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PREFACE

The following document was prepared for the Institutional Reform and the
Informa Sector (IRIS) in Nepa, funded by the U.S. Agency for Internationd Development.
Field work for the study was carried out between June 20 and July 6, 1994. During this time
more than 25 interviews were conducted, incuding the Nationa Planning Commission,
govenment officids, the Nepal Rastra Bank, the Securitics Board, the Nepal Stock Exchange,
commercid banks, financid intermediaries, international donors, and private sector companies.
An outline of the recommendations was prepared in the field and discussed representatives from
USAID-Nepal, the Nationd Planning Corminission, the Nepal Rastra Bank and IRIS Nepal.

The consultant wishes to express her gppreciation to dl the people interviewed
and other people whose collaborated with the study. Specificaly, gratitude [ui assistance with
the study is extended to Praveen Dixit, Director of IRIS-Nepa, Anita Tuladhar, PDC Director
of the Economic Liberdization Project, and Anuja Rabhandary whose diligence and insghts
made a subgantid contribution to this sudy. The tinal conclusons and recommendariuns
presented in this report are the sole responsibility of the consultant. It is hoped that this report
will provide a sound basis for developing a credit rating agency in Nepd, and encourage the
development of a sound and efficient financid market.
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l. INTRODUCTION AND BACKGROUND

Nepd is an economy in trandtion. Since the converson to a conditutiond
democracy in 1991, economic reform and liberdization efforts have been undertaken in many
sectors, particularly with respect to trade and industrial policies. Emphasis has been placed on
private sector development and a market-oriented economy. His Maesty’'s Service (the
government) is now in the process of reforming the tax system and the financia sector.

Although a Securities Exchange Centre (SEC) was established in 1976, primarily
trading in government bonds, it was not until 1983 that a secondary market was permitted to
operate under the Securities Exchange Act. The SEC functioned as both stock exchange and
regulatory agency until 1993, when a separate Securities Board was created. The reformed
Nepa Stock Exchange (NEPSE), which officidly opened in January 1993, was given the
responsibility for trading activities, while the Securities Board was authorized to perform
regulatory and compliance functions. Currently, the new Nepal Stock Exchange is experiencing
phenomend growth with new share issues commonly oversubscribed by as much as 60%.

Financid sector reform has dso resulted in the establishment of seven joint-
venture banks and two government owned banks, one of which will likely be privatized in 1995.
New legidation has permitted the creation of private finance companies, leasing companies.
venture-cagpitd firms, and insurance companies. The high levels of defaults on bank loans
continue to rise; and new provisons for |oan recovery are being considered with aview towards
achieving the internationally accepted “Bank for Internationd Standards’ (BIS) capitd adequacy
ratios. It is feared that loan defaulters can readily access other credit or capital through new,
inexperienced financia inditutions and highly liquid banks, as well as the capitd markets, to
rase equity.

This burst of new financid sector activities has left the government and :he
authorities ill-prepared to cope with the situation.  There is a need to establish an appropriate
regulatory and legd framework and. more importantly. to establish mechanisms for enforcing
exiding regulations. Lack of experience and inadequate information on the part of corporate
management, bankers, debt and equity issuers, financia intermediaries, regulaors and
government officids have led to a distorted financia market. Avallability of, and access to,
information on publicly traded companies is seriously lacking, while issuers are often negligent
or even evade compliance with reporting requirements,  In certain cases the true identity or
background of the promoters or sponsorsis not fully disclosed.  Some companies traded on the
stock exchange have not filed financid statements for the past two or three years, and often
statements are unaudited or completely unreliable.  The investing public is thus Ieft with little

more than rumors and speculation with which to make investment decisions. This situation has
caused great concern within government, @S well as the financial and busincss communities,



To address these concerns, particularly with the am of protecting the newly
emerging financid sector as well the investors, the Nepal Rastra Bank dong with the Nationa
Panning Commisson contemplated the establishment of a Credit Rating Agency. One option
was to integrate the rating agency into the exiging Credit Information Bureau, which collects
information on bank loans and defaulters. Another option was the cregtion of a separate entity
to perform rating services only. In either case, the rating function was to be under the auspices
of the Nepal Rastra Bank. A fact-finding study was undertaken from 20 June to 6 July, 1994
to assess the Situation in Nepa and to recommend a regulatory and operationd framework for
a credit rating agency.

In the course of interviewing gpproximatdy 25 bankers, financid intermediaries,
capital markets and government authorities (Annex A), it became apparent that there is a general
misconception of the role and function of credit rating agencies.  Accordingly, one of the
principa tasks undertaken during the two-week period was to introduce the basic principles
underlying credit rating agencies and the rating process. This was done in informal sessions
during interviews and a a forma presentation to the Federation of Nepa Chambers of
Commerce and Industry. Section Il is an amplification of these discussons.

Although this study may appear to have been premature, given the nascent Sate
of capitd markets in Nepa today, it is important to have a long-term perspective.  Adequate
lead-time is necessary to cregte a viable and credible indtitution. Training a professona and
qudified staff of andysts can teke 1 to 2 years. Deveoping relationships with corporations,
financid intermediaries and other participants, based on professondism, experience and trust
requires sufficient time and effort. Moreover, there is a present a sense of urgency which
necessitates a proper and thorough understanding of the role and function of credit rating
agencies. This urgency stems from at least one application received by Nepa Rastra to approve
the establishment of a credit rating agency. Under the existing Centrd Bank Act, there is no
provison for ether the establishment of a rating agency or for the authorization of one by the
NRB. NRB is thus contemplating seeking an gpproval from Parliament to amend the Act. But
perhaps most significant is the applicants limited knowledge of the functions and responsibilities
of credit rating agencies, as demonstrated during an interview. If such sponsors are permitted
to proceed without the proper guidance, procedures, or skills the whole rating process could be
jeopardized, leading to serious problems for investors and turmoail in Nepd'’s capita markets.

