Pa -ACC~430

Assistance to Mutual Funds -
Review of Comprehensive Strategic Plan &
Investor Awareness Campaign

Financial Institutions Reforms and
Expansion (FIRE) Project

July, 1997

Fiancial Institutions Reform and Expansion (FIRE) Project
US Agency for International Development (USAID/India)
Contract #386-0531-C-00-5010-00

Project #386-0531-3-30069

&

Price Waterhouse LLP

1616 North Fort Myer Drive
Arhngton, VA 22209

Tel (703) 741-1000

Fax (703) 741-1616

BEST AVAILABLE COPY




&

Financial Institutions Reforms 128 T V Industnal Estate Telephone 4946630 4963599
and Expansion (FIRE) Project Worl Mumbas 400 025 Fax (91 22) 4963555

Price Waterhouse LLP “

July 22, 1997

Mr A P Kurian

Chairman of AMFI

Advisor to Apple Asset Management Ltd
38/39, Rajgir Chambers

Opp Old Customs House

Shahid Bhagat Singh Road, Fort
Mumbai - 400 023

Dear Mr Kuran,

At the request of the Association of Mutual Funds m India (“AMFT”), Price
Waterhouse LLP (“PW”) arranged for continuing assistance to AMFI by Mr
Lewis J Mendelson, a former senior official of the Umted States Securities and
Exchange Commussion (“SEC”) and an expert in mutual funds Mr Mendelson
made huis fourth visit to India between March 24 and Apnl 19, 1997 As you are
aware, his assistance which began n July and August 1996, 1s aimed at
improving the credibility of the mutual fund industry and helping 1t to gain wider
public acceptance

Initially, PW recommended a comprehensive strategy to strengthen AMFI and
helped to design an AMFI Investor Awareness Campaign, including providing
drafts of brochures to be used in the campaign During March and April 1997,
among other things, Mr Mendelson concentrated on traiming AMFI leaders and
the Mutual Fund Industry, preparation of AMFI gudelimes, Code of Ethics and
Compliance Manual and strengthening the regulatory framework applicable to
Mutual Funds Mr Mendelson was assisted in India by Mr R N K Prasad

This assistance 1s carried out under the US Agency for International
Development Financial Institutions Reform and Expansion (“FIRE”) Project
which 1s administered by PW

| PURPOSE OF ASSISTANCE
11

The purpose of Mr Mendelson’s visit was to help AMFI to continue to
implement and develop its program to improve the credibility of the mutual fund
industry and the public s acceptance of mutual funds Specific goals included
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e further implementing the Action Plan for strengthening AMFI,

e completing the AMFI Investor’s Guide Making Mutual Funds Work For
You, the AMFI Sales Agents’ Handbook Selling Mutual Funds Made Easy,
and the AMFI Code of Ethics,

e launching the AMFI Investor Awareness Campaign,

e drafting proposed Valuation Guidelines for valuing non-hsted, non-traded
securities,

e providing specifications for drafting Model AMFI Advertising Guidelines

e  arranging training in the United States for a select group of AMFI Leaders
and regulators, and with FIRE’s Traiming Consultant, presenting 1nitial
recommendations for structuring AMFI’s domestic tramning programs,

e monitoring progress on
AMFTI’s Model Compliance and Operations Manual, and
CRISIL’s study of mutual fund performance, and

e recommending the preparation of a comprehensive Mutual Fund/UTI Law as
part of a broader recommendation to a SEBI Commuittee on Amendment of
the Securities Laws

II CONTENTS OF REPORT

The report reviews progress in implementing the AMFI Comprehensive Strategic
Plan and the AMFI Investor Awareness Campaign It focuses on three areas

e traiming for AMFI’s leaders and by AMFI for the Mutual Fund Industry,

e preparation of AMFI Guidelines, Manuals and Codes to provide higher
standards, greater uniformity, clarity and transparency to the mutual fund
industry, and

e measures designed to strengthen the regulatory framework for mutual funds,

including the Unit Trust of India (“UTI”)
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I NEXT STEPS

In view of the excellent progress made by AMFI, PW recommends that AMFI
and the fund industry would benefit from continued expert consultation
connection with

e strengthening AMFI, including conferring with AMFI’s leadership and
members on improving AMFT’s internal structure and admimstration,
prioritising goals, hiring staff and enlisting a broader range of members to
participate in commuttees and thereby increasing their level of involvement n
and support for AMFI and helping to achieve AMFI’s objectives,

e supporting AMFT’s Investor Awareness Campaign by reviewing and
perfecting the strategy and materals to be used 1n its Investment Awareness
Campaign and designing courses and materials necessary for training brokers,
sub-brokers and other sellers of fund scheme unts,

o raising industry levels of professionalism and compliance by assisting 1n
structuring and planning mitial traming of fund trustees, directors,
compliance officers and other employees of AMC’s, and creating other
compliance mechanisms, such as an AMFI Model Compliance Manual and
internal reporting forms and schedules,

e helping to structure an AMFI regulatory and legislative programme by
assisting mn

e creating a Model AMFI Advertising Code, and

o 1dentifying legislative goals and working with SEBI, the Ministry of
Finance, the Reserve Bank of India, and other concerned Government
Departments to increase the industry’s impact on regulatory matters that
affect its vital interests and those of 1ts unitholders, and

e analysing the differences between UTI’s structure, operations and
regulation and those of the funds fully regulated by SEBI and outlining
the steps necessary to restructure UTI to bring 1t under full SEBI
regulation, and

o
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e promoting changes in the operation of the industry by preparing legislative

strategies for broadening the range of products and mnvestment techmques
offered by the fund industry

IV DISTRIBUTION OF THE REPORT

Under the terms of the PW/FIRE Project, the report will be distributed to USAID
and SEBI We request your permission to distribute the report to selected
participants 1n the Indian Capital Market and we will advise you of the same We
will not distribute the report 1n 1ts entirety to the media directly, however, we will
note comments on 1ts contents from time to time in response to media enquiries

We want to express our sincere appreciation for the warm welcome and co-
operation which AMFI, its Board Members and particularly 1ts Investor

Awareness and Code of Conduct Commuttees have provided to Mr Mendelson
and our staff

Upon reading this report and 1ts recommendations, please feel free to contact me
with any questions I can be reached at Tel 496 3599, Fax 496 3555,

Thank you,
Sincerely yours,

W N “Py

W DENNIS GRUBB
PRINCIPAL CONSULTANT CAPITAL MARKETS

Enclosure

\% Mr Pratip Kar

Executive Director

Securities and Exchange Board of India

Mumbai
¥
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Assistance to the Association of Mutual Funds in India —
Report of Le vis J Mendelson April /May 1997

I EXECUTIVE SUMMARY

This report summarizes the continuing technical assistance provided to the Association of
Mutual Funds n India (“AMFI”) during March ard April 1997, as part of the I'RE
Project’s and 1ts Mutual Fund Consultant, Lewis J Mendelson’s, continuing effort to help
the mutual fund industry strengthen 1ts credibility and gain increased public acceptance

Codes, Guidelines and Manuals During March and April  FIRE took significant steps
to help AMFI to implement 1ts Comprehensive Strategic Plan by assisting 1n upgrading

professional standards through the development of Codes, Guidelines and Manuals,
including

e Reviewing the proposed draft AMFI Code of Ethics with the AMFI Board of
Drrectors and representatives of the Unit Trust of India (“UTI”)

e Submitting a draft AMFI Valuation Guideline to the AMFI Board

e Outlining requirements for proposed AMFI Advertising Guidelines and contracting
with Credence, a firm of Indian mutual fund analysts to prepare a first draft, and

e [mtiating drafting of a proposed Compliance Manual

The AMFI Investor Awareness Campaign FIRE also promoted the AMFI Investor
Awareness Campaign by

e Helping to organize the launching of AMFI’s Concise Guide to Investing i Mutual
Funds, “Making Mutual Funds Work For You”

e Commenting on the final draft of AMFT’s sales agents’ handbook, “Selling Mutual
Funds Made Easy”

e Monitoring progress on CRISIL’s updated study of mutual fund performance n

anticipation of its preparation of a brochure on “Understanding Mutual Fund
Performance”

Tramng In cooperation with FIRE’s Consultant for Training, Dr Tessie San Martin,
FIRE submutted for comment a memorandum to AMFI regarding “Traming Support
for the Mutual Fund Industry Imtial Recommendations” which related to

e Investor Awareneds and Education

o Sales Agent Training

e Compliance and Operations Training

e Other Training for Trustees and Senior Executives

Price Waterhouse LLP Page 1
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Assistance to the Association of Mutual Funds in India —
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FIRE also organized a Leadership Traming Program in the United States for Members
of AMFT’s Board of Directors, Industry Representatives, SEBI and the Ministry of
Finance which was conducted in May 1997 It included

e the regulatory structure for mutual funds, including major nstitutions such as the

Securities and Exchange Commission (“SEC”),

the Investment Company Institute (“ICI”),

the National Association of Securities Dealers, Inc (“NASD”),
National Securities Clearing Corporation (“NSCC”),
Depository Trust Company (“DTC”), and

the New York Stock Exchange (“NYSE”)

e the roles of officers, independent directors, compliance and legal departments, outside
counsel, accountants and auditors, and

e alternative marketing strategies and distribution methods for mutual funds and
e approaches to presentations of fund performance

Attendance at the ICI General Membership Meeting and in-depth meetings with five
mutual fund investment advisory organizations were major features of the program

Securities and Mutual Fund Laws FIRE also submitted recommendations for new
securities and mutual fund laws to SEBI’s Commuttee for the Amendment of the
Securities Law chaired by Justice D R Dhanuka

FIRE reiterates 1ts fundamental recommendations to the mutual fund industry that to
achieve greater credibility and wider public acceptance the industry must

e mprove and expand its products, services and sales techniques
e strengthen SEBI and the regulatory framework

e strengthen AMFI

Specific recommendations for immediate steps which relate directly to stemming the
erosion of the industry’s credibility include

e Closing out all existing guarantees of returns and redemption prices and eliminating
any guarantees in the future,

2
¢ Controlling self-dealing through transactions with affiliates,

Price Waterhouse LLP Page 2
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e Eliminating the disparities in regulation between UTI and the rest of the industry by
bringing UTT’s Mutual Fund activities under SEBI’s full jurisdiction,

e Strengthening SEBI, particularly its enforcement ability and regulation of mutual
fund activities,

e Adopting comprehensive uniform accounting and valuation standards for mutual
funds and their AMCs by the Institute of Chartered Accountants of India, and

e Developing an AMFI Business Plan, budgeting and staffing AMFT to provide
leadership and resources for the fund industry

