation to the market, could dramatically
improve the transparency and fairness of the market

C. Build AMFI into an Effective Voice for the Fund Industry
•

1. Hire a Professional Staff.
AMFI should ImmedIately start the rapId buIld-up of a htgh quality profeSSional staff WIth
the capacity to play an appropnate role m helpmg create and faCIlItate the growth of the fund
mdustry whIch lIes ahead It wIll need to develop expertIse m four areas

• Regulatory and LegIslative Affairs,
• MedIa RelatIOns, Investor EducatIOn and TraInIng,
• EconomIc and StatIstical Research, and OperatIOns

2. Influence the Regulatory Environment. -
The industry should take a proactive stance m the regulatory process and m c~mg WIth

Price Waterhouse LLP Page 7
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mdustry problems not Just on an ad hoc or mdivldual fund basIS, but through AMFI, Its
mdustry asSOCiatIon AMFI IS now m a pOSItIon to adopt and Implement "Best PractIces
Codes" setting hIgher standards and filhng gaps where greater clarIty and umformlty are
needed. AMFI should become a contmumg pomt ofcontact between the regulator and the
mdustry AMFI's Office of General Counsel must have the abIhty to consult closely WIth
policy-makIng bodies regardmg pendmg legIslation arid WIth SEBI to assure that it gets the
benefit of the mdustry viewpomt and that the industry understands SEBl's VIews. Nothmg
WIll be more important than thIS abIhty to influence the regulatory envlfonment.

3. Promote High Professional Standards.
AMPI should also mdependently address questIons wluch would otherwIse be the subject of
government actIOn. Examples of effectIve actIons from the u.s expenence mclude
development of a unIform yield formula for fund advertlsmg and promotional literature; a
model Code of Ethics, and Code dealing specIfically With InsIder Trading by fund personnel

•
•

4. Provide Guide/ines and Training.
AMFI might also WIsh to ,

• recommend gmdehnes such as compharice and procedures manuals and
• prOVIde trammg semmars dealing With.

• compliarice matters,
• trustees' and directors' responslblhtles; and
• orientation ofnew AMC and fund employees,
develop procedures for the rapId and effiCient settlement of mutual fund
trarisactlons and to create unjformlty, arid
prOVide workshops, mariuals and mteractIve videos at cost to the mdustry.

I

5. Take the Lead in Investor Education.
AMFI should contmue to playa major role m investor education by provIdmg press releases,
media contacts arid educatIonal brochures, meeting pubhc requests for InformatIOn arid
members' needs for slupments m bulk ofbrochures on which they can unprint their names.
Such a programme Cari be a contmuing slgmficant source of free publicity for the industry. As
a sustaining part of Its Investor Awareness Campaign, AMFI mIght Wish to follow the
example of the ICI which ten years ago ,created a special annual pnze awarded by impartIal
experts to those reporters who have done the best job m wntmg finanCIal stories of special
mterest to mdividuais arid farrllhes about personal finariCIal planmng

momtor the flow of funds m and out of the mdustry and observe which kInds of funds
are sellmg and bemg redeemed,
classify funds by obJectIve, load vs no-load, closed-end or open, type~6f sales
forces, among others;

•

6. Build a Data Base and Create a Research Department.
The mformatIOn that a Research Department accumulates and the studIes It performs should
be readily aVailable to the mdustry The Department should be able to

11

•
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• compIle and maIntam a comprehenSIve histoncal data base WhICh may be denved
from members' monthly reports to AMFI

• cover the entire Industry and serve as the source of AMFI's own research
• be able to perform marketing studIes or surveys; and
• continuously track demograpluc trends, such as aging populatIon vs. young people to

gUide promotional efforts by tracking changes m the compOSItion of the Industry and
of fund urnt holders.

7. Create an Operations Department.
An OperatIons Department can asSISt the Industry and its transfer agents m mtroducmg
umfonmty which IS good for all Investors and broker-dealers by investigating computer
developments on a common basIS

,

-
Price Waterhouse LLP Page 9
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IV. NEXT STEPS

March /997

,

FIRE's Continuing Support. The PW FIRE Project recommends that AMFI take Immediate
steps to
• hire a full-tIme Chtef ExecutIve Officer.
• restructure Its adminIstratIve functIOns.
• constitute commIttees or workgroups for VarIOUS tasks. and
• launch its countrywIde Investor Awareness CampaIgn

FIRE also recommends that AMFI assign CommIttees and/or Subcommittees to carry out
the steps described In Its ActIOn Memorandum consIstent With AMFI's ComprehensIve Plan
and the leI Model, as follows·

1. AMFI Administration.
Hire a professional staff, adopt a work plan, organizatIonal chart and budget, set goals,
priorities and dates, and assign Comollttees and mdependent contractors to begin working on
the programme

2. Legislative and Regulatory (Government Relations).
Identify legIslative goals and, working With SEBI, the MInIStry of Finance, the Reserve Bank
of India; and other concerned Government Departments, mcrease the mdustry's Impact on
legIslative and regulatory matters that affect Its vital mterests and those of Its UnIt holders,
mcludmg:

(a) product development: }
preparing legislatIve strategIes and regulatory changes for broademng the range of
products and investment techniques offered by the fund industry to possibly include,
among others:

• money market schemes;
• municipal bond schemes;
• index schemes, and
• tax benefitted retIrement schemes, and

!

allow funds to use hedging technIques and derIvatIve seCUrItIes to mmlmlze rIsk
and/or seek possible enhanced returns;

(b) continuing regulatory liaISon:
clanfymg and lmprovmg regulatIOns through Interpretive Letters and reVIew of proposed and
eXistmg regulatIOns whether enunCIated m the Mutual Fund RegulatIOns or statutes. and

l1
(c) restructuring and integration ofUTL

--
Price Waterhouse LLP Page 10

If



-Isslstance to Mutual Funds--
fmprovm~ Products and Services Strengthenmg the Regulatory Framework and AMFI March /997

3. Research and Operations Committee:
(a) Prepare an AMFI Model AdvertISing Code whIch would define umform standards for
advertIsmg, contmuously momtor the advertIsements of ItS members and those for
competmg products; and recommend changes In the AMFI Code as necessary;

(b) Analyze and evaluate the hIStOry and Impact on the Industry of marketmg strategIes
featunng ""guaranteed" redemptIon schemes and "assured" and/or "mdicatIve" returns, and
recommend alternatIve marketmg strategIes and means of safeguarding the Interests of
investors and the credIbIlIty of the mdustry,

(c) Mamtam, mitIally WIth an outsIde source, the mdustry database, mcluding statistIcs on
perfonnance and mvestor demograplucs, and conduct continuous performance studies;

(d) ImmedIatel} develop umform methods ofaccounting, valuation and poliCIes for
segregatIon of assets, as well as determImng appropnate reserve requirements for any entItles
whIch guarantee fund redemption pnces or returns;

,
(e) Develop accountmg standards for Mutual Funds over the longer term in coordinatIon WIth
the InstItute of Chartered Accountants of IndIa and SEBI, and

(t) ASSISt the industry and Its transfer agents In introdUCing uniformity by mvestigating
computer developments on a common basIS

4. Professional Standards Cqmmittee.
(a) Complete and lIDplement the AMFI Code of Conduct and create other complIance
mechanIsms, such as an AMFI Model Compliance and OperatIOns Manual and mternal, I

reporting fonns, reports and schedules to help trustees, funds, AMC's and theIr employees
understand and meet theIr responslbilines, mcluding helpmg to defme the role of Compliance
Officer,

(b) Structure and plan InltIal trammg of fund trustees, dIrectors, compliance officers and other
employees of AMC's, mcludmg explammg SEBI's new regulations and the AMFI Code of
Conduct and helpmg the funds to adapt !o them,

(c) Set standards for sellers of mutual fund schemes to be observed by members In

dealIng with those who market th~Ir schemes; and

(d) EstablIsh "'best practice" standards for VarIOUS aspects of fund operatIons, mcludmg SWIft

and accurate processmg ofurntholder transactiOns, back office procedures, reqUIred
disclosures and advertIsements

5. Information Services Committee.
Playa major role m mvestor educatIOn by provIdmg press releases, medIa conta"Cts and

Price Waterhouse LLP Page 11
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(a) Prepare and update educatIOnal brochures such as the Investors' Gwde, Agent's
Handbook, Mutual Fund Perfonnance AnalysIs and AMFI DIrectory,

(b) Structure and plan trammg of fund sellers and conduct Investor Conferences;

(c) Maintam media contacts, prepare press releases, conduct publIc relatIons and collect news
abstracts, and

(d) Create speCIal annual pnzes to be awarded by Impartial experts to those reporters or TV
JournalIsts who have done the best Job m publishmg or pre~,entmg fmancial stones of special
mterest to indIViduals and famIlIes about personal finanCial planmng

,

J

-
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Reflections on Regulation: The Role of Industry

Keynote Address
By David Silver

Mumbat, India
January 20, 1997

It is now some 33 years SInce my first VIsit to IndIa On tlns, as well as on my three

prevIOUS trIps, I have come In connectIOn With some facet of the securities Industry and the

regulatory framework In winch It operates In 1964, as an OffiCIal of the American SecuntIes and

Exchange Comrmsslon, my mISSIOn was to adVise on Issues ofStock Exchange regulation as well,

as on steps to encourage IndIVIdual share ownersinp. It was on that tnp that I pressed for the

speedy enactment of the law winch prOVided for the creatiOn of the Urnt Trust of IndIa In 1989

I was honored m bemg InVIted to delIver the keynote address at the celebratIOn of the 25th

.
anniversary of the UTI and by beIng (too generously) descnhed as the father of that cinld winch

/

had by that tIme qUite grown up On that VISIt I was in tIme to note the stirnngs of deregulatIon

which was to make It poSSIble to create the private mutual fund 10dustry and also to urge that the

government permIt Investment 10 India by foreIgn InStltutlOnal 1Ovestors. Finally, in 1992, I was

pleased to speak at a semInar here In Bombay on a vanety of regulatory and other Issues whIch
I

needed to be addressed to acineve a healthy secuntles Industry deservIng of public trust and

mvestor confidence.