It is therefore strongly recommended that a decision regarding any pending
gpplications to establish a credit rating agency in Nepa be postponed, until the information
contained in this report is reviewed, and implications fully discussed by dl parties concerned.
1. WHAT IS A CREDIT RATING AGENCY?

In response to the growing volume of cross-border investments, the growth of

new, expanded capital markets combined with an expanding universe of debt/equity issuers,
credit rating agencies art: increasingly viewed as an important link in the cvolving finandd
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market process. They provide a rating system that is designed to be accurate, reliable, and
globaly consistent. Modalities for rating agencies, while to some extent regiond or loca in
scope, are becoming more universally accepted with the globalization of the financial and capital
markets. The criteria and guidelines presented below reflect those modality considerations.

A Context

The best-known credit rating agencies are Standard & Poor's Corporation and
Moody’s and to a lesser extent Duff & Phelps Inc. and Fitch Investor Services. Additionaly,
Keefe, Bruyette & Woods and International Bank Credit Agency specidlize in rating the domestic
and international banking sector. Some of the more established agencies, operating for over 50
years in the United States, have now begun expanding overseas. Moody's, for example,
founded in 1909 fird introduced a securities rating system to rate U.S. railroad securities; it now
has 6 offices overseas. More recently, other countries have authorized the establishment of
credit rating agencies or services, including: Sweden, France, Japan, Australia, Hong Kong,
India, South Korea, the Philippines, Israel, Mexico and Chile.

Not all credit rating agencies operate in the same manner and much depends on
prevailing local regulations and market conditions. For example, in some countries rating
agencies are partialy or fully owned by a government entity such as a central bank. In mast
other countries, they are privately owned and under the supervision of a regulatory authority,
usually the securities exchange board. Some countries have introduced mandatory rating
requirements, which has not always been met with favorable results. Notably in Japan, ratings
are given on issues even though the issuer has not commissioned them. Such an imposition can
antagonize the issuer, and rather than cooperating with the rating agency, the issuer can withhold
key information that could distort the analysis and thus the rating. On the other hand, some
countries which have initiated mandatory rating requirements (e.g. Mexico) use a less forceful
means,; they simply prevent a debt security from being sold in the public markets unless it
obtains a rating.

B. Function of Credit Rating Agencies

A credit rating agency is an independent, professional organization that analyzes
the repayment risk of debt instruments which include bonds, debentures, preference shares,
commercial paper, certificates of deposit, fixed deposits. The agency must be independent in
order to establish objective, impartial, and trustworthy analysis of debt-risk classifications,
known as ratings. A credit rating is essentially a tool for capital market participation by both
issuers and investors, providing an opinion regarding the financial ability and lega obligation
of an issuer to make timely payments of principal and interest (or preferred dividends in the case
of preference shares) on a debt security over the life of the instrument.



A rating system provides predictive information on default risk for use by
investors, who must be willing to accept risk on any investment they make. Ratings guide
investors in determining the level of credit risk associated with each debt security, and offer the
investor a quick and efficient means of obtaining information needed to make an informed
investment decison. Accordingly, ratings are typicaly released before the issue goes to market.

Once an issue has been rated and placed in the public markets, it IS the rating
agency’s responsibility to ensure the accuracy of the rating over the life of the debt instrument.
This requires continuous monitoring of the financid condition of the issuer. Ratings are
typicaly reviewed at least once each quarter (4 months). In the event the financia condition of
the issuer changes, either improves or deteriorates, the rating of an issue could be upgraded or
downgraded accordingly. Ratings my be changed, suspended or withdrawn, but the agency must
announce this to the public and explain both the criteria and rationale for doing so. Issuers
comprise corporations, government (nationd, state, local), banks, insurance companies, finance
companies, supranational agencies and development banks (the World Bank), public utilities, etc.

Credit rating agencies do not rate common equity, bank loans, issuers or
borrowers. Nor do they make recommendations on whether to buy, sell, or hold shares or rated
debt instruments, or guarantee repayment of a debt instrument.

C. Basc Principles which Guide Credit Reting Agencies

The basic principles which guide credit rating agencies can be summed up in
terms of trust and confidence which underlie the rating process. A rating agency must avoid any
actua or potentia conflicts of interest. Its relaionship with the entire financid services
indugtry (issuers, investors, financid intermediaries, government, regulators, insurers) must be
drictly amslength. A rating agency’s management, board, staff or any members of their
households may not hold shares or represent the companies in which they participate in the
rating decison.  Under no circumstances should any outside compensation or other benefits be
accepted by these parties in connection with employment at the rating agency. Fees collected
by the rating agency for the sarvices performed is under contractua terms and conditions and
for the account of the agency only. Further. al employees of a credit rating agency (dtaff,
management, and board) must be prohibited from being engaged in the sdling or trading of
securities.

Rating agencies will typicdly aso have internd control policies, dosdy reflecting
those of the securities industry, regarding indder trading. This is defined as any transaction
that is based on material ingde (i.e. non-public) information, which could be used to buy and
=l securities. Such information remains outsde the public domain for specified periods,
depending on regulations sat forth by the securities board authorities. Confidentid information
must not be disclosed to anyone who is not authorized to know it as part of the rating process.
Such information must not be disclosed to investors, other issuers, or any other unauthorized
parties. Disclosure is the duty of the issuer.  For instance, in the event the issuer decides not



to use the rating obtained from thc rating agency, the agency is prohibited from making that
information public or from informing anyone who is not authorized to know this. In announcing
a rating or any modifications, the agency is compelled to disclose both the criteria it used to
arrive at the rating as well as the rationale for the rating.

