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Assessment of the Impact of USAID Support to the
Securities and Exchange Board of India
And Its Future Technical Assistance Needs

1. EXECUTIVE SUMMARY
1.1. Overall

By dl accounts, the Financid Inditutions Reform and Expanson Project — Regulatory FIRE-
R) Phase Il program has been a success. It has drengthened the indtitutiona integrity of the
primary regulator of the capitd markets, the Securities and Exchange Board of India (SEBI).

The program has dso played a sgnificant role in establishing a Sdf Regulatory Organization
(SRO) system that not only promotes the development of a broadened market, but aso has
edablished the fundamentd market controls necessay for peforming  inspections,
investigations and sanctioning of maket paticipants. It has, by andogy, crested a
superhighnway upon which a rdiable, trangparent and functiona system for investment and
dlocation of resources can be built. We a Bankworld, based upon our experience in capitd
markets in developing economies in other parts of the world, fed that the successes in India to
date stand as a modd for other developing markets. We attribute this success not only to
USAID and its consultants and agents, but aso to the “economic renaissance’ that began in
the early 1990s in India and continues today. We applaud the Indian regulators and market
participants as well as USAID and its consultants for the dramatic and materid improvements
inthe Indian markets.  With the hep of USAID, India has built an infrastructure that can
accommodate large transactional volumes and can substantidly mitigate market participant
and indtitutiona credit risk.

Neverthdess, we find there remain ggnificant impediments to the achievement of the USAID
drategic objective of a broad-based, efficient and effective mohilizetion of investment in the
capitd markets in India We bdieve tha efficient and effective use of financid resources is
critical to correct the poverty-related problems that transcend the Indian economy and the
Indian way of life

Toward that end, we conclude that continued support of SEBI in certain key aress is critica to
the maintenance of a srong and reliable capitd markets regulatory regime. However,
because the Indian regulatory sructure (and SEBI in particular) has attained competence and
complexity tha is specific to the Indian sysem, we fed that additiona assstance to SEBI
should be nomind in terms of level of effort, and we fed it should be short term in nature, as
needed.

In the event that SEBI obtains jurisdiction for regulation of certain other capitd market-
related activities (e.g., the commodities futures market regulation or financid disclosure and
corporate governance regulaion), we fed that a strong need for long-term technica assstance
to SEBI will arisein these aress.
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As discussed more fully beow, we bdieve tha commodities regulation, financia disclosure
and corporate governance, and judicid reform are the areas in Indian capitd markets
development where USAID resources could be used most effectivdly in the future. Our
recommendations herein will eaborate on why and how USAID should use its resources to
best solve the mogt pernicious problems in the Indian capital markets. Our recommendations
ae amed a SEBI and its authorities, but it likdy will be that the most effective means of
improving Indias capitd markets will require that USAID focus its resources and efforts on
other counterparts.

In the event that SEBI does not obtain jurisdictional authority for corporate governance and
financid disclosure, which is more likey, our assessment is that USAID should consder
immediatdy shifting its technicadl assdance efforts to support the Minisry of Company
Affars and gppropriate judicid, or quas-judicid, bodies. This recommendation of shifting
focus to another counterpart is based upon our assessment of the jurisdictiona authority of the
various governmentd bodies as wdl as the requiste devedopment of proper counterpart
rddationships.  Should the proper counter-party relaionship develop,® we recommend that
USAID consder the herein proposed efforts to be implemented immediately, and that they be
conddered a long-term effort.  We make the following recommendations based upon our
assessment that, USAID by shifting its focus, will more effectivdly enhance Indids capitd
market mechanism for mobilization and appropriate alocation of capital resources.

We make the following generd recommendetions.
A. Continue to Support SEBI

We recommend that USAID continue to asss SEBI in training and technica assstance in the
following aress.

Short term TA from SEC to SEBI and SROs in the areas of

Survelllance

I ngpections and investigation techniques

Enforcement proceedings
Review of traning curriculum of the Nationd Inditute of Securities Markets
(NISM)
Traning during the implementation of the survellance sysem where USAID has
been dready participated in sdection of the sysem for Integrated Market
Surveillance Sysem (IMSS)
Investigation and Enforcement
IOSCO Compliance: Short term TA to hdp SEBI in ensure that SEBI is able to
act in accordance with |OSCO Principles

Generdly, we noted that officids at SEBI, officids at the SROs, and market participants as a
whole are quite sophidticated. India has passed the stage where it needs generd technica

1 Asdiscussed below, representatives of the Ministry of Company Affairsin our meetingsinformally
solicited our advice, and stated that they believe along-term counterpart relationship would be beneficial.
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assgance. Currently, their needs are very specific and cover complex developmental and
implementation issues.

B. Commodities Regulation

USAID should provide technicd assstance (TA) and training programs aimed a regulding
the commodities futures trading market.> We found that the commodities market, which has
grown tremendoudy in vaue of trades remans, in essence, unregulated, and the regulator in
place is largdy ineffective.  Although the firms thet trade in commodities are the same firms
that are trading in securities, the commodities futures postions are not incorporated into the
broker deder financid capitd rules. Consequently, we fear there is a sgnificant risk that a
collapse in the commodities futures market could “cross-over” into the SEBI-regulated capita
market with unknown, and possibly services, financid liquidity crissfor the capita market.

C. Regulatory and Lega Frameworks/Corporate Governance

Bankworld recommends an immediate refocus of resources to assist in the development of a
corporate governance and reporting regulatory framework now being crested by the Ministry
of Company Affars (MCA). The framework, which we understand will ultimately result in a
legiddive initigtive, will edablish an entire regime for regulaion, invedtigation, and
enforcement as well as sanctions for financid Statement fraud and corporate governance
mafeasance. MCA has requested technica assstance in this process. As discussed in depth
below, we believe that corporate governance and financia reporting are perhaps the weakest
aspects of the Indian capitd markets, and because currently, no formad system of regulaion
exigs in these areas, we bdieve USAID should consider both short- and long-term technical
asssance in the framework and subsequent legidative development process.  Additiondly,
should the legidative agenda be accomplished, we recommend long-term technical assistance
in implementation of an gppropriate regulatory approach to these very complex matters.

D. Judicid Training and Reform

We recommend that USAID undertake efforts to assst in the improvement of Indids judicid
system; particularly as it relates to economic issues. We perceive the effective lack of access
to the Indian court system as an enormous impediment to the development of the capitd
markets as well as the devdopment of commercid activity in generd. Frs, we recommend
some kind of forma exposure of judges and lawyers on issues related to the seriousness of
economic misconduct and crimes in capitd markets.  Second, we recommend a training
and/or framework development initiative a the Indian Supreme Court levd that would help
implement a more responsve judicid sysem — towards one that would be relevant and useful
for both broad commercid as well as capita market issues. Both of these recommendations

2 We understand that there is a current legislative initiative to move jurisdiction for commodities futures

market regulation to SEBI. We believe that SEBI is the proper arena for regulation because SEBI has the
institutional understanding and systems in place to appropriately respond to credit risk issues relating to
commodities trading. Nevertheless, we do not believe they currently have the capacity to respond to the “real
economy” regulation aspects of commaodities regulation. Consequently, this is an area where mid-range term
technical assistance would be appropriate.
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have prerequistes of finding an appropriate Indian counterpat with which USAID
representatives could become involved.  Should that occur, Bankworld recommends that
USAID begin with a short-term technicd assstance program (up to six months) in each of the
categories.  Subsequently, we recommend a reassessment regarding the effectiveness of the
program before committing additiona resources.

2. FIRE-R PERFORMANCE AND OUTCOMES

We a Bankworld conclude that the USAID FIRE-R program has been successful in
ggnificantly assiging the devdopment of the infrastructure and regulatory regimes in the
Indian capitd markets. We will discuss each focus area of the program in detall and will
briefly mention aress where gaps have been found® In genera, market professonds and
regulators in virtudly al categories have made sgnificant achievements in the capitd market
infragtructure in India  While conceivably many of these achievements may have occurred
irrespective of FIRE-R asssance, we conclude that India would not have been able to
devdop and reform its market inditutions so swiftly and appropriatdy without USAID
assgance. We attribute this success to USAID’s vison and leadership, and to the efforts of
its contractors, IBM Business Conaulting Services (IBM) and the US Securities and Exchange
Commisson (SEC) toward hdping implement international best practices in India  Broadly,
Phase Il of FIRE-R was focused in five areas, which are discussed in detail below.

2.1. Impact of FIRE-R Assistance—Based Upon Stated Goals

Broadly, Phase Il of FIRE-R was focused in five areas. We summarize our assessment of
the current ate of development of these five focus areas.

A. Inditutiond Strengthening of SEBI

The most sgnificant accomplishments of the USAID project appear to have been in the
aess of inditutiond drengthening of SEBI  through organizationd  restructuring,
implementation of new regulatory sysems and in building saff competence in rule-
making, market oversght, surveillance and enforcement.  Although there are wesknesses
in the Indian system, as there are wesknesses in any capitd markets and regulatory
régime, we found that SEBI understands the problems and has systems and competencies
st up to appropriately respond to them. Fundamentdly, as wedl as from a business
pergoective, SEBI  officids seem to recognize many of the problems that market
intermediaries are concerned about with regard to its overdght. We note that SEBI
officids appear to have a proper sense of balance between legitimate concerns in market
regulation versus the costs and drawbacks that those regulations have on the market.
Consequently, SEBI actively and appropriately seeks the opinions and concerns of market
participants as it proposes to introduce new rules and regulations.

Many of the reforms that occurred during the relevant period (2001-2004) were due
epecidly to the government’s response to market scandds. We understand a widely

3 Gaps and vulnerabilities will be discussed in more detail in the following section.
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recognized stock market-related scandd occurred in 2001  The Indian government
responded with far-reaching legidative changes that empowered SEBI in many ways. The
new Chairman, Mr. G. N. Bapa, who assumed the kead post a SEBI, was a driving force
behind SEBI's empowerment. Mr. Bgjpa has been a strong promoter of SEBI authority
and capitd market reform. These events created a fertile ground for acceptance of USAID
advice.

Bankworld finds that the consequence of a willing counterpart in SEBI, and good USAID
advice, has reaulted in a clear and appropriate understanding of SEBI’'s role in capitd
markets regulation. Not only do the market participant firms and inditutions understand
the role of SEBI, they respect its authority and correspondingly have integrated systems
for sdf-regulation. (See further discusson of SROs below.) We further note that SEBI
has a system in place for investigation and sanction of market participants in both market
manipulation and indder trading cases. Findly, we find that SEBI actively invedigates
and prosecutes cases udng its new adminigtrative powers, obtained through the
amendments to securities-related laws in 2002.%

With regard to overdght of market intermediaries, SEBI has implemented a continuous
process of modifying its inspection, oversght and enforcement programs. We find there
are multiple tiers of credit assurance and corresponding systems for ensuring that dl
trades settle without substantia systemic financid risk.

Despite these controls, however, there exids a view that additiond mechanisms are
needed to protect investors accounts. Specificdly, even though India currently has a
guarantee fund that will pay investors up to approximately $4,000 in the event of broker
deder insolvency, a case can be made to form an Indian-equivdent inditution anadogous
to the Securities Investor Protection Corporation (SIPC) in the United States. This
perceived weakness will be discussed more fully below.

B. Training, Licensng and Certification of Market Intermediaries,
Development of SROs

There ae vaious programs in place for the training, testing, and licensng and/or
certification of broker deders, traders in derivative ingruments, and asset managers of
mutua funds. We note that both mgor exchanges have methods in place to systematically
assess and control credit-related risk in both the stock and derivatives trading market. The
sysems in place are uniquely Indian. Although, like other systems in the world, they are
not foolproof, the sysems for deivery versus payment and for mitigation of market
inditution credit risk are robust. We note that both magor exchanges have systems in
place for sdf-regulation of ther members, and tha members are, in fact, being inspected,
investigated and sanctioned within a systemdtic, expeditious and transparent quasi-judicia
forum. Also, both mgor exchanges have arbitration procedures that alow for settlement

4 we note, however, that 2004 appeals to the Securities Arbitration Tribunal (SAT) and their judgments have not
been made public on SEBI’sweb site.
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of disputes between broker deders, between broker deders and ther clients, and even
between clients and sub-brokers.®

Neverthdess, nearly dl people we interviewed fdt that the lack of sysematic training and
licenang of financdd advisors (eg., “sub-brokers’ who sdl insurance, securities,
government bonds, mutua funds and other government-sponsored fixed payment
schemes) was a significant systemic weskness in India® We conclude, however, that this
necessxy traning must be done, by Indian regulators, educationd ingitutions and market

participants.

Our conclusion is based upon the notion that any sub-broker arrangement that involves the
public capitd markets currently requires a three paty agreement. In other words, the
licensed broker deder, the sub-broker or AMFI-cetified invesment advisor, and the
client, must al be paties to the agreement. Consequently, the sub-broker is an agent of
the broker, and legdly the broker is liable under exchange and SEBI rules for falure of
the sub-broker to comply with rules of fair practicee.  We understand that anyone sdling
mutud funds to dients must first be certified by the Association of Mutud Funds of India
(AMFI), through a SEBI-recognized training program. Although AMFI is not an SRO,
and is reluctant to become one, SEBI has accepted their examination as an appropriate
certification method for sellers of mutud funds.