"I have dwelt, perhaps overlong, on these pnor VISits not as exercise in nostalgia but

because on each occasIOn a major concern was the proper lmkage between th~vate sector
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securities busmess and the publIc sector regulatory apparatus Or, perhaps to put the same

thought somewhat dIfferently, the extent to whIch the entrepreneunal zeal of the pnvate sector

should be modulated by government regulatIon deSIgned to protect the publIc agamst fraud or

more subtle fonns of overreachtng

In recent years m an acadeffilc setting I have had occasIOn to reflect upon this unportant,

but highly complex Issue I Wish I could claun that a.L~er 40 years m government and mdustry

my conclusIOns derive from some profound mSIghts but they do not; at most I can offer only a

few modest observatIOns. I am thankful that the Price Waterhouse, USAID FIRE Project has,

enabled me to share my VIews on regulatIOn and self regulatIOn Pnce Waterhouse is to be

specially commended for Its broad and multI-faceted approach to the problems assOCIated WIth

capItal market refonn.

,
Frrst and foremost I should state my belief that It IS not, under modem CIrcumstances, a

proper role ofgovernment to make investment deCISIOns for mdividuals by restricting legitImate

Investment options eIther on the basIS ofpaternalIsm or to protect or encourage some particular

sector of the economy

In the area of pooled funds, this means that, subject to full dIsclosure, funds With the

Widest vanety of mvestment objectives and mvestment techruques should be permItted ThIS
a

rules out prohIbItIOns based upon the behefthat the publtc must be protected agamst speculatIve

Investments on the one hand or that some ovemdmg natIonal goal somehowJustt.fies the creatIOn
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In the US, the latter pomt IS best illustrated by attempts to prevent the establIshment of

money market funds m the early I980s, on the grounds that It was a greater SOCial good to protect

banks (and mferentIally bank profits) than to permit mdivlduals of modest means to realIze

market rates of return on theIr saVIngs or to be able to utIlIZe the convemences buIlt mto money

market funds such as check wntmg. Proponents of this VIew never acknowledged that the demal

ofmarket rates ofreturn to less affiuent famIlIes was an Implicit tax on them and a corresponding

subsidy to the bankmg sector whIch paid low rates on bank savings accounts.,

I might note that money market funds ultimately preVailed As a result of this legislative

VictOry mIllIons of mvestors flocked to money market funds whIch have now almost reached one

~

tnllion dollars m assets; WIthout any discerruble damage to the economic health of the country
/

or indeed to the bankmg mdustry, despite the doomsday predictions of the bankers and bank

regulators. And, m my View, It is the money market fund wInch is the keystone of the modem

mutual fund industry in the US It IS, therefore, gratlfymg to see that SEBI's new rules

contemplate the creation ofmoney market funds However, I must confess dIsappomtment With,

the assumptIOn ofJunsdlctlOn over money market funds by the RBI Suffice It to say that m

countnes where bank regulators have asserted such JunsdictlOn they usually promulgate rules

whIch make the creatIOn of such funds ImpossIble

The second pnnciple to which I subscribe no less finnly than the first I~.that economic
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freedom provIdes no hcense to steal from or he to mvestors or to conceal matenal facts from

them In thIS regard I can only repeat what I saId m my pnor talks here In 1992 I stated

'"Economic deregulatIon should provIde no lIcense for . crooks to swmdle mvestors. Sound

regulatIOn backed by VIgorous enforcement maintaIns and buIlds (Investor) confidence.

Extravagant advertlSlng, unjustIfied claIms pronnsmg unrealistIC perfonnance or offering illusory

guarantees . (as well as) unchecked conflIcts of interest can cause Immeasurable harm to small

investors and brmg dIscredIt on the finanCIal markets that can last a generatIon." In my 1989 talk

I sounded the same themes and Included an addItIonal warning to the effect that "The adoptIon

ofnew rules that remaIn unenforced IS worse than futIle All that IS accomplIshed IS Increased,

dIsenchantment of the public Thus the secunties mdustry has a strong stake In a comprehensIve

and well functIonmg system of . regulatIon and enforcement.. "

.
I want to make It clear today that legItImate regulatIon IS not confined to a search for

I

thIeves. For example, rules deSIgned to protect the Integnty of mutual funds, such as SEBI's

eXlstmg and proposed rules that open-end funds must mamtaIn 85% oftherr portfolios In liquid

secuntIes or that a fund cannot change Its mvestment objectives WIthout a shareholder vote

protects the mtegnty of the product. WhIle one may, quarrel WIth the detaIls of such rules, It IS
•

dIfficult for me to consIder them as anythmg but reasonable and appropnate exercises of

government regulatIOn

.,
SpeakIng of product mtegrIty there IS one further pomt I should make as forcefully as I

can The mutual fund concept IS a marvelously SImple one At low cost mves1iefs receIve the
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benefits of professIOnal management and the dIversIficatIOn of lOvestment nsk However, the

concept should not be twIsted lOto somethlOg It IS not - a mutual fund Investment, IS not a bank

account, It IS not a guaranteed debenture, It IS not a government obligatIon Attempts to graft

features onto mutual funds to sunwate such mvestments can only confuse mvestors as to what

mutual funds are and wIll mevitably cause mvestor disenchantment leading to greater regulation

and greater compleXIty I know the perceIved realitIes of the retaIl mvestment scene In IndIa.

I heard all the arguments back lo '89 and '92, but who can senously say that the munwl fund

mdustry IS in better shape today than It would have been If guarantees of all kInds, had been

prolubited? ,

When dealing WIth mutual fund regulatIon, It IS well to remember that you are dealing

WIth fiduciary relationslups The legal relatIOnship between those who manage mutual funds and

•
mvestors derives from the law of trusts whIch Imposes stnct obligations on stewards of other

J

people's money In fact, unhke Amencan mutual funds, your funds are orgamzed under a statute

WhICh explicitly recognIzes mutual funds as bemg trusts In this connection, I rrught note that

trust law places upon trustees and sunilar fiducianes the hIghest duty of loyalty As stated m the

Amencan Restatement of the Law ofTrusts (whIch IS SImIlar m all common-law JunsdictIons,)
•

"The trustee IS under a duty to the benefiCIary to admInIster the trust solely lo the mterest of the

beneficiary" In my VIew any busmess practIce, wluch IS not totally conSIstent WIth tlus SUCCInct

and basIC duty. should not be tolerated unless speCIfically authonzed by carefully crafted laws.,
or rules whIch are III accord WIth Its spmt

-
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It IS formulat1Og rules deal10g with conflicts of mterest there IS one gUidelIne I would

especially commend Care should be taken not to permit any ancillary source of profit to those

affiliated WIth mutual funds so slgmficant that It detracts from the s10gle mmded loyalty

demanded of fidUCIaries For example, permltt10g persons assocIated WIth a fund to speculate

in fund shares has been shown 10 other countnes to undermme such loyalty.

It is not my purpose today to discuss m any detail the existmg regulatory structure or

SEBI's new rules or other aspects of fundamental trust law except as they illustrate general

pnnciples I mIght mentIon one pomt however In the U S. the Job ofthe secuntles regulator has,

been muneasurably assIsted by the mcluslon WIthIn the Investment Company Act and the other

secunties laws ofthe speCific nght of mutual fund shareholders to bring laWSUits agamst mutual

funds and their sponsors whIch mIsrepresent the truth or do not hve up to representations they

.
have made. I thmk this approach IS worthy of further study 10 IndIa. Fund sponsors should be,
accountable to find mvestors

All thIngs conSIdered I find It remarkable that m the five years of its statutory eXIstence,

SEBI has addressed all of the sIgmficant areas in whIch pooled funds can encounter problems
I

Thus, I am very comfortable 10 statmg that India now has a major league regulatory system

whIch compares favorably WIth mutual fund regulatIOn anywhere ThIS does not mean that the

present system IS perfect It must be kept lt1 mmd that SEBI has not had a clean slate on which

to wnte 10 at least two respects FIrst. We operatIons and practIces ofthe UTI mutual funds and,

to a certain extent. bank sponsored funds were m some degree 1OstitutIOnalIzed b~fore SEBI was
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Second, mutual funds do not eXist m a vacuum - they eXist WIthIn a general SOCIal and

financIal and legal environment Mutual fund operatIons and the distrIbution of theIr umts are

mevitably affected by the operatIons of stock exchanges, mvestment banks, brokers, clearance

and settlement procedures and ovemdmg considerations such as the general attitude of

government towards econOmIC InnOvatIOn Too often have I seen government officials confuse

deregulatIon With a mere lengthenmg ofthe leash. But a longer leash leaves control m the hands

that hold it and what has been lengthened can be shortened

,

Withm the present legal and SOCIal environment SEBI's new mutual fund rules are both

senSible and balanced responses to mdustry problems In only a very few Instances do I have any

questions about the desIrabihty ofa particular regulatory approach. Be that as it may, there are

.
clear limIts on what regulatIOn by itself can accomphsh. Sure certam problems go beyond

I

regulatIOn. Even If the regulatory system was perfect there would still be room for further

improvement in the operations ofmutual funds

In my experience, there are certam trnprovements m busmess practices whtch are best
1

accomphshed If they come from the mdustry itself Even WIth the most laudable of mtentIOns,

regulators are not m the mutual fund busmess and therefore are not pOSItIoned to fashIon the most

practIcal remedIes or to spot new problems as early as those who are m the busmess Tills

observatIOn bnngs me to my third theme WhICh IS the pro-actIve role of mdustry m the

regulatory process

8
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For many years In the U S and Increasmgly In other countnes, the mdustry has seen the

wisdom of takmg a pro-active stance In COping WIth Industry problems WhIle It IS possIble for

an industry to put together a committee and act on an ad hoc basIS to deal With a specIfic problem

a much more efficIent way of handlIng such issues is through an Industry assocIation In this

regard, I was most pleased to see m the Mutual Fund 2000 Report that SEBI has lent Its

encouragement to an expansIon of the role of Industry through AMFI, the industry's recently

created asSOCiation This development itself must be regarded as bemg lnghly positive because

It IS not a universal axIOm among mutual fund regulators that Industry should play an Important

role Some governments essentIally Ignore the mutual fund Industry With little or no ongoing,

contact between bUSiness and government For example, untIl recent years this was the SItuatIon

In the UK which, In my view, inhIbIted mvestor protectIOn and the development of the industry

- although the blame in thIS Instance must be shared by the BntIsh Industry wlnch historically

.
seemed to see no benefit In co-operating With government.