A compliance unit within a credit rating agency is responsible for overseeing full
compliance with pronounced standards and procedures. Offenders are penalized, dismissed, or
criminaly charged.

In brief, procedures used by credit rating agencies are driven by the need to:

establish credibility of the rating agency and the rating process;
develop and maintain rules of confidentiality;

establish and enforce rules of full and accurate disclosure by the issuers;
ensure integrity of analysis undertaken for each rating;
provide broad dissemination of ratings and opinions issued by the rating

agency.

* o % % 3

D. Criteria for Determining Credit Ratings

The primary characteristic for determining a debt rating is based on an assessment

of the credit worthiness of the issuer with respect to a specific issue. Ratings are based on
several considerations: 1) likelihood of default; 2) nature of and provision of the debt

instruments, and 3) relative position and protection of the debt instrument in the event of
bankruptcy or other circumstances of default by the issuer.

A ratings methodology is based on an assessment of the risk associated with
receiving timely payments on principa and interest on a given debt security, and how this risk
compares to that of other debt securities (including preference shares which are a form of hybrid
security). It requires well trained and quaified analysts who arrive at their conclusions through
an analysis of various factors and considerations:

* Qualitative and quantitative analysis, including the issuer's ability to
generate cash, and determining the predictability of future cash generation
by the issuer, by means of a thorough analysis of the Issuer’s historical
annua reports and financia statements;

* Special features of the issue, such as maturity of the issue, the interest
rate, convertibility features, etc;

* The relationship of one issue to other obligations of the issuer, such as
outstanding bank debt, subordinated debt, and other publicly issued debt
securities:



* Operating performance of the issuer, guarantors (e.g. bank or other
company or government agency), insurers, or lessees,

* Appropnate financial ratios for the issuer’s industry or sector, and issuer’s
own operating historical ratios;

* Economic and political environment, industry characteristics including
market demand, market share and competitive position of the issuer,
quality of management, issuer’s strategic direction, technology, outstanding
legal issues, and government regulations.

E. Rating Symbols

A key characteristic of any credit rating system is that each rating symbo! is
applied universally by the rating agency so that the same meaning and interpretation is available
to all the issues that are evaluated. Thus, the same rating symbol will apply to an issue
regardiess of the currency of the issue. the type of issuer (i.e. bank, utilities company), or the
issuer's country of origin. This ensures consist and comparable evaluation.

Although there is no one universal set of symbols used by all the rating agencies.
rating agencies do classify issues in basicaly the same way, utilizing a descending system of
numbers and/or letters. Ratings also distinguish between short term and medium- and long-term
debt instruments. A general classification system, following the one originaly developed by
John Moody for long-term ratings, is utilized in many countries. It is outlined in Appendix B.

F. Fees

Fees for obtaining a rating are paid to a credit rating agency by the issuer. Many
in the credit rating business would prefer that investors pav for the rating, $ince 1t 1S a service
to the investor. However, this has been difficult to achieve. Fees are commonly charged on
the total amount of an issue, in amounis ranging Letween 15 % w 2 %, oraflat annual fee s
negotiated with the issuer, entitling them to unlimited ratings for the year. Some agencies
charge an issue fee of .10%, plus an annual surveillance fee, plus OUt Of* pocket expenses for
producing the rating.

[, THE PRESENT SITUATION IN NEPAL

As noted in the introduction above, there is substantial concern in Nepal that the
entire financial sector has the potential to experience substantial losses unless certain actions are
taken to place controls and disciplines on the various participants -- issuers. investors, banks.
and financial intermediaries. Since protection of public investors is of paramount importance



in the capitd markets environment, it was supposed that a credit rating agency would serve a
watchdog function that would control loan defaulters as well as issuers and promoters, by
eiciting and making public their track records and the operating performances of their
companies. The exiging Credit Information Bureau was envisioned as possibly forming the
badis for arating agency, by either incorporating it into CIB, or by creating a rdated indtitution;
in ether case, under the auspices of the Nepa Rastra Bank.  With this in mind, NRB has
consder& granting guarantees on cach rating, and having approval authority over which
companies could issue securities.  This course of action would expose NRB t0 massve
contingent liabilities in the event that an issue covered by a guaranteed rating defaulted and the
investors laid daim to the guarantee. Notwithstanding such considerations, it is within the scope
of the Securities Board, not NRB, to approve the issuance and listing of securities.

This study has attempted to demondtrate that a rating agency cannot, in fact.
dleviate al the concerns confronting the financid sector and investors. The scope and function
of credit rating agencies is limited and specific. By their very nature, credit rating agencies do
not rate bank loans or the borrowers nor companies (issuers) or their common equity. They rate
debt instruments that are issued through the capital markets. The function of the Credit
Information Bureau in Nepd is twofold, one is to track information on loans and the other on
defaulters. It isimportant to recognize these digtinctions -- one pertaining to the capitd markets
and the other to the banking sector. In the opinion of this consultant, an attempt to combine
these digtinct functions would obscure the true purpose of each respective function. There are
inherent risks in every investment. To mitigate some of the inherent in each investment,
inditutional strengthening, improved regulations and disclosure requirements, supervison and
monitoring must be indituted.  An of course, enforcement procedures need to be both adequate
and earnest.

The activities of the Credit Information Bureau and the securities market in Nepai
are highlighted below, as these provide the framework for the resulting recommendations.

