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I PURPOSE OF ASSISTANCE
•

The purpose ofMr Mendelson's VISIt was to help AMFI to contmue to
Implement and develop ItS program to Improve the credIbIhty of the mutual fund
mdustry and the pubhc s acceptance of mutual funds SpecIfic goals mcluded

ThIs aSSIstance IS carrIed out under the US Agency for InternatIOnal
Development Fmancial InstItutIOns Reform and ExpansIOn ("FIRE") Project
whIch IS admmistered by PW

Telephone 4946630 4963599
Fax (91 22) 4963555

•
128 T V Industnal Estate
Worh Mumbal 400 025

Fmanclal Instltullons Reforms
and Expansion (FI RE) Project

July 22, 1997

Dear Mr KurIan,

Mr A P KurIan
Chairman of AMFI
AdvIsor to Apple Asset Management Ltd
38/39, RaJgIr Chambers
Opp Old Customs House
Shalnd Bhagat Smgh Road, Fort
Mumbal - 400 023

At the request of the AssocIatIOn of Mutual Funds m IndIa ("AMPI"), Pnce
Waterhouse LLP ("PW") arranged for contmumg aSSIstance to AMFI by Mr
LeWIS J Mendelson, a former semor official of the Umted States Secunties and
Exchange CommIssIOn ("SEC") and an expert m mutual funds Mr Mendelson
made hIs fourth VISIt to IndIa between March 24 and Apn119, 1997 As you are
aware, hIS aSSIstance whIch began m July and August 1996, IS aImed at
Improvmg the credIbIlIty of the mutual fund mdustry and helpmg It to gam Wider
publIc acceptance

ImtIally, PW recommended a comprehensIve strategy to strengthen AMFI and
helped to deSIgn an AMFI Investor Awareness CampaIgn, mcludmg provIdmg
drafts of brochures to be used m the campaign Dunng March and Apnl 1997,
among other thmgs, Mr Mendelson concentrated on trammg AMFI leaders and
the Mutual Fund Industry, preparatIOn of AMFI gUIdelmes, Code of EthIcs and
ComplIance Manual and strengthenmg the regulatory framework applIcable to
Mutual Funds Mr Mendelson was aSSIsted In IndIa by Mr R N K Prasad

Price Waterhouse LLP
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•
• further Implementmg the ActIOn Plan for strengthenmg AMFI,

• completmg the AMFI Investor's GUIde Makmg Mutual Funds Work For
You, the AMFI Sales Agents' Handbook SellIng Mutual Funds Made Easy,
and the AMPI Code of EthIcs,

• launchmg the AMFI Investor Awareness CampaIgn,

• draftmg proposed ValuatIOn GUIdelInes for valumg non-lIsted, non-traded
secuntIes,

• provIdmg specificatlons for draftmg Model AMFI AdvertIsmg GUIdelInes

• arrangmg trammg III the Umted States for a select group of AMFI Leaders
and regulators, and wIth FIRE's TraImng Consultant, presentmg Imtlal
recommendatIOns for structunng AMFI's domestlc traImng programs,

• momtonng progress on
AMFI's Model ComplIance and OperatIOns Manual, and
CRISIL's study of mutual fund performance, and

• recommendmg the preparatlon of a comprehensIve Mutual Fund/UTI Law as
part of a broader recommendatIOn to a SEBI CommIttee on Amendment of
the Secunties Laws

II CONTENTS OF REPORT

The report reVIews progress m Implementmg the AMFI ComprehensIve StrategIc
Plan and the AMFI Investor Awareness Campaign It focuses on three areas

• trammg for AMFI's leaders and by AMFI for the Mutual Fund Industry,

• preparatIOn of AMFI GUIdelmes, Manuals and Codes to proVIde hIgher
standards, greater unIformIty, clanty and transparency to the mutual fund

~

mdustry, and

• measures deSIgned to strengthen the regulatory framework for mutual funds,
mcludmg the Umt Trust of Indra ("UTI")



• creatmg a Model AMFI AdvertlSlng Code, and

• helpmg to structure an AMFI regulatory and legIslatIve programme by
assIstmg m

In VIew of the excellent progress made by AMFI, PW recommends that AMFl
and the fund mdustry would benefit from contmued expert consultatIOn m
connectIOn wIth

•
III NEXT STEPS

July 22, 1997
Mr A P Kurian
Chairman of AMFI
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• IdentIfymg legIslatIve goals and workmg wIth SEBI, the Mimstry of
Fmance, the Reserve Bank ofIndIa, and other concerned Government
Departments to mcrease the mdustry's Impact on regulatory matters that
affect ItS VItal mterests and those of ItS umtholders, and

• strengthenmg AMFI, mcludmg confemng WIth AMFI's leadershIp and
members on Improvmg AMFl's mternal structure and admmistratIon,
pnontIsmg goals, hmng staff and enlIstmg a broader range of members to
partIcipate m commIttees and thereby mcreasmg theIr level of mvolvement m
and support for AMFI and helpmg to achIeve AMFI's obJectIves,

• analysm~ the dIfferences between UTI's structure, operatIOns and
regulatIOn and those of the funds fully regulated by SEBI and outhmng
the steps necessary to restructure UTI to bnng It under full SEBI
regulatIOn, and ~

• supportmg AMFI's Investor Awareness CampaIgn by revIeWIng and
perfectmg the strategy and matenals to be used m Its Investment Awareness
CampaIgn and desIgmng courses and matenals necessary for trammg brokers,
sub-brokers and other sellers of fund scheme urnts,

• raIsmg mdustry levels of professIOnalIsm and complIance by assIstmg m
structunng and planmng mitIal trammg of fund trustees, dIrectors,
complIance officers and other employees of AMC's, and creatmg other
complIance mechanIsms, such as an AMPI Model ComplIance Manual and
mternal reportmg forms and schedules,
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• promotmg changes m the operatIOn of the Industry by preparIng legIslatIve
strategIes for broademng the range of products and Investment technIques
offered by the fund Industry

IV DISTRIBUTION OF THE REPORT

Under the terms of the PWIFIRE Project, the report WIll be dIstnbuted to USAID
and SEBI We request your permISSIOn to dIstnbute the report to selected
partIcIpants In the IndIan CapItal Market and we wIll adVIse you of the same We
V\ III not dIstrIbute the report In Its entIrety to the media dIrectly, however, we wIll
note comments on ItS contents from tIme to tIme In response to media enqumes

We want to express our SIncere appreCiatIOn for the warm welcome and co­
OptratlOn WhICh AMFI, ItS Board Members and partIcularly Its Investor
Awareness and Code of Conduct CommIttees have provIded to Mr Mendelson
and our staff

Upon readmg thIS report and Its recommendatIOns, please feel free to contact me
WIth any questIOns I can be reached at Tel 496 3599, Fax 496 3555,

Thank you,

Smcerely yours,

W DENNIS GRUBB
PRINCIPAL CONSULTANT CAPITAL MARKETS

Enclosure

Mr PratIp Kar
ExecutIve DIrector
Secunties and Exchange Board of India
Mumbm
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• SubmIttmg a draft AMFI ValuatIOn GUIdelme to the AMFI Board

• ImtIatmg draftmg of a proposed Comphance Manual

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

• Outlmmg reqUIrements for proposed AMFI AdvertlSlng GUIdehnes and contractmg
wIth Credence, a firm of IndIan mutual fund analysts to prepare a first draft, and

Page I
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I EXECUTIVE SUMMARY

• RevIewmg the proposed draft AMFI Code of Ethics wIth the AMFI Board of
DIrectors and representatIves of the Umt Trust ofIndia ("UTI")

Codes, GUldelmes and Manuals Dunng March and Apnl FIRE took sigmficant steps
to help AMFI to Implement itS ComprehensIve Strategic Plan by assistmg m upgradmg
professiOnal standards through the development of Codes, GUIdelmes and Manuals,
mcludmg

ThIS report summarIzes the contmumg technical assIstance provided to the ASSOCiatIOn of
Mutual Funds m IndIa ("AMFI") dUrIng March and Apn11997, as part of the fiRE
ProJect's and ItS Mutual Fund Consultant, LeWiS J Mendelson's, contmumg effort to help
the mutual fund mdustry strengthen itS credIbIhty and gam mcreased pubhc acceptance

Trammg In cooperatIOn wIth FIRE's Consultant for Tea-Imng, Dr TessIe San Martm,
FIRE submitted for comment a memorandum to AMFI regardmg "Trammg Support
for the Mutual Fund Industry ImtIaI RecommendatIOns" whIch related to

• Momtonng progress on CRISIL's updated study of mutual fu..'1d performance m
antIcIpatiOn of its preparatIOn ofa brochure on "Understandmg Mutual Fund
Performance"

Price Waterhouse LLP

• Commentmg on the final draft of AMFI's sales agents' handbook, "Sellmg Mutual
Funds Made Easy"

• Helpmg to organIze the launchmg of AMFI' s Concise GUIde to Investmg m Mutual
Funds, "Makmg Mutual Funds Work For You"

• Investor Awarends and EducatIOn
• Sales Agent Trammg
• Comphance and OperatIOns Trammg
• Other Trammg for Trustees and Semor ExecutIves
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• strengthen AMFI

• strengthen SEBI and the regulatory framework

• Improve and expand ItS products, servIces and sales technIques

• the regulatory structure for mutual funds, mcludmg major mstItutIOns such as the

Page 2
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FIRE also organIzed a LeadershIp Trammg Program m the Umted States for Members
of AMFI's Board of DIrectors, Industry RepresentatIves, SEBI and the Mmlstry of
Fmance WhICh wa<; conducted m May 1997 It mcluded

• SeCUrItIes and Exchange CommIssIOn ("SEC"),
• the Investment Company InstItute ("ICI"),
• the NatIonal ASSOCiatIOn of SeCUrItIes Dealers, Inc ("NASD"),
• NatIOnal SecurItIes Clearmg CorporatIon ("NSCC"),
• DepOSItory Trust Company ("DTC"), and
• the New York Stock Exchange ("NYSE")

• the roles of officers, mdependent dIrectors, complIance and legal departments, outSIde
counsel, accountants and audItors, and

• approaches to presentatIons of fund performance

• alternatIve marketmg strategIes and dIstrIbutIOn methods for mutual funds and

Attendance at the ICI General MembershIp Meetmg and m-depth meetmgs wIth five
mutual fund mvestment advIsory organIzatIOns were major features of the program

FIRE reIterates ItS fundamental recommendatIOns to the mutual fund mdustry that to
achIeve greater credIbIlIty and WIder publIc acceptance the mdustry must

• Closmg out all extstmg guarantees of returns and redemptIOn pnces and elImmatmg
any guarantees m the future,

SpeCIfic recommendatIOns for tmmediate steps which relate dIrectly to stemmmg the
eroSIOn of the mdustry's credIbIlIty mclude

SeCUrItIes and Mutual Fund Laws FIRE also submItted recommendatIons for new
secuntIes and mutual fund laws to SEBI's CommIttee for the Amendment of the
SeCUrItIes Law chaIred by JustIce D R Dhanuka

.)
• Controllmg self-dealIng through transactIOns WIth affilIates,

PrIce Waterhouse LLP
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• Strengthemng SEBI, partIcularly Its enforcement ablhty and regulatIOn of mutual
fund actIVItIes,

• AdoptIng comprehensIve umfonn accountIng and valuatIOn standards for mutual
funds and theIr AMCs by the InstItute of Chartered Accountants of Indm, and

• EhmInatIng the dispantles III regulatIOn between UTI and the rest of the mdustry by
bnngIng UTI's Mutual Fund actlvitles under SEBI's full JunsdiCtlon,