• I

Perhaps it is In thIs area that I can speak With some authonty having been both a staff

member ofthe U S SecuntIes and Exchange COmmISSIOn as well as havmg been privtieged to

be the CEO of the Investment Companr InstItute, the Amencan mutual fund trade associatIon

from 1977 to 1991 From thIS vantage pomt, I can gIve personal testImony to the advantages to

the mdustry, government and Investors of a well staffed and effiCient Industry asSOCiatIOn

The Investment Company Institute was founded In 1941 only a year after the basic mutual

fund regulatory statute, the Investment Company Act of 1940, was enacted _..I1 was created
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because of the excellent expenence of the SecuntIes and Exchange commlssl~ m workIng With

an ad hoc mdustry group In fashIOnIng the statute In 1940 After the statute was enacted, the

SEC requested that the Industry group find a way to contmue in an organized form to act as a

continumg pomt ofcontact between the ComrmsslOn and the mdustry. It IS, therefore, easy to

understand why the ICI whIch was born of that request, whIle not a formal self-regulatory

orgamzatIOn, has always been m close lIaIson WIth the SEC.

Over the years the ICI has addressed many questIOns whIch m other countrIes would have

been the subject ofgovernment actIon. For example, the ICI developed a umform yIeld formula,

whIch Income funds utIlIze In therr advertIsmg and promotIonal literature In the late 1970s the

Institute developed a model Code ofEthIcs whIch IS m general use throughout the mdustry and

in 1995 developed a specIfic code dealmg with insIder trading by fund personneL Whtle the ICI

~

has no legal authonty to compel Its members to follow Its recommended procedures and
J

gUIdelines, the SEC takes note ofwhether a fund IS In complIance during Its penodlc mspectlons

As one may assume, the SEC IS m a posltlon to exercise a considerable amount ofpressure on

funds not in complIance

Beyond quasi-regulatory actiVity, the Institute has also developed complIance manuals

for ItS members dealIng With state law and Investment adVisers and has recommended other

speCIfic comphance procedures Moreover, the InstItute proVIdes tratmng semmars dealIng WIth
~

complIance matters, as well as trammg courses for new fund employees The InstItute's

Operations Department has helped develop procedures for the rapid and efficlegt-settlement of
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WhIle the lIst of ICI actIons taken over the years to Improve regulatIon and the quality

of industry practices IS too long for these remarks, there IS one I would partIcularly lIke to note

In the last three years the InstItute has expanded Its traImng and compliance actIVItIeS to include

the dIrectors ofmutual funds BUIldmg on a small program, a new DivlSlon was created last year

to provide ongomg educatIOn to both mdependent and mSlde dIrectors under the gUidance ofa

standing COImmttee composed of fund directors and staffed by a sernor InstItute vice preSIdent

,

ActIvItIes of the InstItute m the field of Investor educatIon are too numerous to dISCUSS -

one however deserves special mentIOn Ten years ago the InstItute created and funded a specIal

annual pnze, awarded by reputed experts to those reporters who have done the best job m writIng

finanCIal stones ofspeCIal mterest to mdivld~s and famIlIes about personal finanCIal planning 
)

an area whIch busmess reporters often Ignore.

The creation of a trade asSOCIatIon such as the ICI cannot be accomplIshed overmght

The staff of the ICI is over 150 and even at that SIze a sIgmficant number of projects are,

delegated to subcontractors. It must also be remembered that the ICI also engages m a broad

range ofactIVItIes on behalfof Its members, mcludmg research and statIStICS, publIc mfonnatlOn,

mdustry operations, as well as legIslative and regulatory matters.,

As I survey the mutual fund SItuatIOn as It now eXIsts m IndIa, It seem~"lear that thIs

11



US-lID FIRE ProJect, Contract No 386-053/~C·OOOO-5010-00

RejlectlOns on RegulatIOn The Role ofIndustry
AssIstance to Mutual Funds

January 20, 1997

would be a most opportune tIme for AMFI to commence bUlldIng a professIOnal full-tIme staff

ObvIOusly, the begInnIngs must be modest I recall when IJomed the ICI m 1966 mdustry assets

were approxunately $30 bIllion, about one hundredth of where they are today. At that time there

were about 23 staff members but the InstItute nevertheless prOVIded most of the servIces It

proVIdes today although in less comprehensIve form Not only can a professIonal staff become

a valuable resource to the Industry m the areas descnbed above but WIth the passage of tIme and

the accumulatIon of expenence, knowledge and an InstItutIOnal memory, these professIOnals

come to be looked upon as leadmg authonnes by the Industry and by government. Indeed, many

of the daIly contacts between the staff of American regulators and the ICI staff are mittated by,

the regulators to obtaIn the benefit of the accumulated expenence which forms part of the basIC

fabric of the leI.

.
Thts, then, IS my major message today and I hope a contnbution to the future dIrectIon

;

ofthe mutual fund mdustry ofIndIa Based on my four decades ofexpenence m the mutual fund

industry and a three decade asSOCIation WIth India, I confidently assure my friends in the mutual

fund industry that the best IS yet to come. I can speak with confidence on this point. When I

lomed the Amencan mdustry 10 1966, our mdustry was about the same size as yours IS now
I

Thus, our past IS your future You must look beyond the vaganes of the market at the moment

and thInk ahead to the mdustry of tlie future If you do that you WIll see the Wisdom of the rapId

build-up ofthe capaCIty ofyour mdustry's trade asSOCIatIOn to play an appropnate role m helpmg.,
create and facilItate the growth wluch most assuredly bes ahead

-
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The Investment Company InstItute ("ICI") provides the US mdustry with the strength
ofumty As BenJamm FranklIn SaId, "We must all hang together or assuredly we shall all hang
separately." The ICI plays a key role In formulatmg, unprovmg and refimng the rules and the
legislation under whIch the mdustry operates Its actIvItIes are reflected In the daily pursuits of
Its members and the sense of dedIcatIon of the US Mutual Fund Industry

The InstItute functIons m four areas

• RegulatIOn
• Media Relations
• EconOmIC and StatistICal Research, and,
• Operations

The General Counsel's Office of the ICI maIntains liaison With governmental
authOrItIes' the Securities and Exchange COmmISSIOn ("SEC"), the Internal Revenue Service
("IRS") and any other agency of the US that affects the mdustry and its shareholders. It
consults closely With the Uruted States Congress regarding pending legIslatIOn and WIth the
regulatory staffof the SEC, asSurIng that th~ SEC gets the benefit of the mdustry VIewpoint and
that the mdustry understands the SEC's VIews WhIle the mdustry together can act on ad hoc
Issues, we have found that the Institute's contmuous mvolvement m regulatory issueS, the
understandmg It creates and the long buIld-up of our InStItutiOnal memory is an ever more
valuable asset If, today, the SEC wants to change a rule adopted in 1972, the mdustry is m
pOSItIOn to say, "Here's why you dId It, then The current proposal doesn't meet your prior
standards" The SEC listens carefully and will modify ItS pOSItion to meet legItimate ObjectIOns
of the industry NothIng IS more Important than thIs abIlIty to mfluence the regulatory
enVIronment.

,
Through Its Public Information Department the Institute has contrIbuted much to the

success of the of the mdustry Our staff takes a broader VIew Its promotIOnal efforts are guIded
by de1l!0graphic and market research It tracks changes m the compOSItIOn of the mdustry and
of fund shareholders Its research led'to defirung and developmg the "family of funds" concept.
The leI staff promoted the mutual fund farmly as a long term, not short term, -Investment
medIUm, a "lifetime investment program" for the ordmary mvestor. one whIch will take you
through your hfe cycle ThIs depOrtment proVIdes press releases, media contacts and educatIonal
brochures It meets pubhc requests for mformatIOn and members needs for shipments m bulk
of brochures on whIch they can Impnnt theIr names ThIs program IS a continuing SIgnificant
source of free publICIty for the Industry -
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One ofthe Institute's most successful efforts has been m helpmg the public t~ understand
the role of mutual funds m personal finance Ten years ago the Institute establIshed Its Annual
MedIa Pnzes for the best stones to do With personal finances UntIl then there was lIttle m the
financIal columns aimed at mdivldual and famIly finance Recipients are selected by a
distmgUIshed independent panel ofJournalIsm professors and ImportantJournalists. The InstItute
has awarded a senes of$2,500 pnzes m different categories (large and small papers, magazmes,
electromc media, etc) The awards have succeeded beyond expectations and created an enonnous
reservOIr ofgood Will among the press Each year submiSSIOns come pouring m. The mvestmg
publIc has benefitted from the mcreased focus on the field of personal finance IneVitably,
mutual funds are often a center piece of these articles.