C. Sabilizing Futures and Options Markets through Improved Regulatory Oversight,
Risk Management, and Introduction of New Instruments

Because of the 2002 amendments to the securities laws, derivaives have been dealy
edablished as “securities’ that are subject to SEBI's oversight. Consequently,
derivatives-related trading rules and systemic credit risks have been addressed, as is the
case with the underlying securities, through SEBI and exchange oversight of the broker
deder practices. As discussed below, however, Section 2 of the Securities Contracts
(Regulation) Act of 1956, athough amended to provide that derivatives are securities, has
not been appropriately amended to dlow for the introduction of new types of instruments.
Correspondingly, the regulation of new insruments remans ambiguous presenting a risk
and limitation in future capitd market deveopment. While we bdieve a dggnificant
improvement as a consequence of USAID’s assgtance in this area of Phase Il of FIRE-R
exists, we note there is gill a gap in the legidation that needs to be addressed, as noted in
the Gaps and V ulnerabilities section below.

Related to the issue of introduction of new instruments, but not specificdly a focus of the
FIRE-R program, is an evolving regulatory risk rdding to the Commodities Futures
markets. This area is discussed more completdy in the Gaps and Vulnerabilities section
bdow. The regulation of the commodities futures markets is the responghility of the
Forward Market Commisson (FMC). However, the FMC is widely reported as lacking

® Given the time constraints, Bankworld did not undertake a full examination of any of these systems.
Consequently, our conclusions are based upon conversations with representatives of the exchanges. .

® We have been given estimates that there are somewhere between 800,000 and 2,000,000 of them working in
India.
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resources to be fully effective in regulaing its futures makets in the near term.
Brokerage firms currently trade in commodity futures, but only through a separate legd
entity, with a corresponding separate baance sheet that is not consolidated with ther
Securities operations.

In the last dx months, commodities futures trading volume has grown suddenly and
dramaticaly. Unfortunately, it appears that the growth may be modtly speculative rather
than hedging. With little effective regulaion, many market participants fed that there is
scope for dgnificant manipulation in the market, which could lead to a posshle
catastrophic adjustment in the commodities market. (See Commodities Regulation in the
Gaps and Vulnerabilities section, below).

D. Increesng Investor Confidence in the Market through Improved Corporate
Governance, Investor Education, and Disclosures, and Indtitutiondization of Securities
Laws Education

In these aspects of Phase Il of the FIRE-R program, we have seen some limited success.
Firdt, we note that the standards for disclosure and corporate governance have improved.
Our examinations of prospectuses for public offerings of securities reved that financid
and quditative disclosure is extensve and appears to be of high qudity.” We dso find
that India has a sophigicated and internationally accepted set of dtandards for both
corporate governance and financia reporting.

Smilaly, it is common knowledge in the internationd financd community that the
Indian capitd markets have been successful in floating large issuances of equity securities,
even when the securities represent a minority podtion in a Ingle-shareholder dominated
company. In August of 2004, Tata Consultancy Services (TCS), a divison of Tata Sons,
the holding company of $13 hillion Tata Group, was able to rase approximady $1.2
billion in a sngle offering; the offering was oversubscribed by more than 10 times. Post-
IPO, TCS dands as a separate company with Tata Sons gill retaining an 86.7% stake in
TCS. Clealy, the cepitd market has the ability to mobilize capitd especidly around
wedll-established business houses.

We aso note that trading volumes a the two mgor exchanges are enormous, especidly
given that only a few between 50 and 100, of the gpproximate 9,000 listed companies are
heavily traded. Our assessment is that there is a certain degree of investor confidence
developing in companies that are closdy monitored by Qudified Inditutiond Bankers
(QIBs), but among “second-tier” companies, a liquid market has been dusve. There is
little conggent trading or liquidity in the securities of agpproximatey 8900 of the
gpproximate 9,000 listed companies. We bdlieve this lack of depth in the market is caused
by severd factors. The man cause for this we fed is a dgnificant gap between the
standards for corporate governance and financid reporting and actual practices with

" Bankworld reviewed only a handful of prospectuses, and our comments are based upon discussions with
market participants, regulators, representatives of the Ministry of Company Affairs and representatives of a
credit and corporate governance rating firm. Bankworld did not conduct an independent assessment of corporate
governance and disclosure practices— atask outside the scope of this SOW.
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regard to financid reporting and corporate governance on the part of these second-tier
companies.

Related to this problem, we note that SEBI has not undertaken subgtantive reviews of
either corporate governance practices or compliance with Indian GAAP, a dther the
initiad public offering stage or subsequently after a company has been lised® We have
been told that Indian GAAP is “in conformance’ with internationd standards and tht,
dthough Indian GAAP is a principles-based system (as opposed to the US GAAP rules
based system), there are few fundamental differences in the accounting standards between
US and Indian GAAP. Bankworld's developmenta accounting experience, as well as our
discussions with severd market intermediaries and corporate rating inditutions in Indig,
leads us to believe there is little consstency in gpplication of dandards in India As a
consequence, we bdieve that the disrugt in the private financid reporting system is a
significant reason for the lack of broad-based investor confidence.

Issuer disclosure filings, including prospectuses, are checked by regulatory authorities
only to determine whether necessary information has been provided, but the content of
that information is not reviewed. Although we understand both the BSE and NSE have
subgtantia liging requirements, we aso note there is no inditutiond, sysemdic review of
periodic issuer reports performed by any governmental agency or SRO.

We dso note that certain legd impediments to enforcement of compliance with contract
and corporate obligations, as well as financid and corporate governance regimes do arise.
(See Gaps and Vulnerabilities below.) Consequently, among market participants, credit
agency representatives, and even regulators, here is a high degree of disrugt in the qudity
of mogt, approximately 97%, of the companies liged on the two maor exchanges. Our
andyss of media reports dso confirms this.  We conclude that while USAID, its
conaultants and counterparts have redized extraordinary accomplishments; in the area of
dandard development in corporate governance and financid reporting, we find that the
efforts have not been as successful in creating the investor confidence needed for Indias
private capita markets to be a reliable mechanism for effective mobilization of capitd.

With regard to investor education, penson reform and insurance reform, as a consequence
of the above-noted fundamental corporate governance and disclosure problems, we are
skepticd that a widespread effort to encourage large amounts of investment in the private
securities market is a wise initistive.  Smply put, while the market infrastructure for
trading may be ready to handle large transaction volume, and corresponding clearance and
stlements may be low rik, we do not believe there is widespread compliance with
corporate disclosure and governance standards. We do not beieve fully integrated and
operating legd mechanians exis for redtitution (i.e, correcting injugices) currently in
place to avoid widespread and judtifiable distrust in the capitd market. We believe, the
corporate governance and judicial reforms should precede any broad-based investor
education program that might encourage investment in what we, most regulators, most
market participants and the Indian financid press view as “poor vaue' or “vanishing’
companies.

8 We understand further that no governmental agency or SRO is performing this function.
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With respect to training, we note Sgnificant successes in training regulators, market
participants and SRO representatives.  Bankworld met with trainees and dscussed training
efforts sponsored by the SEC, IBM and SEBI. Virtudly dl of the attendees highly praised
the training programs and indicated that the programs seemed appropriate for Indian
representatives a the time they were given. When solicited, however, severd of the
attendees had recommendations for improvement of the training. (See recommendations
below for afull discusson.)

Findly, with regard to the inditutiondization of securities law, we note that securities law
curricula are being offered a the Government Law College in Mumbai.  Further, SEBI
plans to form a National Inditute of Securities Markets (NISM) that will inditutiondize
and provide continuing professonad education to regulators, representatives of SROs and
aso market intermediariess. We did not, however, find any evidence of broad-based
“investor training,” nor did we see evidence suggesting that securities law curricula was
being widdly disseminated and established in other areas besides Mumbai.*°

E. Devedopment of Bond Market

Bankworld notes that India has achieved dramatic success in terms of developing an
active, transparent and systemicdly sound platform for trading in government issued
securities.  However, as we understand, there is very little activity, other than in private
placement transactions, in the corporate bond market. To the extent that Phase Il of FIRE-
R was amed at developing the latter, it has not redly succeeded. There are many reasons
for this. Certanly, the costs and paperwork for private placements are less than for an
issuance that would be liged on an exchange. We understand this is one reason why
corporate issuers have tended to go the chegper and less cumbersome route of private
placement. Additiondly, because bank rates for loans are low (many banks are mgority-
owned by the GOI), and they compete directly with the capitd markets, companies tend to
seek bank financing as opposed to capital market debt financing.

One consequence of this lack of a publicly traded bond market (private placements are
traded OTC, over a “tdephone trading system”) is a debate among many about the
exigence and/or accuracy of media-reported yield curves. As a result, most professionals
with whom we spoke, and even regulators at SEBI, fdt that the market was subject to easy
manipulation. Also, due to the lack of a liquid (and perhaps trangparent) market for
corporate debt, there is concern that daly net asset vauations (NAV) for mutud funds
that hold these securities may be subject to manipulation.

9

Asnoted above, we are generally skeptical of investor training agendas— especially given some of the

significant gaps and vulnerabilities noted below. Thus, even though we feel this USAID objective has not been
met, we believe that, because the market has significant remaining weaknesses, this may actually be an
advantage.

10

We weretold, however, that securities law classes would soon be offered at auniversity in Bhopal.
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3. GAPSAND VULNERABILITIES

As noted above, while there have been many successes, there are Hill severd areas where
gods of the FIRE-R Phase Il have not been fully achieved. Some of the problems noted by
Bankworld are reflective of deeper systemic problems within Indias capita markets, and not
eadly curdble. One such area is the inadequate long-term retal investor participation in the
market. While we will explain this more fully beow, we see this as a symptom of other
systemic issues within he Indian capitd market. In India there has been a long and troubling
cycle of widespread financid scandds that resulted from inadequate regulation and an
ingbility to seek effective judiciad redress.  Additiondly, private cgpitd mobilization and
investment is hampered by the government's long-ganding policy of providing high returns
on what are genericdly refered to as “fixed return schemes™  Another symptom of
systemic problems in the market is a severe lack of liquidity, i.e, secondary market trading in
al but about 100 of the gpproximatey 9000 equity issues liged on the various exchanges in
India Although trading volume is very high,*?> most of the trading is done by those referred to
as “day traders” who are dther (1) indulging in short term speculation or (2) taking arbitrage
pogtions (i.e, abitrage between the two exchanges trading the same stock, or arbitrage
between the cash market and the derivatives market for the same underlying stock). We
understand that most trading postions are closed out daily at one of the gpproximate 4,000
trading terminas throughout India

The following is a discusson of the various gaps and vulnerabilities we discovered during our
work in India Bankworld will herein provide advice regarding the areas we think are in most
need of assstance, and the areas we fed USAID ass stance would be most beneficid.

While some of the gaps and vulnerabilities noted involve SEBI, many do not, and are ether
outsde of SEBI’'s jurisdiction, or politica in nature. Nevertheless, they represent what we
believe to be some of the most criticd problems, or potentid problems, facing the Indian
capital markets.

3.1 SEBI-Rélated Gaps and Vulner abilitiesin Regulation

We have noted severd SEBI-rdated inditutional weaknesses that should be addressed.
Specificaly, we note that SEBI weaknesses include:

(1) A lack of dear understanding in enforcement actions of making the “punishment fit
the crime’ when sanctioning members or liged companies found to be violating the
laws and regulations. Although a detalled andyss in this area was outsde of the
scope of this project, we noted that approximately 40% of SEBI's recent decisons
have been overturned by the Securities Appelate Tribund (SAT, a SEBI oversght
tribund). This may be a consequence of a lack of understanding at the SAT levd. In

1 “Fixed return schemes’ refersto anumber of different government-sponsored plans through which an

investor is guaranteed a percentage return by the GOI. The different vehiclesinclude postal deposits, RBI
bonds etc.

12 A ccording to the presentation given to us by SEBI officials, the NSE ranks third in the world in number of
annual transactions, and the BSE ranks sixth in the world in number of annual transactions.
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any case, there seems to be a need to have SEBI/SAT have paradlel understandings of
the nature of the violations as well as the fairness and consstency of the sanctions.

(2) SEBI does not appear to utilize the SROs (i.e,, the BSE and NSE) in partnering for
regulatory needs. IOSCO is firm in its recommendations that a securities regulator
cannot do everything necessary for regulaion of and enforcement in the securities
markets. Therefore, SEBI should use the existing SRO dructures to its benefit and to
thereby broaden its reach in regulating the markets.

(3) SEBI does not review and make andyds of financids or prospectuses submitted to
them for approva or licenang. (This is discussed in more detail below). We bdieve
it is a dgnificant weakness and a possble black hole as no other agency (eg.,
Ministry of Finance) anayzes these documents either.

(4) Section 3.1.F (below) states the current areas of SEBI non-compliance or shortfdls
with IOSCO Principles (a) cregting and implementing liquid net capitad adequacy
norms, (b) regulaing invetment advisors andyss, mutud funds, and fund
managers, () implementing risk management systems for dl intermediaries; (d)
review of bankruptcy laws to ensure mitigation of sysemic risks and for the
protection of client assets, and (€) enforcement of corporate governance standards and
practices, including those of periodic disclosures and financid information. These
are dl more-fully discussed below. A full description of the aress noted for grester
adherence of I0SCO Principlesisincluded in Annex V.