AprIl/May /997
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• Developmg an AMFI Busmess Plan, budgetmg and staffing AMFI to proVIde
leadershIp and resources for the fund mdustry

PrIce Waterhouse LLP
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AMFI has adVIsed FIRE that

• both Will be ready for publIcatIOn m the ImmedIate future

• an AMFI MembershIp DIrectory has been prepared by the UTI InstItute, and

AMFI's Code of EthIcs CommIttee IS contmumg efforts to resolve Issues raIsed by UTI
regardmg certam provlSlons of the proposed AMFI Code of EthIcs

Page 4
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II BACKGROUND

• a final draft of AMFI's sales agents' handbook, "Sellmg Mutual Funds Made
Easy" has been prepared and turned over to OgIlvy & Mather, ItS creatIve
consultant for productIOn,

EarlIer, FIRE had desIgned a comprehensIve strategIc plan to Improve the Industry's
credIbIlIty and submItted to AMFI an Actron Memorandum for Implementmg It The plan
called for more closely Identlfymg AMFI's mterests With the umt holders' and
structurmg AMFI around five departments or commIttees to servIce ItS members

FIRE, together wIth AMFI, had also deSIgned an AMFI Investor Awareness Campaign
and prOVIded drafts or outlmes of the basIc documents reqUIred for the Campaign To
date AMI< I has publIshed one such document AMFI's ConcIse GUIde to Investmg m
Mutual Funds, "Makmg Mutual Funds Work For You"

• ProfessIOnal Standards
• Government RelatIOns (RegulatIOn)
• StatIstIcal Research and AnalySIS
• InformatIOn ServIces (Investor Awareness) and
• OperatIOns (MembershIp ServIces)

Price Waterhouse LLP

CRISIL has completed the research reqUIred for preparatIOn ofan AMFI brochure on
understandmg mutual fund performance, but a draft brochure based upon updated
performance data stIll needs to be drafted for AMFI

In June 1997, Mr G A ShenaI resIgned as Chairman and a DIrector of AMFI He was
succeeded as ChaIrmdn by Mr A P Kunan Chairman of the AMFI Investor Awareness
CommIttee Mr K N VaIdyanathan, VIce PreSIdent, Morgan Stanley Asset .
Management Ltd , was mducted on the Board of AMFI m place of Mr Shenal

SEBI and AMFI have agreed to meet on a regular baSIS to dISCUSS Issues of common
concern The first such meetmg was held m Apnl 1997
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2 Ehmmate Guarantees

Makmg good on eXIstmg guarantees and ehmmatmg future guarantees, whether of returns
or redemptIOn prIces, remams one of FIRE's foremost recommendatIOns

The FIRE Project belIeves that guaranteemg a return on a mutual fund scheme consIstmg
of a portfoho of SeCUrItIes IS harmful not only to mdividual unIt holders, but also to
funds, theIr AMC's and sponsors, the mutual fund mdustry, IndIa's capItal markets and
SEBI because

The contmumg faIlure of the pubhc sector funds to meet outstandmg guarantees erodes
pubhc confidence and sIgmficantly undermmes the mdustry's credIbIhty The problems
created by faIled and contmumg guarantees cannot be resolved Without a strong
government mitIatIVe Government mstItutIOns as sponsors of publIc sector funds whIch
have outstandmg unfulfilled guarantees or WhICh have pendmg guarantees whIch m~ not
be met, had a large role m creatmg and perpetuatmg the current SItuatIOn They must bear

Page 5
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III FIRE RECOMMENDATIONS
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A Improve and Expand Products, ServIces and OperatIons

FIRE, m Its AprIl Report on AssIstance to Mutual Funds, set forth nme concrete steps for
Improvmg and expandmg the mdustrIes' products, servIces and operatIOns Key
recommendatIOns mcluded expandmg the product mIX to stress the "famIly of funds"
concept, mvestmg for a lIfetime and mtroducmg "Money Market Funds," whIch can
become the gateway to stronger fund-chent relatIOnshIps and open the door to a wIder
range of mvestments

Prrce Waterhouse LLP

• Guarantees have not been fulfilled and unIt holder expectations have been frustrated,
• Pendmg guarantees create contmumg uncertamty for eXIstmg umt holders,
• FaIled guarantees undermme respect for SEBI and the Government,
• AdvertIsmg of guarantees IS mconsistent WIth the SEBI AdvertIsement Code, WhICh

prohIbIts advertIsements contammg mformatIOn WhICh to any extent depends on
assumptIOns,

• A guarantee by a sponsor or an AMC whIch IS not properly accounted for WIth proper
reserves IS Illusory, and calls mto questIOn current accountmg standards for the
mutual fund mdustry,

• Guarantees can subject Sponsors and AMC's to huge losses, and
• Sellmg on the baSIS of a guarantee, eIther of returns or of a redemption prIce, dIStorts

the mvestment process because mvestors need to understand that all mvestments m
secunties mvolve a degree of fIsk,
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major responsIbIlIty for the current plIght of the umt holders of these funds and Its
Impact on the credIbIlIty of the mutual fund mdustry

FIRE recommends that no future guarantees be permItted Pendmg the total ehmmation
of guarantees, FIRE recommends that guarantors of eXIstmg guarantees properly account
for and reserve agamst outstandmg guarantees

The current regulatory approach to guarantees IS mconsistent and unsatIsfactory UTI
recently offered a fund wIth five year guaranteed returns and redemptIon pnces, usmg
unIt holders' assets from other funds as the reserve behmd Its guarantee ThIS not only
puts those assets at nsk and uses them for UTI's benefit wIthout compen~atmg the umt
holders of the schemes furmshmg the guarantees, but also creates a competItIve
Imbalance whIch puts pressure on the rest of the mdustry to Issue "guaranteed" funds

EXIstmg long-standmg guarantees extend to May 2001 The possIbIlIty of future fallures
to meet these guarantees threatens the abIlIty of the fund mdustry to develop credIbIlIty
and to educate mvestors The contmumg sale of funds on the basIs of guarantees prevents
funds bemg sold on a sound basIs ofunderstandmg and managmg nsk and therefore
dIStOrtS the sellmg process not only for the fund mdustry, but for the entue secuntIes
market Only when all outstandmg fund guarantees are ehmmated can the mdustry begm
to Improve ItS credIbIlIty and buIld reasonable expectatIOns

Page 6

Aprl! /May /997

Assistance to the Assocratlon of Mutual Funds In IndIa ­
Report ofLewIs J Mendelson

Although SEBI's AdvertIsement Code [SIxth Schedule, RegulatIOns (Mutual Funds),
1996] prohIbItS forecasts whIch are untrue or misleadmg and advertIsements whIch
contam mformatIon the accuracy of whIch IS to any extent dependent upon assumptIOns,
SEBI nevertheless permIts a fund to advertIse guarantees If the resources backmg such
guarantees are stated SEBI also permIts mutual funds to advertIse so called "mdlcatlve'
returns whIch It has not defined, but, hke guaranteed funds, are based on assumptIOns of
future performance Although such returns must be accompamed by a broad range of
dIsclaImers, they can be confusmg to mvestors We recommend that SEBI or AMFI,
through ItS AdvertIsmg GUIdelInes, permIt fund schemes to advertIse only histoncal
returns, over unIform penods and on a standardIzed baSIS

\

SEBI, m attempt to "level the playmg 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 m the offer document Such "guarantees" may be meanmgless If the
"guarantors" are not reqUIred to set up separate reserve accounts whIch are accrued dally
to offset pOSSIble contmgent lIabIhtIes As we have seen m the Canara Bank case, the
amount of such guarantees can be staggenng, far exceedmg the resources of the
"guarantor" If SEBI contmues to tolerate "guarantee funds," It should reVIew the
accountmg, reserve and dIsclosure reqUIrements whIch pertam to them m order to aVOId
disappomtmg mvestors and to develop appropnate protectIOns

P, Ice Waterhouse LLP
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2 Prevent Self Dealmg

• dimmish fund performance,

• mcreasmg transparency regardmg fund portfolIo Investments and affilIated
transactIOns,

Although SEBI has made excellent progress m regulatmg mutual funds smce Its creatIon
m 1992, It would benefit by unmedIate addItIOnal steps mcludmg
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B Strengthen SEBI and the Regulatory Framework
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• strengthemng enforcement capabIlIty, mcludmg conductmg InVestIgatIOns and
applymg a broad range of sanctIOns to VIOlators

• reVISIons to the regulatory structure to re-enforce SEBl's role as the pnmary regulator
of the securItIes market and to encourage greater "functIonal regulatIOn" whIch would
allow It more sweepmg JUrIsdICtIOn over funds and aVOId gaps or confuSIOn over
whIch agency has pnmary responsIbIlIty and authonty over mutual funds and the
secuntles theIr schemes mvest m,

• mtern llIzmg the mspectIOn functIOn, whIch IS currently contracted out to audItors, m
order to develop more standardIzed practIces, greater m-house expertIse, contmmty
and cross fertIlIzatIOn and, most Important, to establIsh greater accountabIlIty for
follow-up,

Price Waterhouse LLP

• engender SuspIcIOn and dIStruSt among Investors
t

• promote dIsrespect for fidUCIary oblIgatIOns among trustees, AMC's, theIr officers,
dIrectors and employees, and

The FIRE Project strongly advocates placmg 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 companIes or entItles controllIng,
controlled by or under common control WIth them UntIl the Industry elImmates
OpportunItIes for overreachmg through the use of scheme assets to benefit affilIates,
asSOCIates and theIr related persons, such transactIons WIll contmue to
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3 Ehmmate Regulatory and CompetitIve Imbalances

• broadenmg the defimtIOn of "assocIated" transactIOns to mclude second tler
entItles,

• mcreasmg the transparency surroundmg any such transactIOns as well as fund
portfolIo mvestments generally

• analyze and compare the dIfferences m treatment ofUTI and the protectIOns receIved
by ItS umt holders from the treatment ofpnvate sector funds and the protectIOns
afforded theIr umt holders, and

, t,
\
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UTI has played and contmues to playa dommant role m the establIshment of the mutual
fund mdustry m IndIa and m the growth and acceptance of the market for eqUIty
secuntIes WIthout UTI, IndIa's fund mdustry would be relatIvely tmy and the concept of
mvestmg eqUIty secuntles much less firmly establIshed

• prohlbltmg all such transactIOns, except for certam 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 m the publIc mterest and do not
adversely affect umt holders, and

Because of UTI's hlstoncal role m the fund mdustry, It now enJoys regulatory and
competItIve advantages over the pnvate sector funds Many of Its schemes, mcludmg Its
largest and oldest, US 64, are permItted to engage m practIces, to own greater percentages
of Issuers securItIes and to do busmess m ways whIch otherwIse would have been
curtailed by SEBI m the mterest of protectmg umt holders ThIS two-tIered regulatory
structure and the competItIve Imbalances It engenders IS mhlbltmg the growth of the
mdustry by reducmg mdustry standards to those whIch UTI can tolerate

• recommend changes m the laws and regulatIOns whIch WIll elImmate dispantIes and
result m unIform applIcatIOn of a smgle law across the entIre fund mdustry whIch
affords the hIghest' level of protectIOns to all umt holders and reqUires all funds to
follow the best practIces

The FIRE project recommends that every effort be made ImmedIately to bnng all of
UTI's mutual fund operatIOns voluntarIly under SEBI's full JurIsdIctIOn and that SEBI,
the Mlmstry ofFmance and UTI, organIze a hIgh level commIttee to

Price Waterhouse LLP
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FIRE suggests that AMFI Immediately draw up a work-plan and budget for ItS next year
of operatIons and Job descnptIOns for ItS key staff members and Immediately begm to
organIze a professIOnal staff