&4
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Assistance to the Association of Mutual Funds i India —
Report of Lewis J Mendelson April /May 1997

I1 BACKGROUND

Earlier, FIRE had designed a comprehensive strategic plan to improve the «ndustry’s
credibility and submitted to AMFI an Actron Memorandum for implementing 1t The plan
called for more closely identifying AMFI’s interests with the unit holders’ and
structuring AMFT around five departments or commuittees to service its members

Professional Standards

Government Relations (Regulation)

Statistical Research and Analysis

Information Services (Investor Awareness) and
Operations (Membership Services)

FIRE, together with AMF], had also designed an AMFI Investor Awareness Campaign
and provided drafts or outlines of the basic documents required for the Campaign To
date AMFI has published one such document AMFI’s Concise Gude to Investing 1n
Mutual Funds, “Making Mutual Funds Work For You ”

AMFT has advised FIRE that

e afinal draft of AMFT’s sales agents’ handbook, “Selling Mutual Funds Made
Easy” has been prepared and turned over to Ogilvy & Mather, 1ts creative
consultant for production,

e an AMFI Membership Directory has been prepared by the UTI Institute, and
¢ both will be ready for publication in the immediate future

AMEFT’s Code of Ethics Commuttee 1s continuing efforts to resolve 1ssues raised by UTI
regarding certain provisions of the proposed AMFI Code of Ethics

CRISIL has completed the research required for preparation of an AMFI brochure on
understanding mutual fund performance, but a draft brochure based upon updated
performance data still needs to be drafted for AMFI

SEBI and AMFT have agreed to meet on a regular basis to discuss 1ssues of common
concern The first such meeting was held m April 1997

In June 1997, Mr G A Shenai resigned as Chairman and a Director of AMFI He was
succeeded as Chairmdn by Mr A P Kurian Chairman of the AMFI Investor Awareness
Committee Mr K N Vaidyanathan, Vice President, Morgan Stanley Asset '
Management Ltd , was inducted on the Board of AMFI 1n place of Mr Shenai

Price Waterhouse LLP Page 4
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Assistance to the Association of Mutual Funds in India -
Report of Lewis J Mendelson April /May 1997

III FIRE RECOMMENDATIONS
A Improve and Expand Products, Services and Operations

1 Expand the Product Mix

FIRE, 1n its April Report on Assistance to Mutual Funds, set forth nine concrete steps for
improving and expanding the industries’ products, services and operations Key
recommendations included expanding the product mix to stress the “family of funds”
concept, investing for a lifetime and introducing “Money Market Funds,” which can
become the gateway to stronger fund-client relationships and open the door to a wider
range of investments

2 Elimmate Guarantees

Making good on existing guarantees and eliminating future guarantees, whether of returns
or redemption prices, remains one of FIRE’s foremost recommendations

The FIRE Project believes that guaranteeing a return on a mutual fund scheme consisting
of a portfolio of securities 1s harmful not only to individual unit holders, but also to

funds, theirr AMC’s and sponsors, the mutual fund industry, India’s capital markets and
SEBI because

Guarantees have not been fulfilled and unit holder expectations have been frustrated,
Pending guarantees create continuing uncertainty for existing unt holders,

Failed guarantees undermine respect for SEBI and the Government,

Advertising of guarantees 1s inconsistent with the SEBI Advertisement Code, which
prohibits advertisements containing mformation which to any extent depends on
assumptions,

e A guarantee by a sponsor or an AMC which is not properly accounted for with proper
reserves 1s 1llusory, and calls into question current accounting standards for the
mutual fund industry,

Guarantees can subject Sponsors and AMC'’s to huge losses, and

Selling on the basis of a guarantee, either of returns or of a redemption price, distorts
the investment process because mvestors need to understand that all investments in
securities involve a degree of risk,

The continuing failure of the public sector funds to meet outstanding guarantees erodes
public confidence and significantly undermines the industry’s credibility The problems
created by failed and dontinuing guarantees cannot be resolved without a strong
government mitiattve Government institutions  as sponsors of public sector funds which
have outstanding unfulfilled guarantees or which have pending guarantees which may not
be met, had a large role in creating and perpetuating the current situation They must bear

Price Waterhouse LLP Page 5
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major responsibility for the current plight of the unit holders of these funds and 1ts
impact on the credibility of the mutual fund industry

Existing long-standing guarantees extend to May 2001 The possibility of future failures
to meet these guarantees threatens the ability of the fund industry to develop credibility
and to educate imnvestors The continuing sale of funds on the basis of guarantees prevents
funds being sold on a sound basis of understanding and managing risk and therefore
distorts the selling process not only for the fund industry, but for the entire securities
market Only when all outstanding fund guarantees are eliminated can the industry begin
to improve 1ts credibility and build reasonable expectations

The current regulatory approach to guarantees 1s inconsistent and unsatisfactory UTI
recently offered a fund with five year guaranteed returns and redemption prices, using
unit holders’ assets from other funds as the reserve behind 1ts guarantee This not only
puts those assets at risk and uses them for UTD’s benefit without compensating the umt
holders of the schemes furnishing the guarantees, but also creates a competitive
imbalance which puts pressure on the rest of the industry to 1ssue “guaranteed” funds

SEBI, 1 attempt to “level the playing field” has permitted “fully guaranteed” returns,
guaranteed by sponsors or asset management companies [Par 38, Regulations (Mutual
Funds) 1996], as long as the guarantor’s name and the manner the guarantee will be met
are stated 1n the offer document Such “guarantees” may be meaningless 1f the
“guarantors” are not required to set up separate reserve accounts which are accrued daily
to offset possible contingent liabilities As we have seen 1n the Canara Bank case, the
amount of such guarantees can be staggering, far exceeding the resources of the
“guarantor ” If SEBI continues to tolerate “guarantee funds,” 1t should review the
accounting, reserve and disclosure requirements which pertain to them 1n order to avoid
disappointing mvestors and to develop appropriate protections

Although SEBI’s Advertisement Code [Sixth Schedule, Regulations (Mutual Funds),
1996] prohibits forecasts which are untrue or misleading and advertisements which
contain mformation the accuracy of which s to any extent dependent upon assumptions,
SEBI nevertheless permits a fund to advertise guarantees 1f the resources backing such
guarantees are stated SEBI also permits mutual funds to advertise so called “indicative’
returns which 1t has not defined, but, like guaranteed funds, are based on assumptions of
future performance Although such returns must be accompanied by a broad range of
disclaimers, they can be confusing to investors We recommend that SEBI or AMFI,
through 1ts Advertising Guidelines, permit fund schemes to advertise only historical
returns, over uniform periods and on a standardized basis

§

FIRE recommends that no future guarantees be permitted Pending the total elimination
of guarantees, FIRE recommends that guarantors of existing guarantees properly account
for and reserve against outstanding guarantees

Price Waterhouse LLP Page 6
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B Strengthen SEBI and the Regulatory Framework

1 Strengthen SEBI

Although SEBI has made excellent progress in regulating mutual funds since 1ts creation
in 1992, 1t would benefit by immediate additional steps including

e revisions to the regulatory structure to re-enforce SEBI’s role as the primary regulator
of the securities market and to encourage greater “functional regulation” which would
allow 1t more sweeping jurisdiction over funds and avoid gaps or confusion over

which agency has primary responsibility and authority over mutual funds and the
securities their schemes 1nvest 1n,

e nternilizing the inspection function, which 1s currently contracted out to auditors, in
order to develop more standardized practices, greater in-house expertise, continuzty

and cross fertilization and, most important, to establish greater accountability for
follow-up,

e increasing transparency regarding fund portfolio investments and affiliated
transactions,

e strengthening enforcement capability, including conducting investigations and
applying a broad range of sanctions to violators

2 Prevent Self Dealing

The FIRE Project strongly advocates placing greater controls over “affiliated” or
“associated” transactions which involve purchases, sales or joint ventures between or
among schemes their AMC’s, sponsors or directors and compantes or entities controlling,
controlled by or under common control with them Until the industry eliminates
opportunities for overreaching through the use of scheme assets to benefit affiliates,
associates and their related persons, such transactions will continue to

e dimimsh fund performance,

¢ promote disrespect for fiduciary obligations among trustees, AMC'’s, their officers,
directors and employees, and

e engender suspicion and distrust among nvestors
¥
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FIRE’s specific recommendations include

e broadening the definition of “associated” transactions to include second tier
entities,

s prohibiting all such transactions, except for certain kinds which may be
generally exempted by SEBI and others which may be exempted on a case by
case basis upon a demonstration that they are in the public interest and do not
adversely affect unit holders, and

e increasing the transparency surrounding any such transactions as well as fund
portfolio investments generally

3 Elimiate Regulatory and Competitive Imbalances

UTT has played and continues to play a dominant role in the establishment of the mutual
fund industry in India and 1n the growth and acceptance of the market for equity
securtties  Without UTI, India’s fund industry would be relatively tiny and the concept of
investing equity securities much less firmly established

Because of UTI’s historical role 1n the fund industry, 1t now enjoys regulatory and
competitive advantages over the private sector funds Many of 1ts schemes, including 1its
largest and oldest, US 64, are permitted to engage in practices, to own greater percentages
of 1ssuers securities and to do business in ways which otherwise would have been
curtailed by SEBI 1n the interest of protecting umt holders This two-tiered regulatory
structure and the competitive imbalances 1t engenders 1s inhibiting the growth of the
industry by reducing industry standards to those which UTI can tolerate

The FIRE project recommends that every effort be made immediately to bring all of
UTT’s mutual fund operations voluntarily under SEBI’s full jurisdiction and that SEBI,
the Mmustry of Finance and UTI, orgamze a high level commuttee to

e analyze and compare the differences in treatment of UTI and the protections received

by 1ts unit holders from the treatment of private sector funds and the protections
afforded their unit holders, and

e recommend changes in the laws and regulations which will eliminate disparities and
result m umform application of a single law across the entire fund industry which

affords the highest level of protections to all unit holders and requures all funds to
follow the best practices

Price Waterhouse LLP Page 8
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C Strengthen AMFI

AMFI, at SEBI’s strong urging and upon 1ts own 1nitiative, has undertaken an ambitious
and difficult role 1T representing the industry and promoting high standards among 1ts
members AMFI relies only on 1ts directors and volunteer committee members, all of
whom have other important primary responsibilities to carry out its program AMFI
lacks the resources, the budget, the strong support of 1ts members which are necessary to

hire a strong professional staff and draw up a work plan which will allow 1t to carry out
1ts role