The Research Department momtors the flow of funds m and out of the industry,
observmg which kInds of funds are sellmg and being redeemed. It classifies funds by obJective,
load vs. no-load, types ofsales forces, among others. Its data base, whIch goes back to 1960, IS
denved from members' monthly reports It covers the entIre industry and IS the source of the
Institute's own research. The Research Department also does marketing studies or conducts
surveys directly for members For example, they entrust It With the names of shareholders for
personal mterviews It regularly accumulates ~ormatIOn whIch It makes readily available to the
mdustry For example, It contmuously looks at demographIc trends, such as aging populatIOn
vs young people

In 1982, the Research Department found that the fund's shareholder base was
mcreasingly among the ag10g Then, With the major movement mto money market funds,
surveys revealed five mIllIon new shareholders who had never before owned funds. They were

•
ten years younger, With extraordinary educational achIevements - 75 to 80 percent were college
educated. They started commg to mutual funds because money market funds proVided a tnuch
better return than banks The industry understood theIr concerns We said "This IS the future.
They wIll come m They Will stay with us ThIs IS a turnmg point 10 the mdustry." The abilIty
of the InstItute to carry out such surveys enabled Its members to make Vital marketing deCisions
solidly based on statiStiCS and marketing research Also, StatIstIcal Releases about the industry
generate endless exposure m the press and media All such mfonnatIon IS released on a statiStiCal,
rather than mdivldual, basiS.

,

The Operations Department as~ISts the 10dustry and Its transfer agents in introducmg
umformity which IS good for all mvestors and broker-dealers. It mvestigates computer
developments on a common basIS ThIs mformatlon IS useful on a technical level for the
mdustry In recent years the Traming Division has tramed new employees ofmutual funds. It
proVides workshops, manuals and mteractlve Videos at cost to the mdustry, Its factlittes are open
to members or groups that want to study mutual funds Member funds and particlpatmg members
receive results of mvestlgatlOns and take advantage of the Institute's expert facihties The
InstItute also takes responsIblhty for protectmg the mterests of member directors and, as part of
thIS responslblhty, proVides tralmng for them

The sum total of these departments' work IS much greater than the parts Research leads
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to legIslatIOn. StatIstIcal InfOrmatIon often becomes the basIS for an SEC Rule Changes In the
tax law to allow IndIvIdual Retirement Accounts C"IRAs") of up to $4,000 per famIly per year
to be tax deferred were based upon InstItute data on aging and demographIcs. The InstItute
together With the bankIng and Insurance mdustnes, whIch urnted m our common mterest, brought
the data to CapItal HIll. Its enactment m 1976 benefitted all IntermedIarIeS and mvestors
Although thIS program was cut back somewhat m 1986, IRAs, mvented by the ICI, now account
for approxImately 10 percent of mutual fund assets, $300 bIllion (thousand mIllIon). When
members thmk about theIr ICI dues, they calculate the annual adVISOry fees on their IRA
accounts and they realize that they receIve value many tImes over for therr ICI dues.

Funding AMFI. I hope you Will conSIder senously funding your ASSOCIatIon to move
forward on common Issues to promote the growth of the mdustry ICI membershIp dues are
based on assets under management and are splIt between the AMC and the fund sometunes 50
50, sometImes according to a formula. The allocatIOn can be dIscussed between the AMC and
the trustees

The ICI's current budget IS In the $20-$22 mIllion range --all raIsed through membershIp, .
dues The ICI also sponsors several successful conferences on taxes and accountIng, on
operatIOns and a General MembershIp MeetIng These produce approXImately $400,000 to
$500,000 per year It also mamtams a reserve account to cover one year's operations. The ICI's
dues polIcy IS partIally progressIve and partIally regreSSIve Dues are very low for very small
funds. We try to give them guIdance and help them stay on the highway On the other end of the
spectrum, for the absolute gIants, dues scale down We don't want FidelIty to pay 30-40 percent
of the InstItute's dues. To aVOId disproportlO.nate mfluence, no member, regardless of SIze pays
more than 10 percent of the Institutes dues.

Staffing the leI. The ICI, even 10 Its earliest days, has had no dIfficulty in recruItIng and
mamtaimng a high calIbre staff In 1966, when I Jomed the ICI's staff, Its offices were In New
York The Industry was smaller, Its problems fewer, and its contacts were also fewer. In 1970,
it moved from New York to WashIngton, D C The move was a good one The InstItute has kept
relatively small. Even now It has only 150 employees, much less than the major bank and
msurance associatIons whIch are 10 the 350 to 400 range It IS a good profeSSIOnal organIzatIOn
WIth hIgh mtellectual qualIty and It pays well The leI never hires from the industry, rather the,
Industry hIres from the ICI Our board has agreed on a "'no raIdIng" polIcy When staff members
want to leave after five years they can make their own arrangements, IndIcatmg therr availabIlity
to the mdustry

Significant Events. The Institute has played an Important role 10 creatmg and shapmg
the sIgmficant events m the evolutIon of the U S Mutual Fund Industry These mclude

• the development of money market funds which brought m a new class ofyounger hIghly
educated and achIevmg mvestors, and now account for one-thud of the total assets of the
mdustry--approximately one tnllion dollars, .......
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• the "famIly of funds" concept whIch permIts a mutual fund sponsor to diversIfy Its
product Ime by offenng a vanety of funds WIth every kmd of mvestment objectIve It
means that money can remam under the control of one adVIser and enables one fund
sponsor to meet the changing needs of an mvestor over a lifetune- to estabhsh a lifetune
investment program,

• the IndIVIdual Retirement Accounts, IRA's, whtch now account for approxImately ten
percent of all fund assets, and

• common technology whIch standardIzes forms and processes, simphfy10g the purchas10g
and redemptIon processes for 1Ovestors and brokers.

The SEC. The InstItute recognIZes the Importance of the SEC as the first line ofdefense
In protecting the Investmg pubhc I am always somewhat surpnsed that an mdiVIdual 10 Des
Moines. Iowa or Santa Fe, New MeXICO Will wnte a check, representIng a significant part ofbts
finanCIal worth, to a mutual fund In Boston, where he doesn't know anyone. Thts act whtch IS
repeated tIme and agam 10 the US IS indIcative ofthe level of trust ofthe fund 10dustry In the US
The SEC is the hIghest fortress of protectIon The instItute lends Its full support to the SEC, but
Will, nevertheless, cntlcize It when It believes It IS wrong

Non-SRO Status. You have asked whether the ICI IS a Self Regulatory Organization
("SRO"). The NatIOnal AssociatIOn of SecuritIes Dealers, Inc (the "NASD") IS a fonnal SRO
It lIcenses securitIes salesmen and can penalIze brokers The ICI IS not a fonnal self regulatory
orgamzatIOn It has no power to discIplme ilS members However, the ICI does exerCIse moral
suasIon whtch IS more than enough to maintam htgh 10dustry standards For example, the leI has
adopted a yIeld formula whtch IS observed by 100 percent of its membershtp If it was fomid that
a member was usmg a dIfferent formula, the SEC, rather than the ICI, would follow through

Credibility. In the last analySIS what the InstItute brings to the mdustry IS credibIhty. It
IS able to appear, If not Impartial, at least reasonably objective It prOVIdes mformed speakers for
TV interviews to speak about mutual funds It generally adds value to the mdustry as a whole
It protects the reputatIon of the 10dustry by cooperatmg 10 the rule-malang process whIch
deSIgned to protect the Integnty of the mdustry. It proVIdes Model Codes of Conduct for

1

members and InSIder Trading Rules for portfolio managers When the SEC inspects a fund It
checks to see If It IS adhenng to the ICI Code or a stncter standard.

The InstItute speaks for the mdustry and mutual fund shareholders The Fldehty Funds,
the largest in the US, have thousands of first rate people They are capable ofmarketlRg secunties
or mfluencing the tax laws on theIr own However, they are also good members of the leI m
recogmtiOn that an mdividual member, no malter how excellent Its staff, doesn't have the
credlbihty that the InstItute does Moreover, mdividual funds have never perceIved that they
could go It alone The largest fund recognIzes that the smallest could bnng It down Thus, the
largest members are happy to engage In cooperatIve efforts to raIse standards _-
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THE REGULATORY ENVIRONMENT FOR INDIA'S MUTUAL FUNDS

An Assessment
As of January 1997

By David Silver

In the competItIon for capItal In the evolvmg global market, deCISIOn makers around the
world mcreasingly are recogruzmg that the strength, Integnty and farrness of a country's capItal
market can make a deCISIve difference In Its economIc development Investors wIll come iilto
India's securitIes markets to the degree that they feel a htgh level of trust and confidence An
appropnate regulatory framework and a VIgorous, well-tramed and effectIve regulator can add
IInmeasurably to the level ofconfidence necessary to tIp the balance to broad based particIpatIon
10 the markets. SEBI has made enormous progress toward these goals m the five years of 1t5

statutory eXIstence.