• trammg matenals and programs
• educatIOnal matenals
• holdmg general meetmgs and conferences at WhICh proVIders of servIces to the fund

mdustry take out ads and set up promotIOns for whIch fees are paid to AMFI for
access to ItS members and others attendmg

AMFI, at SEBI's strong urgmg and upon Its own mItlatlve, has undertaken an ambItIOus
and dIfficult role Iffrepresentmg the mdustry and promotmg hIgh standards among ItS
members AMFI relIes only on ItS dIrectors and volunteer commIttee members, all of
whom have other Important pnmary responsIbIlItIes to carry out ItS program AMFI
lacks the resources, the budget, the strong support of ItS members WhICh are necessary to
hIre a strong professIOnal staff and draw up a work plan WhICh wIll allow It to carry out
ItS role

At present AMFI IS an aSSOCiatIOn of AMes For It to fulfill Its role as an effectIve
representative of the fund mdustry and ItS umt holders, the FIRE project recommends
that It expand to mclude funds among Its members It also needs to enlIst greater support
from Its members both as to theIr actIve partiCIpatIOn m AMFI commIttees and m
provIdmg financial support and expertIse AMFI can engage m a number of actIvItIes
WhIch would strongly benefit Its members and also provIde mcome to AMFI These
could mclude provIdmg

I
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C Strengthen AMFI

Price Waterhouse LLP
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• For the AMFI ProfeSSIOnal Standards Program the

B Complete On-gomg Projects SIgmficant effort must be dIrected toward completI'1g
on-gOIng projects IncludIng

• draw up a busmess plan and budget for ItS next year of operatIOns,
• draft Job deSCrIptIOns for ItS key staff members, and
• ImmedIately begm to hIre and organIze a professIOnal staff

• AMFI Code ofEtlucs
• AMFI AdvertIsmg GUIdelInes
• AMFI ComplIance Manual
• AMFI ValuatIOn GUIdelmes

Page 10
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• AMFI DIrectors and COITumtteemen
• The Role of AMFI PolIcy and LeadershIp Issues

~

• AMC officers, dIrectors and staff -- Best PractIces
• Code of EthICS,
• ComplIance and OperatlOIl&
• AdvertlSlng GUIdelInes,
• ValuatIOn GUIdelmes,

IV NEXT STEPS

Assistance to the AssociatIOn of Mutual Funds In Indw­
Report ofLeWIS J Mendelson

A Strengthen AMFl's OrgamsatlOn and Structure AMFI's new ChaIrman has begun
InvolvIng representatIves of more funds as board members, commIttee chaIrmen and
commIttee members and IS expandmg the number of projects AMFI IS undertakIng
GIVIng all funds a role m 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

• For the AMFI Investor Awareness CampaIgn completIng and launchIng
the

• AMFI Sales Agents' Handbook "SellIng Mutual Funds Made Easy"
• AMFI MembershIp DIrectory "Mutual Funds ofIndIa"
• CRISIL AnalySIS "A Second Look at Mutual Performance" and
• related mvestor and sales agent trammg programs,

Price Waterhouse LLP

C Commence a Broad Based Sustamed Trammg Program. Broad based Mutual Fund
Trammg Programs should be begun shortly, m accordance WIth the program prepared
WIth the aSSIstance of FIRE Project Trammg DIrector Dr TeSSIe San Martm and as
follow-up to the recently completed LeadershIp TraInmg Program Target audIences and
programs would Include

I
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• mternalIzmg the SEBI mutual fund mspectIOn program, and
t

• adoptIon by the ASSOCIatIOn of Chartered Accountants of comprehenSIve
umform accountmg and valuatIOn standards for mutual funds and theIr AMCs

• Issuance of addItIonal gUIdelInes and mterpretatIOns by SEBI to clanfy any
remammg ambIgUItIes m ItS regulatIOns,

• bUIldmg up SEBI through regular trammg and enhanced enforcement
capauty,

Page 11
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• Trustees
• FIduCIary dutIes, protectmg umt holders' mterests,
• Operatmg effectIvely under SEBI Regulations and the laws

• Investors =Investmg m Mutual Funds
• SellIng Agents-

• SellIng Mutual Funds,
• EthIcal Sellmg Practices and QualIficatIOn Standards,

• Mutual Fund Accountants and AudItors
• Meetmg InternatIOnal Mutual Fund Accountmg/AudItmg Standards
• ValuatIOn
• Reserves Agamst Guarantees

• SEBI
• Inspectmg a Mutual Fund
• InvestIgatmg VIOlatIOns of Mutual Fund RegulatIOns
• AdvertIsmg GUIdelmes
• Guarantee Funds

• adoptIOn of a new secunties law and a comprehensIve mutual fund law whIch,
among other thmgs would clarIfy SEBI's role as the prImary SeCUrItIes market
regulator and elImmate any regulatory gaps and resolve any conflIcts over
regulatory responsIbIlItIes,

• subject all aspects of UTI's mutual fund operatIOns to full SEBIJunsdictIOn
WIth the same umt holder protectIOns and regulatory reqUIrements applIcable
to all regIstered mutual funds,

Assistance to the AssociatIOn of Mutual Funds In India ­
Report ofLeWIS J Mendelson

D Strengthen The Regulatory Framework SEBI has made sIgmficant progress m
enhancmg the regulatory enVIronment m whIch mutual funds operate through the
adoptIOn of SEBI •s (Mutual Funds) RegulatIOns 1996 and through the establIshment
of a program of contmumg lIatson through regular meetmgs between AMFI and
SEBI However, addItIonal systemIC progress can be made by

PrIce Waterhouse LLP
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• Controllmg self-dealmg through transactIOns WIth affihates

• Closmg out all eXlstmg guarantees of returns and redemptIOn pnces and ehmmatmg
any guarantees III the future

In addItIon to these systemIc changes, umt holders, the fund mdustry and SEBI would
benefit from specIfic Immediate steps whIch relate dIrectly to stemmmg the eroSIOn of the
mdustry's credlblhty mcludmg

The FIRE Project submItted a memorandum to SEBI's CommIttee for the Amendment of
the Secuntles Law ("Dhanuka CommIttee") m Apnl Its recommendatIOns are aWaited
FIRE representatIves would be pleased to offer contmued assIstance m thIS effort

Page 12

Apnl/May 1997
Ass/stance to the AssociatIOn of Mutual Funds m Indla­
Report ofLew/s J Mendelson

• Conductmg a VIgOroUS SEBI mvestIgatIOn followed by a full report on the scandal
mvolvmg the CRB Mutual Fund and ItS related compames contammg
recommendatIOns to bolster the statutory and regulatory frameworks and fund,
trustee, audItors, and InSpectIOn processes to protect agamst such scandals m the
future

Pnce Waterhouse LLP
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TEN ADVANTAGES OF INVESTING IN MUTUAL FUNDS

... Professional Management

... Diversification

I... Convenient Administration

... Return Potential

... Low Costs

... LiqUidity

... Transparency

... Flexibility
v

... Choice of Schemes

.&. Well Regulated

CreatIve Consultants

Ogtlvy & Mather
Fmanctal & Busmess CommUnications

MAKING
MUTUAL
FUNDS
WORK
FOR YOU
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MUTUAL FUND - A GLOBALLY PROVEN
INVESTMENT
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21

13455
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GROWTH IN ASSETS

NUMBER OF SCHEMES

65

(Rs In Grares)

1964 69 196974 197479 197984 1984-89 1989 94 1994 96

1984 69 1969 74 1974-79 1979 84 1984-89 1989 94 1994 96

2

Worldwide the Mutual Fund or Unit Trust as It IS called
In some parts of the world has a long and successful
history The populanty of the Mutual Fund has Increased
manifold In developed financial markets i1ke the United
States Mutual Funds have almost overtaken bank
deposits and total 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 tnllion (Rs 100
lakh crores)

In India the Mutual Fund Industry stprted 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 pnvate 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 IS regulated by the
Secuntles and Exchange Board of India (SEBI)

Source UTI Fact Book and CnSlI s study

==--:--:-J~L..---_-
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T
This gUide IS available with all Mutual Fund members of AMFI or can be obtamed
dlrectfy from AssoCIation of Mutual Funds If1 India at T4/6 The Arcade World Tr-ide
Centre Cuffe Parade Mumbal 400 005 Tel 215 4165 Fax 218 1497

Produced by AMFlm a",soclatlon with Pnce Waterhouse LLP/FJRE PrOject funded
by USAID and Ogllvy C1 Mather Fmanclal 0' Busmess CommurJIcatlOns
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What you should
expect from a Mutual
Fund depends on
what stage of life you
arem

("

WHAT IS A MUTUAL FUND?

A Mutual Fund IS a trust that pools the savings of a
number of Investors who share a common financial
goal Anybody with an Investible surplus of as httle 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 IS then Invested by the fund
manager In different types of securities 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 IS 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

••••
• •("11, '\

~ .. /Ir.
~~
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TYPES OF MUTUAL FUND SCHEMES

There are a Wide vanety 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 IS liqUidity You can
conveniently buy and sell your Units at net asset value
( NAV ) related prices

Close-Ended Schemes

Schemes that have a stipulated matunty penod (ranging
from 2 to 15 years) are called close ended schemes
You can Invest directly In the scheme at the time of
the Initial Issue and thereafter you can buy or sell the
units of the scheme on the stock exchanges where
they are listed The market pnce at the stock exchange
could vary from the scheme s NAV on account of
demand and supply situation unltholders 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 maturity
the discount narrows

Some close ended schemes give you an additional
option of selling your units directly to the Mutual Fund
through periodiC 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 pnces

4
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Startmg out In life?

Invest m funds that Will give
you lump sum returns after

a few years
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Money Market 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
-Corporates and IndiVidual Investors as a means to
park their surplus funds for short penods or awaiting
a more favourable Investment alternative

Aim to prOVide easy liqUidity preservation of capital
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

Tax Savmg Schemes

6

Returns on these schemes may fluctuate depending
upon the Interest rates prevailing In the market

Other 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 Incentives for Investment In speCified avenues
For example EqUity Linked Savings Schemes (ELSS)
and Pension Schemes

Ideal for
-Investors seeking tax rebates

ThiS category Includes Index schemes that attempt to
replicate the performance of a particular Index such
as the SSE Sensex or the NSE 50 or Industry speCific
schemes (which Invest In speCific Industnes) or sectoral
schemes (which Invest exclUSively In segments slJch
as A Group shares or initial publiC offerings)

Index fund schemes are Ideal for Investors who
are satisfied With a return approximately equal to that
of an Index

SpeCial Schemes

-..
I
I

-----
(B) By Investment Objective

Growth Schemes

Capital appreciation In such schemes may be limited

5

Aim to provide regular and steady Income to Investors
These schemes generally Invest In fixed Income
seCUrities such as bonds and corporate debentures

Ideal for
-Investors In their pnme earning years
-Investors seeking growth over the long term

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

These schemes are not for Investors seeking regular
Income or needing their money back In the short term

Ideal for
-Investors looking for a combination of Income and
moderate growth

Aim to prOVide both growth and Income by penodically
dlstnbutlng a part of the Income and capital gains they
earn They Invest In both shares and ftxed Income
secuntles In the proportion Indicated In their offer
documents In a nSlng stock market the NAV of these
schemes may not normally keep pace or fall equally
when the market falls

Balanced Schemes

Income Schemes

Ideal for
-Retired people and others with a need for capital
stability and regular Income
-Investors who need some Income to supplement their
earnings

-----

~
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Mamed?
Invest m funds that will gIVe
you regular mcome to
supplement your salary to
match your growing needs

<l-

Sectoral fund schemes are Ideal for Investors who
have already decided to Invest In a particular sector
or segment

Keep In mind that anyone scheme may not meet 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 IS nght for you

Remember as always 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'1

Net Asset Value IS the market value of the assets of
the scheme minus ItS liabilities 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 pnce 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 It may Include a back end
load This IS also called Bid Pnce

Redemption Price

Is the pnce at which open ended schemes repurchase
their Units and close ended schemes redeem their
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 It buys
back the Units from the unitholders

7
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WHY SHOULD YOU INVEST IN MUTUAL FUNDS?