At present AMFI 1s an association of AMCs For 1t to fulfill its role as an effective
representative of the fund industry and its umt holders, the FIRE project recommends
that 1t expand to include funds among its members It also needs to enlist greater support
from 1ts members both as to their active participation in AMFI commuttees and 1n
providing financial support and expertise  AMFI can engage 1n a aumber of activities

which would strongly benefit its members and also provide income to AMFI These
could include providing

Sk

training materials and programs
educational materials
holding general meetings and conferences at which providers of services to the fund

industry take out ads and set up promotions for which fees are paid to AMFI for
access to 1ts members and others attending

FIRE suggests that AMFI immediately draw up a work-plan and budget for its next year

of operations and job descriptions for its key staff members and immediately begin to
organize a professional staff

S deata e b s S
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IV NEXT STEPS -

A Strengthen AMFI’s Organisation and Structure AMFT’s new Chairman has begun
mvolving representatives of more funds as board members, commuttee chairmen and
committee members and 1s expanding the number of projects AMFI 1s undertaking
Giving all funds a role i the organization should help to energize AMFI and provide
broad based support for its programs However, for AMFI to realize its full potential as
an effective force for the development of the industry, AMFI needs to

e draw up a business plan and budget for its next year of operations,
e draft job descriptions for 1ts key staff members, and
e 1mmediately begin to hire and orgamze a professional staff

B Complete On-going Projects Significant effort must be directed toward completing
on-going projects including

e For the AMFI Investor Awareness Campaign completing and launching
the

AMEFI Sales Agents’ Handbook “Selling Mutual Funds Made Easy”

AMFT Membership Directory “Mutual Funds of India”

CRISIL Analysis “A Second Look at Mutual Performance” and

related investor and sales agent training programs,

e For the AMFI Professional Standards Program the

o  AMEFI Code of Ethics

e AMFI Advertising Guidelines
o AMFI Compliance Manual

e AMFI Valuation Guidelines

C Commence a Broad Based Sustained Training Program. Broad based Mutual Fund
Tramming Programs should be begun shortly, in accordance with the program prepared
with the assistance of FIRE Project Traiming Director Dr Tessie San Martin and as
follow-up to the recently completed Leadership Training Program Target audiences and
programs would include

e AMEFI Directors and Committeemen

. Th; Role of AMFI Policy and Leadership Issues
o AMC officers, directors and staff -- Best Practices

e Code of Ethics,

e Compliance and Operations,

e Advertising Guidelines,

e Valuation Guidelines,

Price Waterhouse LLP Page 10
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e Trustees
¢ Fiduciary duties, protecting unit holders’ interests,
e Operating effectively under SEBI Regulations and the laws
e Investors -- Investing in Mutual Funds
e Selling Agents—
o Selling Mutual Funds,
o Ethical Selling Practices and Qualification Standards,
e Mutual Fund Accountants and Auditors
e Meeting International Mutual Fund Accounting/Auditing Standards
e Valuation
» Reserves Against Guarantees

s Inspecting a Mutual Fund

¢ Investigating Violations of Mutual Fund Regulations
¢ Advertising Guidelines

e Guarantee Funds

D Strengthen The Regulatory Framework SEBI has made significant progress in
enhancing the regulatory environment 1n which mutual funds operate through the
adoption of SEBI ‘s (Mutual Funds) Regulations 1996 and through the establishment
of a program of continuing haison through regular meetings between AMFI and
SEBI However, additional systemic progress can be made by

e adoption of a new securities law and a comprehensive mutual fund law which,
among other things would clarify SEBI’s role as the primary securities market
regulator and eliminate any regulatory gaps and resolve any conflicts over
regulatory responsibilities,

e subject all aspects of UTI’s mutual fund operations to full SEBI jurisdiction
with the same unit holder protections and regulatory requirements applicable
to all registered mutual funds,

e 1ssuance of additional gwmdelines and interpretations by SEBI to clanfy any
remaining ambiguities 1n its regulations,

e building up SEBI through regular training and enhanced enforcement
capacity,

¢ nternalizing the SEBI mutual fund mspection program, and

e adoption by the Association of Chartered Accountants of comprehensive
umiform accounting and valuation standards for mutual funds and their AMCs

Price Waterhouse LLP Page 11
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The FIRE Project submitted a memorandum to SEBI’s Commuttee for the Amendment of
the Securities Law (“Dhanuka Committee) in April Its recommendations are awaited
FIRE representatives would be pleased to offer continued assistance in this effort

In addition to these systemic changes, unit holders, the fund industry and SEBI would
benefit from specific immediate steps which relate directly to stemmuing the erosion of the
industry’s credibility including

e Closing out all existing guarantees of returns and redemption prices and eliminating
any guarantees 1n the future

e Controlling self-dealing through transactions with affiliates

e Conducting a vigorous SEBI nvestigation followed by a full report on the scandal
mvolving the CRB Mutual Fund and 1ts related companies containing
recommendations to bolster the statutory and regulatory frameworks and fund,

trustee, auditors, and inspection processes to protect against such scandals 1n the
future

L #
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j MUTUAL FUND - A GLOBALLY PROVEN >
INVESTMENT N
=
Worldwide the Mutual Fund or Unit Trust as it 1s called ’
In some parts of the world has a long and successful -
history The popularnity of the Mutual Fund has increased
manifold In developed financial markets like the United ' L
States Mutual Funds have almost overtaken bank ¥
deposits and {otal assets of insurance funds As of - "
date In the US alone there are over 5 000 Mutual .
Funds with total assets of over US $ 3 trillion (Rs 100 S et
lakh crores) B

In India the Mutual Fund industry started with the
setting up of Unit Trust of India in 1964 Public sector
banks and financial institutions began to establish
Mutual Funds in 1987 The private sector and foreign
Institutions were allowed to set up Mutual Funds in
1993 Today there are 36 Mutual Funds and over 200
schemes with total assets of approximately Rs 81 000 !
crores This fast growing industry 1s regulated by the
Secunties and Exchange Board of India (SEBI)

GROWTH IN ASSETS

(Rs i Crores)
61028

13458

1261

! 1964 69 196974 197479 197084 1984-89 1989094 1934 96

NUMBER OF SCHEMES 200

This guide 1s available with all Mutual Fund members of AMFI or can be obtained
urectly from Association of Mutual Funds in indiaat  T4/6 The Arcade World Trade
Centre Cuffe Parade Mumbair 400 005 Tel 215 4165 Fax 218 1497 1

Produced by AMFI in association with Price Waterhouse LLP/FIRE Project funded 06369 190974  1a7470 107084  1984-89 138004 1994 96

by USAID and Ogilvy & Mather Financial & Business Communications
Source UTI Fact Book and Cnsil s study
% 1 Apnri 97 2




What you should
expect from a Mutual
Fund depends on
what stage of ife you
are in

7

WHAT IS A MUTUAL FUND?

A Mutual Fund s a trust that pools the savings of a
number of investors who share a common financial
goal Anybody with an investible surplus of as Iittle as
a few thousand rupees can invest in Mutual Funds
These investors buy units of a particular Mutual Fund
scheme that has a defined investment objective and
strategy

The money thus collected 1s then invested by the fund
manager in different types of securiies These could
range from shares to debentures to money market
Instruments, depending upon the scheme's stated
objectives The income earned through these
investments and the capital appreciation realised by
the scheme are shared by its unit holders in proportion
to the number of units owned by them Thus a Mutual
Fund 1s the most suitable investment for the common
man as It offers an opportunity to invest in a diversified
professionally managed basket of securities at a
relatively low cost

THE MUTUAL FUND OPERATION FLOW CHART
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TYPES OF MUTUAL FUND SCHEMES

There are a wide variety of Mutual Fund schemes that
cater to your needs whatever your age financial
position risk tolerance and return expectations
Whether as the foundation of your investment
programme or as a supplement Mutual Fund
schemes can help you meet your financial goals

{A) By Structure
Open-Ended Schemes

These do not have a fixed maturity You deal directly
with the Mutual Fund for your investments and
redemptions The key feature 1s lquidity You can
conveniently buy and sell your units at net asset value
{ NAV ) related prices

Close-Ended Schemes

Schemes that have a stipulated matunty perod (ranging
from 2 to 15 years) are called close ended schemes
You can invest directly in the scheme at the time of
the mnitial 1ssue and thereafter you can buy or seli the
units of the scheme on the stock exchanges where
they are listed The market price at the stock exchange
could vary from the scheme s NAV on account of
demand and supply situation unitholders expectations
and other market factors One of the characteristics
of the close ended schemes is that they are generally
traded at a discount to NAV but closer to matunity
the discount narrows

Some close ended schemes give you an additional
option of seling your units directly to the Mutual Fund
through peniodic repurchase at NAV related prices
SEBI Regulations er sure that at least one of the two
exit routes are provided to the investor

Interval Schemes

These combine the features of open ended and close
ended schemes They may be traded on the stock
exchange or may be open for sale or redemption
during pre determined intervals at NAV related prices




Starting out in ife?

Invest in funds that will give
you lump sum returns after
a few years

(B) By Investment Objective g

Growth Schemes

Aim to provide capital appreciation over the medium
to long term These schemes normally Invest a majorty
of their funds in equities and are wiling to bear short
term decline n value for possible future appreciation

These schemes are not for investors seeking regular
income or needing their money back in the short term

ldeal for
elnvestors in therr prime earning years
sInvestors seeking growth over the long term

income Schemes

Aim to provide reguiar and steady income to investors
These schemes generally invest in fixed income
secunties such as bonds and corporate debentures

Capital appreciation in such schemes may be hmited

ldeal for

*Retired people and others with a need for capiial
stability and regular income

einvestors who need some income to supplement their
earnings

Balanced Schemes

Aim to provide both growth and ncome by penodically
distributing a part of the income and capital gains they
earn They invest in both shares and fixed income
securities In the proportion indicated in therr offer
documents In a nsing stock market the NAV of these
schemes may not normally keep pace or fall equally
when the market falls

ldeal for
sinvestors looking for a combination of income and
moderate growth

Money Market Schemes

Aim to provide easy hquidity preservation of caprtal
and moderate income These schemes generally invest
in safer short term instruments such as treasury bills
certificates of deposit commercial paper and inter
bank call money

Returns on these schemes may fluctuate depending
upon the interest rates prevailing in the market

Ideal for

sCorporates and individual investors as a means to
park thewr surplus funds for short penods or awaiting
a more favourable investment alternative

Other Schemes
Tax Saving Schemes

These schemes offer tax rebates to the investors
under tax laws as prescribed from time to time This
Is made possible because the Government offers
tax tncentives for iInvestment in specified avenues
For example Equity Linked Savings Schemes (ELSS)
and Pension Schemes

Recent amendments to the Income Tax Act provide
further opportunities to investors to save capital gains
by investing in Mutual Funds  The details of such tax
savings are provided in the relevant offer documents

Ideal for
einvestors seeking tax rebates

Special Schemes

This category includes index schemes that attempt to
replicate the performance of a particular index such
as the BSE Sensex or the NSE 50 or industry specific
schemes (which invest in specific industries) or sectoral
schemes (which invest exclusively in segments such
as A Group shares or mitial public offerings)

Index fund schemes are ideal for investors who
are satisfied with a return approximately equal to that
of an index
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Marnied?