All thmgs consIdered, It IS remarkable that SEBI m Its 1996 Mutual Fund RegulatIOns
has addressed all of the slgmficant areas m whtch pooled funds, such as mutual funds, can
encounter problems Thus, I am very comfortable m statmg that India now has a major league
regulatory system whIch compares favorably WIth regulatIon anywhere

ThIs does not mean that the present regulatory framework and the system that supports
it are perfect In at least two respects SEBI has not had a clean slate on whIch to wnte FIrst, the
operatIOns and practIces of the Urnt Trust of IndIa ("UTI") mutual funds and to a certaIn extent,
public sector sponsored bank and Insurance funds, were m some degree mstltutIonalized before
SEBI was created and are naturally resIstant to change

Second, Mutual funds do not eXIst III a vacuum---they exist WIthtn a general social,
financial and legal envIronment. Mutual fund operatIons and the distnbutlon of thelf units
mevltably are affected by the operatIOns of stock exchanges, mvestment banks, brokers,
clearance and settlement procedures, dyposltones, and such overriding conSIderatIons as the
attItude of the government towards economIc IllnovatIon Too often I have seen government
offiCIals confuse deregulatIOn WIth a mere lengthemng of the leash But a longer leash leaves
control III the hands that hold It and .what has been lengthened can also be shortened

We cannot help but recogrnze that there are clear lImits on what regulation by Itself can
accomplIsh SInce certaIn problems go beyond regulation, even If the system were perfect. there

.)would still be room for further Improvement In the operatIOns of mutual funds WithIn the
present legal an SOCIal enVIronment, SEBI's 1996 Mutual Fund RegulatIons are both senSible and
balanced responses to mdustry problems In only a very few mstances would I questIOn the
deSIrabIlIty of a partIcular regulatory approach
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It IS wIdely accepted that mutual fund~present a unIque regulatory challenge They
mvolve large amounts of hIghly lIqUId assets and may be managed by persons who often are not
personally known to their shareholders and who may be assocIated WIth larger enterpnses
mvolved In other busmesses In VIew of the possIble conflIcts of mterests to whIch fund
managers may be exposed, and considermg the early hIstOry of mvestment compames In the
United States, umtholders of mutual funds reqUIre specIal protectIons

The first pnnciple In fund regulatIOn denves from the fact that mutual funds are trusts
Under Trust Law trustees and smular fiduclanes must observe the hIghest duty ofloyalty to the
beneficlanes ofthe trust "The trustee IS under a duty to the beneficzary to adminIster the trust
solely In the interest o/the beneficzary " That means solely In the mterest of the urnt holders Any
busmess practIce whIch IS not totally consIstent with thIs succmct and basIC fidUCIary duty should
not be tolerated unless speCIfically authonzed by ca."efully crafted laws or rules whIch are 10
accord With ItS SpInt SEBI has recogmzed trus pnnciple by reqUInng each mutual fund to adopt
a Code of Ethics WhICh Includes a verSIOn of It tailored to mutual funds and plamly states that
'"Trustees and AMes must aVOId COnflICts ofmterest In managIng the affairs of the schemes and
keep the interest of all umtholders paramount,In all matters"

I have revIewed the regulatory enVIronment for IndIa's Mutual Funds through a pnsm
which applies to mutual fund regulatIOn around the world Successful mutual fund regulatIOn
proVIdes seven major areas of protectIon for Investors. It should.

1 Prohtbit various forms of selfdeal10g
2 PrOVIde for economIC regulation of the remuneratIon of affiliates
3. Restnct unsound capItal structures
4 ReqUIre clear disclosure of investment objectives and pohcles
5 Protect the phYSIcal mtegnty of assets
6. Assure fatr valuatIOn of Investor purchases and redemptIons
7 Assure that Investors receIve accurate periodic reports about the funds and therr
mvestments

Before I dISCUSS those standards, there IS a basIC assumpnon that apphes under most legal
frameworks whIch for hIstonc reasons 90es not yet ,fully apply here It is that the protectIOns
whIch the law or regulatory framework proVIde should apply equally to all funds and Investors
m like financial products I was pleased to see that the defimtIon of"Mutual Fund" In the Mutual
Fund Regulations was broad enough to encompass the Umt Trust of IndIa ("UTI") and that
efforts are bemg made to bnng UTI;s mutual fund operatIons further under SEBl's regulatory
aegIS The complete IntegratIon and harmomzatIOn of UTI's mutual fund operatIOns WIth those
of the rest of the fund mdustry would strengthen the entlfe mdustry and ratIOnalIze the entire

(1 regulatory framework

1. Prohibit Self-dealing. SEBI, III ItS 1996 Mutual Fund RegulatIOns, correctly
IdentIfied "assocIated transactIOns" as a cause for concern They are transactI6ns between
schemes and related persons such as sponsors and others who control or are controlled by fund
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asset management companIes ("AMCs") Such transactIons could mclude usmg the fund as a
kmd of bunal ground for secuntIes Issued or owned by one of theIr assOCIates or a Jomt venture
m WhICh the fund bears more than a faIr share of the mvestment nsk and the as".iOCIate receIves
more than a fair share of the profits SEBI's regulatIOns reqUIre that the trustees quarterly reVIew
the fairness ofall transactIons carned out between the mutual funds, AMC and Its assocIates The
defirutIOn of "assocIate" hmges on 10 percent control and appears to cover first tIer assocIates.
If an AMC enters mto a secunties transactIon WIth any assocIate a report to that effect must
munedlately be-sent to the trustees The standards set by the regulatIOns set the proper dIrection

SelfdealIng transactIOns undercut the credIbIlIty and mlubited the growth of the mutual
fund mdustry m the Umted States pnor to the adoptIOn of the Investment Company Act of 1940
That legIslatIon, whIch was co-sponsored by the mdustry, banned all affilIated transactions
ur less the partIes could demonstrate then faIrness m advance to the SEC and It then made a
find 'ng of faIrness. The defimtIOn of "affilIate" hmged on ownership of only 5 percent of the
associate's votmg secuntIes and covered second tIer affilIates as well as first. The procedures
adopted by the SEC mcluded publIcatIon ofa notIce ofthe applIcatIon whtch descnbed the terms
of the transactIOn and permItted mterested partIes to appear and protest any such transactIOn

r

ThIs has worked exceptIOnally well

Were I a trustee responSIble for ensunng the faIrness of such transactIOns, I would be
concerned over my poSSIble habIlIty for transactIons I dId not speCIfically evaluate and authonze.
I would try to mtroduce a number of mternal safeguards, mcluding advance reVIew procedures,
so that WIth my fellow trustees and I could carefully screen the faIrness ofproposed transactions
Even then, I still mIght be uncomfortable b€1Cause I could stIll be second guessed after the fact

Other conflicts of interest. In formulatmg rules dealmg WIth conflicts of mterest, there
IS one guideline I would especIally commend Care should be taken not to penmt any anCIllary
source ofprofit to those affiliated WIth mutual funds so sIgmficant that It detracts from the smgle
minded loyalty demanded of fidUCIarIes For example, perrmtting persons assOCIated WIth a
scheme, such as an AMC, to speculate m fund shares has been shown m other countrIes to
undermme such loyalty

2. Economic Regulation of ~emunerationof Affiliates. The 1996 Mutual Fund
Regulations include comprehensIve regulatIOns settmg maxImum fees that may be charged by
AMC's for adVISOry servIces, definmg what expenses must be borne by the AMC, and hmttmg
total fund expenses as a percentage of total assets The regulatIOns also set parameters for sellmg
expenses and sales loads that may bOe borne by urntholders

I belIeve that regulatIon IS only part of the answer for keepmg costs and expenses
reasonable RegulatIOns set outsIde luruts, they do not guarantee eg'icient rates Competition and
economIes of scale mded by good disclosures and mformed mvestors are also part of the answer
ConSIstently low expenses can make a sIgmficant dIfference m how well a fund performs VIS a
VIS Its competItors and m how well a fund meets Its unItholders' expectatIOns A~ umtholders
come to realIze thts and focus on the Impact ofexpenses on fund performance, the expense ratIos
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Those are the carrots Umtholders also need to carry a stIck In the U S the Job of the
regulator has been llnmeasurably assIsted by the InclUSIOn wltlun the Investment Company Act
and other secuntles laws of the specIfic nght of shareholders to bnng laWsuIts agaInst mutual
funds, defaultmg trustees and other fiduclanes whIch mIsrepresent the truth or do not hve Up to
representatlons they have made Shareholders In the U S can also sue If fund adVISOry fees are
unreasonable ThIs approach IS worthy of further study In IndIa.

Fund sponsors should be accountable to fund Investors Sponsors orgamze funds, appomt
trustees, set Up AMC's and dIrectly or IndIrectly control theIr operatIOns. Often mutual fund
~chemes are bought on the basIS of the sponsor's reputatIon Sponsors may "fully guarantee"
returns promised In theIr fund schemes' offer documents If they state the manner m whIch such
guarantees are to be met. Sponsors or theIr asSOCIates also may act as brokers, effectmg
transactIOns in secuntles of Up to 5 percent of the dally gross busmess of a fund, or as.
dlstnbutors, so long as that fact and the brokerage or commIssion paId IS disclosed semI
annually. They may also own as much as 49 ~ percent of theIr fund's custodIan.