The advantages of Investing In a Mutual Fund are

1 Professional Management You avail of the
services of expenenced and skilled professionals who
are backed by a dedicated Investment research team
which analy~es the performance and prospects of
companies and selects SUitable Investments to achieve
the objectives of the scheme

2 DiversificatIOn Mutual Funds Invest In a number
of COfTlpa'1leS across a broad cross section of Industnes
and sectors ThiS diverSification reduces the risk
because seldom do all stocks decljne 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 Convement Administration Investing In a Mutual
Fund reduces paperwork and helps you aVOid many
problems such as bad delivenes 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
secuntles

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 avail of the faCility of
direct repurchase at NAV related prices which some
close ended and Interval schemes offer you penodlcally

7 Transparency You get regular Information on the
value of your Investment In addition to disclosure on
the speCific Investments made by your scheme the
proportion Invested In each class of assets and the
fund manager's IIwestment strategy and outlook

8
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HOW TO INVEST IN MUTUAL FUNDS
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Choose the rrght Mutual Fund

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

The follOWing charts could prove useful In selecting a
combination of schemes that satisfy your needs

-the track record of performance over the last few
years In relation to the appropnate yardstick and SImilar
funds In the same category
-how well the Mutual Fund is organised to proVide
effiCient prompt and personalised service
-degree of transparency as reflected In frequency and
quality of their communications

10

Once you have a clear strategy In mind you now have
to choose which Mutual Fund and scheme you want
to Invest In The otter document of the scheme tells
you ItS 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

By gOing through such an exercise you Will know what
you want out of your Investment and can set the
foundation for a sound Mutual Fund Investment strategy

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 to achieve your
speCifiC goals

2 How much (15k am I wlllmg to take?
Probable Answers I can only take a minimum amount
of risk or I 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 gain

3 What are my cash flow reqUirements?
Probable Answers I need a regular cash flow or I
need a lump sum amount to meet a speCifiC need
after a certain penod or I don t require a current cash
flow but I want to bUild my assets for the future

Step Two

"

'"

~

Identify your Investment needs

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

UNDERSTANDING AND MANAGING RISK

All Investments whether In shares debentures or
depOSits Involve r sk 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 nsk
companies may default In payment of InteresU pnnclpal
on their debentures/bonds/deposits the rate of Interest
on an Investment may fall short of the rate of inflation
redUCing the purchaSing power

9 ChOice 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
stnct regulations deSigned to protect the Interests of
Investors The operations of Mutual Funds are regularly
monitored by SEBI

While nsk cannot be eliminated skillful management can
minimise nsk Mutual Funds help to reduce nsk through
diversification and profeSSional management The
expenence and expertise of Mutual Fund managers In
selecting fundamentally sound secuntles and timing their
purchases and sales help them to bUild a diverSified
portfolio that minimises nsk and maximises returns

1 What are my Investment objectives and needs?
Probable Answers I need regular Income or need to

Your financial goals Will vary based on your age lifestyle
financial Independence family commitments level of
Income and expenses among many other factors
Theretore the first step IS to assess your needs
Begin by asking yourself these questions

Step One

Parenthood?
Invest In funds that give
you growth now and
regular Income later In line
with your children s needs
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CONSERVATIVE PLAN

ThiS plan may SUit
-Retired and other Investors who need to preserve
capital and earn regular Income

• GROWTH SCHEMES iii INCOME SCHEMES

o BALANCED SCHEMES .. MONEY MARKET SCHEMES

Step Four Invest regularly

4

I

~INCOMESCHEMES

• MONEY MARKET SCHEMES

AGGRESSIVE PLAN

MODERATE PLAN

ThiS plan may SUit
-Investors In their pnme earning years and Willing to
take more risk
-Investors seeking growth over a long term

• GROWTH SCHEMES

o BALANCED SCHEMES

40-50%

11
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If you are In a high tax bracket and have utilised 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 utilised
fUlly the exemption available under Section 80L
selecting funds paying regular Income could be more

For most of us the approach that works best IS to
Invest a fixed amOllnt at specific 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 IS low thus bringing down your average
cost per untt ThiS IS called rupee cost averaging and
IS a diSCiplined Investment strategy followed by Investors
all over the world With many open ended schemes
offenng systematic Investment plans thiS regular
Investing habit IS made easy for you

Step Five Keep your taxes In mind

&II INCOME SCHEMES

III MONEY MARKET SCHEMES

ThiS plan may SUit
-Investors seeking Income and moderate growth
-Investors looking for growth and stability wrth moderate
risk

• GROWTH SCHEMES

o BALANCED SCHEMES

Children s higher education?
Invest In funds that will gIVe
you lump sum returns when
your children enter college

t~
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Ready to retwe?
Invest In funds that will
supplement your pension

Mutual Funds are truly
Investments for a Idetlme

tax effiCient Further there are other benefits available
for Investment In Mutual Funds under the provIsions
of the prevailing tax laws

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

Step SIX Start early

It IS deSirable to start Investing early and stick to a
regular Investment plan If you start now you Will make
more than If you walt and Invest later The power of
compounding lets you earn Income on Income and
your money multiplies 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 retiring conservative or risk taking growth
oriented or Income seeking

YOUR RIGHTS AS A MUTUAL FUND UNITHOLDER

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

1 Receive 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 certificate IS 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 their declaration
and receive 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
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are likely to modify the scheme or affect your Interest
In the Mutual Fund, (as a dissenting unltholder you
would have a nght to redeem your Investments)

b change the asset management company
c Wind up the schemes

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

In addition 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 schemes
and penodically 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
their future outlook through penodic newsletters half
yearly and annual accounts

• To adhere to a Code of Ethlos which require that
Investment deCISions are taken In the best Interests of
the unltholders

14
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II GENERAL PRINCIPLES

4 ~ Use one method consistently Any method once chosen should be conSIstently
followed

1 Mark to Market SecurItIes must be marked to market m order that the NAV
reflect theIr current value

meet the reqUIrements of the EIghth Schedule,
11 reflect mternatIOnally accepted pnmcIples and standards, and
111 present a "true and a faIr" VIew of the accounts

April 1997

I INTRODUCTION

Assistance to AssociatIOn ojMutual Funds In India
GUidelmes on "goodjQlth" ValuatIOn oinon traded seCUrities

3 Obtam bids from mdependent brokers FaIr valuatIOn may also be based upon
bIds submItted by mdependent brokers Independent brokers are those whIch
have not done any busmess WIth the mutual fundiAMC

2 Select an appropriate benchmark Whenever securItIes are valued by appraIsal
methods there must be a strong correlatIOn between the benchmark securItIes and
the secuntIes m the portfolIo

The ASSOClatIOn of Mutual Funds m IndIa (AMFI), has requested that the Pnce Waterhousel
FIRE Project examme the Issue of valuatIOn "m good faIth" of non-traded secuntles a..l1d proVIde
detaIled gUIdelInes whIch can be followed umformly by all AMCs The FIRE Project
recommends the followmg gUIdelmes whIch are desIgned to

SEBI (Mutual Funds) RegulatIOns, 1996, Chapter VI, SectIOn 47, reqUIre Mutual Funds to
compute and carry out valuatIOn of then schemes' mvestments m accordance wIth the valuatIOn
norms specIfied m 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 secuntIes "m good faIth" (herem after
generally descnbed as "faIr valuatIOn") on the basIs of appropnate valuatIOn methods based on
the pnnclples approved by the Board of the AMC The SaId Schedule sets forth pnncIples whIch
are reqUIred to be adopted by the AMC

The essence of fau valuatIOn IS good judgement FaIr valuatIOn cannot be reduced to a set of
umversally acceptable formulae whIch apply umformly smce faIr value WIll depend upon the
mdlvidual CIrcumstances of each case However, m order to be fau and reasonable valuatIon
should follow certam prmcIples to apprOXImate market values
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Al IN THE CASE OF PROFIT MAKING COMPANIES

III RECOMMENDED GUIDELINES

A EQUITY SHARES

5 Adequately support your valuatIon Board mmutes are necessary to document
the decIsion of the Board regardmg the valutIon of any non traded secunty In
addItIOn, Fair valuatIOn must be supported by necessary work papers contammg

1
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• fundamental analytIcal data relatmg to the mvestments
• the nature and duratIOn of restnctIOns on the transferabIlIty of securItIes
• an evaluatIOn of the market forces mfluencmg the secunties
• current finanCial pOSItion and documented management reports
• eXIstence of merger proposals or tender offers
• pnces and volumes of tradmg on an exchange m SImIlar secuntIes

The Schedule does not speCIfy whether the earnmgs for valuatIOn purposes are future or
past earnmgs If the earnmgs are mterpreted to mean past earnmgs, whether they should
be audIted, or unaudIted has not been speficied If a Fund hmits Itseld to usmg only
audIted accounts, then the earnmgs considred for the valuatIOn could be as old as 15
months m almost all cases ThIs would not reflect the "true" current value of the share
If a Fund uses unaudIted accounts, then the authentICIty of earnmgs remams m doubt
Further, there IS no reqUIrement under the CompanIes Act, 1956 or any other legIslatIOn
governmg non traded secuntIes, that monthly or quarterely earnmgs be dIsclosed to
shareholders GIven these lImItatIOns, It may be preferable to use the followmg method
for those secuntIes for whIch broker quotatIOns can be obtamed

Przce Waterhouse LLP

•2 Where the audIted annual accounts are not aVailable or where the estimatIOn as aforeSaid
fails to reflect the current true value of the secunty, then such secunties may be valued at
the average of bId pnces receIved from two "mdepende'1t" brokers

1 The "pnce" may be estImated based upon the earnmg per share, capItalIsed usmg the
mdustry (or comparable securIty) pnce earnmg multIple or the average of the capItalIsed
earnmgs as above and the net asset value per share "NAV" for these purposes means,
the net worth of the company as defined by the CompanIes Act, 1956, dIvIded by the
number of shares Issued and paid up

Assistance to AssociatIOn ofMutual Funds In India
Gwdelmes on "goodfaith" ValuatIOn ofnon traded securities
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B DEBT SECURITIES

A2 IN THE CASE OF LOSS MAKING COMPANIES

• the PrImary Lendmg Rate (PLR) ofthe State Bank ofIndia or the Mmimum
Lendmg Rate (MLR) ofIDBI/ICICI, or

• the weIghted average of the government securItIes traded WIth a reSIdual tenor
equal to the securIty bemg pnced, or

1
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Assistance to AssocIatIOn ofMutual Funds In India
GUidelines on "goodfalth" ValuatIOn ofnon traded securitieS

• the yIeld offered by a securIty WhICh IS traded and has credIt ratmg eqUivalent to
that of the securIty bemg prIced

B1 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 mdependent
brokers In exceptIOnal cases and where a scheme IS lIkely to hold these securItIes tIll
maturIty, they may be valued at cost plus mterest accrued on a daIly baSIS

3 Where the annual accounts are not aVailable and mdependent brokers' quotatIons cannot
be obtamed, then such seCUrItIes may be valued at theIr cost duly adjusted for any
premmms/discoounts receIved on such seCUrItIes when they were purchased