A. The Credit Information Bureau

The Credit Information Bureau (CIB) was established in 1989, under the control
of the Nepa Bankers Association (NBA), following the recommendations of the World Bank.,
as pat of Nepd's financial sector reform program.  CIBs Stated principa objectives are “to
collect information on borrowers from its member institutions, analyze and exchange it in order
to facilitate the assessment of credit risk so that proper end use of funds are ensured and
unhedlthy credit transactions are controlled”. The information is made available to the member
banks, of which there are nine commercid banks (including 7 joint-ventures), the Agricultura
Development Bank, and the Nepd Industrid Development Corporation. In fact, CIB performs
these functions more or less successfully in view of the condtraints it faces -- inadequately
trained gaff and an inefficient computerized information system. A study to assess CIB's



capabilities was undertaken in February 1994 by Lintasarta, an Indonesan consulting firm,
which recommended among other things drengthening the datdbase sysem and the
telecommunications network.

CIB collects, maintains and disseminates information on: 1 j non-defaulted loans
exceeding NRs 2 million; 2) defaulted loans which are 6 months past due and ranging between
NRs 500,000 and 2 million; and 3) thc “blacklist” of borrowers with past due loans in excess
of NRs 2 million. The blacklig is circulated to dl NBA member ingtitutions. Removd from
thislist is conducted under terms agreed to by the NBA and Nepa Rastra Bank (NRB), which
dipulate that N0 member inditution is permiued o extend a loan or other credit facility to a
borrower on the blacklist until the borrower is withdrawn from the list by CIB. Repayment of
the defaulted loan appears to be the. only way (with the possible exception of the borrower’s
demise) a defaulter is removed trom the blacklist.  With the banks prohibited from lending w
blacklisted borrowers, and loan restructuring initiatives dill in the planning Sages, the
blacklisted borrowers' inability to access other credit lines is tantamount to foreclosure.

While the banks acknowledge that they are grateful to have this information, they
are also concerned about its free flow. It appears tha the entire blacklist is circulated to
member inditutions on a regular basis with little or no regard to or supervison over the
confidentid nature of the information. Conceivably, if this information got into the wrong hands
(i.e. unauthorized person in the member indtitution) it could be used for illicit purposes. This
may explain the reluctance by some of the banks to comply with the directives of the NRB,
which require that each member indtitution “supply the information solicited by the CIB” and
that fallure to do so isaviolation of the NRB Act of 1955. According to the CIB and theNRB,
the member response rate is only 35%-60% of the more than 2500 loans in CIB’s database.
Another reason offered for the low response is that the CIB, while set up by the NRB, is
actualy under the control of the NBA but headed up by a senior officer of the NRB.  Without
the clear backing of the NRB, CIB has little recourse to the member ingtitutions who do not
submit the information. CIB is only authorized to send out a letter to the member institution
requesting the information on loans and borrowers.  Compliance is not mandatory on the part
of the member indtitutions and no pendty is imposed for non-compliance. No provison in the
Centrd Bank Act dictates that information be provided to the NRB, or pendizes for non-
compliance.

Lacking both the authority and influence to enforce under its mandate, CIB's
management is seeking other means to be more actively engaged. One areain which CIB would
like to expand its scope is in loan analyss to determine whether the defaulted and bjacklisted
loans are properly “guided”’. Although examination of defaulted loans is under the purview of
the Inspection and Supervison Department of the NRB, audits primarily conducted manly or
the larger banks, and enforcement of banking regulations are gpparently rdatively lax.
Classification of loans is done by the banks themselves. in accordance with the guidelines
established by NRB, and reviewed annually by NRB auditors. It is uncertain whether reserves
for bad loans and charge-offs are drictly enforced, and as this was not the scope of this study
(time was limited), claims to that affect were not investigated further. However. Whet is clear



is that CIB’s mandatc docs not cal for it to bc involved in loan analysis. Instead, CIB should
concentrate on collection and dissemination of information, expanding into production of
statistical reports on loan demand by sector or industry, etc. A more detailed proposal for
restructuring and strengthening CIB is presented in Section IV of this report.

B. The Nepal Stock Exchange

The Nepa Stock Exchange (NEPSE) is owned by Nepal Rastra Bank (48%), the
Ministry of Finance and the Ministry of Industry (40%), and the Nepal Industrial Development
Corporation (12%). Sixty-six companies are presently listed on the Exchange, athough only
18 are actively traded. Since the new Nepa Stock Exchange opened in January 1994, as the
successor to the Securities Exchange Centre, only 3 new companies have been listed. Yet, in
the first six months of this year market capitalization has risen 200%, tripling in less than one
year to NRs 12.1 bn (US$ 246m). Daily turnover is NRs 2.5m (US$ 51 ,000), averaging 50 to
60 transactions. It is not unusual for new issues to be oversubscribed by 20 times the issued
amount. There are 25 licensed brokers who dea in the secondary market, trading both listed
and unlisted shares, and 5 market-makers. A fairly active private placements market (i.e.
unlisted issues) is also underway, but it was difficult to ascertain its size.

A monthly bulletin produced by NEPSE provides updated information on trading
trends of the most active sectors and companies. But does not produce a fact sheet on listed
companies on a regular basis. Of the 66 listed companies nearly 50% are in the financial sector
(hanks, insurance companies). Only the actively traded companies are published in the daily
newspapers. Trading is done on the ‘open auction principle on the trading floor, using a
manual board. It is restricted to listed corporate securities and government bonds, athough the
latter have not been traded since the start of the new stock exchange due to the prohibition by
the Nepal Rastra Bank to allow a full secondary market in government bonds.

Critcria for listing include the requirement that a public company must have at
least 100 shareholders, 15% of total capital must be distributed to small shareholders (who hold
up to 100 shares), the par value is NRs 100 per share, and 3 years of audited financial
statements must be submitted. Some companies have 10,000 to 20,000 shareholders. To protect
the small investor, the Nepal Shareholders Association, a non-governmental organization, was
formed in January 1992 by 10 founding members. The Association acts as a watchdog office
by participating in annual general meetings of the publicly traded companies and “interprets’
companies financiad statements to shareholders. In the event of oversubscription, the
Association takes on a mediator’s role to ensure broad distribution of shares, and notifies the
regulatory authorities and government ministries of dubious company actions and trading
practices.