The 1996 Mutual Fund RegulatIOns contaIn a general requIrement that sponsors, among
others, "shall make such dIsclosures or submIt such documents as they may be called upon to do
so by (SEBI)." [Sec 58(1)] The mcluslon of thIS pnnclple In the regulations IS very Important
First, It IS a recogrntIon of the need to assert JunsdlctIOn over sponsors. Second, It POInts the way
toward future reportmg reqUIrements If and as necessary The regulatIons also require trustees
to ensure that the AMC has "not gIven any. undue or unfaIr advantage" to any "assocIates" or
dealt WIth any assocIate of the AMC "In any manner detnmental to the Interests ofumtholders."
[Sec 18(6)] The prinCIple is correct, but the trustees' ablhty to exercIse that kInd of control over
the sponsors needs to be reenforced. The accountabIlIty of sponsors to urnt holders IS not yet
commensurate WIth the sponsors' powers

3. Unsound Capital Structures. Mutual funds must make sense as an investment for
the common man. LIqUIdIty and slmphclty should be among a fund's most attractive features
That lesson was learned the hard way by the U S Industry In the U S pnor to the "Great Crash"
of 1929, when closed-end compames prrdommated, ,they were a htgh stakes play A thIn layer
of equity ownershtp often controlled layers of different classes of Investments. The compames
were also highly leveraged and could and often dId Invest In other mvestment compames,
creating pyranuded schemes In those pre-Investment Company Act days puttIng money into
an investment company WIth a complicated capItal structure was too often the begmning of a
dlzzymg roller coaster ride whIch left Investors confused and at a loss and lImIted the credIbIlIty
of the fund mdustry

l1

The 1996 Mutual Fund RegulatIOns are Intended to guard agamst the worst features of
comphcated capItal structures "Pyrarmdmg," cross mvestmg m other schemes of the same or
another AMC, may not exceed 5 percent of the net asset value of the mutual.fUnd (Seventh
Schedule, Item 4) However, the meaning ofthts restnctlOn may need clanficatlOn For example,
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It would appear that a small scheme whtch IS part ofa large mutual fund could invest more thaIL
5 percent of ItS (the scheme's) net assets In another scheme or schemes If the aggregate
Investment by all the fund schemes does not exceed 5 percent

The regulatIOns permIt mutual funds to borrow only to meet temporary liqUIdity needs
for the purpose of repurchase, redemptIOn or the payment of mterest or dIVIdends [Sec 44(2)]
BorrOWing is lumted to 20 percent of the net asset value of the scheme and may not exceed SIX
months It is not clear whether this restnctIOn would allow rollIng SIX month penods whIch, In
effect, would mean that schemes could be contInually leveraged up to 20 percent If so, this
prOVISion may requlfe further tIghtemng

The RegulatIOns allow Mutual Funds to carry on actIvItIes as underwnters provId.~d that
me' underwntIng oblIgatIon shall not at any tIme exceed the total net asset value of the scheme
[Sec.46 (1) and (2)] The extent of the fund's underwntIng nsk IS somewhat circumscnbed by
the Restnctions on Investments contaIned In the Seventh Schedule Item 2 reqUlfes that ""No.
mutual fund under all Its schemes should own more than 10 percent ofany company's paId up
capItal carrymg votmg nghts " ThIs could stdl)eave funds dangerously exposed to underwntmg
risks

Rules deSIgned to protect the mtegnty of mutual funds such as requmng open end funds
to maintam 85 percent of therr portfolIos In lIqUId secuntles or that a fund may not change Its -_ .'
Investment objective WIthout a shareholder vote protect the mtegnty of the mutual fund as a
concept There IS another more subtle threat to product Integnty which bears mentIon In thIs
context. Attempts to graft features onto ll1Jltual funds to Simulate bank accounts, guaranteed
debentures or government secuntles can only confuse mvestors as to what mutual funds are and
WIll mevItably cause Investor dIsenchantment leadIng to greater regulatIon and greater
compleXity

4. Clear disclosure of investment objectives and policies. Although there does not
appear to be a speCific mstructIOn in any Schedule or Form sayIng so m a few succinct words,
it would appear that funds would be reqUlfed to disclose their Investment objectIves and policies
In Offer Documents and advertisements and that any changes m them could be made only WIth
the approval of three fourths of fund sh¥eholders. .

The 1996 Mutual Fund RegulatIOns reqwre that every fund adopt a Code ofConduct that
requires the trustees and AMC to "ensure the dISSemInatIOn to all unitholders of adequate,
accurate, explICit and timely InformatIon fairly presented In a Simple language about the
mvestment polICIes, Investment obJectIves, finanCIal pOSItIon and general affarrs of the scheme"
The Code of Conduct must also contain a reqUIrement that trustees and AMes "carry out the
busmess and invest In accordance With thea:.1nvestment objectives stated In the offer documents
and take Investment decislon(s) solely In the Interest ofumtholders" (Fifth Schedule, Items 2
and 6)

/

The RegulatIOns also reqUIre that a mutual fund scheme's offer document "contain
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disclosures whIch are adequate m order to enable mvestol"S to make mformed mvestment
decision(s) "[Sec 58 (3)J AdvertIsements for any scheme must mclude Its mvestment ObjectIves
[Sec 30(2)] The trustees are reqUIred to obtam the consent of three fourths of the umtholders
"when any change m the fundamental attnbutes of any scheme or the trust or . any other change
would modIfy the scheme or affect the mterest of the umtholders IS proposed to be carned out ."
[Sec 18(15)] Although terms lIke "mvestment polIcIes," "mvestment obJectives" or
"fundamental attnbutes" are not defmed, If questions arIse as to therr meamng, SEBI can define
them m accordance WIth Its power to Issue clanfications and gUIdelInes.

5. Protection of the Physical Integrity of Assets. It is cntlcally Important that the
mtegnty of fund assets be mamtamed. An independent custodIan can not only protect the
phySIcal safety of fund assets, but can also help to assure the effiCient ad.rmmstration of the fund
through the record keepmg procedures bUIlt mto Its operations It IS very much in the mterests
of unit holders that thiS functIon be earned out In a thoroughly profeSSIonal manner. The 1996
Mutual Fund RegulatIons requrre every mutual fund to appomt a regIstered custodIan to carry
out the custodIal services for the schemes of the fund and to notify SEBI WIthm 15 days of the
appomtment. (Sec 26) The appomtment mu~t be entered Into WIth the pnor approval of the
trustees and the "Custodian Agreement" must "contain clauses whIch are necessary for the
effiCient and orderly conduct of the affaIrs of the custodian."(Sec. 27)

I question whether, In hght of the Importance of maIntalmng the independence of the
custodIan, allOWIng a sponsor and Its assOCIates to hold almost 50 percent of the votmg nghts of
the custodIan, and Just under 50 percent of the drrectorshIps of the custodIan (Sec.26) IS the best
course The ownershIp by a sponsor's of \lP to 499 percent and large representation on the
custodIan's Board of DIrectors allows the sponsor to cast a large shadow over the custodian's
operations wmch may suggest a lack of independence

6. Fair Valuation of Investor Purchases and Redemptions. Estabhsmng the correct
NAVis central to almost every aspect offund operations and matenally effects umtholders. NAV
determmes sale and redemptIOn pnces dIrectly for open end funds and Influences market prices
of closed end funds. Fund performance is measured In terms of changes in NAV per unit. It
affects investors' perceptions of the AMC's abIlitIes and mfluences future sales and redemptIons
ofa scheme Finally, the value of the sc~eme helps to determme management compensation and
fund expense limIts because they are calculated as a percentages of total net assets.

Fatmess reqUIres that NAV be calculated on a unIform basIS One of the most dIfficult
determmatlons hes In the valuatIon ofthtnly traded and unlIsted secunties The EIghth Schedule
of the 1996 Mutual Fund Regulations sets forth an appropnate standard. It requIres such
securitIes to be valued "In good faIth" by the asset management company based on pnnclples
approved by Its board and reported on as "farr and reasonable" by the fun<fi.l; audItors Wlule the
standards are appropnate, there IS stIll room for dIscretIOn by the AMC's For example, eqUIties
are to be valued on the basIS ofcapItalIzatIon ofearnmgs solely or m combination With net asset
value, usmg for purposes of capItalIzatIOn, the PIE ratIOs of comparable traded' ~cuntles and
With an appropnate dISCOunt for lower lIqUIdity" Thts IS an area where the Assclatlon ofMutual
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Funds 10 IndIa ("AMPI") could make an Important contnbution by provIdmg umform valuatIon_
gUIdelmes for the mdustry

Another womsome area, arIses from the practIce ofhtstoncal pncing rather than forward
pricmg "HIstoncal pncmg" means that funds use the last quoted pnce rather than the next or
··forward" pnce for all secuntIes they own Hlstoncal pncmg can result m dIlutIOn ofthe mterests
of eXIstmg unItholders 10 nsmg markets. It also allows Investors to time theIr purchases In a
nsing market In order to receIve a lower pnce (I e pay less). SImIlarly, 10 a declInmg market,
redeemmg umtholders may receIve greater values and dIlute the Interests of remaInIng
unitholders. ThIs potential for dIlutIOn IS exacerbated by the mterval permItted between
valuatIons whIch may be as much as one week I strongly recommend the adoptIOn of forward
pricmg for all funds and that the Interval between valuatIOns be narrowed

7. Accurate Periodic Reports About the Funds and Their Investments. It is
axiomatIc that securitIes markets must be transparent If capital IS the heart of the securttles
market, relIable current InformatIon IS Its lIfeblood. Both are necessary for the markets to work
Mutual fund investors need contInUOUS relevaI)t InformatIon about theIr Investments portfolios,
costs and expenses, performance, portfolio turnover ratios, repurchase programs, and any
changes m management or operational procedures

SEBI, recogruZIng thIs pnncipal, reqUIres funds to adopt Codes ofConduct that would
reqUIre:

"Trustees and AMC's and trustees ~ (to) ensure the dissemination to all umtholders of
adequate, accurate, explIcIt and tImely InformatIOn faIrly presented m SImple language
about the Investment polICIes, Investment ObjectIves finanCIal poSItIon and general affatrS

of the scheme"

Reports to SEDI. The 1996 Mutual Fund RegulatIons establish the general pnncIple that
every mutual fund, AMC, trustee, custodian, sponsor of the mutual fund shall make such
dIsclosures or submIt such documents as they may be called upon to do by (SEBI). [Sec. 58(1)]
More speCIfically, funds and AMCs are reqUIred to furnIsh SEBI