B2 Unhsted/Non-traded debt mstruments may be valued on a yIeld to maturIty ("YTM")
baSIS "YIeld" may be based upon a Benchmark Rate WIth a mark-up on that rate
(dependmg on the mterest rate movements) such that the secunty 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 followmg as Benchmark
Rates

The "pnce" for non traded secuntIes of loss makmg compames 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 Issued and paid up

t

B3 As an exceptIOn to the above, short term debt securItIes havmg a reSIdual tenor of less
than 90 days may be valued by the "amortIsed cost" method (Ie the cost of such
mstruments plus mterest accrued on a dally bas~)

Price Waterhouse LLP
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Financial 'nstitutions Reforms
and Expansion (FIRE) PrOlect

t 28 T V Industnal Estate
Worll Mumbal 400 025

TeleDr~r. J(j46630 4963: 1

Fax ,91 22) .1963555

SIX persons are mVlted to partICIpate In the program, IncIudmg four representatIves of AMFI•

In AMFrs letter to the FIRE Project ofMarch 6, 1997, among other thIngs, AMPI requested trammg
whIch would enable Its leaders to acqwre first-hand knowledge of the ICI, In order to better
understand Its structure, orgarnzatIon, fundmg and speCIfic leI actIVItIes In the fields of

• Mr K N Atma Ramarn, Managmg DIrector, Tata Asset Management Ltd, a Member of
AMFI's Board of DIrectors and ChaIrman of Its Comnuttee on RegulatIon,

• l\.1r A P Kunen, adVIser to Apple Asset Management Ltd • a Member of AMF!'s Board of
Dtreoors and ChaIrman of Its Investor Awareness G.»mmIttee,

• Mr S V Prasad ChIef ExecutIve Officer 1M Mutual Fund and a member of the AMFI
ComplIance CommIttee, and

In response to thts request, FIRE WIll sponsor a three week USA based program from May 9-31,
1997 The program IS deSIgned to fanuhanze AMFI's Leaders and others who are In a posItIon to
playa SIgnIficant role In the development of the IndIan mutual fund Industry WIth the operatIOn of
the US mutual fund Industry, Including the roles of the Secuntles and Exchange ConumSSlOn
("SEC''), the NASD and the Investment Company InstItute In developmg hIgh standards of
profeSSIonalIsm and matntaImng publIc confidence In the mutual fund Industry A tentatIve schedule
open to reVISIOn, IS attached

I

•

..

trammg
research
Investor educatIon
promotIng professIonal stand3rds, and
ensurmg regulatory complIance

•••••

Mr G A Shenal
Chatnnan of AMFI
Managmg DIrector Canbank Mutual Fund
OnentHouse
Ballard Estate
MUMBAI-4QQ 038

Price Waterhouse LLP

Re AMFI Leaderslup Tralmne Proeram

AprIl 18. 1997

Dear Mr Shenal
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• Mr R G Sharma, Chief ExecutIve Officer, Jeevan Blma Sahayog Asset Management
Company, LTD, AdViser to LIC Mutual Fund

A hIgh rankmg staff member of the SecuntIes and Exchange Board of IndIa ("SEBI") and a
representative of the Indian MInIstry of Fmance WIll complete the participants They Will be
accompamed by Mr R N K Prasad of the PW FIRE Project and myself

Please have each partICIpant personally notIfy Mr RN K Prasad ofhIs acceptanct' of tins 1OVItatIon
not later than Wednesday, Apn123, 10 order that we may complete'arrangements for the Program
He WIll prOVIde each partfcipant WIth detaIled InStructIons to prepare for the Program 1 look
forward to receIVIng your acceptances and to welcommg each partICIpant to the Umted States

I

•

,

~

itiJ,-----..
endelsoD

und Consultant

Mr. G. A Shenal
Chairman of AMFI
Apn118,1997
Page 2

Enclosure TentatIve Schedule

cc Me K N Atma Ramam
Me A P Kunen
Me S V Prasad
Mr R G Shanna
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Dtpart by Delta Amval Dulles..-
Alrhnes app at Airport

t ~, OIJOam
Georgetown
Suites

II 12 0 14 15 16 17

TINAPHAI1 ICI Conference ICI Conference ICI ConfertllCe
SEC SEC Noon Ael'strabon 900 am throup 900 am to Noon Sightseeing DNA

SIght Seeing Tour Opening Session DInner 800 pm
Washmgton "tlton PH Free
HoteJ
ExlubttJon Hall
2pm to 6JO p.m.

18 19 20 21 n 23 24

Brunch HASD NASD ICI ICI TRowe Pnce AH NYC Peter
Barbecue Clark Hooper Oark Ifooper (1) GratlOIIJh
~W+ EDIE& Vanguard PM

I
TINA PHAM TftowePnce PH To NYC

(1)

I 25 26 27 28 29 t 30 31

1~~ter GreellOugh Peter Greenhough N~ "'emil Lynch Fund Dlstnbutlon Depart Amvallndra
Ight Seemg Memonal Day AJ1EX

DeposItOry Charles Schwabb
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Slghtseemg Dreyfus
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Price Hilterllollse LLP

,

t...

the concept of self r=gulatlo~

key DePOSitory Act moddicanons

.., ..,

the need for a comprehensive Mutual F~dlt:mt Trust Law, and

the lack ofClvU raned1es ava1lable to SEBI;

SEBrs d1sclplmary.. lDvest1gat1ve and remedial authonty;

SEBrs lack ofmdepeDdeDce;

SEBl and/or Central Government authonty~ up td three persons to
.the stock exchange Boards..

•

•

•

•

•

•

•

Dear~ Raval

AttD: ~. D. N. Raval

F"~ IftSI1hIbllN Aefom'.s
:MId EJIW'-.. {fIRE)"':I

Apnlll,I997

Smce the IDlttatlon ofthe rue project, we bave from tuDe to bIDe commented mecdotally
on vanous aspects of the IDdwf secunbes laws and we apprtCUlle the opportunity to
make turtber comment at tills tune In additIOn to lapoodiPi to vanOld oftbe.questlons
posed lD the A.nneXtft to your letter, we sba1l specdkaIly address the foUowmg subjeCts

11us responds to your letterofMardll8~ 1997 n:quemna CQIIUDCIll 011 defiCleDCteS ID the
Sccunncs and Exchange Board of IDdia Act (SEBI Ad). the SecUrltlCS Contraets
(Regulation) Act, 1956 (SC(R)Act) and the Deposnoncs Act. 1996, aDd askmg for
recommendanons lD respect thereto

Committee for Amendment of the Sccuntles Laws
Secuntld Exchange Board ofindia I

Mittal Court "B" Wing,
224.. Nanman Pomt,

/ Bombav 400 021--
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CommIttee (or Amendment ortbeStcuntl~ uws
Securities £scbange Board of IDdaa
P.age2

- L I~D~ENDE~C£ OF SEDI AS ~ REGULATORY BODY
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SEBI should be made an mdependent agency and be relieved of the necesSIty ofha",ng
to seek MlDlStr) ofFmance (Mof) appro,,'3l of Its Nles and other :JCtI\1tIes It should be
free It to act on Its own In the public Interest and for the protCdlOn of mvestQrS Wlthm
parameters prescnbcd by SIaMe and should be'freed from the cbangJng polmcal Side of
the government Unless It IS a free standmg agency, the POSSlblhty of It belDl subjected
to pohtlca.1 mfluence IS suoog This will detract from Its effectiveness and If such
mfluence prevails, wtll senously tmpact Its credlblhty As an mdepeDdent agency Its
composition would have to be modified by elumnanng authonty for CadlaI Govem.mem
representation thereon. SEBI should be recreated as a fUll ume workmg Board of three
/or five persons ~th staggemi tenDl"ofSlgPl.ficant~ Le , five years, aDd be protected
by statute from the pobucal SIde of the government. (ts ooIy fimcttoD should be
regulatIon of the sectmues mdustry and that should be the only busuK:ss of the Board's
members.

,
Mon:over. the many zequuemencs winch call for Central Government approval before
effec:tlveuess, aDd oth.:rs wl!Jch call for the CenIra1 Government to IIIdIIIe action an the
first J.DStance, make JegUIanon of the Ind1an secuntles mdustry cumbersome In dus
respect See Sect10as 11(2)(j),16'l 17,20 aod 31 oltlle SEBI~ amana otbers Section
11(2XJ) spectfies that the exrat ofSEBrs autbonty under the SeeR) Ad, wIuch proVldes
for the regJStrauOD ofstock exchanges and odM:r tbangs, sball oaly be tbase fimctloDS and
powers "as may be delegated to It by the Cemral (X.vemment.· The stabile sbouId asSign
SEBI~ as an mdependcnt aaeucY, ItS powers aod It should be pemutted to carry Cbc:m out
In the manner It deems most effective LD the publIc mterest and for the proteetJon of
Investors. It IS recognized that the Central Government m NOuticanODS dated July 30,
1996, and Sep1ember 13, 1994, bas delegated portlons of Its autbonty UDder the SC( R)
Act to SEBI but It IS DOt complete and the powa' to delegate IS tbe power to Withdraw
It IS also recogmzed that the SecuntIes Laws (Amendment) Act. 1995, (1995 Act),
redirected certaIn autbonty to SEBl.

Section 16 further de1rads from SEBrs effeeuveness lB that It directs that SEBI shalL In
the perfonnance of Its func:twns under the -\et, "be botmd by such duec:t1~ on questions
ofpolicy as~ Central Go"cmment may gJ~e mwntmg to It"m tune to tune" proVIded
It gIves an opponumtv to SEBi to express Its VIews before any dt.rect1on IS gIven It
,::,,<pressly .dso states that the declSlon of me Cenual Government whether a questIon IS
one of pohcy or not shall be tina) ThIs oovlously mcludes matters of policy anvolvmg
the secunr.les mdU$Y and dehmus the au.thonty given to SEBI m Section 11(2) of the
EBi Act on matters ofsecunues mdustry polley Secuon 16 should be repealed.
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Proposed Mod.flCanons To ne Law

2. SEDI CML REMEDIES AIm ITS EXAMlNATIOl'4,
l'iVESTIGATIVE AND ENFORCEMENT FUNcrIONS

•
Section 20 allows for 3£peals from orders made by SEBI under the Ac~ or the rules and
regulanons thereund~r to be made byaggneved persons to the Central Covernment Tlus
IS unnecessary and further undermines SEBI's authon')' as regulator of the Indian
secuntJes market Appeals from lIS detemunauons shoule! be penDltted only to the
Judicial system. or the Secuntles Appe!late Tnbunal created by the 1995 A~ to msure
that the action taken IS Wlthm SEBI's authonty under the law Sect10n 20A. adopted by
the 1.995 Ac~ furthers the problem WIth tJus SectIon by denymgJunsdIctlOD to my Clvd
Court as to any "order" ofSEBI wluch It IS empowered by the Act to pass and prolublts

j

the granung ofan lDjunctJOn m.respect thereto

As an mdependent agency of the government. SEBrs actions m all respects sbould be
fmal ~ubject of the nght of aggneved persons to appeal to the: court systan, or the
SecuntIes Appellate Tnbuoal. but DOt to the Central Government which enables
unnecessary pohUcallDterference m the regulatJ.on of the secuntIes market

SEBI should have broader junsdletJooover all aspedS of:he secunues market, all persons
dealing there~ and all poteDtJa1 Y1OIators of the secuntle5 laws IfIt IS to proVIde the land
of reg'..llatJon winch IS expected of It Thus. It sbould have greater authonty to unpose
clvd penaltIes for vlolauons wtuch 6ill shcn ofcnmlDal conduct and the nght to unpose
cease and deSist orders agamst any person. T1us should mclude autbonty to order
respondents to refraIn from fUture Y1olauo~ to take steps to effect future compbance, to
require accountmg of lDvestor money to dISgorge ill-gotten gams. apd to penahzc
secunues firms for fallure to properly SUperv1se their~ellD respect to thea
secuntIes deaJmgs SEBI should a.bo b2ve authonty to tssue an order WIthout pnor notIce
and opportwury for hea.:'Ulg If It detenmnes that notIce and heanng {JDor to entry IS

Impract .:able or contrc1I'V to the pubhc mterest. A subsequent heanng should of course
be pro" '~ed for Court enforcement of SEBl lDlposed cease and desist orliers and
ImpOSIt.on of CIVil money penalties for fallure to comply should also be proVIded for

SectIon 31 IS further tllustraUve ofcwnbersome regulanon. That sectlon reqwres all roles
3Ild regulations made under the Act to be laJd before ~h House of Parhament for a,,-
penod of 30 days dunng whJch.ae.r proVISIons may be changed. The authonty to make
rules should be SEBI's pursuant to cntma spelled out JD the Act by Parbamcnl If It IS

not acung In a manner consIStent thcrewtth.. the courts should have the authonty to
overrule It when asked }JUJ'SWUlt to vahd lawswts.