A. Traning for Regulators and Market Participants (NISM)

In any market, training for regulators and market participants is a congant and evalving
process. Both US counterparts and Indian representatives universdly beieve the US
counterparts should continue to be involved in traning. Neverthdess we find the
training needed should be narrowly focused and aimed at specific complex issues. The
Indian regulatory and legd régime for its capitd markets has become highly advanced.
Consequently, the training initiatives need to be dructured in a manner different than in
the past. Specificaly, representatives of SEBI, representatives of the exchanges, and
even representatives of the Government Law College dl sated that training should be
done less in the context of individuds explaning how the United States regulates
securities markets, and more in the context of a forum on how to ded with regulatory
issues asthey evolve in Indiaand in other markets.

We note that better training will result in the following objectives being achieved:

(1) Market paticipants will be die to peform thar duties more effectivdy and
efidently. Ther services will be more beneficid to investors currently in the market
and those looking to invest. Ingead of the US SEC dictating the training platform for
SEBI, for example, SEBI should date its needs (e.g., non-compliant areas of 10SCO
Principles; review and andyss of financid doatements and prospectuses) and
hopefully, the US SEC can be more responsve with providing requested assistance
and traning. If the US SEC cannot meet thee requests, we beieve USAID
contractors are a viable aternative.
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(2) With the knowledge and redization that the regulators and the intermediaries are
better trained and more knowledgegble, investors will have more trust in the system
and will be more apt to look at the capital markets as a viable option or opportunity
for investment and deployment of savings. Investors must fed comfortable that the
markets, the intermediaries, and the regulators are dl peforming optimaly; that
markets are trangparent and efficient; that intermediaries are performing a true service
to meet investors needs, and that regulators are enforcing and sanctioning

gopropriately.
B. Licensng and Training of Financia Advisors (sub-brokers)

India has an estimated 800,000 to 2 million sub-brokers or non-broker financid advisors.
Currently there are nether licenang requirements nor ae there any traning or
catification requirements for individuds and firms fdling in these categories These
types of financid advisors sdl a range of different products including insurance, fixed
refurn schemes, government securities, mutual funds, and private equity shares (the latter
through a broker deder). Retal investors often must depend on the depth of knowledge
and professona quality of service from these advisors. We a Bankworld fed that lack
of training and licensng procedures will hinder the growth of Indian capitd markets
SEBI is making progress in this area because it has prepared gppropriate new legidation
covering this group, or has plans to prepare such legidation in the near future, which will
be amgor step in the right direction.

We note that, a licenang and training program provides some degree of education and
understanding of markets and performance standards. Education is a key to a person’s
growth, to an indusry’s growth, and, ultimatey, to economic growth. Additiondly, with
forma licenang, SEBI (or SROs) will have regulatory authority over the activities of
finencd advisors and intermediaries, meaning that if violaions of lavs or rules take
place, and investors are harmed, the regulator will take appropriate measures not only to
sanction the violator, but dso to (hopefully) compensate the harmed parties. The
securities indugtry is a highly regulated industry and, consequently, appropriate licensing
and regigration of dl intermediaries deding with the public or investors is a necessary
component of its activities.

C. Survellance Sysem Deployment

In addition to the surveillance systems that are currently being employed by both the BSE
and NSE, SEBI is planning to implement its own separate survellance sysem tha will
continuoudy track trading, and enable SEBI to flag suspicious trading activities  SEBI
has specificaly asked for assstance in implementation of this surveillance system.

With the surveillance system indtdled and operating, as well as with basic training on the
sysem, SEBI will be better equipped to perform a more comprehensve surveillance of
markets and activities within these markets. SEBI appears to have a good understanding
of survellance; but currently, markets have not been fully integrated for survellance
purposes. We fed that with the ingdlation of the new surveillance sysem, any needs for
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aurvellance will be me. We note tha traditiondly, it is the respongbility of the
SROs/Exchanges to perform the day-to-day survellance. When manipulation or fraud is
determined, these cases would be referred to the securities regulator.  Surveillance helps
ensure that markets and activities are within compliance of norms, and, again, this adds to
the confidence of investors when they know survellance is teking place dong with
appropriate sanctioning of deficiencies or breaches.

D. Enforcement

We noted in discussons with legd representatives of SEBI, as well as in discussons with
representatives of several other market participants, that there is need for inditutiona
technica assstance with respect to the implementation of a consstent, fair, and measured
enforcement program a SEBI. Severd market participants have indicated that SEBI'S
enforcement program often results in eratic and improper pendties based upon the
conduct at issue. Severd participants noted that SEBI sometimes sanctions participants in
very high amounts when the conduct violdion is of an immaterid naiure. Conversdly, the
pendties are sometimes too low in dtuations where conduct violations have broader
market impact.

We have dso noted that 40% or more of al cases appeded to the SAT are overturned
either because the pendty amount is ingppropricte or due to some procedura matter.
SEBI has specifically asked for assstance in dedling with this problem.

We have not been able to accurately assess why an incongruity exists between SEBI and
the SAT. A sample case-by-case andyss would be necessary — and we note that SEBI is
perhaps best Stuated to perform such work. Nevertheless, we believe that consstency in
the enforcement program is imperative (and something the US SEC dso congantly
wrestles with in its enforcement agenda). Severd factors need to be studied to determine
whether SEBI or the SAT has a good understanding of how the punishment in a particular
cae relates to the violations Was the violaion done with intent to harm or due to
ignorance? Was there a large-scde financid ham?  Were cdlients harmed? Was the
violation isolated or part of a pattern?

We note tha the NASD has sanctioning guiddines on dozens of types of violaions,
responding to frequency, damage, and intent, etc. These guidelines number over 200
pages dectronicaly. Some US assgstance may be helpful in this area, either on a case by
case, conaultative basis, or in the form of SEBI-based training that can be conducted to
review various types of violations, looking a the damage to the market or investors, and
andyzing wha sanctions might be appropriate.  We note that this problem is not a “black
and white’ gtuation, and consequently people who make decisons on these matters will
have differing attitudes and understandings. Neverthdess, we do bdieve it is possble to
document guiddines for sanctions based on certain activities.

E. Ingpections and SRO effectiveness
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As a gened matter, Bankworld has found that SROs, specificaly the exchanges, are
actively ingpecting, invedigating and sanctioning members.  Nevertheless, we noted that
the ingpection and enforcement activities, dthough coordinated in some ways between the
two exchanges, do not appear to be as well coordinated with SEBI. Consequently, there
may be some dtuations where the exchange and SEBI are ether conducting concurrent,
overlgpping activities, or dternatively, may fal to detect and act upon a market
participant misconduct. The ingpection and enforcement would improve if there is greater
coordination between SEBI exiging SROs.  Specificdly, we believe coordinaion could
improve in the areas of inspection, survellance, follow up invedtigations, and disciplinary
actions. As good corporate governance practices are becoming more important to the
liged companies, especidly for rasng cepitd or issuing debt, the fird line of
respongbility for ensuring that gppropriate standards are met lies a the exchange levd.
Thus, the exchanges on which the companies are lisged should be the primary regulator is
of the liding requirements, including financid reporting and corporate governance. Listed
companies that are not meeting requirements must be dedlt with by the SROs accordingly.

Generdly, we suggest tha the results or findings of enforcement activities, dong with
ingpections and SRO dficiency/effectiveness, be communicated on public  access
networks, media, web gdtes, etc.  This brings publicity not only to the violations and the
violators, for better prevention, but aso to the sanctions being assigned to the violations,
which in turn bring confidence and a higher trugt in the “sysem” to investors as well as to
the listed companies whaose shares or debt instruments are traded.

F. 10SCO Compliance

SEBI admits it is 4ill not yet in full compliance with 10SCO principles could come
before when 10SCO fird members (internationally recognized principles for securities
market regulation) and recommendations. The suggested areas in which SEBI could
improve include (1) creating and implementing liquid net cepitd adequacy norms, (2)
reguleting invesment advisors andyss, mutud funds and fund managers  (3)
implementing risk management systems for dl intermediaries; (4) reviewing bankruptcy
laws to ensure mitigation of systemic risks and for the protection of client assets, and (5)
enforcing corporate governance dsandards and practices, including those of periodic
disclosures and financid information. A full description of the aress noted for grester
adherence of I0OSCO Principlesisincluded in Annex V.

IOSCO is the international organization that provides principles of dandard activities
within the securities market as wdl as principles of regulation of the market. It is
important to investors to know that a country’s securities markets meet internationa
dandards, certainly for cross-border activities, for expandgon of the markets for
trandference within international markets, eg., possble fungibility.

G. Financid Reporting

The Bankworld team noted the absence of a fully focused inditution charged with the
reponsbility for ongoing monitoring of corporate governance and financid reporting by
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issuers and companies liged on the exchanges. SEBI officids adso recognize that even
during the IPO process, the review performed by SEBI on the prospectus is perfunctory
with regard to financiad statement disclosures and corporate governance procedures. We
understand that there are liging requirements a each of the mgor exchanges, and that the
listing requirements and the IPO prospectus requirement each demand consolidated
financia statements prepared in accordance with Indian Accounting Standards (standards
that are in conformance with internationa accounting standards). We aso understand
tha the lising requirements and the PO prospectus requirements include requisite
representations  regarding compliance with very drict corporate governance standards.
Neverthdess, discussons with market participants, regulators, and with representatives of
market inditutions indicate that athough the standards may be appropriate, compliance
with the standards is not consstent and widespread. Many have indicated that because
Indian Accounting Standards are principle-based, and dlow for a great ded of judgment,
the likdihood of manipulation of financid information is high.

Fnancid reporting is the essence of trangparency with regard to the financid and
operating activities of traded companies. Perhaps more than anything dse, the financid
viability and reliability of a company is accepted and utilized for current and future
investment choices. It is imperative that financid reporting is accurate, complete, timely,
and up to date. Financid results should be reviewed and analyzed by regulators to ensure
the highest leves of trangparency and information utilization. Investors look to financid
results as a bags for investing; banks look at financias as a bags for providing credit; and
credit agencies use financial results to provide ratings for debt and corporate governance
aoplications.  The regulator should verify these financid results in order to continue the
viability of the marketplace upon which the companies are traded. This is an essentid
practice and a fundamental principle of 10SCO. Without religble financid information,
securities markets cannot be an effective or efficient means of dlocation of financid
resources, nor will inditutions or individuds who might otherwise paticipate be dble to
trust the market.

3.2 Other Gapsand Vulnerabilities

In addition to gaps and vulnerabilities that relate to SEBI’'s functions, we have noted
severd other areas some of which could possibly come under SEBI’s authority that create
impediments to the development of India’s capitdl markets. They are asfollows:

A. Corporate governance

As noted above, there are Sgnificant wesknessss in the regulation of financid reporting
and corporate governance. We see corporate governance in two magor categories. The
firs category involves accurately reporting issuers financia results and prospectuses to
the market and to shareholders. The second is the empowerment of shareholders to
effectivey take action to monitor and/or change the professond management of traded
companies. Each of these aress is discussed more fully beow. We understand that many
of the 9000 listed companies are not in compliance with related listing requirements, and
therefore should be downgraded or ddisted. BSE has a program that identifies nornt
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compliant liged companies. These companies are placed on the “Z” tier, meaning that
these companies are not in compliance with lising rules and that the buyer of these
securities must be aware of additiond risks in owning these securities ™

B. Shareholder empowerment

Bankworld has discovered, through discussons with leading market participants and in
review of busness reporting, severd ingtances in which companies have sold ther shares
to the public and, subsequent to the sde, have misgppropriated business opportunities or
assats of the issuer. We adso noted, in our review of newspaper articles, control over the
annud meding of shareholders lies completely within the authority of the management.
In this way, shareholders are precluded from effectively participating or overseeing the
management of publicly traded companies. This, dong with a lack of ability to redress
corporate wrongs (see Judicid Training below), has been a least patidly responsible for
many of the large scanddsinvolving publicly traded companies.

C. Fnancid Reporting

Smilarly, as with shareholder empowerment issues, there is no governmenta authority
fully focused and charged with the responghility for oversght of ether periodic reporting
or even financid reporting included within the prospectuses of companies that offer
securities for sde in the public maket. And, as is the case with shareholder
empowerment issues, there seems to be no adequate and prompt means of lega redress
when companies engage in fraudulent financia reporting occurs.

D. Judidd Traning

We understand, it is common knowledge among attorneys and lay-people dike that the
courts have not been very effective in resolving disputes in which shareholders have been
harmed. This inadequacy of the court system has been attributed to two mgor factors.
Firg, a backlog of cases creates an inability to iesolve disoutes within the legd system in
a ressonable amount of time. Second, there exiss a lack of full gppreciaiion among
judges and lawyers of the economic and financid impact of judicid decisons and
interpretations of common law and dautes.  Consequently, because courts cannot
effectively enforce contract provisons, securities laws or fiduciary obligations, the
economic risk of contract breach, fraud in the market or misgppropriation often lays
squarely on the counter-party who may have no means of redress.