Invest in funds that will give
you regular income to
supplement your salary to
match your growing needs

A

Sectoral fund schemes are 1deal for investors who
have already decided to invest in a particular sector
or segment

Keep n mind that any one scheme may not mest all
your requirements for all time  You need to place your
money judiciously In different schemes to be able to
get the combination of growth income and stability
that 1s nght for you

Remember asalways higher the return you seek
higher the nsk you should be prepared to take

A few frequently used terms are explained here below

Net Asset Value ("NAV")

Net Asset Value 1s the market value of the assets of
the scheme minus its labilities The per unit NAV Is
the net asset value of the scheme divided by the
number of units outstanding on the Valuation Date

Sale Price

Is the price you pay when you invest in a scheme Also
called Offer Price It may include a sales load

Repurchase Price

Is the price at which a close ended scheme
repurchases its units and 1t may include a back end
load This 1s also called Bid Price

Redemption Price

Is the pnce at which open ended schemes repurchase
their units and close ended schemes redeem thetr
units on maturity Such prices are NAV related

Sales Load

Is a charge collected by a scheme when it sells the
units Also called Front end load Schemes that do
not charge a load are called 'No Load' schemes

Repurchase or 'Back-end' Load

Is a charge collected by a scheme when 1t buys
back the units from the unitholders

WHY SHOULD YOU INVEST IN MUTUAL FUNDS?
The advantages of investing in a Mutual Fund are

1 Professional Management You availl of the
services of experienced and skilled professionals who
are backed by a dedicated investmeni research team
which analyses the performance and prospects of
companies and selects sutable investments to achieve
the objectives of the scheme

2 Dwversification Mutual Funds invest in a number
of companies across a broad cross section of Industries
and sectors This diversification reduces the risk
because seldom do all stocks decline at the same
time and in the same proportion You achieve this
diversification through a Mutual Fund with far less
money than you can do on your own

3 Convenient Administration |nvesting in a Mutual
Fund reduces paperwork and helps you avoid many
problems such as bad deliveries delayed payments
and unnecessary follow up with brokers and
companies Mutual Funds save your time and make
investing easy and convenient

4 Return Potential Over a medium to long term
Mutual Funds have the potential to provide a higher
return as they invest in a diversified basket of selected
securities

5 Low Costs Mutual Funds are a relatively less
expensive way to invest compared to directly investing
in the capital markets because the benefits of scale
in brokerage custodial and other fees translate into
lower costs for investors

6 Liquidity In open ended schemes you can get
your money back promptly at net asset value related
prices from the Mutual Fund itself With close ended
schemes you can sell your units on a stock exchange
at the prevailing market price or avall of the faciiity of
direct repurchase at NAV related prices which some
close ended and interval schemes offer you penodically

7 Transparency You get regular information on the
value of your investment in addtion to disclosure on
the specific iInvestments made by your scheme the
proportion invested in each class of assets and the
fund manager's investment strategy and outlook

8
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Parenthood?

Invest in funds that give
you growth now and
regular ncome fater in fine
with your children s needs

8 Flexibility Through features such as regular
Investment plans regular withdrawal plans and dividend
reinvestment plans you can systematically nvest or
withdraw funds according to your needs and
convenience

9 Cheice of Schemes Mutual Funds offer a family
of schemes to suit your varying needs over a lifetime

10 Well Regulated All Mutual Funds are registered
with SEBI and they function within the provisions of
strict regulations designed to protect the interests of
investors The operations of Mutual Funds are regularly
monitored by SEBI

UNDERSTANDING AND MANAGING RISK

All investments whether in shares debentures or
deposits involve rsk share value may go down
depending upon the performance of the company the
industry state of capital markets and the economy
generally however longer the term lesser the risk
companies may default n payment of interest/ principal
on their debentures/bonds/deposits the rate of interest
on an investment may fall short of the rate of inflation
reducing the purchasing power

While nsk cannot be eliminated skillful management can
minimise risk Mutual Funds help to reduce rnisk through
diversification and professional management The
expenence and expertise of Mutual Fund managers in
selecting fundamentally sound secunities and timing their
purchases and sales help them to build a diversified
portfohio that minimises nsk and maximises returns

HOW TO INVEST IN MUTUAL FUNDS

Step One Identify your investment needs
Your financial goals will vary based on your age Iifestyle
financial ndependence family commitments level of
Income and expenses among many other factors
Theretore the first step 1s to assess your needs
Begin by asking yourssilf these questions

1 What are my investment objectives and needs?
Probable Answers | need regular income or need to

buy a home or finance a wedding or educate my
children or a combination of all these needs

2 How much nsk am | willing to take?

Probable Answers | can only take a minimum amount
of nisk or 1 am willing to accept the fact that my
investment value may fluctuate or that there may be
a short term loss in order to achieve a long term
potential gan

3 What are my cash flow requirements?
Probable Answers | need a regular cash flow or |
need a lump sum amount to meet a specific need
after a certain penod or | don t require a current cash
flow but | want to bulld my assets for the future

By going through such an exercise you wilt know what
you want out of your investment and can set the
foundation for a sound Mutual Fund investment strategy
Step Two Choose the right Mutual Fund

Once you have a clear strategy In mind you now have
to choose which Mutual Fund and scheme you want
to invest N The otter aocument of the scheme tells
you s objectives and provides supplementary details
like the track record of other schemes managed by
the same Fund Manager Some factors to evaluate
before choosing a particular Mutual Fund are

sthe track record of performance over the last few
years In relation to the appropriate yardstick and similar
funds In the same category

show well the Mutual Fund 1s organised to provide
efficient prompt and personalised service

sdegree of transparency as reflected in frequency and
quality of thewr communications

Step Three Select the ideal mix of Schemes
Investing in just one Mutual Fund scheme may not
meet all your investment needs You may consider

investing in a combination of schemes o achieve your
specific goals

The following charts could prove useful in selecting a
combination of schemes that satisfy your needs

10
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Children s higher education?
Invest in funds that will give
you lump sum returns when
your children enter coflege

GROWTH SCHEMES

D BALANCED SCHEMES

10-20%

This plan may surt
einvestors in thelr prme earning years and willing to
take more nisk

sinvestors seeking growth over a long term

INCOME SCHEMES

MONEY MARKET SCHEMES

MODERATE PLAN

This plan may suit

- einvestors seeking ncome and moderate growth
sinvestors looking for growth and stability with moderate

risk

- GROWTH SCHEMES

D BALANCED SCHEMES

INCOME SCHEMES

MONEY MARKET SCHEMES

CONSERVATIVE PLAN

20-30%

This plan may suit
eRetired and other investors who need to preserve
capital and earn regular income

- GROWTH SCHEMES INCOME SCHEMES

l:] BALANCED SCHEMES MONEY MARKET SCHEMES

Step Four Invest regularly

For most of us the approach that works best Is to
invest a fixed amount at spectfic intervals say every
month By Investing a fixed sum each month you buy
fewer units when the price Is higher and more units
when the price 1s low thus bringing down your average
cost per unit This 1s called rupee cost averaging and
1s a disciplined investment strategy followed by Investors
all over the world  With many open ended schemes
offering systematic investment plans this regular
investing habit 1s made easy for you

Step Five Keep your taxes in mind

If you are in a high tax bracket and have utiised fully
the exemptions under Section 80L. of the Income Tax
Act investing in growth funds that do not pay dividends
might be more tax efficient and improve your post tax
return

If you are in a low tax bracket and have not utiised
fully the exemption available under Section 80L
selecting funds paying regular income could be more

12




Ready to retire?
Invest in funds that will
supplement your pension

Mutual Funds are truly
mvestments for a ifetime

tax efficient Further there are other benefits avallable
for investment in Mutual Funds under the provisions
of the prevalling tax laws

You may therefore consult your tax advisor or Chartered
Accountant for specific advice

Step Six  Start early

It i1s desirable to start Investing early and stick to a
regular nvestment plan If you start now you will make
more than if you wait and invest later The power of
compounding lets you earn income on income and
your money multiphes at a compounded rate of return

Step Seven The final step

All you need to do now is to get in touch with a Mutual
Fund or your agent/broker and start investing Reap
the rewards In the years to come Mutual Funds are
suitable for every kind of investor whether starting a
career or retinng conservative or risk taking growth
oriented or income seeking

YOUR RIGHTS AS A MUTUAL FUND UNITHOLDER

As a unitholder in a Mutual Fund scheme coming
under the SEBI (Mutual Funds) Regulations
( Regulations ) you are entitled to

1 Recewve unit certificates or statements of accounts
confirming your title within 6 weeks from the date of
closure of the subscription or within 6 weeks from the
date your request for a unit certtficate I1s received by
the Mutual Fund

2 Receive information about the investment policies
Investment objectives financial position and general
affairs of the scheme

3 Receive dividend within 42 days of ther declaration
and recetve the redemption or repurchase proceeds
within 10 days from the date of redemption or
repurchase

4 Vote In accordance with the Regulations to
a either approve or disapprove any change in the
fundamental investment policies of the scheme which

13

are likely to modify the scheme or affect your interest

In the Mutual Fund, (as a dissenting unitholder you

would have a nght to redeem your mnvestments)
b change the asset management company
¢ wind up the schemes

5 Inspect the documents of the Mutual Funds specified
In the scheme s offer document

In additron to your nghts you can expect the following
from Mutual Funds

¢ To publish their NAV in accordance with the
regulations daily in case of most open ended schermes
and peniodically In case of close ended schemes

* To disclose your schemes portfolio holdings
expenses policy on asset allocation the Report of
the Trustees on the operations of your schemes and
therr future outlook through periodic newsletters half
yearly and annual accounts