I

-

April II. 1997
Committee (or Ameadmenl of the 3ecunllts La",
Securities Exchange Board of lad:a
Page J
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But e"en gettmg to the pomt oflDlposmg those penaltIes 15 comple~ Under Sc:ctlon 15-1
the Board IS n:qwred to appomt an "adJudJcatmg officer" who 15 autho~ to hold an
mqu1 r) 'm the prescnbcd manner" after givmg the: pers9P concerned a reasonable
oppcrturuty of belpg h.eard for the purpo~e of Imposmg the penalty which IS h~lted to
fines Tl..e AdJudlcatmg Officer IS gl"en the power to sUMmon:md enforce attendance
of an" person acquamted With the facts and circumstances of the case and to give

.:]

ExistIng Law

SEBI should also have addItIonal admlmstratl\e Junsdlctton o\er non-hcc..nsed persons
and enutle5 Includmg Issuers. officers. d'rectors emplo\~s and anyone else who caused
or could have prevented sccuntles law vlolatlons

'\c:\.\ Juclclal and admmlstrallVe remedies of the types suggested are needed to deter
vIolations and to mcrease SEBl's flexlblhty to tador remedies more prec~ly to a
par-lcular vIolation thereby maximizIng the effectiveness of Its c:nforcement actions and
enhanCIng the deterrent effect of the enforcement program

I

"Under SectlOD lSA through H ofthc SEBI Ac~ vanous ~lvd penalties are dchneated as
to "anous types.~.o(lDlproper ac1IOIi or maenon up to and mcludmg tnslder tradIng for
whIch the prescnbcd penalty 15 up to, but not exceedmg five lalch rupees Under those
seCtions, only fines are penmtted for the Vlolatlons COl, ered Cntena uc spelled (lut m
Section 151 to wfuch an Adjudleatmg Officer In adjudgmg the quant1.!lD of the penalt)
must have due regard. Cnuu.nal penalties and procedures are addressed In Secnons 23 et
seq oCtile Act. These provbl0ns specify Junsdn.tIon to be In no court mfenor to that of
a presidency maglSttate or a mag1Str3te of the first class

These prOVISIOns are acceptable as far as they go but 1R addition to the peOalbes
specIfied. authonty should specIfically be granted to the Ad:Judleatulg Officer, m
appropnate~ to suspend or revoke the reglstra1J.ons ofpersons who are lteensed Wlth
the Board III any category of regfstranon. Presumably the Board can do this under the
proVISIOns ofSectIon 12(3) of the SEBI Act wluch gIves It authonry to suspend or caJ1tt;el
a certificate ofregJStraboa U1 such manner as may be dete-uned by regu!at10DS but such
would neceSSItate an addJnonal hcanng thereby resultmg m further delay Also. If
suspension or caucellatlon are added as additiOnal pecaltle:S In connection WIth the
Secuon 15 -\ through H VIolations, such would ne gate the potennal argument that smce
penalty provtSlons wen: spcctfically prescnbed for those acUVItles they are the only ones
that can be lDlPOsed.

-

April II, 1997
':olDmlUce ror Amendment of tb~ Sccun(ies La",
Secuntles E ,chaage Board of ladla
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These are appropnate prOVlSIODS but there should be adchtlOO8l ClW remedtal autbonty
In SEBI before dus tnbunal gets Ulvolved. 11us authonty sbouId be along the lines
suggested above In addiuon, perhaps the first level of appeal &om the AdJuchc:atmg
Officer's deternu.oa!lon should be to the Board Itself. Appeals &om the board would go
ro the Secunnes Appellate TnbuDaI These additions to tile law would enable SEBI to be
more dJ.rectly lDVOJved lJ1 the <bscIpJmarv process over those who chose not to obey the
secuntJes Jaws See Attachment 3. "Butldmg a Sec:unues Market Regulator an an
Emergmg Marlcet" wtuch, among many otherthm~ out1mes the four powers coDSlSteDl1Y
recognized that a regulator must be able to exercIse as the pnnCtpal mgredients of
successful secunues regulation LD emergmg markets They are at page 111 as follows

<

r
c;stabhsh rules and regulatIons
control access to the market by bcensmg and revokmg the hcehses of
all market partIcIpants
monitor the behavIor of market pamclpan~
enforce standards and ruJcs

e" Idence or to produce an' documtnt which m the opinion of the adJudlcatmg officer
rna) be usefuJ or rele\ant to the subJ~t matter ofthC anquuy Thus It would appear that
he has the authonty to conduct 3 '11eamngfuJ and far reaclu:lg mqulry as 3 prelude to
re:lchmg a conclUSIon

Appeals from the AdJudteat1ng Officer's determmatlon IS to a Secuntles Appellate
Tnbuual rather.dan to the Board 'Aiuch would seem more appropnate. nus tnbunal has
been gIVeu same pcwers wfuch ate vested In a CIVIl court under the Code of Clvtl
Procedure. 1908 The Act also spec-,es tbat no avtl court sbal1 have Junscbct10n as to
any matter wluch an Ad]udJ.catmg Officer or Sec:unttes Appellate Tnbunal bas
JunsdlCt10Q and no injunctIon can be granted by any court ID respect to any actIon taken
or to be taken ID pursuance of an~ power covered by the Act. In secunucs matters.
therefore, Its JunsdJctJon IS complete and exclUSIve A person aggneved by a
detennmallon of the SccuntIes Appellate Tnbunal may appeal to the High Court.,

If the AdjudicatIng Officer conclud~ that a RefSOn IS an vlOlabon. he may unpose such
penaJty as he tIunks fit In accordance WIth the penalty proVISIOns spelled out whIch. as
stated, are hunted to fines Broader penaltlcs should be proVIded. For~ an IDSlder
tradmg cases, In addition to the flnes autho~ the AdJudicalmg Officer should be able
to reheve the perpetrator of the lnSlder trading the amount of Ius galD., or the amount of
loss avoided, an addltJon to the penalties of suspenslOO or cancellation ofteglSttatton If

/ they are warranted. In the v-.a of insider Tradmg,~OD or cancellanon should
- almost always.be warranted IfI~nsed persons are lDvolved.

Apnlll, 1997
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4. SELF REGULAnON A.JIlffi SELF
REGULATORY ORGAl'aZATIONS

.
\
I

r

SEDI has 00 more than one occls1on expressed Its sut'POrt for selfregulauon and bas
stated that self reguJabon 15 "the cornerstone of the regulatory framework advocated by
SEDI" Unfortunately, bowever. there are no regulations or other wntmgS dehneanng
what selfreguJabon IS meant to be m IndJa. what organaanoDS should be consIdered self
reguJatory orgaDlzabocs (SRO·s). precIsely what IS expected of them or what the
relatlonstup should be between a self regulatory orgamzauOD and SEBI Ul the
development and enforament of the SRO's rules. These areas should be clanfied There
~ 23 stock exchanges m Ind1a. Are all of \hem self replatory orgaOlzatloos" Shoulc
they be? What an: their self regulatory respooslbllltles" What are thetl' self regulator:
capablbnc:s? What about sub-broken" If there IS to be self regulabon. should no~ the~
an additIon to other elements of the mdustry that are not stock excbange members also
be subject thereto?

•
It seems to be commonly assumed m [ndt.a that the stock exchanges are self regulator
ocgaruzanons and m terms of the regulatIon oftheIr marketplaces and traefmg ~.:reon the-.
are -liowever. m the mternatIonal context the term "self regulatlon" has ., broade"
mearung

If the suggestIons made above are adopted. SEBI \\111 have a greater ability to perfon
these functions than It has today

3. REPRESENTATIOl\{ BY THE CENTRAL GOVER.~~IENT OF UP
TO THREE PERSONS O~ BOARDS OF STOCK EXCHA!'4GES

Government mvolvement an the operanon ofexchanges IS anuthetJcal to the coo<:ept of
a free market and could stifle lDlt1aUve lind creatlV1t} SEBI should clearly have an
ovc:sJght role (and exchanges should work closely With It lD a system of coo~ratlve
regulanon) but oeldler SEBI nor the Central Government should partIcIpate ill the
operatlon ofthe orgamzatlon.

,

Section 4(2) of the seeR) Act penrots "representation oftile Central Government on eacn
of the stock exchanges by sud1 number of persons not to exceed three as the Centr3l
Government may oonu.nate" llus proVIsIon should be repealed In the Notification
dated September 13, 1994, the Central Government delegated tlus power to SEBI
Sectlon 10 of the Secunues Contracts (Regulauon) Rules~ 19S7~ authonzes SEBI to

.. nom.mate up to three persons as members of the govemmg body ofall stock exchanges
- These apparently may or may aatl'be government or SEBI personnel

Apnl ~ 1, 1991
ComodUee Cor 4.mfndment oftbe StC'untles U'lJ
Secunfles Excbange Board or IndIa
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,
[n ~ self regularcry system. a ~{f regulatory orgamzatton IS subject to the oversight uf the
go\oerr.ment ~.Jntles regulator from whIch It receives the nght to act as such in t..fte first

.., .:J

Self reguJatory orgaruzatlOns may be orgamzatlons wluch are market operators and those
\\hlch are not There could be one self regulatorv org3JUil3tlon In a country or more than
one If there 'Aoere onlv one such orgamzatlon In a country, ItS t"eSP'>11S1blhty Y40uld cover
the \\ hole mdustry from a self regulatory standpomt and It probably would not operate a
marketplace but 'Ao(\uld closely coordmate Jts actiVIties With marketplace operators
(exchange~) If there were to be more than one self rqulatory orgamzatto~ theIr
mdt\ tdual self regulatory respons,bdltles would be lmuted to, say, members of an
exchange, merchant bankers or the over the counter market. The advantage ofa sole self
regulatory orgaruzatlon IS that It would be cheaper for the mdustry to operate one, rather
than more than one or several such org3l11Z3UODS, and the posslblhty fer haVIng

~ urufCirII11ty of regulation would begreater The dep:e-ofreguIanon should not be greater
- or lesser In one part of the coun'U1 than another or as admtmstefCd by one organlZ31lon

than another

Whatever the system. tfthert !S to be selfregulatlOD, the entire mdustry should be covered
rather tIw1 onJy a part. :he Idea befhnd ~If regu1atlon IS that tt would proVlde day to day
regufanon as a complement to a government secuntles reguIator's broader tespODSlblhues
dealmg With pohey and egregious VIolatIons of law A self regulator would, therefore.
develop a S)Slem ofethIcal SIaDdards and conduct and sales pracuces rules Among other
thIngs. It ..vouJd conduct penodlc on SIte mspect10DS oftts members' aetlV1ttes no less than
once per year to determme comphance or non-compbaN:e With the law, rules adopted
thereunder and Its own rules It would closely momtor the capital adequacy of member
fmns by, pe:~ reqwnng peribchc filmgs offiDanaal reports m addltton to closely
revleVil1J1g such 1D the on SIte l"'lSpeCtIons It would also coocem ItselfWith the keepmg
ofaccurate records by members, !betr sales pract1a:s and other areas ofconduct. It would
have an effective dlSClplmary mechamsm to tmpose saDCtlODS on those who VIolate its
rules or the law It IS doubtful that aU of the exchanges have the wberewtthal to operate
a properly constructed survetllance program. Self regu.latton would, therefore, also
mvohe the COflcept ofa deSIgnated regulatory authonty for firms that were members of
an exchange not desIgnated a selfregulatory orgamzatlOD. All mtmnedJanes engaged In

the secunnes busmess would be requIred to belong to a self regulatory Orgamzatl0n. or
at least to an orgarnzanon regulated by one 11us would lDClude sub-brokers, merchant
bankers and others If only part. rather than all. of the tndustry IS brought under sel t

regulatIon, there would not be a level playmg field r

I,

I

\1~ i

•
April ll, 1997
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5.. \IUTUAL FUNDIUNlT TRUST LAW

..