,
(a) copIes ofannual audIted statements ofaccounts, mcluding a balance sheet and profit
and loss account for the fund and m respect of each scheme, once a year;
(b) a copy of SIX monthly unaudIted accounts,
(c) a quarterly statement ofmovements In net assets for each of the schemes of the fund;
and
(d) a quarterly statement, mcludmg changes from the previous penods, for each scheme

o
Reports to which unitholders have access. Mutual funds and therr AMC's are reqUIred

to publIsh an annual report, m a prescnbed form, or abndged summary of It, In an advertIsement
withIn SIX months of the end of the fund's fiscal year If a summary IS pubhshe'd It must be
accompanIed by a note that the full report WIll be avaIlable for InSpectIOn at the fund's HeadI

l
I
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Office and a copy made avaIlable to the urnt holder at a nomInal fee as specIfied by .!tIe
fund (Sec 56) The Annual Report and detaIls of mvestments and deposIts reveahng entIre
schemewise portfohos must also be forwarded to SEBI (Sec 57) The annual report must
contam VarIOUS kmds of mformatIon, whIch any mvestor would find hIghly useful, mcludmg

• the report of the Board ofTrustees on operatIOns of the schemes and the fund as
a whole and the future outlook of the fund,

• Balance Sheet and Revenue Account,
• AudItor's Report,
• a bnefstatement of the Board of Trustees on

-LIabIlItIes and responsIbIlItIes of the Trustees and the Sedor,
-Investment ObjectIve ofeach scheme,
-BasIS and policy of mvestment underlying the scheme,
-A prescnbed statement on market value fluctuatIons, and

-Trustees comments on the performance of the scheme, WIth full
JustIficatIon,

• Schemewlse Hlstoncal per urnt statIstIcs for the past three years, mcludmg

(a) NAV per urnt,
(b) gross mcome per unit broken mto components;
(c ) aggregate of expenses, wnte off, amortIsatIon and charges, per unit,
(d) net mcome per w;nt,
(e) unrealIzed appreciatIOn/depreciation m value of mvestments, per unit;
(f) If the urnts are traded or repurchased/resold, the lughest and lowest
pnces per unIt dunng the year and the price earmngs ratIo,
(g) Per urnt, ratIo ofexpenses to average net assets by percentage,
(h) Per urnt, ratio of gross mcome to average net assets by percentage
(excluding transfer to revenue account from past year's reserve but
mcludmg unreahzed apprecIatIon on mvestments); and
(I) per urnt NAV

,
In additIOn, twice yearly, WIthin two months ofMarch 31 and September 30, the fund and

AMC are reqUIred to publIsh unaudIted finanCIal results m a prescnbed form "and such other
detaIls as are necessary for the pUFpose ofprovldmg a true and farr VIew of the operations of the
mutual fund," m an EnglIsh Dally Newspaper cIrculatmg m the whole of IndIa and m a
newspaper in the language of the regIon where the head office IS located (Sec 59) "The trustees
are also bound to make such disclosures to the urnt holders as are essentIal In order to keep them
infonned about any InformatIOn wluch ;lay have an adverse bearmg on theIr Investments" (Sec
60)

The only addItIonal disclosures I could suggest addmg are portfolIo turoover ratIOs and
descnptIons of any affihated/assocIated transactIOns, the reasons for them and the amounts
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Involved In each However, I would lIke to see the kInds ofdIsclosures reqwred to be In Annual
Reports(other than addItIonal audits) to be made more frequently, perhaps semI-annually at first
and then quarterly I would also lIke to see the Infonnatlon become more easIly and freely
accessible to umt holders

The 1996 Mutual Fund RegulatIons have Introduced a number of meanIngful steps to
raIse the level of transparency surrounding mutual funds The reliabIlIty and comparability of the
mfonnatlOn proVIded to Investors must also be contInually upgraded Further steps to agree upon
and Implement generally accepted accountIng standards for mutual funds would be welcome.

SEBI also could dramatIcally Improve the transparency and fairness of the market, by
makmg mfonnatlOn dlstnbutlOn one of Its pnnclpal functIons, becommg an infonnatIon
cleanng house, demandmg and collectmg relIable mfonnatIon and Immedtately provldmg the
means for Its qUIck and effiCIent recIrculatIon to the market. SEBI could do this without greatly
taxmg Its resources by establIshmg a PublIc Infonnatlon Centre.

Enforcement. There IS one theme which bears repeatmg m every market and whIch I,
stated in IndIa m 1989 "(nhe adoptIon ofnew rules that remam unenforced IS worse than futIle
All that is accomplished IS Increased disenchantment of the public Thus the secuntles Industry
has a strong stake 10 a comprehensIve and well functlOmng system of regulatIon. and
enforcement."

To sum up, SEBI's 1996 Mutual Fund Regulations have slgmficantly Improved the
regulatory environment for mutual funds ~d their unltholders They set the right tone and
directIOn. Although there IS more to be done, much can be accomplIshed by the industry through
a pro-active stance 10 copmg WIth mdustry problems SEBI has lent Its encouragement to an
expansion ofthe role ofmdustry through the ASSOCIatIon ofMutual Funds m Indta ("AMFI") the
mdustry trade associatIOn ThIs development 10 Itself must be vIewed as hIghly pOSItIve

AMFI IS now 10 a posltlon to Improve the regulatory enVIronment In whIch it operates
by adopting and Implementmg Codes settmg hIgher standards and filling gaps where greater
clanty and uniformity are needed These could mclude fonnulatmg unifonn accounting and
valuation methods; and polICIes for segregatmg assets; adopting an AMFI Code of EthIcs and
a Model Compliance Manual; draftmg an AMF! Model AdvertIsing Code to ensure unifonn
defimtlons of key concepts and provldmg standards for perfonnance measurement. With SEBI's
continued surveIllance and enforcement behInd them, AMFI standards could make a meanmgful
contnbution to the qualIty of mutual 'fund regulatIOn.

/
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ACTION MEMORANDUM

Februarv 6, 1997

TO

FROM

RE

: Mr G A Shenal
Chairman, AssociatIOn of Mutual Funds m India ("AMFI")

:Lewls J Mendelson
Mutual Fund Consultant, Pnce Waterhouse FIRE Project

:ImplementatlOn of DavId SIlver's RecommendatIOns
For Strengthenmg AMFI

RECOMMENDATION: That AMFI take Immediate steps to
• hue a professIOnal staff
• adopt a work plan, orgarnzatlOnal chart and budget
• set goals, pnontles and dates
• assIgn CommIttees and mdependent contractors to begm

workm~ on achlevmg the programme recommended by Mr
Silver

I. INTRODUCTION

The month of January may prove to be an extremely fortunate one for AMFI Mr
SIlver's appearance at the UTI-AMFI sponsored Thud Annual Mutual Fund Semmar, the AMFI
General MembershIp Meetmg and the sene~ of round table diSCUSSIons WIth mutual fund and
secuntles mdustry leaders were very well received HIS recommendations gave us all a lot to
think about and act upon

My forthcoming USAID Report WIll diSCUSS m greater detatl Mr StIver's assessment of
the mutual fund mdustry and hiS recommendatIOns for Improvmg Its products, services and
regulation. However, It WIll not be dlstnbuted for a few weeks To contmue to nde the
enthusiasm and momentum created by Mr StIver, thiS Memorandum attempts to summanze hIs
recommendatIOns for strengthenmg AMFI You may Wish to use It as a ChecklIst and to help
you and the AMFI Board of Directors take the deCISIons which WIll enable AMFI to develop the,
operations, structure, capacity and pohcles to become a strong, continuous, effectIve and
respected vOIce for the fund mdustry

II. Mr. Silver's Recommendations for Strengthening AMFI

In hIS remarks before the AMFI General MembershIp Meeting and hIS Keynote Address
before the AMFI - UTI Semmar, Mr SlIver suggested that AMFI
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1 Build a Professional Staff. AMFI should Immediately start the rapid budd-up of a
high quahty professIOnal staff wIth the capacity to play an appropnate role m helpmg
create and faclhtate the growth of the fund mdustry which hes ahead It WIll need to
develop expertise In four areas Regulation, Media Relations, Economic and Statistical
Research and Operations

2 Influence the Regulatory Environment. The mdustry should take a proactive stance
m the regulatory process and m COpIng WIth mdustry problems not Just on an ad hoc or
indiVIdual fund basIS, but through AMFI, ItS mdustry assOCIatIOn AMFI should become
a contmumg pomt of contact between the regulator and the mdustry AMFI's Office of
General Counsel must have the abilIty to consult closely WIth pohcy-makIng bodies
regarding pendIng legIslatIOn and WIth SEBI to assure that It gets the benefit of the
mdustry vIewpomt and that the Industry understands SEBl's views Nothmg WIll be more
Important than tIns abIlity to mfluence the regulatory enVIronment.