E. LegiddiveReform
Fortunately, market participants, regulators and senior members in the Cabingt of

Minisers recognize many of the weeknesses that are being identified in this section.
Consequently, a current agenda for legidaive reform that would address many of the

13 19 clarify, we do NOT recommend “de-listing” shares unless there are no outside shareholders, the

company does not exist, the company isin bankruptcy, or the company’s shares have not traded for the past 2-3
years. Widespread and unsupportable delisting would create discontent or harm to current shareholders.
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problems identified is under way. In particular, the Ministry of Company Affars (MCA)
is currently working on a “Conceptua Framework” that would, among other things
provide for more effective oversght, regulation and enforcement with regard to corporate
governance and financid disclosure matters.  Additionaly, we understand there is a
current legiddive initigive to agan change the definition of a security so that
securitiztions of mortgage obligations, credit card debt, car loans etc. will clearly be
delinested as securitiess  We note that dl of these initidives are deps in the right
direction.

F. Governmenta Commitment to Capita Markets

In many interviews, Bankworld representatives were told that one of the main reasons the
private capital markets have not grown more robust was that governmental programs and
policies dther inadvertently compete for domestic savings, or limit the amount of
investment that can be made into the capital markets by pensons, insurance companies,
banks and foreign inditutiond investors. More specificaly, we note that investment
opportunities, commonly referred to as “fixed return schemes’ offer comparatively high
rates of return and consequently compete directly with the private capitd markets and
cause market distortions.

Fortunately, the rates for these schemes have been reducing in recent years, and we
believe that the government is moving in the right direction in terms of offering rates that
dlow the capitd markets to compete. These reductions help counter one of the many
reasons why the capital markets may not be growing as fast as they otherwise might,
fixed, risk free, high return invesment schemes.

Smilaly, we have found that nearly dl of the pensons in effect in India are defined
benefit plans (as opposed to defined contribution plans). Notably, the defined benefit
plans are, for the most part, paying reativey high returns and naurdly there exigs a
great ded of resstance on the part of the Indian citizens to the lower rates paid on pension
plans. The focus on defined benefit plans has meant, in pat, that the government has
been rdluctant to dlow funds collected for pensons to be invested in the capitd markets.

We adso understand, there are dautory limitations on the amounts in penson plans that
can be invested in the capitd makets. Findly, while much liberdization has taken place,

the government enforces redrictions with respect to totd foreign investment that can be
made in the capita markets in India They limit the amounts that foreigners can invest in
certan ssgments of the market, and they limit the amounts that foreigners can invest in

specific companies.
G. Commodities Regulation

Recently, India dlowed trading of commodities futures. The Depatment of Consumer
Affars in the Minisry of Consumer Affars Food and Public Didribution for the
Government of India is the highest regulatory body governing al commodity exchanges.
The Forward Markets Commisson (FMC) was st up in 1953 to provide regulaory
advice to the Government and have closer regulatory interaction with the commodity
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exchanges. However, the GOI suspended trading in commodities trading for over 40
years. Commodities trading has only recently been dlowed to resume. Most of the
regulatory powers of the Central Government have been delegated to the FMC. Although
trading in these contracts is new (gpproximately six months), volumes have shot up to Rs.
3,000 crore aday.

The Bankworld team believes the commodities market remains for the most part under-
regulated. We note that the firms trading in commodities are the same firms tha ae
trading in securities.  Even S0, the commodities futures postions of these firms were not
incorporated into the broker dedler financid capitad rules. Consequently, we fear there is
a potentid financid risk of turmoil in the commodities futures market could “cross-over”
into the SEBI-regulated capitd market with unknown and adverse financid liquidity
crises for the whole capital market.

We bdlieve there is a need for fuller attention a the officid level to the fundamenta roles
of commodities futures regulaion, and how control of podtions in the commodities
futures market can impact the red economy for the underlying goods being produced and
sold. There is dso a need for emphasizing that the lack of trangparency in the spot market
for commodity sdlesis fertile ground for manipulation of the futures contracts™

We underdand that there is a current legidative initidive to put commodities futures
regulation under the authority of SEBI.  While we believe that such an initigtive would be
appropriate and officids of SEBI have a good underganding of financia systemic risk it
is our concluson that technica assgance for the fundamentas of commodities regulation
will il be needed.

4. AREASFOR FUTURE INTERVENTION

This section will include al recommended assstance, by issue, with an assessment of whether
USAID should underteke the assstance, and, if so, what the most agppropriate delivery
mechaniam would be. In the find portion of our report, we will ligt the suggestions where
USAID technica assstance would be most appropriate and effective.

Our experience with the development of cepitd markets in different countries has shown us
that markets grow in phases The infragtructure of capitd markets must be built initidly in
Phase I. This was largely accomplished during Phase | of FIRE-R. In Phase 1, a system for
drengthening the regulatory regime, adding product training intermediaries, and public
awareness needs to be addressed. As noted above, it has largely been accomplished by FIRE-
R Phase Il. The third and most daunting phase of capitd market development is related to
building investor trus and confidence in the sysem as wdl as in the intermediaries in the
maket.  Bankworld bdieves India currently finds itsdf a this sage  The following

14 An American example of how thislack of regulation can have dramatic economic consequences is when the
US Federal Energy Regulatory Commission deregulated energy trading without proper controls. By

mani pulating supply points and failing to accurately report spot market sales, large energy traders such as Enron,
Reliant, Dynagy and others were able to manipul ate the market to the point of nearly bankrupting the State of
Cdifornia
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recommendations will focus on technicd assgtance in aress that will help to broaden and
deepen the capitd market by building investor trust in the system and by addressing the gaps
and vulnerabilities, noted in Section 3.2.

Ovedl, we recommend a subgtantidly new focus for technicd assstance to Indids ceapitd
markets.  Specificdly, we suggest that minima “maintenance’ assdance be provided to
SEBI in severd specific areas to hep improve or broaden their indtitutiona effectiveness
primarily in the areas of the imminent implementation of SEBI's survellance system, training
on enforcement, and improvement in SEBI's integration with SROs.  We bdieve, however,
by going forward, the emphass of USAID's assstance should be on other areas that will
better broaden the capitd markets and make them a more efficient means for dlocation of

capital.
Our recommendations are as follows:

4.1. Assistanceto SEBI

Over the past severd years SEBI has developed into a viable and reliable regulator and
enforcement agency. Only in a few areas, as mentioned below, do we a Bankworld
believe there is a need for additiond USAID assstance. Thus, we bdieve that USAID
support in other areas would be of nomind or low vaue Generdly, continued training
and support through SEC seminars and inditutes may continue to support future
devdopment in an dfficient manner.  The results of SEBI's activities should be
communicated in the public forum for publicity of the results of regulaory activities and
education. Indian investors have a hisory of placing money in fixed income, guaranteed
return government-sponsored vehicles and can benefit by learning of a viable marketplace
for a balanced or dternative investment opportunities.  Trust in the system is built upon
knowledge that invetments ae made in an efficient maket and not necessaily
guaranteed.

A. SEC Role

SEBI has developed into a vibrant, knowledgegble, active, and experienced regulator. In
addition to regulating the securities market, SEBI is vested with the deveopment and
promotion of the securities market. USAID has worked with SEBI since 1994 helping it
to become a regulator and dso an inditution that promotes the growth of the securities
market. We find that many, if not most, of the USAID gods regarding SEBI have been
accomplished.  With this in mind, we recommend that assstance to SEBI be reduced and
redirected. We believe that USAID should continue to provide SEBI the benefit of the
US SEC's rich and lively regulatory experience.  We recommend, however, that the
SEC's traning be in highly specidized, specific areas, and that it be given in a
collaborative nature, as opposed to a classsoom forum, as requested by SEBI and
coordinated by advisors.

We suggest the SEC be used only for short term, 1 to 2 week periods, as training needs
and programs are identified and planned. Even though the SEC may not dways be able
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to spare the ided personnd on the specific topica areas on a particular timetable
requested by Indian counterparts, we recommend the SEC continue to invite SEBI and
SRO personnel to its Inditute and other training programs in the US. Preferably, as
recommended by the trainees from past SEC programs, the SEC should consder “India
only” training in the US. Also, in addition to other training programs, the SEC should
idedly dlow time for Indian officids to meet with counterparts with smilar experience a
the SEC.

Bankworld notes that the SEC can be helpful in supporting SEBI (and the Indian SROs)
in drengthening aeas of survelllance, ingpection and invedtigation techniques, and in
enforcement proceedings. The impact of these trainings would be to develop SEBI and
the SROs as world-class regulators and would consequently help build the trust of
investors and the respect and confidence of the intermediaries in the capital market.

Separately, when the IMSS (Integrated Market Survelllance System) is indtdled, the SEC
(dong with the NASD or USAID consultants) can asss in specific traning in
aurveillance and investigation matters and techniques.

We aso recommend that the SEC be used to gpprove the curricullum of the Nationd
Ingtitute of Securities Markets (NISM), and aong with the NASD, possbly, to develop a
program for NISM for certifying intermediaries and ingtituting exams for brokers and
eventudly sub-brokers.

We have recently learned that SEBI has drafted a concept paper of rating of market
intermediaries. We laud SEBI for this and hope that an effective and practica system to
rat the market intermediaries can be put in place which will eventudly serve investors
interests and confidence in the market. This paper, dated 15 December 2004, is attached
asAnnex V.

B. Consultant Assstanceto SEBI
National Institute of Securities Markets (NISM)

USAID has conducted training for regulators and market participants throughout the
FIRE-R Program. Except as mentioned above in SEC assgtance, the Bankworld
assessment team does not fed participation in NISM should be a sgnificant USAID
focus. While we recognize traning as an ongoing necessity in any market, we believe
SEBI is sophisicated enough to manage its own training. As specific needs (eg.,
previoudy mentioned invedtigation and interrogation techniques) arise, however, we
believe that SEBI should request this specific training from the SEC.

Licensng and Training of Financid Advisors
We bdieve that SEBI dong with the SROs are capable of training the Financid Advisors

(sub-brokers). The assessment team agrees that the certification or licenang of sub-
brokers is a worthy cause; yet, the need for USAID assgtance is minima given the high
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levd of knowledge with current government and SRO officids.  Additionaly, the FIRE-
R projects have dready written papers and have given indruction as to gppropriate
applicable licensing and training procedures.

Surveillance

USAID has been active in participaing in the traning and determinaion of the
gpecifications for the Integrated Market Surveillance System.  Once this system is
implemented, the assstance offered by USAID can be in the form of traning for the
specific sygem. We anticipate that the amount of technicd assstance necessary will be
minimal and will perhgps be provided by the firm from which SEBI purchases the
aurvelllance system.  Since severa memoranda regarding survelllance have dready been
provided to SEBI, we would expect that tie amount of technica assstance necessary for
implementation would be limited to perhaps three months of level of effort (LOE).

Invedtigation and Enforcement

Additiond assgtance from USAID with regard to SEBI enforcement matters has been
described above. Specificadly, we recommend limited and specific US SEC assigtance
responsve to SEBI's requests for enforcement training. SEBI, as wel as the SAT and
SROs, understand that investigations and disciplinary actions are a very important process
in building domestic and foreign investor trust and confidence. Virtudly al agree that
India could benefit from collaborative assdance in inditutiondizing these Indian
processes.

As previoudy discussed, that SEBI has received training regarding ingpections, and SEC
assdance in the future would be hdpful to inditutiondize and bring conssency to
SEBI’s processes. We have found, however, that USAID has not trained, or worked with,
the SROs to any significant degree.

SROs are most effective as regulatory bodies when they are partnered with the regulator
and are traned in accomplishing effective regulation of members and lised companies.
In light of the recent absence of USAID training and technical assistance (TA) to SROs,
the assessment team suggests three months of LOE of a USAID consultant (or perhaps an
SEC representative, if avalable) for conducting joint traning sessons in ingoections,
investigations, and enforcement activities for the SEBI aong with the SROs'®

|OSCO Compliance

Regarding 10SCO compliance, many of the deficiencies a SEBI have dready been
addressed in papers or in TA from USAID. In order to ensure an even greater compliance
by SEBI to 10SCO Principles, however, USAID should consder 1 to 2 months of
gpecific TA from conultants dong with SEC support aimed specifically at the Principles,

15 PriortothisTA, the SROs should be polled to submit specific “need” requeststo USAID for training in
these specific issues.
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which are not fully implemented. Annex IV specifies the areas of greater adherence to
IOSCO Principles needed, according to SEBI’ s self-assessment.

Commodities Futures Regulation

If and when the Commodities Futures regulatory authority is shifted to SEBI, additiond
assisance would be needed, not only in the intricacies of commodities and commodity
futures regulation (the “red economy” issue), but dso with a view toward mitigating
paticipant and inditutiond credit risk through consolidaion of securities pogtions
Bankworld bdieves that the training of the commodities regulator is a priority, yet
effective and efficent traning could only take place if SEBI is given jurisdiction as the
regulator. Advisors from the CFTC or USAID consultants can provide TA as wel as
training. Since SEBI has experienced and knowledgesble personnd in trading regulation,
the TA program (perhaps three months of LOE) could be focused upon the eccentricities
of the commodities futures market. The training should be focused upon encouraging the
“hedge’ function of commodities futures, as opposed to the speculative aspect of
commodities trading which gppears to be emphasized in the current market.