* To adhere to a Code of Ethios which require that
Investment decisions are taken i the best interests of
the unitholders
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Assistance to Association of Mutual Funds in India
Guidelines on "good faith" Valuation of non traded securities April 1997

I INTRODUCTION

SEBI (Mutual Funds) Regulations, 1996, Chapter VI, Section 47, require Mutual Funds to
compute and carry out valuation of their schemes' investments 1n accordance with the valuation
norms specified in the Eighth Schedule to the Regulations ("Investment Valuation Norms")
which setsforth valuations norms for "traded" and "non-traded" securities Asset Management
Companies ("AMCs") are required to value non-traded securities "in good faith” (herein after
generally described as "fair valuation") on the basis of appropriate valuation methods based on
the principles approved by the Board of the AMC The said Schedule sets forth principles which
are required to be adopted by the AMC

The Association of Mutual Funds 1n India (AMFI), has requested that the Price Waterhouse/
FIRE Project examine the 1ssue of valuation "in good faith" of non-traded securities and provide
detailed guidelines which can be followed uniformly by all AMCs The FIRE Project
recommends the following guidelines which are designed to

1 meet the requirements of the Eighth Schedule,
1 reflect internationally accepted priniciples and standards, and
111 present a "true and a fair" view of the accounts

11 GENERAL PRINCIPLES

The essence of fair valuation 1s good judgement Fair valuation cannot be reduced to a set of
umversally acceptable formulae which apply umformly since fair value will depend upon the
mdividual circumstances of each case However, 1 order to be fair and reasonable valuation

should follow certain principles to approximate market values

1 Mark to Market Securities must be marked to market 1n order that the NAV
reflect their current value

2 Select an appropriate benchmark Whenever securities are valued by appraisal
methods there must be a strong correlation between the benchmark securities and
the securities n the portfolio

3 Obtam bids from independent brokers Fair valuation may also be based upon
bids submuifted by independent brokers Independent brokers are those which
have not done any business with the mutual fund/AMC

4> Use one method consistently Any method once chosen should be consistently
followed

e AR B




Assistance to Association of Mutual Funds in India
- Guidelines on "good faith” Valuation of non traded securities April 1997
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5 Adequately support your valuation Board minutes are necessary to document

the decision of the Board regarding the valution of any non traded security In
addition, Fair valuation must be supported by necessary work papers containing

fundamental analytical data relating to the investments

the nature and duration of restrictions on the transferability of securities
an evaluation of the market forces influencing the securities

current financial position and documented management reports
existence of merger proposals or tender offers

prices and volumes of trading on an exchange 1 similar securities

L 2R 2B BB 2 R 4

RECOMMENDED GUIDELINES
EQUITY SHARES
IN THE CASE OF PROFIT MAKING COMPANIES

The "price" may be estimated based upon the earning per share, capitalised using the
industry (or comparable security) price earmng multiple or the average of the capitalised
earnings as above and the net asset value per share "NAV" for these purposes meauns,
the net worth of the company as defined by the Companies Act, 1956, divided by the
number of shares 1ssued and paid up

The Schedule does not specify whether the earmings for valuation purposes are future or
past earmings If the earnings are interpreted to mean past earnings, whether they should
be audited, or unaudited has not been speficied If a Fund limats 1tseld to using only
audited accounts, then the earnings considred for the valuation could be as old as 15
months 1n almost all cases This would not reflect the "true" current value of the share
If a Fund uses unaudited accounts, then the authenticity of earmings remams n doubt
Further, there 1s no requirement under the Companies Act, 1956 or any other legislation
governing non traded securities, that monthly or quarterely earmings be disclosed to
shareholders Given these hmitations, 1t may be preferable to use the following method
for those securities for which broker quotations can be obtamed

%
Where the audited annual accounts are not available or where the estimation as aforesaid

fails to reflect the current true value of the security, then such securities may be valued at

the average of bid prices received from two "independent” brokers

Price Waterhouse LLP

Page 2

[OOSR

PSP



Assistance to Association of Mutual Funds in India
Guidelines on "good faith” Valuation of non traded securities April 1997

A2

Where the annual accounts are not available and independent brokers' quotations cannot
be obtained, then such securities may be valued at their cost duly adjusted for any
premiums/discoounts received on such securities when they were purchased

IN THE CASE OF LOSS MAKING COMPANIES

The "price" for non traded securities of loss making companies may be based upon the net asset
value per share as per the last audited annual accounts (which shall not be more than 15 months
old) "NAV" for these purposes means, the net worth of the company as defined by the
Companies Act, 1956, divided by the number of shares 1ssued and paid up

B

Bl

B2

B3

DEBT SECURITIES

Money market mstruments such as treasury bills, commercial paper, certificates of
deposit etc , may be valued at the average of the bids received from two independent
brokers In exceptional cases and where a scheme 1s likely to hold these securities till
maturity, they may be valued at cost plus interest accrued on a daily basis

Unlisted/Non-traded debt instruments may be valued on a yield to matunity ("YTM")
basis "Yield" may be based upon a Benchmark Rate with a mark-up on that rate
(depending on the nterest rate movements) such that the security to be priced may
approximate the market value However, the Benchmark should have a correlation with
the security to be priced In this connection, one can use the following as Benchmark
Rates

N the weighted average of the government securities traded with a residual tenor
equal to the security being priced, or

[ the Primary Lending Rate (PLR) of the State Bank of India or the Mimimum
Lending Rate (MLR) of IDBI/ICICI, or

u the yield offered by a security which 1s traded and has credit rating equivalent to
that of the security being priced

L]
As an exception to the above, short term debt securities having a residual tenor of less
than 90 days may be valued by the "amortised cost” method (1e the cost of such
mstruments plus interest accrued on a daily basis)

Price Waterhouse LLP Page 3
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Financial 'nstitytions Reforms 128 T V industral Estate Teleprore 1946630 49635 »
and Expansion (FIRE) Project Worl Mumbai 400 025 Fax 191 22) 4963555

Price Waterhouse LLP “

April 18, 1997

Mr G A Shenai

Chairman of AMFI

Managing Director Canbank Mutual Fund
Orient House

Ballard Estate

MUMBAI-400 038

Re AMEKI Leadership Training Program
Dear Mr Shenai

In AMFT’s letter to the FIRE Project of March 6, 1997, among other things, AMFT requested training
which would enable 1ts leaders to acquire first-hand knowledge of the ICI, n order to better
understand 1ts structure, organization, funding and specific ICI activities mn the fields of

training

research

investor education

promoting professional standdrds, and

ensuring regulatory comphance /

lC
In response to this request, FIRE will sponsor a three week USA based program from May 9-31,
1997 The program 1s designed to familianze AMFI’s Leaders and others who are 1n a position to
! play a sigruficant role n the development of the Indian mutual fund industry with the operation of
the US mutual fund industry, including the roles of the Secunities and Exchange Commussion
l (“SEC™), the NASD and the Investment Company Institute in developmg hgh standards of

professionalism and maintamming public confidence in the mutual fund industry A tentative schedule
open to revision, 1s attached

Six persons are invited to participate in the program, including four representatives of AMFI

- Mr K N Atma Ramam, Managing Director, Tata Asset Management Ltd , 2 Member of
AMFTI’s Board of Directors and Chairman of its Commuttee on Regulation,

L Mr A P Kunen, adviser to Apple Asset Management Ltd , a Member of AMFI’s Board of
Direcgyors and Chairman of its Investor Awareness (ymmuittee,

] Mr SV Prasad Chief Executive Officer JM Mutual Fund and a member of the AMFI
Comphiance Commuttee, and



Mr. G. A Shenai
Chairman of AMFI “
f April 18, 1997
- Page 2

Mr R G Sharma, Chief Executive Officer, Jeevan Bima Sahayog Asset Management
Company, LTD, Adviser to LIC Mutual Fund

A high ranking staff member of the Securities and Exchange Board of India (“SEBI”) and a

representative of the Indian Mimstry of Fiance will complete the participants They will be
l accompanied by Mr R N K Prasad of the PW FIRE Project and myself

Please have each participant personally notify Mr R N K Prasad of his acceptance of this invitation

not later than Wednesday, Apnil 23, in order that we may complete*arrangements for the Program

He wall provide each participant with detailed mstructions to prepare for the Program [ look
C} forward to recerving your acceptances and to welcoming each participant to the United States

Sincerely yours

Enclosure Tentative Schedule

l cc Mr K N Atma Ramam ' /
Mr A P Kunen
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Apnl 11, 1997

Commuttee for Amendment of the Secunties Laws
Secunties Exchange Board of India

Mittal Court "B" Wing,

224, Nanman Point,

,Bombay 400 021

- Pe

Attn: Ms. D. N. Raval

Dear Ms Raval

’

Thus responds to your letter of March 18, 1997 requesting comment on deficiencies in the
Secunities and Exchange Board of India Act (SEBI Act). the Secuntes Contracts
(Regulation) Act, 1956 (SC(R)Act) and the Deposttonies Act, 1996, and asking for
recommendations in respect thereto

ancetbeuunauonoftheP‘uepmjecgmlnve&omhmebnmeeommtedanecdotaﬂy
on vanous aspects of the Indiadt secunties laws and we appreciate the opportumity 10
make turther comment at this tme  [n addition to responding to vanious of the questons
posed in the Annexure 1o your letter, we shall specifically address the following subjects

* SEBI's lack of independence;

* the lack of civil remedies available to SEBL;

* SEBT's disciphinary, investigative and remedial authonty;

¢ SEBI and/or Central Government authonty g name up 10 three persons to

the stock exchange Boards,
* the concept of self r=gulation,
DA |
* the need for a comprehensive Mutual Fund/Unt Trust Law, and

key Depository Act modifications
/ ’ -
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-1 INDEPENDENCE OF SEBI AS A REGULATORY BODY

SEBI should be made an mdependent agency and be relieved of the necessity of having
to seek Ministry of Finance (MoF) approval of its rules and other activities It should be
free 1t to act on its own in the public interest and for the protection of investors withun
parameters prescnbed by statute and should be freed from the changing political side of
the government. Unless 1t 1s a free standing agency, the possibility of it being subjected
to pohtical influence 1s srong This will detract from its effectiveness and if such
influence prevails, will senously umpact its credibility  As an independent agency its
composition would have to be modified by elimunating authonty for Central Government
representation thereon. SEBI shouldberecreatedasafpllumewotkmgaoaxdoﬁhrec
“or five persons with staggered terms’of significant length, 1¢ , five years, and be protected
by statute from the political side of the govenment. [ts only function should be

regulation of the secunties industry and that should be the only business of the Board's
members.