The FIRE project has prevIously made recotrmendatlons to SEBI to create a re~latory

struc:ture for selfrqulanon aDd selfregulatory orgaJU23.tlons See Attachments 1 and 2

1

I
i

•

Indlc1 needs a separate comp~lveMutual Fundt. O1t Trust Law which takes mto
account the ImJque regulatory challenge posed by -mutual funds- or -umt trusts" because
of the special posttJODS of trust or -fiducuu:y duncs" _'leU' managers (asset management
compames (AMe's), thetr officers and dm:ctorsh mdl\,dual and corporate trustees bear
These fidUCW'1es. who genaally are personally _rUcnown to the mutual funds·
UDnholders. almost mvanably an: sponsored by larger enterpnses engaged mother
bustnesses Thetr sponsors and thetr related busmesses stand to benefit from control over
huge amounts of lughly mtanglble liqUId assets whtch are difficult to value The
regularorv structure must be suong enough to control !he COnflICl'i of lI1terest and prevent
the enormous potennal for self-deahng wfuch IS mherent m ttus structure Despite the
dramatiC ImprOVements and protcttlons made by SEBrs (~(utuaJ Funds) Regulanoas.
1996 (the "Regulations"), the current regulatory frame\\orkp lDSufficlent to provide the
protectIons nq:essary fo!' a sound mutual ~.md Indusn-.

The term self regulatory orgamzatlon IS mentJoned only twice lD the Act, sec Sei:t1on
I I(2)(d) and (I). but It IS not defined and no responsibilities or obhgatJon.i are assigned
For the self regulatory concept to be maxmuzed Ie should have a legal framework
establIshed by a statute or regulatldn. SEBI may ha\e authonty under the SEBI Act to
de~elop a self regulatory structure but the concept would be better supported by a
statutory scheme estabhshmg and definmg the functIons., authcnty and lmutatlons aD the
SRO's regulatory authonty and laymg out the relatlonstup bet\\een t&~ SRO and SEBI

/ .
Close SEBI ~verslght ofSRO's aiI6uId be proVIded for 1I1 the statute Such \\111 not only
add to the credibility ofSRO's but also, and unportand.. , would guard agamst self mterest
m the discharge by them ofthell regulatory responsibUltJes The regulatory actIVItIes of
the government and the selfreguIalots should in many ways complement each otht:t and
they should work together IS a splJ1t ofcooperatJOD.

place The government regulator closely oversees the actn Itles of self regulatorv
organizations and has :lUthonty to \\lthdra\~ an org:uuzatlon's desJgnatlon as such If It
doesn't properly discharge Its regulatory responslblhtJes Irrespective of an thIS. there
shouJd be an establIshed scheme to gUide apphcatlon of the concept

-

Apnlll.1997
Committee fur Amendment of the Secuntla Laws
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lrrrs 'Iutual Fuod Opmatlt'DS An 'iot Subject To ne Same Regulaboas As Other
\Iutual Fuods.

Fund SpolISon An Not SaffieleD~ -\ccouatable To Fuad lavestors.
t

t

Sponsors orgamze funds, appomt t:rUS"~ set up AMes and duectly or mduectly control
thelr operatIons Oftes mutual fund ~hemes are bought on the basIS of the sponsor s
reputm.on lJnder current regulatIons sponsors may "fully guarantee" returns promised
lfi the.r tund schemes offer docwnen~uthey state the manner In wtu",h such guarantees

SEBI s Regulations place the mam burden ofproteetlon of umtholders mterests upon
mutual fund trustees who are appomte1 by fund spoosors. Ho\\cver, as mutual funds are
currentlv operated. trustees lack d1e mdepeDdence, the lDvolvement, the tools, the staff.
the trammg, :he pl~ and the mcentl"es to carry out the broad re5pODSlbWtJcS wtuch the
law gIves them For example, trustees z:e responsible for the fauness to schemes and thelf
urutholders of portfolIo transactIOns ~tween fund schemes and thelI' assoaates such as
sponsors and the compa1Ues controUec by them but, UDder the Regulanous need not learn
about such transact10DS untJl tney h1\e been completed. The eX15tlng mutual fund
regulatorY system bas so~es both .n the BntlSh system of regulanOD of Umt Trusts
wtuch relies on trustee OVersight and l:1 the US. system ofseparate corporate funds With
both mterested and <hsmten:sted d1m:".urs plOVlding ovemght, resultmg m multi-layered
oversIght or perhaps unnecessary d~.lcanon.

The l rut Trust of Incfta ("'tm'h curte:1tly representmg approxunately 85 percent of fund
mdustry asscts~ for lustoncaI reasons. operates under Its own statute~ the Umt Trust of
India -\ct, 1963 That statute lacks the structural protections essentJal to protection of
mutual fund mvestors Operatmg under Its own rules under the unpnmatur of the
government of India, UTI enJoys competltJve advantages and the umtholders an Its

_ "schemes suffer from the lack of e..:rcJl:CtlODS wtuch other funds are reqwred to proVlde
Moreover, certaln UTI practices caD somuJate sometunes unhealthy respoDSCS from other
funds (e g guaranteed returns and 3SSUt3JlCes agamst loS&eS) wtuch undermme the
mdusuy's credtbdtty The complete lDtegratJon and barmoll123tlon ofUTI's operatlons
WIth those of the rest of the fund mdusuy would strengthen the enure mdustry and
ranonahze the mt:1l'e resuJatory frab: ~rk.

Trustees Do Not Have De Power OrDe Ability To Ovenee '.ad Opentioas,
Control CoafUct! Oflaterest ADd SeIf-DeaIiq.

~\

•
The ~~lshng regulatory framework~ three fundamental flaws

Apnl 11. 1991
Committee for AIDrndment of tbe SecuntlfS Laws
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\,

In addition to remedymg these dcfec~ a new mutual fund law should provide sc\en
major areas ofprotectlons for inVestors It should

c. Preveat Uasouad Capital Structures.

,

.,
L ..- Prolublt Self-DOling ADd

Other CODfbcts Of IDterest.

b. Provide EeODOauc RepJatioD Of
RemaDenno. OfAfliJiates.

The new law, like SEBrs Regulanons, should set maxDDmn fees that may he.. \.harged by
A.\.(C·s for advIsory serviCes. define what expenses must be borne by lh. AM<. .md limit
total fund expenses as a percentage of total assets They should also "c.t {'df"Jrnc..ters for
selling expenses and sales loads tba1 may be bome by umt holders and PWVIUe.. .1 "p-"Ctfic
nght [0 bnng lawswts agamst murual funds 1f fund adVlSOry fees are unrc.1.\"ndhlc

r
~tutual funds must make sense as an mvestment for the common m.ln I l"luldlty and
sImplIcitY should be among a fund's most a..i1:raCtIvef~ A sound mUlu.,1 tund e.-ap1ul
st.rUC~ should preven~ "pyranudmg" (cross Investmg mother scheml.''t 01 lhe. "t.1me or

.:J

To eDSIft that uustees aDddism~ AMC dm:ctors bave a fUll oppurtunlty to fulfill
:.hell' respoDsibiliues, a number of mternal safeguards are need~ mdudlng .adv.mce
reView procedures, to"enable trustees aM dlsmterested cbrectors to caretully l"valu.Ue and
autbor.ze dle fiumess ofproposed ttansadlOQS. Such t:ansaetlons also should he dl"ICloscd
ID advance to inVestors and subject to approval by an mdepeDdent thud p.1rty ~uch as
SEBI ~ also should be taken DOt to penmt any ancillary source \It profit tll those
affibated With mutual funds so Slgndic:ant that 1t detracts from the smglc. mandc..-u loyalty
demanded of fiductanes (e g , pemuttmg an AMC to speculate In fund "h..arc.."l

are to be met Sponsors or their assocIates abo may act as brokers. etTc.'\.llllbr-tran-.a'-tlnns
-an sccuntles ofup to 5 percent of the: dady gross business ofa fund, or .1' dl'trthut4.l1'S so

long as that fact and tIk= broKerage or ~I'UJUSSlOn paid IS dIsclosed scm...mnu.t11v Th",y
may also own as much as 49 9 percent ofthelf fund's custodian An.. n"w mutu..al fund
law should expliCItly recogmze a pnVlUC nght ofacuon by umtholdcr\ .1gJln.\t "Me s.
office~ duectolS, trustees, and sponsors for breathes ofduties to fund "4hl.'1T1~ and their
wutholders The acc:ountaolhty ofsponsors to unat holders should be COOlmc..n,uratc \I, lth
sponsors' powers

/

..

-
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I

g ReqUire Accurate Penodic Repor1s

About FaDds ADd Theil' lavestlDeaa..

,

•

Protect ne Pjg'slcti IDtegnty OfFaDd Assets.e.