C. The Securities Board

The Securities Board was established in January, 1994 as an autonomous corporate
body to oversee the functions of the stock exchange and to ensure compliance with rcgulations.
Its functions relate only to capital markets activities, specifically aimed at ensuring that the Nepal
Stock Exchange operates in conformity with the rules established. The Board's mandate includes
regulations over issuance of new securities. The amended Securities Exchange Act of 1993
requires that companies offering their securities to the public must register the securities with
the Securities Board and are required to submit a prospectus for each new issue. The prospectus
contains relevant information about the issue, qualifications and composition of the Board of
Directors, company management and financia statements. For every new issue, an
announcement is published in the local newspapers which states the issue price, whom to contact
and the minimum number of shares to be subscribed. Listed companies are required to submit
financia statements semi-annually.

The Securities Board is in the process of developing specific rules approva of al
listings now being done by the Nepal Stock Exchange. It will also be responsible for approving
al new issues and issuers, as well as securities registration. A study of the Nepal capital
markets, prepared in 1993 by the Aries Group, Ltd for the Asian Development Bank, came up
with a set of practical recommendations for the Securities Board. Inded in the recommendations
are the authority to formulate disclosure rules, accounting rules, and a supervisory and
monitoring role over capital markets financial intermediaries.

D. Supply and Demand Considerations

The availability of different types of securities was originally envisioned by the
Securities Exchange Act (1993) as well as the Company Act, Securities are defined as. stocks,
preference shares, bonds, debentures, debenture stock, certificates relating to a unit trust scheme
or group savings scheme, and treasury bonds, In practice, few securities (common equity and
preference shares) can now be issued, due to either limitations imposed under certain provisions.
or the complete absence of any kind of provisions that would permit the listing of such
securities. The Company Act, for example, does not define the basis on which companies can
issue securities, except to state that payment of dividends on preference shares takes priority
over ordinaryicommon shares. Nor does the Act define the rights or obligations of the issuer
or the holder.

Certificates of Deposit and Fixed Deposits are aso included under the definition
of securities, but no provision exists for listing such instruments on NEPSE. An act o}
Parliament would be required to do so. While the Securities Exchange Act permits NEPSE to
list common equity, preferred shares, and debentures, the Company Act prohibits debentures
from being listed unless they are in the name of the debenture-holder. In addition, the Company
Act authorizes the issuance of unsecured debentures in the amount of 50% of total paid-in
capital, athough there is no provision in any of the Acts for the existence of a trustee who
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would be obligated to exercise certain rights on behalf of the debenture-holders.  Only the
commercia banks are authorized to act as trustees, but they have shown no inclination t0 do so.
thus restricting the issuance of debentures. Further hindering the ability of companies to issue
debentures is the fact that NEPSE does not encourage the issuance of such instruments as they
are perceived to be “too risky”. According to NEPSE, fixed income securities are not popular
in Nepal because the coupon rates are perceived to be too low for the perceived risk. Indeed,
they would have to be priced substantially above the current 9% rate on bank deposits, and
possibly be offered as convertible debentures, or secured by fixed assets. Thus, very few
debentures have thus been issued. But demand for debt securities may increase as the on-going
privatization of the 60 state-owned companies is expected to generate a greater need for
financing, which the commercial banks may be unwilling or unable to supply. For example, one
company scheduled for privatization is contemplating a NRs 70 million initiad public offering in
the form equity (NRs 30 million) and convertible debentures (NRs 40 million). Convertible
debentures in the current market are relatively attractive due to expected upside potential of the
equities market.

There also appears to be a growing demand for preference shares. although these
are often executed as unlisted private placements and are therefore less subject to scrutiny by
the Securities Board.  Previously, the Securities Exchange Centre approved the issuance of
debentures and preferred shares for Jyotti Spinning Mills, Bottler's Nepal, and NECON Air Ltd.
In the case of Jyotti, the 8-year issue paying a 19% dividend was comparable at the time to hank
lending rates and was substantially undersubscribed, raising only NRs 9 million of a 1otal NRs
50 million. It is now trading on the secondary marker at dightly above par vdue. The Bottler's
issue was only able to raise NRs 5 million at an 18% dividend rate. More recently, NECON
raised NRs 24 million, half of which was equity and the other preferred shares with sinking fund
provisions. A preference share offering is currently underway for Birat Shoe Company Ltd.
The shares will be listed on NEPSE, and paying a dividend of 18% (significantly above the
current  bank ratest. It will be interesting to see the subscription results, as this may herald
greater demand for fixed-income instruments.

Today, few public debt instruments are available ¢ the investing public.
Government securities (Treasury Rills, Notes/Ronds) are issued by the Nepal Rasira Bank, with
maturities of 91 days to 1 year, and purchased by commercia banks at weekly auctions.
Members of the stock exchange and the public are prohibited from participating in these auctions
and no secondary market exirts. National Savings Certificates (NSC) issued by the government
had been offered in 5 and 10 year maturities and were lax-free. but not fully negotiable. The
5-year NSCs were offered to individuals, and 10 year NSCs were sold to nonbank financial
ingtitutions (banks could only buy them on the secondary market}. But the government has
suspended the issuance of NSCs in an attempt to reduce the budget deficit.

From the demand side, long term. fixed-income investment capital is typically
sought out by pension plans, insurance companies and provident funds. High quality, non-
Governmental  debt instruments are attractive mechanisms tor these types of investors. In Nepal.
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though, a Pension Fund Law has not been enacted and debt securities are essentialy limited to
government bonds. Two savings mobilization schemes have been created as provident funds for
government and private sector employees. also several insurance companies provide policy-
holders with savings accumulation opportunities.