Moreover, the many requirements which call for Central Government approval before

effectiveness, and others wiich call for the Central Government to mitiate action n the

first instance, make regulation of the Indian secunties industry cumbersome In this

respect See Sections 11(2)(), 16, 17, 20 and 31 of the SEBI Act, among others Section

11(2)() specifies that the extent of SEB{'s authonty under the SC(R) Act, which provides

for the registrauon of stock exchanges and other things, shall only be those finctions and
powers "as may be delegated t0 1t by the Central Government.” The statute should assign
SEBI, as an independent agency, its powers and 1t should be permutted to carry them out
in the manner 1t deems most effective 1n the public mterest and for the protection of
investors. It 1s recognized that the Central Government in Notificatons dated July 30,
1996, and September 13, 1994, has Jelegated portions of its authonty under the SC(R)
Act to SEBI but 1t 1s not complete and the power to delegate 1S the power to withdraw
It 1s also recognized that the Secunties Laws (Amendment) Act, 1995, (1995 Act),
redirected certain authonty to SEBL.

Section 16 further detracts from SEB['s effectiveness n that 1t directs that SEBI shall, in
the performance of its functions under the Act, "be bound by such directions on questons
of policy as the Central Govemment may give i writing to it ffom tme to ume” provided
it g1ves an opportumty to SEBI 1o express its views before any direction 1s given It
2xpressly also states that the decision of the Central Government whether a question 1s
one of policy or not shall be final This ooviously includes matters of policy mvolving
the secunitres indusgry and delimuts the authonty given to SEBI in Section 11(2) of the
EBi Act on matters of secuniues industry policy Section 16 should be repealed.
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Secton 20 allows for appeals from orders made by SEBI under the Act, or the rules and
regulatons thereunder to be made by aggneved persons to the Central Government. Thus
1s unnecessary and further undermines SEBI's authoncy as regulator of the Indian
secunues market Appeals from its determinations should be permutied only to the
Judicial system, or the Secunties Appe!late Tnibunal created by the 1995 Act, to insure
that the action taken 1s within SEBI's authonty under the law Section 20A, adopted by
the 1995 Act, furthers the problem with tus Section by denying junsdiction to any Civil
Court as to any "order” of SEBI which 1t 1s empowered by the Act to pass and prohubits
the grarung of an injunction 1n respect thereto

Section 31 1s further illustrative of cumbersome regulation. That section requares all rules
and regulations made under the Act to be laid before ¢ach House of Parliament for a
period of 36 days dunng which théir provisions may be changed. The authonty to make
rules should be SEBI's pursuant to cntena spelled out 1n the Act by Parhament. If it 1s
not acung 1n a manner consistent therewith, the courts should have the authonity to
overrule it when asked pursuant to valid lawsuits.

As an independent agescy of the government, SEBI's actions mn all respects should be
final subject of the nght of aggneved persons to appeal to the court system, or the
Secunues Appellate Tnibunal, but not to the Central Government which enables
unnscessary political interference mn the regulation of the secunties market.

2. SEBI CIVIL REMEDIES AND ITS EXAMINATION,
INVESTIGATIVE AND ENFORCEMENT FUNCTIONS

Proposed Modifications To The Law

SEBI should have broader junsdiction over all aspects of the secunues market, all persons
dealing theremn, and all potential violators of the secunties laws 1f 1t 1S to provide the kind
of regulation which is expected of it. Thus, it should have greater authonty to impose
cvil penaities for violations which fall short of cnnmunal conduct and the nght to impose
cease and desist orders aganst any person. Tlus should nciude authonty to order
respondents to reframn from future violations, to take steps to effect future comphance, to
require accounting of investor money to disgorge il-gotten gains, and to penalize
secunues firms for failure to properly supervise their persapnel i respect to their
secunties dealings SEBI should also have authorty to issue an order without pnior notice
and opporturuty for heaning 1if it determunes that notice and heanng pror 0 entry 1s
impract cable or contrarv to the public interest. A subsequent hearing should of course
be prov'ded for Court enforcement of SEBI mmposed cease and desist orders and
tmposit.on of civil money penalties for failure to comply shouid also be provided for

/d
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SEBI should also have addwtional admmistrative junisdiction oser non-licensed persons

and entities including 1ssuers, officers, drrectors emplos ees and anyone else who caused
or could have prevented secunties law violations

New judicial and administrative remedies of the types suggested are nceded to deter
violations and to increase SEBI's flexibility to tailor remedies more precisely to a

parucular violation thereby maximizing the effectiveness of 1ts enforcement actions and
enhancing the deterrent effect of the enforcement program

Existing Law

,Under Section 15A through H of the SEBI Act, vanous qivil penaities are delineated as

—— to vanous types.of improper acton or inaction up to and including msider trading for

which the prescnibed penalty 1s up to, but not exceeding five lakh rupees Under those
sections, only fines are permutted for the violations covered Cnitenna are spelled out in
Section 157 to which an Adjudicating Officer in adjudging the quantum of the penalty

must have due regard. Cruminal penalties and procedures are addressed i Sections 23 et
seq of the Act. These provisions specify runsdiction to be in no court mferior to that of
a presidency magstrate or a magstrate of the first class

These provisions are acceptable as far as they go but. in addiion to the penalties
specified, authonty should specifically be granted to the Adjudicating Officer, 1n
appropnate cases, to suspend or revoke the registrations of persons who are licensed with
the Board in any category of registration. Presumably the Board can do this under the
provisions of Section 12(3) of the SEBI Act which gives 1t authonty to suspend or cancel
a ceruficate of registration 1n such manner as may be dete—uned by regulations but such
would aecessitate an additional heanng thereby resulurg i further delay  Also, if
Suspension or cancellation are added as additional peraities in connection with the
Secuon 13 through H violanons, such would ne gate the potenual argument that since

penalty provisions were specifically prescribed for those acuvities they are the only ones
that can be inposed.

But even getung to the pont of imposing those penalties 1s complex Under Section 15-1
the Board 1s required to appoint an “adjudicating officer” who 1s authonzed to hold an
inqury “in the prescribed manner” after giving the persqn concerned a reasonable
opperunty of beipg heard for the purpose of imposing the penaltv which 1s hmited to
fines Tle Adjudicating Officer 1s gien the power to surimcn and enforce attendance

of anv person acquainted with the facts and circumstances of the case and to give
>
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evidence or to produce ans document which in the opimen of the adjudicating officer
may be useful or relevant to the subject matter of the inquiry Thus 1t would appear that

he has the authonty to conduct a meaningful and far reaching inquiry as a prelude to
reaching a conclusion

If the Adjudicating Officer concludes that a person 1s 1 violation, he may impose such
penalty as he thinks fit in accordance with the penaity prowisions spelled out which, as
stated, are limuted to fines Broader penalties should be provided. For instance, i insider
trading cases, 1n addition to the fines duthonzed, the Adjudicating Officer should be able
to relieve the perpetrator of the insider trading the amount of lus gain, or the amount of
loss avoided, 1n addiuon to the penalties of suspension or cancellauon of registration if

, they are warranted. In the case of Insider Trading, suspension or canceliation should
almost always be warranted 1f lretnsed persons are involved.

Appeals from the Adjudicating Otficer's determination 1s to a Secunties Appellate
Tribunal rather vaan to the Board which would seem more appropnate. Thus tribunal has
been given same powers which ate vested i a civil court under the Code of Civil
Procedure, 1908 The Act also specSes that no vl court shall have junsdiction as to
any matter which an Adjudicanng Officer or Secunties Appellate Tnbunal has
Jurtsdiction and no mjunction can be granted by any court m respect to any action taken
or to be taken 1n pursuance of any power covered by the Act. In secunues matters,
therefore, its junsdicuon 1s complete and exclusive A person aggrieved by a
determunation of the Secunties Appellate Tnbunal may appeal to the High Court.

These are appropnate provisions but there should be additional civil remedial amho.nty
in SEBI before this tnbunal gets wvolved. Ths authonty should be along the lines
suggested above In addition, perhaps the first level of appeal from the Adjudicating
Officer’s determnation should be to the Board itself. Appeals from the board would go
o the Secunties Appellate Tnbunal These additions to the law would enable SEBI to be
more directly involved 1n the disciplinarv process over those who chose not to obey the
securties laws See Attachment 3, "Building a Secunties Market Regulator n an
Emerging Market” which, among many other things, outlines the four powers consistently
recogmized that a regulator must be able to exercise as the pnncipal ingredients of
successful securiuies regulation n emerging markets They are at page u as follows
P
* establish rules and regulations

control access to the market by licensing and revoking the hcenses of
all market participants

monttor the behavior of market parucipants®
enforce standards and rules

-~
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If the suggestions made above are adopted, SEBI will have a greater ability to perform
these functions than it has today

3. REPRESENTATION BY THE CENTRAL GOVERNMENT OF UP
TO THREE PERSONS ON BOARDS OF STOCK EXCHANGES

Section 4(2) of the SC(R) Act permts “representation of the Central Government on eacr
of the stock exchanges by such number of persons not to exceed three as the Ceantral
Govemnment may nomunate * This provision should be repealed In the Notfication
dated September 13, 1994, the Central Government delegated this power to SEBI
Section 10 of the Securities Contracts (Regulation) Rules, 1957, authonzes SEBI 10
nomunate up to three persons as members of the governing body of all stock exchanges
These apparently may or may pot be government or SEBI personnel.

Government mvolvement 1n the operation of exchanges 1s antithetical to the concept of
a free market and could stfle mtauve and creativity SEBI should clearly have an
oversight role (and exchanges should work closely wath 1t 1 a system of cooperanve
regulanion) but nesther SEBI nor the Central Govemment should participate «n the

operauon of the organization.