.
r. Auu" Fur Valuanoa OflDvestor

P1Ir"hases Aad Redempnoas

Fund schemes should be reqwred to dISClose their lDvestment obJectlves and policlcs In

Offer Documents and adverusemems and any changes lD them should be made only With

the approval of fund urnt holders

An mdependent custodian can not onlv protect the physical safety of fund assets, but can

also help to assure tJ,e efficlert admmJstrauon of the fund through the lUOrd keepmg

procedures bwlt lDto Its OperaUODS

another A.l\1C), excessive lc\eragmg (borrowmg), undel'\\nung, and protect the mtcgnr.

of the mutual fund as a concept by avoldmg features wluch 'llurl.d:"tc bank 3<..eounts

guaranteed debentures or govemmC"l1 secunues

d ReqUire Clar DISclosure Of Investment

ObJftltves ADd Pohela. '

Fatmess requues that net asset value be ~culated on a umform basIS aDd that t1unl~

traded and unl.sted sectmllCS be valued "an good fiuth" by we AMC based OIl recogmzed

\-aluatlon norms approved by Its boar~ ..H1stoncal pncmg,. (usmg the last quoted pnce)

should be prolublted. It c:ao reselt In dilution of the mterests of eXJStmg umtholders

Forward pncmg (USing the next quoted pnce) sbould be requm:d of all fUndI and the

lDterval be~een valuanoDS should be narrow

Requrre that funds proVIde umtholders connnuous relevant mfOrmauOIl about the!!

lDvestments portfobos. costs and expenses, performance. portfoho turnOver ratIos

repurchase programs, and any-changes In management or operational procedures
•

The Pnce Waterhouse FIRE Project has consideredme~ of lDlProvmg the regulanon

of murual fdnds m vanous presentanons over the course of Its assLStance to the

ASSOcIatIon of Mutual Funds m IndIa (AMFI) We are pleased to anach four SUi:h

preSent4.tlOns for the Cornmtsee's conslderalY>n. See Attachments 4 through 7

/-
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6. THE DEPOSITORY ACT

\\ e beheve there are two amendments whIch shouJd be made to the DePOSItorv -\ct as
soon as p<Jsslble These are as follows the language ",inch requires the depository to
arrange "for mdemrufflDg the beneficIal OWDCfS for an) loss thaI may be: caused t'" such
o\.\,ners by the wrongful act, neghgence, or default of lCS partICipants or any emplo)ee
of (a) partJClpant,If and the language malong the dePOSItory the pnnClpal and Its
partlClP3l;lts Its agents If these pro'VtSlODS are elunmated the Act Will have been
Sigruficantly IDlproved

The proper relanooslup of the deposltOry and Its partICIpants 15 the reverse of the present
_ feglSlalJVe language We bclJeve '4JdepoSItory could be~mortally wounded by an early

Ulcident based oil tins language We also beheve that NSDL's efforts to protect ltself fiom
the effects ofttus language by suggesting wordmg affectlDg foreIgn CustodIans and thCll
customers 15 causIng foreIgn custodians to delay use of the depoSItOry NSDL felt
compelled to do tIus but It 15 DO way to break t'1e bottleneck deJaymg foreIgn portfubo
mvesttnent In IDdia.

Prompt moddieat1ons should be made In this legISlatIon as suggested.

RESPONSES TO QUESTIONS POSED IN AL~EXL1U:

The foUowmg responses are otfezed to the questJODS posalln the Annexure to your letter

I We have addressed above the ways In which we dunk the SEBI ~ct, the SC(R)
-\ct. and the Deposltones Act should be unproved. We have also advocated enactment
of a comprehenstve Mutual FUDdIUmt Trust Law Our n:commendauon tn tlus respect
recognrZe5 the dramat1c unprovemcnts and protectlons made by SEBrs (\lutual Fund)
ReguIatlODS~ 1996~ but the current rqu1alory framework 1$ msuffiClent to provIde the
proteeuoDS oecessar) for a sound mutual fund mdustry As to the Compames Act, we
have neIther seen nor revle\\od the stUdy and recommendauons of the \\ orkmg Group
appomted by the Government of indIa.

r

:! The referetked laws proVide sigmficant protections for the Interests of Investors
but they can be unproved arleast as outlmed m the 3COVe ~USSIOns SEBI's adequacv

under the ~ferenced laws to regulate.l:ould also be substantIally Improved It the
suggestIons made are adopted

j

~

\
I

\
;

\



9 We have not revtewed the Workmg Group's report and we will comment when It
IS ava.lable

8 -\s noted above, we understand the Workmg Group bas made recommendanons
m ttus Jl'ea. We look forward co revtewtng the report when It IS available.

5 and 6 These questIons appear to be ldenncal We have addres!ed above ways an wtuch
""e beheve the SC(R) Act should be amended.

1
j
1
j,
d

J

I
~,,

•

10 TIns qucstJ.on postUreS what penalties should be apphed as to a vanety of unproper'
practIces and cnmmal acuvltles ~dm1DJstratively. SEal should bayc the general
authont\ to censure, fine, suspend or cancel the bcenses ofaiHlcenscd peJSODS and to bar
them from furth~r partIcipanon In the secunues Industrv. or to unpose any other fittmg
sanctIOn Today, for mstance under SectIon 15G "fthe SEBI Act, SEBI canonfy unpose
a tine of rive lakh rupees for InSider tradUh! Tlus IS not enoU2.b though. if It IS a hcensed
person under other provIsIons of the SEBl Act It can cancelthe hcense It ~ould also
ha\e authontv. In addmon to the fine, to reheve the perpetrator ufthe gam received or the

7 We have addressed above the ISSue of SEBI and/or Cenual Government
representatlon on stock exchange Boards of Duectors We tbmk these reqwretnents

should be changed.

4 We spoke to SEBlts investigation and enforcement respoDSlbtbtles above We
defer on tLe qucstlcn of whether the UlVestigabOD and enforcement proVlS1ODS are
adequate aOO well baIm=ed an secunttes laws bavmg a value CODSlSteDt WIth the pnnelplcs
ofcnnunal Junsprudence and th:: CODStltut1oual framework of India.

3 Yes. but we are unaware of the Involvement of all of the entltlcs listed All
~w,[)es Industry mattcrs should to the extent possible be under the soleJunsdlctton of
SEBI ~fatters mvolvmg mon:y markel mutudl funds. for Instlnce, should DOt have to
go through the Reserve Bank of India. RBI should be hmlted to Its statutory
responsil:'lhtles over bank financtal lnstruments Regulatory mattcrs should be the
mternal respooslblhty of SEBI WIthout the lOvolvement of, or access to, the Central
Government Appeals to the court system should be pemutted. Cnnunal matters should
on referral by SEBI be handled by the publIc prosecutors However, SEBI admuustrat1ve
authonrv should be suffiCient to addIess many of these matters admJDISb'atlvely, also
Such \\ould result m more expedltlous action agamst perpetrators of these cnmes and
""auld not preclude subsequent cnmmal aet1oo. We are not aware of the extent of

" mvoh ement of Consumer FOl'Ult1SylQ the secuntles m4.ustry's processes though If they
prOVIde asslstaDCe to mvestors dl@r actlVltles are undoubtedly worthwtule.-

April ll. 1997
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11. It 15 not-tlear bow the tenft "secuntlCS audit" 15 bcmg used, that 15, docs It mean
a count or pncmg of the secuntlCS held as pnnclpal by broker for capital adequacy, or
other purposes, or ofcustomers securtues held by the broker. or does It have some other
mea",",?

As to non-hcensed persons, such as, company d.uectors and other company OffiCIals'
SEBI should have the authonty to bar them &om further partlclpatlon In the management
ofa pubbc company~ and from future P,Uttclpet1on In any aspect of the secuntlCS mdustIY
10 adcbtlon.,~ to autbonty to finc cbem. >\ddationallyt SInce vutually all of the
conduct descnbed In the quest:on appears to n.se to the lc\cl of cnmmal 3CtlVlty,

appropnate cnmmaJ penalties should be proVided for

12. Aa:ountmg standards should be made umform In accordance With lntemat1ooall}
Accepted Accounting Standards. EtTons lD tlus chrectton should be undertaken by the
Institute of Chartered Accountants of Incha (leAl) We recommend that any
consIderation of legtSlanoa mclude grantmg SEBI authonty to establish mandatory
accOWltmg standards for all capital market tinanc1aI mstltutlons In conjunction W1m the
ICAI.

loss avoided as a result of the Inslder tradtng SEBI should also be able to prohibit further
partlclpatton by that person In any aspect of the secuntles Industry, mcludmg from being
assocIated Wlth a .,Ul,:IC company We addressed above other Cl\ 11 remedies which SEBI
should have, such as. cease and deSist authonty, among others

13. Ifthe transadIOas are ttuly pnvate placements Wlthm the mtemabonallyaccepted
understaDdmg of the tam. they should not be regulated by SEBI whIch should be
concerned ""1m t:ransaetlons an which the public IS mvolved A bona fide pnvate
transaetJon would be outsade the scope ofsuch mterest. The ann-fraud proVlSJODS of the
secuntles law should cover pnvate placcments~ however

IS and 16 We have addressed the pnnclpa1 ways wtuch wc ;ebeve the Deposltones Act
should be amend~d lD the dascusslon above

14. India should be concerned With enforcmg Its secunues laws Wlthm Its

Junsdictlonal boundaries. Improper actiVIty m other countries should be addressed by
those countnes

,/-

April 11, 1991
Committee (or AmtDdment ortbe Secuntle5 Laws
S~CUritles Exch3nge Board of Ind.1
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In addItion to the funds mamtamed by deanngco~ funds IJI8InlaJned by marketS
are~ gcncrd1ly, oftwo types those that compensate for Dad or oeber uaproper actmty by
secuntlcs lDtermcdJanes wluch RlSUlt m losses to customas, aDd those winch compensare
for losses to customers resultmg fiom the tinancal faabll': ofsccuntlCS finns. ~ number
ofmarkets lD the developmg countnes have compensatlOll fudds of the former type The
more dc~elopedmarkets tend to have the IaUer type. 11M:y are aD expeDSlve and the cost
benefit ofsuch should be e"q)lored before adoptlOD though we UDdastand that some of
the exchanges lD IndIa do today have compensataoD fimds of the former type
Compen.sanon funds should never purport to com.pensarc for market nsk.

An altemanve to a compensatIon ftmd for fraud and maJpractK:C would a reqwrement tbat
all secunnes finns have fidehly bonds covenng officers and employees and winch msure
agamst loss. and have agreements covcnng, cit least the followmg lD specIfied mmunum
amounts fidebty. on prenu~ 1D ttanslt. mssplacement. forgery and alteration (mc:luding
check forgery)9 secunnes loss (mcludlng secuntles forger'1Tand frawi'~ent tradmg
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17 \\'c are not faImhar "'1th the rules of cVldence or the burdtn of proof as to
secunues offcnses mIndia Ho\\cver, as a general rule such procedures should be gwded
by the concept of faIrness Charges snould be reqwred to be 1D wntmg, a copy thereof
should be supplied to the person or cntlty btmg accused, tbere sbauld be a nght to
respond and to have a hcanng, there should be a nght to representatlOD by c:ounse19 the
nght to present CVJdence on behalf of the ac~ aud a n:quuement that there be a
wntten detem:uDat1on on the charges btought W1dun a rcasonabk tune after the heanng
The burden of proof should al\\"aYs be on the accuser As to f4uness 1D mvestJgatl'\e
proceedmgs generally, see -\ttaehment 3, page XIV
~

t
-'.

18 and 19 seem to pOse the same quesuon re should there be compensat1on funds for
VlctuDS of fraud. though quest10n 18 adds Vlc:tu:Ds of malpracuce to those of fraud.
lnitJally. It sbouJ~ be not« that defiaudcd tDVesto-s and those VldIm"M by malpnct1c:e
have aYalJable to them the nght to bnng a laWSUIt to recover tbeu' losses from those who
VlctllnUed them No new leplatlon or rcguIatDry actIOD 15 needed for tIus We
suggestt.J above that SEBI should have the power reqwre chsgorgement. Such authonty
would also assb"t Vletuns of fraudulent actiVIty an recovermg tbe1r losses.

-

AP-:U II,. 1997
Committee Cor AmcDdment fir tbe Sccunhes Laws
Securities Exchange Board or India
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20 We have no further comments though A1tachments 8,9 and 10 mclude UJmments
from Pnce Waterhouse consultants wluch have worked extcnslvely m india as part of the
FlI'e project.

~Irnmwn coverage an relanon to requued C3pual should also be provtded for If fidelity
bonds are avadable In Imba With the correct protections, they are a good altematlve to
compensauon funds for fraud and maJpracuce l1us approach should be explored

Smcerely yours,

, ~ 1vtr-r
..".....

DENNIS GRUBB
PRINCIPAL CONSULTANT CAPITAL MARKETS
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