D The Emplovees Provident Fund, established in 1963 pursuant to an Act of
Parliament, is managed by an Administrator with a Board of Directors and under the auspices
of the Ministry of Finance. Total funds currently under management are NRs 6bn with
approximately NRs 1bn added annually. The Fund was created as a savings mechanism for
government employees who are obligated to contribute 10% of their salary which is deducted
from their paycheck and matched equally by the government. Non-governmental employees can
also participate, hut on a voluntary basis. The Fund has adopted strict investment guidelines.
enabling it to invest only in government bonds, fixed deposits and cash certificates, loans which

carry government guarantees, housing schemes, and consortium financing. It can also invest in
corporate debentures, hut only for housing projects, under government guarantee, and also in

shares of banks and financial institutions provided that such investment does not exceed 25% of
the issued capital of the ingtitution. Given the limited amount of investment possibilities, most
of the portfolio has been invested in government Bonds and bank time deposits. and has had
13% annua returns. Unfortunately, with declining interest rates such returns are much more
difficult to achieve.

2) Emplovyees Savings Growth Scheme, operated by the Citizens |nvestment
Fund, is a mutual savings scheme launched in 1992 to enable government and company
employees to participate in a 5% voluntary withholding from their monthly paycheck. This 5-
year open-ended “mutual fund” invests in government and corporate (10% of* total portfolio)
securities, and has posted an annual 15% return on investment and principal is guaranteed. It
currently has 30,000 participants, with total assets of approximatcly NRs 2 1 million. Established
in 1990 under the Citizen Investment Trust Act, at the initiative of the Securities Exchange
Centre, the Fund is managed separately from any other CIT equity funds. CIT’s shareholders
include the NRB (40%), baiks and financia institutions (20%). and general public (20%). The
g-member board includes representatives from the shareholder group as well as outside experts.
Besides savings mobilization schemes, CIT is also engaged in investments (corporate shares and
financing (term loans, bridge finance), and capital markers services (underwi iting, brokering,
market-making, and consultancy services). CIT is planning to launch a “unit trust” scheme for
participation by al citizens, with a portfolio mix more heavily weighted in corporate securities
(approximately 40% of portfolio) and with tax-free dividends.

3 Insurance companies are governed by the Insurance Act and under the
supervision of the Insurance Board which reports to the Ministry of Finance. Invesment
guidelines are being written, Specifying permitted investments for insurance companies which
currently invest in government Bonds, National Savings Certificates issued by the government
in 5 and 10 year maturities. bank time deposit, and on a very limited basis in equity shares (ot
unlisted companies).
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E. Constraints

An gppropriate enabling environment is key to the functioning of a credit rating
agency. To provide meaningful and cffcctive ratings, accounting systems, audited financial
statements, disclosure rules, filing procedures and professond business practices must be in
place. Exigting regulations and conditions in Nepa pose mgor condraints, some of which are
highlighted below. Appropriate regulations, supervison, monitoring, and enforcement need w
be considered.

1) Companies are currently permitted to issue loans and debentures with certain
conditiondities, under the Company Act (Section 25). If the issues are to be collaterdized with
the company’s assets then the Minidtry of industry must give prior gpprova. If the issues are
not offered with collateral, and the amount of the loan or debenture does not exceed 50% of
paid-up capitd, then notice must be filed with the Ministry 7 days prior to issuance.

The prior approva of the Ministry of Industry to issue secured debentures or to
give notice prior to issuing unsecured debentures causes undue delays and places restrictions on
a company’s &bility to obtain financing. As a publicly traded instrument, the overall
creditworthiness of the issue should be reviewed and approved by the Securities Board in its
capacity as regulator, not by the Minidry of Industry.

2) The current procedure for purchasing shares and debentures consists of
submitting an gpplication to the company’s Board of Directors, and putting up at least 10% of
the vaue of the securities.  Allocation and didtribution of issues must take place within 6
months.  The company must maintain a register of bond and debenture holders (as well as
shareholders register). However, such a procedure is too cumbersome from the company’s
perspective, and too discretionary from the investor's perspective; leaving it up to the Board to
determine whether or not to gpprove the sde to a particular investor.  Instead, a centraized
registry and trandfer agent should be st up to handle these functions for al companies. thus
reducing costs and duplication of efforts.  Further, an advance payment of at least 10% of the
vaue is codly for the investor as it ties up funds, without the benefit of earning interest. for
periods of up to 6 months or longer.

3) Full disclosure of information regarding the promoters, the board of directors,
finencid Satements and other rdevant issuer information is now serioudy lacking. While
companies are required by the Securities Exchange Act and the Company Act to submit
prospectuses to the Securities Board and the Company Regidtrar, respectively, there is no
assurance that disclosure is full and religble The formulation and enforcement of company
disclosure requirements is vague. No one regulatory authority has been specificaly entrusted
with the responghility. The Company Regigtrar has thus taken upon itsdf the role of protector
of public investors, even though the amended Securities Exchange Act of 1993 specifies that the
Securities Board is responsble for investor protection. The authority to formulate disclosure
rules, insider trading rules, etc. should thus be the domain of the Securities Board as the

13



principal guardian of public investors. Enforcement regulations and procedures by the Securities
Board should also be addressed.

4) Interest rates on corporate bonds and debentures are set by Nepa Rastra Bank.
In a market-driven environment, pricing is corntnonly determined by the investing public.
Pricing mechanisms are typicaly guided by government securities traded in the secondary
market, which is not permitted in Nepal. Nonetheless, NRB should minimize its involvement
in pricing corporate bonds and debentures, although it could offer some guidance to the
Securities Board and the financia intermediaries.