4.2. Assistanceto Areadlnstitutions Other than the SEBI

A. Financia Reporting and Corporate Governance

As previoudy discussed, Bankworld has determined that there is no substantive review of
the content of financid reports, either in the prospectus or in the periodic reporting. While
the regulators, induding the Minisry of Company Affars (MCA), ensure tha financid
reports are submitted, no authority is charged with the responsbility of reviewing the
content for compliance with financid reporting or corporate governance standards.
Bankworld believes that a subgtantid training and TA program can be offered by USAID
in this area The training could be for inditutions that are asigned the clear cut
respongbility for financid reporting review such as the MCA, SEBI, or the SROs. To the
extent that USAID has an appropriste and willing counterpart, Bankworld would
recommend a long-term training/TA program that would 1) integrate the review of
financid reporting and corporate governance reviews a& MCA, SEBI and/or the SROs,
and 2) hdp to inditutiondize the review, invedtigation and prosecution of financid fraud
and corporate governance malfeasance at the gppropriate governmenta body.

Related to the issue of financid reporting and corporate governance is the Indian
accounting and externd audit function. An examination of the gpplicable standards, and
compliance therewith, was outsde of our time condrants We have not made an
independent assessment of this issue, but believe that this area should be examined and if
necessary, technica assistance provided as part of any assstance package relating to the
financid reporting issue.
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B. Judicid Traning

To the extent USAID can find a competent and responsive Indian counterpart, Bankworld
recommends that USAID pursue a program amed a improving the judicd system's
effect on commercid activity in generd and have a correspondingly postive impact the
broader capital market.

Bankworld recommends that the judicid training effort be conducted with two specific
gods in mind. Firds, we recommend that the judges and lawyers practicing in the
commerciad sphere be given greater exposure to the macroeconomic consequences of
judicid decidons. This traning would focus on both the use of common law causes of
action as wdl as current datutory provisons and legiddive initigtives that ae amed at
capitd markets reform.  Second, we suggest a training effort amed at increesing the
judicid efficency in the economy throughout India We recognize thet the judicid ddays
represent a systemic problem in India, as in most countries in the world. We assert,
however, that any sysem in which adjudication can take as long as it takes in commercid
disputes, the use of the court syssem for correcting centra market mapractice and
misconduct dwindles and becomes less rdevant. Consequently, to the extent the court
sysgems in India, especidly the Supreme Court, or specid commercid tribunds in
Mumba and Dedhi, would be a willing counterparts, we suggest that USAID inditute a
high-level technicd assgance programn amed a decreasng the judicd system's case
backlog. Bankworld would expect that level of effort would be short term for a
preliminary assessment of likdihood of success To the extent the counterparts are
accommodating, and the program is operating effectively, perhgps long-term assgnment
would be appropriate ranging from two to three years.

C. Legidative Reform

In our medtings with officids in the MCA, we were informed that the Government of
India is now engaged in a broad-based reform-oriented legidative agenda amed precisaly
a many of the issues identified in this report.  Specificaly, we underdand that a
framework is currently dreula@ing regading legiddive reform involving regulaory
réegimes that would cover both financid reporting and corporate governance. We
underdand that this reform initiative from framework, to legidation, to regulaory
implementation will teke severa years and may be able to edablish an entirdy new
corporate regulatory regime.  Severd important issues are being contemplated in the
framework including jurisdictionad authority for regulators, specid courts for economic
and financid issues, bankruptcy reform; régimes for investigation and impostion of fines
and pendties, as wel as defining certain crimind activities in the economic sphere.  The
proposed laws will have an enormous impact on regulation and development of the capita
markets.  Consequently, we drongly urge that USAID provide technicd assgance with
regard to this legidative initiative, to the extent a proper counterpart can be developed,.
We underdand a framework has dready been developed, and in our meetings with
representatives of MCA, our opinions were solicited regarding the propriety of the current
draft framework. Bankworld believes that this is a high priority item and one in which
long-term technical assistance should be provided.
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D. Penson Reform and Insurance

Bankworld recognizes both penson and insurance sysems can greetly influence and
support the growth of capital markets. The USAID experience in Kazakhstan during the
late 1990s and early 2000s has shown that a robust penson system brings tremendous
growth to the cepitd markets, including the issuance of corporate bonds. Pension funds
are sources of great wedth, and the pensioners deserve to share in domestic opportunities
as wdl as in world opportunities in the capital markets. Insurance companies have short-
term as wdl as long-term needs in risk management and in invesments. These can be
addressed through a robust cepitd market. USAID has offered and delivered severd
worthwhile and successful Penson and Insurance Reform programs, and as the GOI
consgders different policy options, and the markets in India broaden, USAID should
condder technicd assgtance and training programs (2-4 years of LOE). Nevertheless,
because Bankworld recognizes that there are gill some fundamental wesknesses in Indids
capitd markets specificaly the lack of depth in the market, and the lack of adherence to
consgtent, sound financia reporting and corporate governance standards we believe that
technical assstance from USAID in these areas should be deferred; a least as regards the
participation of pensgon fundsin the equity or private debt markets.

Conversdly, we acknowledge there are active trading, liquidity and ascertainable vauation
methods with regard to government debt ingruments. In this regard, perhagps a modd
penson fund program could be developed that would both be safe in the near term, and
could be ussful inditutiondly, as the private debt and equity markets become more
religble.

5. CONCLUSIONS AND RECOMMENDATIONS

While we believe that dl the items listed in Section 4 above (Areas for Future Interventions)
are rdevant to the ultimate goa of making the Indian capitad markets world class, given the
limits of USAID interventions, we lis below, in order of priority, the items that we fed are
appropriate and most cost effective for USAID assistance.

5.1  Support of SEBI

We recommend that USAID continue to assist SEBI in training and technicd assstance in the
areas in which they Hill need training and technica assistance as listed below:
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Short-term TA from SEC to SEBI and SROs, subject to the avalability of SEC
personnel. Alternatively, SEBI personnd could come to the US for specific
technica assistance from the counterparts at the SEC particularly in the areas of:
- Survallance;
Inspections and investigation techniques,
Enforcement proceedings,
Review of training curriculum of NISM;

Training during the implementation of the IMSS survelllance system that follows
on previoudy supplied USAID technica assstance.

Investigation and Enforcement: In addition to possible hep from US SEC as
mentioned above, USAID assgtance to SEBI and SROs responsive to specific
requests for enforcement training.  Specificdly, assistance should be provided
regarding the problem of assessing “pendtiesto fit the crime’ as noted above.

IOSCO Compliance: Short term TA to hdp SEBI in ensuring that SEBI is able to
act in accordance with I0SCO Principles. This would be assstance amed a
areas where SEBI has identified lack of compliance in implementation of IOSCO
Principles.

Generdly, we note that officids at SEBI, officids a the SROs, and market participants as a
whole are sophidticated. India has passed the stage in which it needs generd technicd
assdance. Simply put, the regulators and participants in the Indian capitd markets no longer
need to atend classes to learn about the fundamentals of securities regulation. Ther current
needs are very specific. As opposed to training, we find they need a counterpart with whom
they can discuss complex developmenta and implementation issues.

5.2 Regulatory and Legal Frameworks

Bankworld recommends an immediate refocus of resources to assig in the development of the
framework now being created to ded with regulation, investigation, enforcement and sanction
for financid Statement fraud and corporate governance mafeasance. As we were told by
representatives of MCA, now is the time to get involved in this process, as it is during the
framework development phase that advice and technical assstance will have its grestest
impact. Representatives of MCA have asked for assstance on the framework to be provided
before the end of October 2004. Nevertheless, they have indicated that technica assistance
would be helpful throughout the legidative initiative that they expect to take severd years.

5.3 Commodities Regulation

As soon as an appropriate counterpart can be established (or aternatively the authority for
regulation of commodities futures is established under SEBI) USAID should provide TA and
traning programs amed a regulating the commodities futures trading.  Idedly, if the
authority rests with SEBI, this should be a short-term project in which professonds involved
in commodities futures regulation would import the requisite technica know-how to SEBI.
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We found that the commodities market, which has grown tremendoudy in volume of trades,
remains unregulated and the regulator is largely ineffective, as noted earlier.  Although the
firms trading in commodities are the same firms that are trading in securities, the commodities
futures postions were not incorporated into the broker deder financid capitd rules
Consequently, there may be a risk of turmoil in the commaodities futures market could “cross-
ove” into the SEBI-regulated cepitd market with unknown, and perhaps devadtating,
finencid liquidity crisesfor the whole capitd market.

5.4 Judicial Training and Reform

Bankworld recommends USAID undertake an effort to assst in the improvement of Indids
judicid system, particularly as it relates to economic issues. We perceive te lack of ability to
obtain timey legd redress for wrongs committed in the capitd markets as an enormous
impediment to the development of the cepitd makets as wdl as the deveopment of
commercid activity in generd.

Consequently, to the extent an gppropriate counterpart can be found, we recommend a two-
pronged USAID effort to improve the judicid system. First, we recommend high exposure of
judges and lawyers to commercia aspects and importance of cepitd markets. Second, we
recommend traning and/or a framework initiative a the Indian Supreme Court leve that
would hdp implement a more efficient and effective judicid sysem; one that would be
relevant and useful for both commercia purposes in the broader sense, and capitd markets
development in the narrower.
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Annex |

Bankworld’s Approach and M ethodology

1. SOW Request

The SOW provides that Bankworld perform an assessment of the FIRE-R project with the
following specific objectives

a Assss the extent to which the USAID has contributed to the development of SEBI
into arobust regulator and the Indian securities market.

b. ldentify vulnerabilities and gaps in regulatory oversght competence, market systems
and practices that undermine SEBI.

C. ldentify the aress where SEBI would need international expertise via USAID and

USAID-HRE is best postioned to intervene.

Identifying areas for future effective and efficient USAID technicd assstance, and

e. EBEvduate the technicd assgtance and training being provided by the SEC and suggest
ways of making SEC support to SEBI more responsive and results-oriented.

o

2. Refocusa USAID Missonin New Dehi

Upon meeting with representatives of the USAID Misson in New Ddhi, our team was
ingtructed that the key aspects of this SOW were prospective. That is, the Mission was not as
concerned with assessment of the prior success of the FIRE-R as they were concerned with
gaps and vulnerabilities in the capitd markets regulatory regime. We were to focus on the
Mission's draegic objective of mobilizing capitd in the private securities markets, determine
whether and to what extent the current program is accurately amed at fulfilling this objective,
and findly recommending whet, if any, effective and effident mechanisms might be
implemented by USAID in achieving the Strategic Objective.  Consequently, this report has
elaborated on prospective developmentd issues that we have identified, and it advises on
practicd means by which USAID may achieve its Strategic Objectives in the capitd markets
area

3. Methodology

Bankworld’'s methodology has been to review key market fundamentds from a developmenta
perspective, identifying impediments, assessng USAID’s current gpproach for assdting in
capitd markets development (focusing on SEBI), and recommending areas where USAID
may provide needed — and domedticaly unavailable — prospective assistance. Our specific
way of doing thiswas to conduct interviews with key representatives of:

Securities and Exchange Board of India (SEBI)
The Minigry of Finance

The Minigtry of Company Affairs

The Association of Mutud Funds of India (AMFI)

oo oo
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The Bombay Stock Exchange (BSE) and the Nationa Stock Exchange (NSE)
Investor Associations
Brokerage firms
Credit rating agencies
Clearance and settlement organizations
Sub-brokers
Financial planners
The US Embassy

. Law firms practicing in capital markets Mumbai
Students of USAID-sponsored training programs
The Government Law College, and
|ssuers of securities traded on the BSE and NSE.*°

T OSI T XTToDQ MO

Bankworld dso peformed a review of inditutiond reports and third-party assessments of
market development.  Specific documents reating to the redevant period (2001-2004)
reviewed and available upon request’’ indude:

Previoudy issued reports and recommendations of IBM and the US SEC

Key capita market-related Indian laws, rules and reguletions

Various issuer prospectuses and periodic reports

Reports of the various capitd makets inditutions, including but not limited to,
Securities and Exchange Board of India (SEBI), Bombay Stock Exchange (BSE),
National Stock Exchange (NSE), Reserve Bank of India (RBI), Nationd Securities
Depository Limited (NSDL), and

e. Indianjourndist reports.

oo oD

16 Seedetailed list of meetings and attendees at Annex B.

17 Because of the volume of documents accumulated and selectively reviewed (10’ s of thousands of pages),
and because much of the information is available in an electronic format, they have not been appended to this
report. A list of the documentsis, however, included as Annex C, and the underlying document is available
upon request.
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Annex ||

Bankwor|d’s M eetings

Date
September
2004

Name, Title, I nstitution, Place

Tom Torgerson, International  Economist, Depatment of Treasury, Office of
International Banking and Securities Markets, Virginia

Congantin  Abarbiertel, Associate Partner; Maria Goravanchi, Business Consulting
Savices, IBM Globd Services, Virginia; Tom Torgerson

Eder Saverson; Bob Strahota; Sean Watterson; Internationd Affairs, SEC; Washington
DC

John Crihfied, Economist and Financid Sector advisor; Chris Barltrop, Senior Financid
Markets Advisor; David Dod, Georgia Sambunaris, Capitd Markets Specidist; USAID,;
Washington DC