4. SELF REGULATION AND SELF
REGULATORY ORGANIZATIONS

SEBI has on more than one occdsion expressed its support for self regulation and has
stated that self regulation 1s "the corerstone of the regulatory framework advocated by
SEBI " Unfortunately, however, there are no regulations or other wnitings delineanng
what self regulation 1s meant to be in India, what organizations should be considered seii
regulatory orgamizatioes (SRO's), precisely what 15 expected of them or what the
relationship should be between a self regulatory orgamzanon and SEBI mn the
development and enforcement of the SRO's rules. These areas should be clanfied Therz
are 23 stock exchanges in [ndia. Are all of them self regulatory organizations” Shoulc
they be” What are their seif regulatory responsibilities? What are their seif regulatory
capabilities” What about sub-brokers? If there is to be self regulation, should not they
in addition to other elements of the industry that are not stock exchange members also
be subject thereto? -

1]
[t seems to be commonly assumed wn [ndiz that the stock exchanges are self regulator
organizatons and in terms of the regulation of their marketplaces and trading wereon ther
are ‘However, in the international context the term "self regufation™ has ° broade-
meaning
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Self regulatory organizations may be organizations which are market operators and those
which are not  There could be one self regulatorv organization 1n a country or more than
one [f there were onlv one such orgamization 1n a country, its responsibility would cover
the whole industry from a self regulatory standpoint and 1t probably would not operate a
marketplace but would closely coordinate sts activities with marketplace operators
(exchanges) If there were to be more than one self regulatory orgamization, their
winds idual self regulatory responsibilities would be limited to, say, members of an
exchange, merchant bankers or the over the counter market. The advantage of a sole seif
regulatory organization 1s that 1t would be cheaper for the industry to operate oae, rather
than more than one or several such orgamzations, and the possibility for having
, urufcrmuty of regulation would be greater The degree-of regulation should not be greater

~~  or lesser in one part of the couriffy than another or as admiustered by one organization
than another

Whatever the system, if there :s to be self regulation, the entire industry should be covered
rather than only a part. The 1dea befind »2lf regulation 1s that 1t would provide day to day
regulation as a complement to a government secuntes regulator’s broader responsibilities
dealing with policy and egregious violations of law A self regulator would, therefore.
develop a system of ethical standards and conduct and sales pracuces rules Among other
things. it would conduct periodic on site mspections of its members’ acuvities no less than
once per year to determine comphance or non-comphance with the law, rules adopted
thereunder and its own rules It would closely monstor the capital adequacy of member
firms by, perhaps, requinng perfbdic filings of financial reports in addition to closely
reviewing such in the on site imspections It would also concem itself with the keeping
of accurate records by members, their sales practices and other areas of conduct. It would
have an effective disciplinary mechanism to impose sanctions on those who violate its
rules or the law [t 1s doubtful that all of the exchanges have the wherewithal to operate
a properly constructed surveillance program. Seif regulation would, therefore, also
involve the concept of a designated regulatory authonty for firms that were members of
an exchange not designated a self regulatory orgamization. All intermedianes engaged in
the secuntes business would be required to belong to a self regulatory orgamzation, or
. at least to an orgamzation regulated by one Tlus would include sub-brokers, merchant

bankers and others If only part, rather than all, of the industry is brought under selt
regulation, there would not be a level playing field 4

§
In 2 self regulatcry system. a self regulatory organization 1s subject to the oversight of the

Zovernment secanues regulator from which 1t recerves the nght to act as such in the first
> 2
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place The govemment regulator closely oversces the activities of self regulatory
Organizations and has authonty to withdraw an organization's designation as such if it
doesn’t properly discharge uts regulatory responsibiliies Irrespective of all this, there
should be an established scheme to guide application of the concept

o
1

The term self regulatory organization 1s mentioned only twice in the Act, see Section
11(2Xd) and (1), but 1t 15 not defined and no responsibilities or obligations are assigned
For the self regulatory concept to be maximized 1t should have a legal framework
established by a statute or regulaudn. SEBI may have authonty under the SEBI Act to
develop a self regulatory structure but the concept would be better supported by 2
statutory scheme establishing and defirung the functions, authenty and mitations on the
SRO's regulatory authonty and laying out the relationshup betwzen the SRO and SEB!
— _ Close SEBI oversight of SRO’s shduld be provided for wn the statute Such will not only
add to the credibility of SRO's but aiso, and importantls, would guard against self interest
in the discharge by them of their regulatory responsibilsties The regulatory acuvities of
the government and the self regulators should 1n many ways complement each other and
they should work together 1s a spim of cooperation.

a

b ol o ol ke ol ar |"'-|

The FIRE project has previously made recommendations to SEBI to create a regulato;y
structure for self regulation and self regulatory organizations See Attachments | and 2

5. VIUTUAL FUND/UNIT TRUST LAW

Indta needs a Scparate comprehensive Mutual Fund Ut Trust Law which takes nto
account the unque regulatory challenge posed by *murual funds® or “urut trusts” because
of the special positions of trust or “fiduciary duties” hewr managers (asset management
comparies (AMC’s), their officers and directors), inciv~dual and corporate trustees bear
These fiducianes, who generally are personally _nknown to the mutual funds
umitholders, almost nvanably are sponsored by larzer enterpnises engaged in other
businesses Their sponsors and therr related businesses stand to benefit from control over
huge amounts of highly ntangible hquid assets which are difficult to value The
regulatorv structure must be strong enough to control the conflicts of wterest and prevent

. the enormous potental for seif-dealing whuch 1s inherent in this structure  Despate the
dramatic improvements and protections made by SEBIU's (Mutual Funds) Regulations.
1996 (the "Regulations”™), the current regulatory framework §t insufficient to provide the
protecuons negessary for a sound mutual fund indust
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The ewsting regulatory framework has three fundamental flaws

UTT’s Mutual Fund Operaticas Are “ot Subgect To The Same Regulations As Other
Vutual Funds.

The Lrut Trust of India (“UTT"™), curreatly representing approximately 85 percent of fund
industry assets, for histonical reasons operates under 1ts own statute, the Umt Trust of
India Act, 1963 That statute lacks the structural protections essential to protection of
mutual fund mnvestors Operatng under its own rules under the imprimatur of the
government of India, UTI enjoys competitive advantages and the umtholders in its
“schemes suffer from the lack of protactions which other funds are required to provide
Moreover, certain UTT practices can sumulate sometimes unhealthy responses from other
funds (¢ g guaranteed returs and assurances aganst losses) which undermine the
indusuy’s credibility  The complete integration and harmonization of UTI's operations
with those of the rest of the fund industry would strengthen the entire industry and
rationalize the entire regulatory frafr :work.

Trustees Do Not Have The Power Or The Abdlity To Oversee Fund Operations,
Control Conflicts Of Interest And Seif-Dealing.

SEBI s Regulations place the main buarden of protection of urutholders interests upon

mutual fund trustees who are appointes by fund sponsors. However, as mutual funds are

currentlv operated, trustees lack the independence, the involvement, the tools, the staff,

the training, the power and the incentives to carry out the broad responsibilities which the

law gives them For example, trustees zre responsibie for the faimess to schemes and their
urutholders of portfolio transactions retween fund schemes and their associates such as
sponsors and the companies controllea by them but, under the Regulations need not leamn
about such transactions until they have been completed. The exisng mutual fund
regulatorv system has sources both .1 the Britsh system of regulation of Unit Trusts
which relies on trustee oversight and 1z the U S. system of separate corporate funds with
both interested and disinterested direczors providing oversight, resulting m mult-layered
oversight or perhaps unnecessary dup canon.

+

Fund Sponsors Are Not Sufficiently Accountable To Fuud Investors.

]
Sponsors organize funds, appotnt trus:z<s. set up AMC’s and directly or indirectly control
their operations Often mutual fund ~chemes are bought on the basis of the sponsor s
reputat.on Under current regulations sponsors may "fully guarantee” returns promised
in the.r fund schemes offer document: i they state the manner in which such guarantees

/O
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are to be met. Sponsors or their associates also may act as brokers, effecting—transactions

’Ol —n secunties of up to 5 percent of the daily gross business of a fund. or as disteibutors so
long as that fact and the brokerage or commussion paid 1s disclosed semi-annually They

may also own as much as 49 9 percent of their fund’s custodian Anv new mutual fund

law should explicitly recognize a private nght of action by umitholders against AMC s,

officers, directors, trustees, and sponsors for breaches of duties to fund schemes and their

- l unutholders The accountanility of sponsors to unit holders should be commensurate with
- SpOnsors’ powers

In addition to remedying these defects, a new mutual fund law should provide scven
~ major areas of protections for investors It should

¥ N
l 2. - Prohubit Self-Dealing And
F Other Confhicts Of Interest.

_ To ensure that trustees and disinterested AMC directors have a full opportumty to fulfitt

their responsibilities, a number of wnternal safeguards are needed, including advance
review procedures, to0'enabl2 trustees and disinterested directors to carefully cvaluate and
author:ze the fumess of proposed transactions. Such transactions aiso should be disclosed
in advance to nvestors and subject to approval by an independent third party such as
SEBI Care also should be taken not io permut any ancillary source ot profit 10 those
affiliated with mutual funds so significant that 1t detracts from the single minded loyaity
demanded of fiducianes (¢ g , permittng an AMC to speculate 1n fund sharcs)

?

b. Provide Economic Regulation Of
Remuneraton Of Affiliates.

The new law, like SEBI’s Regulatons, should set maumum fees that may be charged by
! AMCs for advisory services, define what expenses must be borne by the AMC and himut

total fund expenses as a percentage of total assets They should also sct paramciters for
I selling expenses and sales loads that may be borne by umt holders and provide a specific

night 1o bring lawsuits against mutual funds if fund advisory fees are unrcasonable

c. Prevent Unsound Capital Structures. N

r

Mutual funds must make sense as an investment for the common man | iquidity and
sumplicity should be among a fund’s most attractive features A sound mutual tund captal

structure should prevent, "pyramding” (cross wvesung in other schemcs ot the ~same or
2
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another AMC), excessive leveraging (borrowing), underwnting, and protect the integnn
of the mutual fund as a concept by avoiding features which <urul>te bank accounts
guaranteed debentures or government secunues

d Requtre Clear Disclosure Of Investment
Objecuves And Policies.

Fund schemes should be required to disclose thewr investment objectives and policies n
Offer Documents and advertisements and any changes in them should be made only with
the approval of fund unst holders

e Protect The Physical Integrity Of Fand Assets.
An ndependent custodsan can not onlv protect the physical safety of fund assets, but can
also help to assure the eificiert admmustranon of the fund through the record keeping
procedures built mto its operations
f. Assure Fair Valuation Of Investor
Purihases And Redemptions

Farrness requures that net asset value be calculated on a uniform basis and that fhiniy
traded and unl sted secunties be valued “in good farth” by tue AMC based on recognized
valuation norms approved by its board. “Histoncal pncing,” (using the last quoted price)
should be prohibited. It can resait in dilution of the wmterests of exstung untholders
Forward prncing (using the next quoted price) should be required of ail funds and the
interval between valuations should be narrow

g Require Accurate Periodic Reports
About Funds And Their Investments.