5) International accounting standards will be introduced in Nepa within 2 years. In
the meantime, generally accepted standards and practices of accounting are lacking. There is
no system for chartering (certifying) accountants, although Nepal Rastra Bank has a list of
“authorized” accountants who may audit banks and state-owned enterprises. In addi tion, auditors
are not held responsible for faulty audits of financial statements. Audited financia statements
are not always reliable, as they are often manipulated to avoid taxes. Despite the requirements
by the Company Registrar and the Securities Board (for publicly traded companies) to submit
audited financial statements regularly, they are rarely presented on timely basis. The Ministry
of Industry, as authority over Company Act, should require companies to publish quarterly
financial statements in the newspapers. The Company Act is presently being revised to require
the publication of annua financia statements of listed companies.

6) The size of the capital market is relatively small as is the number of active
investors, athough existing demand reflects substantial liquidity. 1t is estimated that only 50%
of money in circulation is on deposit in the banking system. The size of new corporate issues
coming to market ranges between NRs 12 million (US$ 245,000) and NRs 36 million (USS
735,000), with an average of NRs 20 million (US$ 407.000). It is believed that the largest
group of stock market investors is comprised of 200-300 individuals and 3 of’ the finance
companies (market makers). Companies in Nepal do not usualy invest in shares of other
companies, preferring to make dircet investments in other companies rather buying company
shares on the secondary market. Institutional investors (banks, insurance companies. etc.) tend
not to invest in publicly traded shares (except their own). However, al this may change as
demand for longer term fixed-rate instruments grows from the institutional investors and
provident funds, and as privatization moves ahead.

7) The Company Registrar's Office maintains the centralized registry of al
companies. The companies are required to submit prospectuses, financial statements and other
documents to qualify for share issuance. None of the documents filed with the Office. however.
are made public. The flow ot information on public companies is virtually non-existent in
Nepal. Although jt is said that approximately 2,000 prospectuses are printed with each new
issue, distribution is limited. Updates on company activities, including financial performance.
are not unobtainable. As the only centralized source of information on companies, information
on file at the Company Registrar’s Office should be made available to investors, the financial



sector, and other interested parties. Clearly, a credit rating agency would benetit from accessing
such information to analyze a company’s financial and operating performance, its Board of
Directors and management, and share ownership.

IV. RECOMMENDATIONS

Based on discussions with the National Planning Commission, the Nepal Rastra Bank,
the Securities Board, the Nepal Securities Exchange, government officials, bankers, financial
intermediaries, insurance company, and corporate executives, the findings were formulated into

the following recommendations. A preliminary set of recommendations were distributed on a
limited basis and discussed with the National Planning Commission and the Nepal Rastra Bank

prior to departure. Comments were incorporated and a few points either further elaborated or
refined in this version, but the general content has remained unchanged.

A. ‘REDIT IN { CIB

The dated activities of CIB include the collection and dissemination of
information, preparation and circulation of a “blacklist”, and analysis of information to assess
credit risk. These are all functions related to loans and within the scope of the banking sector.
Accordingly, it is proposed that the natne of CIB be changed to the “Loan Information Bureau’
(LI1B) so as to better reflect its actual function. The following are same proposed
recommendations for the structure and operations of LIB:

1) LIB should be placed under the control of Nepal Rastra Bank (NRB), possibly as
a department or unit within NRB, which would manage and operate the Bureau.

2) LIB’s activities need to be clearly defined, with a focus on:

Collection of information from banks and other financia ingtitutions on
outstanding loans, in amount exceeding Rs. 1.0 million:

Collection of information on past due and defaulted loans above NRs.
500,000;

Development of a centralized database for monitoring loans, lenders and
borrowers;

Preparation of weekly/monthly reports to the Inspection and Supervision
Department within NRB;
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4)

5)

6)

Providing information on loans/borrowers to banks and other financia
inditutions only upon written reauest by an authorized officid of the
inditution, in contragt to the current situation whereby the “blacklist” is
circulated freely to al members banks, which is in breech of confidentiality
practices.  This acts as a disincentive for banks to comply with the
reporting requirement, as it has the potentia to undermine the bank’s
relationship with its client(s);

Deveoping statistical reports on loans for NRB;
Ensuring that confidentiaity on loans and borrowers is maintained;

Asauring that banks and financia inditutions comply with NRB's reporting
requirements related to LIB’s activities.

LIB should not be involved in either risk assessment OF grading Of loans, as loan
grading is afunction performed by the banks themselves and reviewed by NRB's
auditors.

Given the types of information that CIB collects on loans-maturity dates, types
of credit facilities, collaterdl and its location, name and nature of busness -- it
could constitute a valuable resource. CIB/LIB could produce monthly or annual
datistica reports on industries and sectors by loan type, collaterd type,
geographic digtribution, and loan demand (seasond, regiond, sectoral). Such
reports could be useful tools for NRB as well as government planning offices and
minidries. The information should be made publicly avalable for ressarch
purposes by ingtitutions and for marketing purposes by the business community.
But it mugt exdlude cartain sensitive information such as thie luan amount by
designated borrower. Loan activities are confidentia and should not be disclosed
outside or even within the banking community. except under drictly regulated
conditions.

A review of the systems and procedures for information gathering by the Bureau
should be undertaken by an expert familiar with the operations of this type of
bureau.