12

Shlok Kapoor, Manager, Sdes Globa Markets (Currency Trader), Standard Chartered
Bank, New Delhi

13

Ashok Jha, Manager, FIRE-R Program, USAID, New Delhi

Ashok Jha; Rebecca Black, Director, Office of Economic Growth; Christian Hougen,
Deputy Office Director, Program Support; N. Ramesh, Project Development Specidig,
Office of Program Support; USAID; New Delhi

Ashok Jha; Rebecca Black; William Martin, Deputy Director, USAID; New Ddhi

Ashok Jha; Rgiv Bgg, CFP, Managing Director, Bgg Capitd; Uttam Agarwd, Vice
Presdent, Ingtitutional Advisory Group, Bgjg Capitd; New Delhi

14

Ashok Jha, Pathapratim Mitra, Director of Capitd Markets, Minigtry of Finance; Piyush
Srivastava, Deputy Director of Capital Markets, Ministry of Finance; New Ddhi

Ashok Jha, UK. Sinha Joint Secretary, Ministry of Finance, James Soriano, First
Secretary (Economics), US Embassy; Akorlie A. Nyatepe-Coo, International Economist,
US Department of the Treasury; Parthapratim Mitra, Piyush Srivastava; New Delhi

15

PR. Ramesh, Generd Manager, SEBI; Ankit Shama, Asssant Generd Manager,
SEBI; C.S. Kahlon, Executive Director (Investigations and Survellance), SEBI; R.S.
Loona, Executive Director (Generd Council), SEBI; M.S. Sahoo, Chief Generd
Manager (Regidrations), SEBI; Mumbai

16

Don Hat, Chief of Paty, IBM Bushess Consulting Services, Kate Hathaway,
Conaultant, IBM; Paritosh Sharma, Consultant, IBM; Tom Keyes, IBM; Mumbai

Meeting with 12 Trainees (from SEBI and the exchanges) who éattended various
USAID/SEC training programs in the US and in India over the past 3 years, Mumbai

17

R. Ravimohan, Managing Director and CEO, CRISIL (Credit Ratings Agency of India,
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Date
September Name, Title, I nstitution, Place
2004

Subgdiary of S&P), Mumbai
A.P. Kurian, Chairman, AMFI (Association of Mutud Fundsin India), Mumbai

20 PR. Ramesh, Generd Manager, SEBI; Ankit Shama, Asssant Generd Manager,
SEBI; Mumbai
G.N. Bgjpai, Chairman, SEBI; Mumbai
Cyril S. Shroff, Managing Partner; Nimisha S. Rau, Senior Associate, Amarchand &
Mangddas & Suresh A. Shroff & Co.; Mumbai
Professor Parimada R. Reao;, Sunita Masani, Attorney; Abhay Ahuja, Attorney;
Government Law College, Mumbai
N.L. Bhaia Presdent; Rahul Goe, Associae Ghakopar Investors Wefare
Asociation, Mumbai

21 P.J. Nayak, Chairman, UTI Bank, Mumbai
Sanjay Sachdev, Conutry Manager, Principa Financid Group, Mumbai
Angus Simmons, Consul Generd; Krishna Mani, Senior Economic Advisor; American
Consulate General, Mumbai
J. Ravichandran, Director, Legal and Secretariat, Finance and Accounts, Compliance and
Ingpection, National Stock Exchange of India Limited (NSE), Mumbai
AK. Sidhar, Chief Investment Officer; Ashutosh Bishnoi, Chief Marketing Officer;
Rethin Lahiri, Head of Marketing; UTI Mutud Funds, Mumbai

22 Rajnikant Patel, Chief Operating Officer, BSE, Mumbai
P.K. Advani, Director, Advani Share Brokers, R. Krishnamurthy, Managing Director,
Centrum Finance Limited; Mumbai
Gagan Ral, Executive Director, Nationd Securities Depository Ltd. (NSDL), Mumbai

23 Ashok Jha, Rebecca Black, Christian Hougen, N. Ramesh, USAID; New Delhi
Wadter E. North, Director, Ashok Jha, Rebecca Black, Christian Hougen, N. Ramesh,
(plus 3 others of USAID), USAID, New Delhi

24 Jtesh Khoda, Joint Secretary, Gol, Ministry of Company Affars R. Vasudevan,

Director of Inspection and Investigation, Minisiry of Company Affairs, New Delhi

Lee Brudvig, Miger Counsdor for Economic Affairs, Embassy of the United States of
America; Jm Soriano; Ashok Jha; New Delhi
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Annex |11

Documents Reviewed by Bankworld

A.IBM Materid

Title

Author

Dated

Assgance to Minisry of Finance in Deveoping a
Modd to Improve the Qudity of Financia Advice to
Indian Retall Investors-Draft Busness Plan for the
Proposed Regulatory Organization.

Assgance to SEBI in the Inditutiondization of
Securities Law Education: Assgance in
Implementing SEBI's Strategic  Action Pan to
Inditutionalize  Securities Law  Education and
Traning in India s Law Schools and Universities
Broadening Investor Paticipation in the Markets
Assgance to Minigry of Finance of the Government
of India in Deveoping a Strategy for Improving
“FHnancid Literacy” in India

Assgance to SEBI: Review of the Progress of
SEBI's Caetificstion Program  for dl Market
Intermediaries, including the Current Status of the
Cetification Program of AMFI, BSE and NSE

Assgance to SEBI in Edablishment of a Nationd
Ingtitute for Securities Markets (NISM):

a) Continued assgtance in Devdopment of the
NISM Business Revenue Moddl and the Provison of
aHigh Level Assessment of Project Costs and Outlay

b) Assgance in Negotistion with Fnancd
Times-Knowledge (FTK)

Tom Keyes,
Internationa
Conaultant.
Paritosh Sharma,
Capitd Markets
Conaultant

Tom Keyes,
Internationd Consultant
Paritosh Sharma,
Capitd Markets
Consultant

TomKeyes, Int’|
Conaultant

Paritosh Sharma,
Capitd Markets
Consultant

Tom Keyes,
Internationa Consultant
Paritosh Sharma,
Capitd Markets
Consultant

April 2004

June 2004

April 2004

June 2004

June 2004
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10

11

12

Assglance to SEBI in Desgn and Development of a
Comprehensve,  Integrated  Securities ~ Market
Survelllance  Sydem,  induding Assgance  in
Determingtion  of  Technicd and  Functiond
Specifications and Criteria for required Operating
Systems for Development of a Request for Proposd
(RFP) to Sdect Systems Deveopers and Suppliers
for Dedgn and Deveopment of an Integrated
Survellance Sysem, induding Assgance in the
Comparative Andyss Process for Review and
Evduation of Technicd Proposas receved from
bidders in response to the RFP

Implementation of a Comprehendve Survellance
Sysem Envisaged to be Accomplished with Desgn
and Development Support from NASD: Fdd Vist
for SEBI PMU to NASD

Assgance in  Implementation of the Centrd
Regigtration Database for market participants

High Levd Desgn and Recommenddions for the
Deployment of Sysems to Support the SEBI's
Market Surveillance Gods and Priorities:

Review of NASD Find Report and
Recommendations  concerning  Proposed  Market
Surveillance System for SEBI

Assgance to Association of Mutud Funds in India
(AMFI) in development of a framework of Disagter
Recovery  (Business Continuity) Panmning  for
Regigrar and Transfer Agents

Assgance in Implementation of an Integrated
Regidration and Certification program for market
intermediaries, including Investment Advisors

Assgance to the Nationd Law School (NLS)
Bangdore in a “Tran-the-Trang™ Program for the

Kate Hathaway,
Internationd Consultant
Prakash Srivastava,
Arun Swamy

Kate Hathaway,
International Consultant
Prakash Srivastava,
Arun Swvamy

Tom Keyes,
International consultart
Paritosh Sharma,
Capitd Markets
Conaultant

NASD, Inc

Kate Hathaway,
Internationa Consultant
September 2003

Nitish Idnani and
Manish Sarswat,
Consultants, Capita
Markets

Tom Keyes,
Internationd Consultant
Paritosh Sharma,
Capitd Markets
Consultant

June 2004

June 2003

September
2003

August 2003

September
2003

September
2003

September
2003
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13

14

15

16

17

18

19

20

21

22

Teaching of Securities Regulaion in India

Assgance to SEBI in the Edablisment of a
Nationd Inditute for Securiies Market (NISM):
Assstance in Establishment of NISM

Reorganization of SEBI:
SEBI’s Restructuring

Implementation Pan for

Recommendations for a uniform code for

intermediaries

Assgance in aess involving Cepitad Adequecy of
market intermediaries

Ingtitutiondization of Securities Law Education:
Launch of Government Law College Securities Laws
Diploma

Assgance to SEBI in Establishing Procedures for
“No-Action” Letters
SEBI- Comments on Kania Report

SEBI Organizationd Restructuring

Advisory Committee on Derivatives Report on the
Development and Regulation of Derivatives Markets
in India, September 2002

Progress Report: The Proposed Government Law

College
Post Graduate Certificate/Diploma

Course in Securities Laws

Tom Keyes,
Internationa Consultant
Paritosh Sharma,
Capitd Markets
Consultant

Tom Keyes,
Internationa Consutant
Paritosh Sharma,
Capitd Markets
Conaultants

Cliff Kennedy,
Internationa Consultant

USAID/PWC Financid
Inditutions Reform and
Expansion Project

Barry J. Bird, MSl,
Internationd Consultant
Kate Hathaway,
Internationa Consultant
Stephen Grimwood,
MSI, MBA,
Internationa Consultant

Lewis J. Mendeson,
Internationa Consultant

June 2003

June 2003
September

2003

September
2003

June 2003

June 2003

November
2002

June 2002

December
2002

June 2002
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23

24

25

26

27

28

29

30

31

32

33

Comparative Assessment of Legd Information
Avallable in the Electronic Medium, with Action
Fan for Further Development

Assessing Indian Derivatives Exchange Market
Survelllance with Recommendations for
Enhancement

Review and Assessment of the Certification Program
of Association of Mutud Fundsin India

Survey of Risk Management Practicesin the Indian
Mutual Fund Industry

Recommendations for Inditutionalizing the Teaching
of Securities Regulation at Indid s Law Schools

Recommendations for the Indian Corporate Bond
Market

Recommendations for Eliminating Jurisdictiond and
Regulatory Gaps and Overlgpsin the Indian
Derivatives Market

“Issuesin Certification of Financid Intermediaries:
The Way Forward”

Assessment of Clearing and Settlement Practicesin
the Indian Derivatives Markets

Anaysis and Report on Integration and
Harmonization of Disclosure Systems Reader-
Friendly Disclosures Offer Integration Confidentia
Informétion

US Securities Markets Training Program

Review of Proposd to Establish the Systems

LewisJ. Menddson,
Team Leader: Securities
Law Education

Kate Hathaway,
Internationa Consultant

Tom Keyes,
Internationd Consultant
Paritosh Sharma,
Conaultant, Indian
Capitd Markets

Kavita Savur, Jesa
Sanghvi, Sandhya
Bhate, Consultants,
Indian Capital Markets

Lewis J. Mendelson,
Internationa Consultart

Patrick Callins,
Internationa Consultant

Kate Hathaway,
Internationa Consultant

Tom Keyes and Paritosh
Shama

Stephen F. Grimwood,
Internationd Consultant
Kate Hathaway,
Internationd Consultant
Monika Jashani,
Conaultant

William Archerd,
International Consultant
Neill McConnell,

Internationa Consultant

Susan Hertd,

March 2002

March 2002

March 2002

March 2002

March 2002

March 2002

March 2002

March 2002

December
2002

December
2002

December
2002

December
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35

36

37

38

39

40

41

42

43

45

46

Inspection and Management Audit (SIMA) Division

Review and Comments on the report of the Justice

Kania Group on Corporatization and Demutudization

of Stock Exchangein India
Road to STPin India

SEBI-US Capita Markets and Regulatory Tour
(September 28- October 8, 2002)

Review and Assessment of Development Progress of
AMFI since FIRE |, with Action Plan for Further
Devel opment

Survey and Assessment of the Indian Bond Market

Indian Securities Markets; Cash Settlement
Framework

Review of Existing Corporate Disclosure
Mechanigms within India

Teaching Securities Reguletion in Indiac A
Comparative Assessment

Review of the Regulation of Indian Derivetives
Markets with Recommendations for Market
Enhancement

India Securities Law Comparison: Anayss of
Market Regulation Surveillance and Enforcement

A Study on the Feasibility of the Egtablishment of an
SIA Type Securities Industry Organization in India

SEBI- Recommendations for Strengthening

Internationa Consultant

Cliff Kennedy,
Internationd Consultant

Sanjay Vatsa,
Internationa Consultant

Dondd R. Hart, Chief
of Party

Kavita Savur,
Consultant, Indian
Capitd Markets

Patrick Callins,
Internationa Consultant

Susan Hertd,
International Consultant

Mary E. Beach,
Internationa Consultant

Lewis J. Menddson,
Team Leader, Securities
Law Educaionin
consultation with
William P. Fdlon,