3 Promote High Professional Standards. AMFI should also mdependently address
questions which would otherWIse be t!le subject of government actIOn. Examples of
effective actIons from the U S expenence mclude development of a umform yield
formula for fund advertiSIng and promotIOnal hterature, a model Code of EthiCS, and
Code deahng speCifically With InSider TradIng by fund personnel

4 Provide Guidelines and Training. AMFI might also WIsh to
• recommend gUIdehnes such as comphance and procedures manuals and
• prOVide trammg semmars de..ahng WIth

• comphance matters,
• trustees' and directors' responslblhtles; and
• onentatIOn of new AMC and fund employees, and

• develop procedures for the rapid and effiCient settlement of mutual fund
transactIOns and to create uniformity

It could also proVide workshops, manuals and Interactive Videos at cost to the Industry

5 Take the Lead in Investor Education. AMFI should continue to playa major role in
investor educatIon by provldmg press releases, medIa contacts and educational brochures,
meetmg pubhc requests for mformatlon and members' needs for shIpments In bulk of
brochures on which they can Impnnt their names Such a programme can be a contInumg
slgmficant source of free publICIty for the mdustry As a sustaInIng part of its Investor
Awareness CampaIgn, AMFi might WIsh to follow the example of the ICI whIch ten
years ago created a specIal annual pnze awarded by Impartial experts to those reporters
who have done the best Job m wntIng financial stones of special mterest to mdlvIduals
and familIes about personal finanCIal planmng
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6 Budd a Data Base and Create a Research Department. The mformatlOn that a
Re~earch Department accumulates and the studies It performs should be readIly aVailable
to the mdustry The Department should be able to
• momtor the flow of funds m and out of the mdustry and observe which kInds of

funds are selhng and bemg redeemed
• classify funds by obJective, load vs no-load, close-end or open, types of sales

forces, among others
• compIle and mamtam a comprehensive histoncal data base whIch may be denved

from members' monthly reports to AMFI
• cover the entire mdustry and serve as the source ofAMFI's own research
• be able to perform marketmg studIes or surveys dIrectly for members, mcludmg

furnIc:hmg the names of shareholders for personal mterviews; and
• contmuously track demographic trends, such as agmg population vs. young

people to gUIde promotional efforts by trackIng changes m the composItion of the
mdustry and of fund umt holders

7. Create an Operations Departm~nt.An Operations Department can asSIst the
industry and Its transfer agents m mtroducmg umfonmty which IS good for all Investors
and broker-dealers by mvestIgatmg computer developments on a common basiS ThIs
kind of mformatlOn IS useful on a techmcallevel for the mdustry

III. AMFI'S NEXT STEPS

Following the senes of round table dISCUSSIOns hosted by PW on January 22, It was
suggested that AMFI set up additIonal Committees to engage more members In ItS activItIes and
enlIst stronger support for the organIzatIon. Below are lIsted eleven steps distIlled from the
suggestions of mdustry leaders and Mr SlIver over the course of hIs VISIt They are organized
and pnoritlzed as suggested by Mr SlIver and takIng mto account the concerns expressed by
AMFI's leadership

I Set up admimstratIve functlOns Take Immediate steps to
• hire a professlOnal staff !

• adopt a work plan, organIzational chart and budget
• set goals pnonties and dates
• asSIgn CommIttees and mdependent contractors to begIn workIng on achievIng

the programme reconimended by Mr SIlver

2. Fonnulate umform
• accountmg and valuatlOn methods, and (1
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• polICIes for segregatiOn of assets
3 Complete AMFI Investor Education Brochures
• Investor's GUIde
• Agent's Handbook and
• Understandmg Fund Performance
• AMFI MembershIp Directory
SubmIt to Focus Groups, reVise and publish

February 6. /997

4 Tram Fund Sellers (as Tramers) and conduct Investor Conferences

5 Complete, cIrculate and adopt AMFI's Code of Conduct, AMFI's Model ComplIance
and OperatiOns Manual, and tram trustees and AMC's officers, dIrectors and employees

6 Set up groups to provIde c.ontmumg haIson wIth regulators, poltcy makers and
legislators and to promote legIslatIve and regulatory changes whIch Will enable the
industry to
• develop new products such as Money Market Schemes, Municipal Bond,

Schemes, Index Schemes, Personal EqUIty Plans ("PEPS), PensiOn and other
retIrement benefit plans, and to permIt funds to use hedgmg technIques and
denvatlve secuntIes] and

• suggest reforms to clanfy and Improve eXIstmg regulatIons

7 Draft a Model AdvertIsmg Code to ensure unIform defimtIons ofYIeld, total return and
mdicative returns and provIde stand:p-ds for performance measurement, mcluding
benchmarks and penods of measurement

8 Undertake a market research study to evaluate the Impact on the industry of marketing
strategies featunng guaranteed redemptIon pnces and assured or mdicatlve returns and
recommend actIOns to Improve the mdustry's credIblhty With respect to such practices

9 ASSign an outSIde agency to compIle and maintaIn a data base of mdustry StatiStiCS and
to conduct ongoing performance evaluatiOns and marketmg surveys and asSISt m
producing "AMFacts" an Annual AMFI Factual Reference Book on the Fund Industry for,
members and the press.

10. DeSignate a Media RelatiOns Officer and InstItute Annual Awards for best
• Investment performance 10 vanous categones
• disclosures and
• published articles and/or telecasts on personal and faInIly finance
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11. Compare the charactenstIcs that dIstmgUish UTI's structure, operatlOns and
regulation from those of AMP!'s other members. Outline the steps necessary to bnng
UTI under the full regulatlOn of SEBI and provIde Its umtholders the same protectIons
as those who mvest in funds which are fully regulated by SEBL

IV. POSSIBLE AMFI COMMITTEES AND THEIR FUNCTIONS

Based upon subsequent dlscusslOns WIth your leadershIp, we have attempted to group the
above steps and to suggest possIble CommIttees through whIch to orgaruze therr actIvItIes
consIstent WIth AMFI's ComprehensIve Plan and the ICI Model.

I. AMFI AdmlDistration Committee. ThIs Cmnrruttee Will hire a professlOnal staff;
adopt a work plan, orgaruzatlOnal chart and budget, set goals, pnontIes and dates; and
assign CommIttees and mdependent contractors to begIn workIng on achIevmg the
programme recommended by Mr Stiver

2. Legislative and Regulatory (Gov~rnment Relations) Committee. This Committee
or several subcommittees WIthin It could IdentIfy legislative goals and workmg with
SEBI; the Mimstry of Finance; the Reserve Bank of India, and other concerned
Government Departments mcrease the industry's impact on legislative and regulatory
matters that affect Its vital mterests and those of Its umt holders, including

(A) product development. prepanng legislative strategies and regulatory
changes for broadening the'range of products and mvestment technIques
offered by the fund industry to possIbly mclude, among others:

• money market schemes;
• muniCIpal bond schemes;
• mdex schemes;
• tax benefitted retirement schemes; and
• allowing funds to use hedging techniques and derivative securities to

mmimlze risk and/or seek possIble enhanced returns;

(B ) continuIng regulatory lIatson clanfymg and Improvmg regulatIons through
InterpretIve Letters and reVIew of proposed and eXItIng regulatIons whether
enuncIated m the Mutual Fund RegulatIOns, the Companies Act, the IndIan
Income Tax Act, the rndian Trust Act, or wherever, and

l
I
I
I
I

(C) restructunng and mtegratIOn of UTI
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3. Research and Operations Committee: ThIs Committee or several subcommittees
within It could

(A) prepare an AMFI Model AdvertisIng Code which would define uniform
performance standards for advertlsmg yield, total return, mdicatlve returns, etc
and prOVide uniform standards for measunng performance, Including
benchmarks, penods and consistency over time It would contmuously momtor
the advertisements of Its members and those for competmg products and
recommend changes m the AMFI Code as necessary

(B ) analyze and evaluate the history and impact On the Industry of marketing
strategies featunng "guaranteed" redemption schemes and "assured" and/or
"mdlcatIve" returns; suggest reserve reqUIrements for guarantors of such
schemes; and recommend alternative marketing strategies and means of
safeguardmg the interests of lllvestors and the credibilIty of the industry In the
face of their continumg exposure to the pOSSible failures of such funds to meet
their stated goals

(C) mamtain, ImtIally With an outSide source, the mdustry database, IncludIng
statistics on performance and Investor demographics, and conduct contInUOUS
performance studies

(D ) IInmedlately develop umform methods of accounting, valuation and polICies
for segregation ofassets, as well as determtmng appropnate reserve reqUirements
for any entities which guarantee fund redemptIOn pnces or returns

(E ) develop accounting standards for Mutual Funds over the longer term In
coordmatlon With the Institute of Chartered Accountants of India and SEBI

(F ) asSist the Industry and ItS transfer agents m mtroducmg umformity by
InvestIgatmg computer developments on a common basis.

4. ProfeSSional Standards Committee. ThIS Committee or several subcommIttees
WIthin it could

CA.) complete and implement the AMPI Code of Conduct and create other
complIance mechanIsms, such as an AMFI Model Compliance and Operations
Manual and internal reporting forms, reports and schedules to help trustees,
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funds, AMC's and theIr employees understand and meet theIr responSibIlitIes,
including helping to define the role of ComplIance Officer

(B ) be responsIble for structuring and planning inItIal traIning of fund trustees,
directors, complIance officers and other employees of AMC's, mcluding
explammg SEBI's new regulatIOns and the AMFI Code of Conduct and
helpmg the funds to adapt to them.

(C.) be responsIble for setting standards for sellers of mutual fund schemes
whIch would be observed by members in dealing With those who market thetr
schemes.

(D ) establIsh "best practIce" standards for vanous aspects of ftmd operatIOns
includmg SWift and accurate processmg of unIt holder transactIOns, back office
procedures, reqUIred dIsclosures and advertisements

5. Information Services Committee.'This CommIttee or several subconllmttees WIthIn It
could playa major role m mvestor educatIOn by provldmg press releases, medIa contacts and
educational brochures, meetmg publIc requests for mfonnatlOn For example by

(A.) prepanng and updatmg educatIOnal brochures such as the Investors' Gwde,
Agent's Handbook, Mutual Fund Perfonnance AnalySIS and AMFI DIrectory

(B ) structurmg and planmrrg trainmg of fund sellers and conductmg Investor
Conferences

(C) mamtaInmg medIa contacts, prepanng press releases, publIc relatIons and
collectmg news abstracts.

(D ) creatmg a specIal annual pnze to be awarded by ImpartIal experts to those
reporters or TV JournalIsts who have done the best Job In publIshmg or presenting
finanCIal stones of speCIal Interest to mdlvlduals and famIlIes about personal
finanCial planrnng ,

*****

I would be pleased to answe:t; any questIOns you, the AMFI Board or any members mIght
have or to explam or dISCUSS further any of the suggested steps or pOSSIble AMFI Committees
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