Require that funds provide umtholders continuous relevant mformation about thexr
investments portfolios, costs and expenses, performance, portfolio turnover rahos
repurchase programs, and any-changes in management or operational procedures

The Pnce Waterhouse FIRE Project has considered mearts of improving the regulation
of mutual filnds 1 vanous presentations over the course of its assistance to the
Association of Mutual Funds m India (AMFT) We are pleased to artach four such
presentations for the Commugee’s considerayn. See Attachments 4 through 7
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6. THE DEPOSITORY ACT

W e belicve there are two amendments which should be made to the Depositorv Act as
soan as possible These are as follows the language which requires the depository to
arrange "“for indemnifying the beneficial owners for any loss that may be caused t~ such
owners by the wrongful act, neghgence, or default  of its parucipants or any employee
of (a) parucipant,” and the language making the depository the principal and us

participants its agents If these provisions are ehmunated the Act will have been
sigruficantly improved

The proper relationstup of the deposiory and its participants 1s the reverse of the present

—_ fegislative language We believe the depository could be mortally wounded by an early

-

wncident based on thus language We also believe that NSDL's efforts to protect tself from
the effects of thus language by suggesting wording affecting foreign custodians and therr
customers 1S causing foreign custodians to delay use of the depository NSDL felt

compelled to do this but it 15 no way to break the bottleneck delayng foreign portfolio
investment i India.

Prompt modifications should be made mn thus legislation as suggested.

RESPONSES TO QUESTIONS POSED IN ANNEXURE
The following responses are offered to the questions posed 1n the Annexure to your letter

i We have addressed above the ways in which we think the SEBI Act, the SC(R)
Act, and the Depositories Act should be improved. We have also advocated enactment
of a comprehensive Mutual Fund/Unit Trust Law Our recommendation 1n this respect
recognizes the dramatic improvements and protections made by SEBI's ( ‘\Mutual Fund)
Regulanons, 1996, but the current regulatory framework 18 insufficient to provide the
protections necessary for a sound mutual fund industry As to the Companies Act, we

have neither seen nor reviewad the study and recommendations of the Working Group
appointed by the Government of India. ,
-

2 The refereficed laws provide sigmificant protections for tie interests of investors

but they can be improved at least as outlined in the acove diSCussIOns SEBI's adequacv

under the referenced laws to regulatexould also be substantially improved 1t the
suggestions made are adopted

-~

.
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3 Yes, but we are unaware of the involvement of all of the entities histed All

secunties industry matters should to the extent possible be under the sole Jjunsdiction of
SEBI Matters involving monsy market mutual funds, for instance, should not have to
go through the Reserve Bank of India. RBI should be himited to its statutory
responsibilities over bank financial instruments Regulatory matters should be the
internal responsibility of SEBI wathout the wvolvement of, or access to, the Central
Government. Appeals to the court system should be permutted. Cnminal matters should
on referral by SEBI be handled by the public prosecutors However, SEBI admunstrative
authontv should be sufficient to address many of these matters administratively, also

Such would result 1 more expeditious action against perpetrators of these crimes and
would not preclude subsequent criminal action. We are not aware of the extent of

- mvoh ement of Consumer Forums,in the secunties industry's processes though if they
provide assistance to investors théir actuvities are undoubtedly worthwhile.

4 We spoke to SEBI's investigation and enforcement responsibilities above We
defer on tie questicn of whether the mvestigation and enforcement provisions are
adequate and well balanced in securrties laws baving a value consistent with the principles
of crimunal junsprudence and th: constitutional framework of India.

5and 6 These questions appear to be identical We have addressed above ways m which
we believe the SC(R) Act should be amended.

7 We have addressed above the issue of SEBI and/or Central Government

representation on stock exchangé Boards of Directors We think these requirements
should be changed.

8 As noted above, we understand the Working Group has made recommendations
in this zrea. We look forward to reviewing the report when 1t 1s available.

9 We have not reviewed the Workung Group's report and we will comment when 1t
1s available

10 Thus question postures what penalties should be apphied as to a vanety of unproper
pracuces and cnmunal acuvines Adminustratively, SEBI should have the general
authont to censure, fine, suspend or cancel the licenses of afiHicensed persons and to bar
themn from further participation in the secunties industrv, or to impose any other fnithng
sanction Today, for instance under Section 15G of the SEBI Act, SEBI can only impose
a fine of five lakh rupees for insider trading Ths 1s not enough though, if 1t 1s a licensed
Ferson under other provisions of the SEBI Act it can cancel the license [t should also
have authontv, in addition to the fine, to relieve the perpetrator of the gain received or the

/l

-~

2)3

o n ferde F R SNl

[P T TR i

AR

-




April 11, 1997 '

Commuttee for Amendment of the Secunities Laws
Seccurities Exchange Board of India ”

Page 14

loss avoded as a result of the msider trading  SEBI should also be able to profubit further
participation by that person in any aspect of the secunties industry, including from being
associated with a yubiic company We addressed above other civil remedies which SEBI
should have, such as, cease and desist authonty, among others

As to non-licensed persons, such as, company directors and other company officials,
SEBI should have the authonty to bar them from further participation in the management
of a public company, and from future partcipation m any aspect of the secunties industry
1n addition, perhaps, to authonty to fine them. Additionally, since virtually ail of the
conduct described in the question appears to nse to the level of cnminal actvity,
appropnate cnminal penalties should be provided for

s ’ IS

11. It s notclear how the tefffi “secunties audit™ 1s being used, that 1s, does it mean

a count or pricing of the secunties held as principal by broker for capital adequacy, or

other purposes, or of customers securities held by the broker, or does 1t have some other

mearung”?

12.  Accounting standards should be made uniform n accordance with Internationally

Accepted Accounting Standards. Efforts wn thus direction should be undertaken by the

Institute of Chartered Accountants of India (ICAI) We recommend that any

consideration of legislahion include granting SEBI authonty to establish mandatory

accounting standards for ail capital market financial institutions wn conjunction with the
ICAI.

L

13. If the ransactions are truly private placements within the nternanonally accepted
understanding of the term, they should not be regulated by SEBI whuch should be
concerned with transactions n which the public s nvolved A bona fide pnvate
transaction would be outside the scope of such interest. The anu-fraud provisions of the
securities law should cover private placements, however

14. India should be concerned with enforcing its secunties laws withn its

junsdictional boundanes. Improper actvity in other countries should be addressed by
those countnies

15 and 16 We have addressed the principal ways which we believe the Depositories Act
shouid be amended in the discussion above

t
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17 We are not famibiar with the rules of evidence or the burden of proof as to
secuntes offenses in India. However, asa general rule such procedures should be guided
by the concept of faimess Charges snould be required to be n writing, a copy thereof
should be supplied to the person or entity being accused, there should be a nght to
respond and to have a heanng, there should be a nght to representation by counsel, the
night to present evidence on behalf of the accused, and a requirement that there be a
wntten determunation on the charges brought within a reasonable time after the heanng

The burden of proof should always be on the accuser As to faurness investigative
‘proceedmgs generally, see Attachment 3, page xiv

? »
—————

18 and 19 seem 10 pose the sam.e“qutsuon re should there be compensation funds for
vicums of fraud, though question 18 adds victums of malpractice w0 those of fraud.
Initaily, it shoul” be noted that defrauded wvesto-s and those vichmized by malpractice
have available to them the nght to bring a lawsust to recover their losses from those who
vicumized them  No new legislation or regulatory action 1s needed for tus  We
suggeste 4 above that SEBI should have the power require disgorgement. Such authonty
would also asstst vicums of fraudulent activity m recovering their losses.

In addion to the funds maintamed by clearing corporations, funds maintained by markets
are, generally, of two types those that compensate for Saud or other mproper actvity by

Securiues wtermediaries which result n losses to customers, and those winch compensate
for losses to customers resulting from the financial failure of secunties firms. A number
of markets i the developing countries have compensation funds of the former type The
more developed markets tend to have the latter type. They are all expensive and the cost
benefit of such should te explored before adoption though we understand that some of
the exchanges m India do today have compensation funds of the former type

Compensarnion funds should never purport to compensate for market nsk.

An alternanve to a compensation fund for fraud and malpractice would a requirement that
. all secuntes firms have fidelwy bonds covening officers and employees and which insure
against loss, and have agreements covering, at least the following 1n specified mimmum
amounts fidelity, on premises, m transit, rusplacement, forgery and aiteration (including
check forgery), secunues loss (including secunties forgerydand fraudu:lent trading
t
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Miumum coverage n relaton to required caputal should also be provided for If fidelity
bonds are available 1n India with the correct protections, thev are a good alternat:ve to
compensation funds for fraud and malpractice Tus approach should be explored

20  We have no further comments though Attachments 8,9 and 10 include comments
from Price Waterhouse consultants which bave worked extensively i India as part of the
Fire project. '
Suincerely vours, M..
-~ W !
P
'i

DENNIS GRUBB
PRINCIPAL CONSULTANT CAPITAL MARKETS
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ATTACHMENTS ”

- Self Regulaticn m the Secunties Industry by Frank ] Wilson, Price
W aterhouse Regulatory Consultant.

et ..M—Eﬁ-—&u.-‘.‘d&kﬁia&&ﬁ“

Outline for Development of Self Regulation  India by Frank ] Wilson

Price Waterhouse document eatitled "Building A Securities Market
Regulator in An Emerging Market” (Draft), June 3, 1996.

Reaizing Mutual Fund Potential for Developing the Capital Markets,
Memorandum of Lewis J, Mendelson, Pnice Waterhouse Mutual Fund
Consultant, to the Association of Merchant Bankers of India (“AMBI™),
November 15, 1996, Section II, pp 5-10

Reflections on Reguiation: The Role of Industry, Keynote Address by David
Silver, Pnce Waierhouse, Special Mutual Fund Consuitant, before the
UTI/AMFI Thira Annual Seminar on Mutual Funds, January 20, 1997

An Assessment of The Regulatory Environment for India’s Mutual
Funds, An Assessment As of January 1997, by David Silver. ?

"Reforms That Will Improve the Securities Markets and Provade
New Opportunsties for Investors,” by Lews J. Mendelson, Panelist, at the

Seventh Technical Session of the UVAMF semunar, “Mutuai Funds Through
2000 "

Comments of J Chfford Kennedy, Price Waterhouse Regulatory Consultant.
Comments of Thomas Keyes, Price Waterhouse Training Consultant.

Comments of Paul Litteau, Pnce Waterhouse Qualifications Consultant.
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