Team Leader, Training

Kate Hathaway,
International Consultant
with Monika L. Jashani,
Consultant

Cliff Kennedy,
Internationd Consultant

Jonathan Bulkley,
Internationa Consultant
and Paritosh Sharma,
Conaultant, Indian
Capitd Markets

Cliff Kennedy,

2002

November
2002

December
2002

December
2002

September
2001
December
2001

December
2001

September
2001

December
2001

December
2001

September
2001

December
2001

December
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Survelllance and Enforcement Policies and Internationa 2001
Procedures Consultant, Regulatory
Expert and Team
L eadler
Richard Symonds,
Internationa
Conaultant, Legd and
Regulatory
Susan Hertd,
Internationa
Conaultant, Regulatory
Organizationa
Structuring
47  Traning of Trainers (TOT) Workshop William P. Fdlon, September
International Consultant 2001
48  Review of Licenang and Certification of Indian Tom Keyes, December
Brokers and other Retail Financia Intermediaries. International Consultant 2001
1998 to Present Paritosh Sharma,
Consultant, Indian
Capitd Markets
49  Workshop on Detailed Evauation of Trading Andy Wilson, December
Mechanisms Based on Internationd Standards International Consultant 2001
with Barry Bird
Kate Hathaway
Monica Jashani
50  Indo-USFinancid Inditutions Reform and Cc: C.S. Kahlon, Sept 26, 2001
Expansion Project- Capital Markets FIRE 11 Executive Director,
SEBI
Ashok Jha, USAID
Congantin Abarbierite,
PWC
51  The Ahmedabad Municipal Bond Issue July 1999
India s First without a Guaranty
52  Municipa Accounting and Financia Reporting Sept 1998
Standardsin India
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b. News Articles and Editorids
No. Title Author Dated
1 Ligting authority high on agenda Shgji Vikraman Dec 30, 2002
2 SEBI empowered to cdl for probe records Bureau Nov 25, 2002
3 SEBI granted powers for search & seizure Bureau Oct 29, 2002
4  Whenlawswait for the word Shgji Vikraman Oct 21, 2002
5 Sinha, Jatley to decide on additiond powers to Shgi Vikraman May 27, 2002
SEBI
6  Will SEBI Chairman's powers be defined? Shaji Vikraman Jan 21, 2002
7 Damia, DSQ Soft Banned From Mkt For 10 Years Markets Bureau Sept 11, 2004
8  Adjudication  Proceedings Agangt  Shapoorii, Sept 4, 2004
Others
9 Sg]lis Sold GTB Shares Between June 30 & July Investor Bureau Aug 25, 2004
Sebi Throws New Light On Manic Monday Sucheta Ddd Aug 23, 2004
1(1) Sebi Debars Samir Arora For Five Years Markets Bureau Apr 2, 2004
12 SAT Reduces Pendty On 9 Companies Markets Bureau Sept 4, 2004
13 Sebi To Probe ONGC Share Muddle Economic Bureau Apr 1, 2004
14  Sebi Bars Trident From Accessing Mkt For 5 Yrs Markets Bureau Apr 8, 2004
15 Sebi Bars 2 CSE Brokers, Scraps Regisiration Of Markets Bureau Mar 6, 2004
Vikash Somani
16 Sebi Watches Unusud Market Movement, Warns Markets Bureau Feb 27, 2004
Stern Action
17 NSE Disabled 190 Terminds On May 17 Y agnesh Kansara May 21, 2004
18  Sebi Confirms Debarring Aastha Pref Shareholders Market Bureau June 16, 2004

Page 37




Impact of USAID Support to SEBI and Its Future Technical Assistance Needs

19

20

21

22

23

24

25

26

27

28

29

30

31

Sebi Warns M Morgan Stanley, Asks For More

Diligence

Sebi can't protect investors
Sebi on the prowl
They aren't enough to safeguard investors

Don't over-reach, Sebi

Sebi seeslight

Two cheers, Sebi
Advantage, Sebi
Overcautious Sehi

About time, Sebi

Sehi'samnesa

Sebi st to probe badla resurrection in 3 bourses

Sebi begins probe into fraud dedl via pool

Editorid

Editorid

Vinod Jan

Editorid

Editorid

Editorid

Editorid

Editorid

Editorid

June 4, 2004

Feb 13, 2004
Jan 20, 2004
June 30, 2003
Mar 27, 2003
Mar 17, 2003
Jan 8, 2003
May 3, 2002
Apr 9, 2002
Jan 15, 2002

Sept 23, 2002
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C. SEC Reports under FIRE-R

No. Title Author Dated

1 The Indian Cepitd Market: An Eder Saverson, J. Assstant Director Dec 20, 2001
Assessment of Technicd Office of Internationd Affars U.S

Assigtance and Training Needs Securities and Exchange Commission

2 Memorandum Feb 8, 2002
Re SEBI's Guidance Manud for
Ingpection of Stock Exchanges

3 Memorandum Apr 21, 2002

Re SEBI's Guidance Manud for
Ingpection of Broker-Dedlers

4  Annud Work Pan Under the SEC sOfficeof Internationd Affairs July 1,2001-June 30,
PASA between USAID/INDIA 2002
and SEC

5 Annud Work Plan Under the SEC's Office off Internationd July 1, 2004-June 30,
PASA between USAID/INDIA Affars 2005
and SEC

6 India Annexure to the Written
Submission
Table SEBI Registered Market
Intermediaries

7 India Presentation, BSE Kevin Desouza

8 Written Submisson of SEBI for
the Country Presentation India

9 Report on Financid Markets in Yatrik Vin, Vice Presdent, Nationa 2004
India Stock Exchange of India Ltd.

10 Traning Provide Under PASA To Ashok Jhafrom Ester Saverson Dec 18, 2003
Between USAID/ Indiaand SEC
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d. IBM Materid givenin Mumbai

No. Title Dated
1 The Indian Capitd Markets Reform Agenda: Areas of Sept 7, 2004
Required Assistance from the USAID FIRE Project
2 Didribution of Financid Products Jan 22, 2004
3 IPO Didribution Jan 22, 2004
4 Assessment of Impact of USAID Support to SEBI and Sept 15, 2004
its Future Technica Assstance Needs
5 FIRE: Training Database June 30, 2004
6 Indo-US  Fnancid  Inditutions Reforms  and Sept 15, 2004
Expansion Project- Capital Markets
Lig of FIRE Il Ddliverables
7 USSEC India Training Database June 30, 2004
8 Update on Desgn and Devdopment of SEBI's Sept 10, 2004
Integrated Market Surveillance System (IMSS)
9  Concept and definition differences Sept 15, 2004
10 Assessment of Clearing and Settlement Practices in
the Indian Derivatives Markets
11  Deveoping a Corporate Bond Market in India Sept 15, 2004
12 Sabilizing Futures and Options Markets through Sept 14, 2004
Improved Regulatory Oversght, Risk Management,
and Introduction of New Instruments
13 Gas and Vulneadilities in  regulatory oversight Sept 15, 2004
competence, market sysems and practices that
undermine SEBI’S capacity to function as a world-
class regulatory body
14 Lig of FIRE Il Ddiverables According to Assessment Sept 15, 2004
of T/A Focus Areas
15 HRE-R Project Achievements Sept 15, 2004

Page




Impact of USAID Support to SEBI and Its Future Technical Assistance Needs

16 USAID FIRE Il Capitd Markets Project Ddliverables Period of Peformance
2003-June 2004
17  Smdl isnot yet Beautiful -- Artide Sumit
Gulai

Jan

e Regulator Materia

No. Title Author Dated
1  SEBI Annua Report 2003-2004
2 Review of Markets The Stock Exchange, Mumbai 2004
Annud Review of Fnancd
Markets
3 SEBI Manud Published by Taxmann Allied Services 2004
An Authorized Publication of (P) Ltd.
SEBI
f. Market Participants Information
No. Title Author Dated
1  Assoddion of Mutud Fundsin India 2003-2004
9" Annua Report
2 Investors India A Bgg Capita September 2004
Publication
3 Nationa Electronic Settlement and Transfer Sept 2004

(NEST) Update
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o} Other Materids

No. Title Dated

1 Methodology for Assessing Implementation of the 10SCO Objectives ~ October 2003
and Principles of Securities Regulation

2 Definitions from 1956 Regulation

3 SEBI Annual Report 2003-2004

4  SEBI Annud Report 2002-2003

5 SEBI Annua Report 2001-2002

6  SEBI Annud Report 2000-2001

7  RBI Annud Report 2003-2004

8 RBI Annud Report 2002-2003

9 RBI Annud Report 2001-2002

10 Nationd Securities Depository Limited 2002-2003
8" Annual Report

11  Nationa Securities Depository Limited 2001-2002
7" Annual Report

12 Nationa Securities Depository Limited 2000-2001

6" Annua Report
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Annex IV
Areas of Greater Adherenceto |OSCO Principles

a Princple 5 “The daff of the regulaor should observe the highest professond
dandards including appropriate dandards of confidentidity.” In particular, SEBI
needs to (1) monitor and review saff use of information; (2) monitor staff's keeping
confidentidity and protection of persond data; and (3) ensure saff’s observance of
‘farness in performance of ther functions SEBI, if not dready implemented, must
inditute a Code of Ethics for its gaff and directors, as wel as prohibit trading of
securities by its staff and immediate reporting of trades (if any) by its directors.

b. Principle 19: “Regulaion (of Collective Invesment Schemes i.e, mutud funds)
should require disclosure, as sat forth under the principles for issuers, which is
necessary to evduate the suitability of a collective investment scheme for a particular
investor and the vaue of the investor's interest in the scheme” In particular, the SEBI
must ensure that the mutua funds are using internaiondly acceptable accounting
standards.

SEBI should pay paticular atention to assure that the regulatory framework is
dructured to prevent investors being mided by ingppropriate presentation of eements
such as risks associated with the invesment policies and trading drategies of the
scheme, reference to past performance, and fees and other charges that may be levied
under the scheme.

In order to ensure use of IAS, the annud financid reports of these mutua funds
should date this. SEBI may require this statement to be included in the annua reports
and otherwise, to have the auditors state the reasons or areas of deficiency. Certainly,
SEBI may (and should) perform its own audit of the financia records and accounting
standards of the mutud funds.

c. Princple 20: “Regulation should ensure that there is a proper and disclosed basis for
asset vauation and the pricing and the redemption of units in a collective investment
scheme” In paticular, (1) the caculaiion of NAV is not necessxily done in a
transparent and fair manner, nor in accordance with accepted accounting standards on
a conggent basis;, (2) independent auditors are not required to check the vauation of
CIS assts, and (3) there are no regulatory requirements or reviews of pricing errors.
Some equity assets may be illiqud and therefore priced inappropriately or
inaccurately. As well, pricings of corporate bonds, which were purchased through a
private placement or in the over the counter market (i.e, via telephone, in a totdly
opague environment) may be priced inaccurately as well. As these corporate bonds
are not trading on an exchange, there is dso an issue of liquidity for trading or mesting
redemption needs.

Proper vauation of collective investment scheme assets is criticd to ensure investor
confidence in CIS as a rdiable and robust invessment vehicle and for proper investor
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protection, especidly in cases where a market price is unavalable. The regulatory
framework should permit the responsble authority to ensure compliance with the
relevant rules.

d. Princple 21: “Regulation should provide for minimum entry dSandards for market
intermediaries” In particular, SEBI does not regulate investment advisors. 10SCO
recommends that (1) capitd adequacy and other operationa controls apply to
investment advisors, (2) the regulator ensure the protection of client assets of
investment advisors, (3) the regulator implement record keeping requirements, clear
and complete disclosures, and rules preventing investment advisor guarantees of
future investment peformance, misuse of cdlient assets and potentid conflicts of
interest.

Rdating to Investment Advisors, I0SCO recommends that if an investment advisor
deds on behdf of customers, the capital and other operationa controls applicable to
other market intermediaries should apply to that advisor. However, if the advisor does
not ded, but is permitted to have custody of client assets, regulation should provide
for the protection of dient assats, including segregation and periodic or risk-based
ingpections (either by the regulator or an independent auditor). Yet, there are
investment advisors who neither ded on behaf of clients nor hold or have custody of
client assets nor manage portfolios but who only offer advisory services without other
investment sarvices. In this case, separate licensing of the investment advisor may not
be required.

SEBI does not require certification of most intermediaries (except for those sdling
mutua funds) and does not require regidration of sub-brokers. The authorization,
licendng or regdration of maket intermediaries should set minimum dandards of
entry that make clear the basis for authorization and standards that should be met on
an ongoing bass. It is agreed that SEBI should initiate requirements and a procedure
for proper registration and cetification of dl intermediaries, prioritiziing for those
intermediaries who sdl securities to dients  SEBI should dso have the ability to
refue licenang of an intermediary, subject to adminidrative or judicid review, if
authorization requirements have not been met.  Alternaively, SEBI may decide to
desgnate the regidration and licensng responshilities to the SROs, with proper
authority to register, license, and/or refuse or delicense intermediaries under the
SRO'sjurigdiction.

e. Principle 22 “There should be initid and ongoing cepitd and other prudentid
requirements for market intermediaries that reflect the risks that the intermediaries
undertake.”  In particular, IOSCO recommends that capital adequacy requirements be
imposed on maket intermediaries, which reflect ther respective market, credit,
liquidity, operational, and legad risks. Additiondly, IOSCO recommends that the
capitd dandards are sufficient enough to dlow the intermediary to wind down
busness without loss to its cusomers or disrupting the orderly functions of the
market.
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The establishment of an adequate initid and ongoing capita requirement increases the
protection of investors and the integrity of financid systems. A brokerage firm should
be required to ensure tha it maintains adequate financid resources to meet its business
commitments and to withgand the risks to which its business is subject. Risk may
result from the activities of unlicensed and off-baance sheet affiliates.  Therefore,
regulation should consder the need for information about the activities of these
affiliates. Aswdll, the need for consolidated baance sheetsis most gpparent.

Currently, there are no net (i.e, liquid) capitd requirements implemented, only capita
requirement, and for brokers, deposits made to reflect their trading capecities. On a
red time bads, if the exchanges discover tha a broker has postions in excess of the
coverage of the depost, the exchange will immediately cut off that broker from
trading, including closng out postions. That broker must then depost additiond
money into its account. In the meantime, clients of the broker or sub-broker are
frozen, until the broker makes a sufficient additiond depost.  Therefore, the capitd
adequacy requirements should be structured to result in needed capitd addressed to
the full range of risks to which market intermediaries are subject, eg., market, credit,
liquidity, operationd, and legd, risks. Mog important for brokers is that they have
suffident liquid capita to liquidate assets in order to meet client ligbilities.

Other deficiencies in SEBI's current regime relating to intermediaries include (1) no
aufficient reporting dandards for the deterioration in  cepitd adequacy of
intermediaries (including no early warning reporting requirements); (2) no assessment
of financiad risks undertaken by intermediaries performed by the independent auditors;
and (3) no review and monitoring of capitd levels.

f. Principle 23 “Maket intermediaries should be required to comply with standards for
internal  organization and operational conduct that am to protect the interests of
clients, insure proper management of risk, and under which management of the
intermediary accepts primary respongbility for these metters” In particular, SEBI
does not require intermediaries to have supervisory procedures and practices, nor are
intermediaries required to perform sdf-assessments (or assessments by independent
auditors) of ther own internd controls.  Additiondly, intermediaries are not required
to have mechaniams in place to ensure far treetment of its clients. At the very lesd,
SEBI should ensure that dl intermediaries investigatle and resolve dl customer
complaints, and kegp these invedigations and resolutions in a “cusomer complaint
filg’, to be presented to the regulator upon request. The regulator may aso require al
intermediaries to report customer complaints, as well as to report the resolution to
these complaints.

Market intermediaries should conduct their businesses in a way that protects the
interests of their dients and helps presarve the integrity of the market. Regulation
should require tha market intermediaries have in place appropriate interna polices
and procedures, including those for supervison, for observance of securities laws and
appropriate internal controls and risk management Systems to prevent misconduct or
negligence.  Generdly accepted principles require each intermediary to keep and
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adhere to written supervisory procedures...and a delegated Compliance Officer to
ensure that these procedures, aswell as laws, regulations, and rules, are adhered to.

g. Principle 24: “There should be a procedure for deding with the falure of a market
intermediary in order to minimize damage and loss to investors and to contain
gystemic risk.” In particular, SEBI does not require early warning sysems or
reporting by intermediaries who may be in a potentid default position.  Additiondly,
SEBI does not have clear plans for deding with the eventudity of an intermediary’s
falure.

The falure of a maket intermediary can have a negative impact on customers and
counterparties and may have systemic consequences. The regulator must have a clear
and flexible plan in place to ded with the eventudity of falure by market
intermediaries. The regulator should attempt to minimize damage and loss to the
investor.

For the most pat, SEBI's deficiencies rdating to full compliance with 10SCO's
recommended principles ded with the supervison and operations of Coallective Investment
Schemes and Intermediaries. While it is important for SEBI to correct these deficiencies, it
will not require a great deal of work. SEBI would have to adopt stronger and more specific
rules as wdl as have the SROs (i.e, the Exchanges) adopt strong reporting and operationa
rules for its members. Additiondly, SEBI and the SROs would need some amount of training
and posshly some technicad assstance, and the intermediaries as wel as the Collective
Investment Schemes need to be educated in the procedures necessary for compliance.
Practicaly spesking, SEBI can implement necessary changes, yet a 3month TA from USAID
could fulfill the SEBI’s compliance with I0OSCO principles.
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Annex V

SEBI Concept Paper on Professional Rating of Intermediaries
December 2004

Professond Rating of market intermediaries, as a concept, is amatter of debate and
discussons. The need for rating is felt not only from the point of view of grester disclosure
requirements for investor's interests, considering the important role such intermediaries play,
being an interface between investors and exchanges/SROs but aso from the point of view of
measuring the adequacy of systems and controls to meset internd aswell as externd
compliance requirements.

Market Intermediaries Regulation and Supervison Depatment, Divison of Policy and
Supervison1 has prepared a draft concept paper on rating of market intermediaries (brokers).
The paper is placed below for diciting public comments. It may be noted that the concept
paper is only at the draft stage and does not necessarily reflect the views of SEBI on the issue.
SEBI would be congdering the comments received from different sources before taking a
view on the matter.

Public comments may be sent to SEBI, Divison of Policy and Supervison1, Market
Intermediaries Regulation and Supervison Department, World Trade Centre, 29" Floor,
Cuffe Parade Mumbai 400 005 or e-maled to ashishk@sebi.gov.in or faxed to 91-22-
22164482/22164494 latest by December 10, 2004.

A. Need for Intermediaries Rating Services (Brokers)

In view of the developments that are taking place in the capitd markets, the need to congtantly
upgrade and improve systems and procedures in operation as wel as skill sats has gained
congderable importance. Besdes compliance with regulatory requirements both in letter and
oirit has assumed ggnificance s as to mitigate risk and ensure adequate protection of
invegors interest.

In light of these developments qudity, competence, professondism and standards of ethics
being adopted by market intermediaries have become al the more necessary. These
developments underpin the need to measure and compare the relative competencies and
sandards of services of the intermediaries on these and other parameters in order to provide
Investors necessary information to compare the intermediaries.

One of the tools with which these parameters can be measured and indexed is the professond
rating of intermediaries by independent rating agencies. The rating index would messure these
intermediaries on lad down criteria and will be an indication of the reative drength of the
financids and other parameters of the intermediary. It must however be mentioned that rating
of intermediaries has not been tried in many countries. A few of the rating agencies in India
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have dready begun the exercise. SEBI would be discussng the methodology with them to
refine it further and intends to encourage market intermediaries to get themsalves rated.

B. Rating Obj ectives/Benefits

The intended objectives of rating as well as bendfits accruing from the exercise are thought of
as below:

1) It is expected to spur growth of professonaly managed entities as business development
and opportunities would result from such an exercise.

2) Investors interest may gain more importance, as this would be a factor to be consdered
while taking a rating decison. Investors would be knowledge investors and will be informed
about the standing of the entity.

3) Rated entity would be in a podstion to brand its image and cepitdize the same for
generating more business.

4) Benchmarking with others in the fied is expected to congantly improve and upgrade the
performance.

5) Risk management systems and procedures are expected to improve as this will be a vitd
rating criteria

6) Process of consolidation of entities is expected to start, as focus would be either to shape
up or ship out.

7) Overdl compliance standards are expected to improve as aresult.

8) In a nutshdl, the product may accrue sgnificant benefits to adl sakeholders including the
investors, stockbrokers themsdves, the regulator and others who will benefit from the
transparency and the consequentia focus on efficiency.

C. Role of Credit Rating Agencies

Reting of intermediaries based on well-defined parameters would be done by the credit rating
agencies registered by SEBI under SEBI (Credit Rating Agencies) Regulations, 1999. Rating
agencies interested in doing rating exercise would be required to develop suitable rating
process, methodology and parameters in this regard. Rating parameters are expected to cover
the entire process flow and operations of the rated entities so as to take a holigic view while
awarding a particular rating.

D. Rating- Optional or Mandatory

While the product for rating of intermediaries would be encouraged to be introduced in the
markets, it is fdt that the demand for the product should come from the market itsdf insteed
of any imposed obligation on the intermediaries to go for it. Further with the rdaive maturity
of the markets and sdf imposed code of discipline, which arises out of such maturity, the
demand for product is expected to rise as more and more intermediaries would like to get
themsalves rated and messured, both for internd evauation and intropection and for giving
an ingght into its affairs to the outsde world and for marketing its services.

It is further observed that a smilar gpproach has been followed by the rating agencies while
introducing Corporate Governance and Wedlth Creation and Management Index. While the
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index has not been mandated, companies in their purslit to achieve higher and higher leves
of governance standards are on ther own getting themsdves rated. Smilarly, for market
intermediaries aso, as the process of consolidation and need to shgpe up gans momentum,
the role and sgnificance of such an index would be felt more and more by them. The rating
product is aso expected to shore up the interests of investors in the capitd markets as a
highly rated entity is expected to be more concerned with protection of investors interests in
al itsdedings

E. Rating Approach/Components of Rating

It is expected that rating methodology should invaridbly cover the following points while
taking arating decison:

1. Organization gructure:

Legd dructure of the firm, ownership pattern, organization dructure which would include
physcd and technologica infrestructure, adequacy and competence of personnd,
qudification and professondism of the top management who ae a the hdm of &ffars
checks and bdances built into the sysem, flow pattern of information, clear definition of job
profiles, proper delegation of authority and wel lad down accountability and respongbility
Satement.

2. Risk Management Policy and System:

The risk management practices and risk gppetite of the entity, sysems and procedures for
managing different types of risk induding market risk, systemic risk, credit risk, operationa
rsk, policy on giving exposure to and collection of margin and pay-ins from dients, sub
brokers etc. This would adso incude andyss of dlients mix (retal/indtitutiond), extent of
proprietary trading, day trading, etc.

3._Pdlicy on Investorsinterest:

The Management policy on ensuring far dedling for clients, time taken to make pay- out of
money as wel as securities to dients induding the end clients of sub brokers, policy on
handling investors grievances, time taken to seitle the complaints and steps taken to ensure
non repetition of the same, deding with arbitration matters, promptness in atending to such
matters, quantitative assessment of the organization's approach towards investors protection.

4. Organization process and procedures.

The flow of work pattern in the organization, possble bottlenecks which may affect the
performance of functions, procedures adopted by the entity in deding with different facets of
operations incuding opening of new accounts, executing trades, issuance of contract
noteshbills to dients, executing agreements, obtaining clients information, operating bank
accounts, DP account, degling with sub brokers etc.

5._ Management policy on compliance:
The importance attached to the concept of compliance in the organization, role and reative
importance of the compliance officer, informaion flow from/to compliance officer, actud
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compliance with various ruleslregulations/circularsbye lawvs of SEBI/stock exchanges etc.,
steps taken by the management to ensure that problematic areas are addressed prompitly etc.

6. Financids

The financid drength of the entity as judged from its net worth, capitd structure, gearing and
other operating ratios, exposure taken by the entity based on financids, policy on short term
and long term borrowing, extent of leveraging for proprietary trading, transparency and
qudity in disclosures relating to operations, qudity of disclosure in directors reports, any
adverse reporting by the auditors and steps taken to rectify the same etc.

7._ Higtory/Background:

Factors would include an andyss of factors like impogstion of finespendties etc. by
regulators/stock exchanges/other SROs, action taken by government authorities, repetition of
violations which resulted in such imposition/action €tc.

8._Frm's Pogtioning:

Factors which may be andyzed would include the market sructure, sze of the market and
level of competition, number of players in the fidd, core competence of the entity, dominance
of players, market share, trend in market sze and market share, comparative anayss with
others firms on different parameters.

It may be noted that the above factors are only illudrative and not exhaudtive and rating
industry may devise ther own modds and methodologies for rating a broker. Further
appropriate weightages may be given to these and other factors as may be deemed fit to
provide for a levd playing fidd to smdler as well as big brokers while undergoing rating
exercise.

F. DISSEMINATION OF RATING

The raing awarded by the rating agency to the intermediary may be disseminated by such
intermediary on its webste and advertisements subject to necessary gpprovas, for business
promotion and to brand its image. However disclosure of rating obtained would be optiond
for the intermediary. Rating agencies would aso need to obtain prior gpprova from the rated
entity before disclosure of rating awarded to the entity.

G.ACTION PLAN

Ratings may be made optiona and not compulsory. Growth in demand and greater
maturity and understanding of the issue would automaticaly spur interest to go for the
rating in due course of time.

Ratings should invariably cover al the memberships of the entity so as to present a
holigtic picture.

If the entity is ds0 regigered as an intermediary in other capacities, suitable rating
exercise may need to be carried out to measure the overal level of performance across
different activities and hence rating product would need to be evolved over a period of
time to cover the entire gamut of activities being undertaken by the rated entity.
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Initidly ratings may be given for a period of one year and then revised. However if
required ratings may be kept under survelllance/reviewed earlier aso.

Rating agencies would draw out a detailed rating criteria, methodology and process for
evauating brokers.

Rating ingruments and symbols should make it amply clear that reting is not intended
to induce people to trade through a particular entity. It is only a reflection of the
performance of the entity.

Rating rationade and rating process may be disseminated to generd public.
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