Indtitutional and capacity strengthening of the Inspection and Supervision
Department of NRB, through a provison for technica assstance and training of
daff of the Department and 1.1B. A banking regulations and supervison expert(s)
should review the existing rules, regulations, and procedures related to auditing,
reserves for bad debt and loan classification system, and enforcement of these.
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(Separately, a loan recovery program shoufd be implemented as this would ensure a least
a patia collection of past due and defaulted loans. Loan recovery endeavors would incorporate
loan restructuring initiatives, which should substantially reduce the number of blacklisted
boroves who now have litle or no leaway to negoide their defaulted loens The barks under
the guiddines of the Nepal Rastra Bank, could adapt loan restructuring packages that include,
for examplc, additional collateral from the borrower or guarantor, renegotiated interest rates,
a more feasible loan repayment schedule, additional short-term working capital loans (if
necessary), and possibly converting all or a portion of outstanding debt into equity. Blacklisted
borrowers who are now perceived as posing a major threat to the entire financial sector could
be leytimized Rdig fron det buden ad the possbifity to aocess woking cepitd aedit could
Jead to expanded busness opportunities for thee bladkliged borowes utimady aeding more
productive enterprises rather than bankrupt businesses.)

B. CREDIT RATING AGENCY (CRA)

Credit rating agencies are a function of capital markets activities, utilized to
facilitate investments in debt instruments that include debentures, bonds and preference shares.
The cepitd maket in Nepd is in its nescent dages ad the issuance of deat indruments is vay
modcratc. Notwithstanding, two companies have already expressed interest in forming credit
rding agades One of these or possibly both are engaged in other capital markets activities,
which coud pose coflids of interet. Conssquently? the fdlowing recommenddions take into
consideration some of these factors and are intended to create the proper enahling environment
for a credit rating agency whose goal should be 10 protect the investing public.

A. It is recommended tha cedt raings on pubdidy issed deat ingruments shoud
be made mandatory. The rationale being that, in the initial stages, it helps to
cgede necess|ay disdplines in the maket. Ratings dso promote cepitd  markets
activities. However, rating activities should he undertaken by trained
profedonds uder acogpted  quiddines and wi thin the proposad  druciure
outlined below. Rating agencies, unlike regulators, have no powers of
enforccment of disclosure or other information requirements. It is the task of the
regulator (in this case the proposed Securities Board, as seen below), to enforce
filing and other regulations related to issuance of debt instruments.

B, Poposed Srudure and  Orgenization

Name: Nepal Investment Information Service and Credit Rating Agency

(NIISCRA).

i



Activities of NIISCRA

Given the state of Nepa’s capital markets and the constraints identified above,
the demand for the services of a credit rating agencics can be viewed as being
in the formative stages. The lack of basic information regarding publicly traded
companies and state-owned enterprises: which are earmarked for privatization,
also hinders credit rating efforts. Recognizing ihese drawbacks as well as
opportunities, it was determined that combining these elements would be the most
practical approach, It was also decided to conceive of NIISCRA in developmental
terms. Beginning with the creation of a business data base, eventualy it would
grow into a full-fledged credit rating agency that would utilize the database in its
analysis of companies issuing debt instruments. To make it a sustainable
operation, NIISCRA could also perform other related services. Accordingly,
the principal activities of NIISCRA were conceived of as follows:

a) Developing and maintaining a business database on: publicly-traded
companies, state-owned enterprises, and other companies. The information
in the database will be derived from prospectuses filed with the Securities
Board, the Registrar of Companies, ministries, and directly from the
companies themselves.

b) Publishing a “fact-sheet” on companies in the database for sale/distribution
to. foreign and domestic investors, government offices, and other
companies.

) Providing fee-based Credit Assessment services, on demand, to banks and
financia ingtitutions, companies, investors, and ministries. In addition,
banks may wish to obtain an independent, third-party assessment of a credit
proposal that they are reviewing. NIISCRA would be contracted to perform
the assessment by analyzing financial statements, company opcrations.

d) Undertaking credit rating services, utilizing internationally recognized
symbols, standards, and criteria.

Legal Structure of NIISCRA: Registered as a company under the provisions of
the Company Act.

Authorization and Supervision: The Securities Board should authorize the
establishment of NIISCRA, and supervise its activities to ensure compliance with
the stated guidelines and practices. Prior to commencing operations, a set of rules

and guidelines would need to be developed and approved by the Board and/or the
Ministry of Finance.
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(Under an cxisting provision of the Securities Exchange Act of 1983 [Chapter II,
Section 3 (1)], it is stated that “a Securities Board shall be established in order
to systematize and regularize the transaction of securities and to develop Stock
Exchange by protecting and promoting the interest of the investors’. Similarly
Rule 3 of the Securities Exchange Regulation of 1993 defines one of the functions
of the Securities Board is to “enhance the development of capital market by
preserving and protecting the interest of the investors". Accordingly, thesc broad
provisions would appear to enable the establishment of NIISCRA under the
powers and authorization of the Securities Board).

Shareholders.  Commercial banks, joint-venture banks, insurance companies,
finance companies, and possibly NIDC Capital Markets would constitute the rnost
likely shareholders as they are sources or expertise and financial resources (*deep
pockets’).

Board of Directors: Should be broad-based and independent, comprised of 2
chartered accountants, experts in finance, industry, and economics. Directors
who will serve on the Credit Rating Cornrnittee should rotate, serving 2 year
terms.

Manasement and Staff: One managing director , 2-3 credit analysts, and 2 support
staff.

Initial capital of approximately Rs. 30 million. or a sufficient amount to sustain
operations for at least 2 to 3 years.

Insurance coverage for credit rating risk should be obtained to cover potential
liabilities resulting from gross negligence, fraud, insider information, etc. The
Nepal Life and Property Insurance Co. Ltd. has agreed in principle to consider
underwriting such risk.

It is highly recommended that a NIISCRA Steering committee be formed as soon
as possible, comprised of the Securities Board, Ncpal Rastra Bank, and financial
institutions (as prospective shareholders). The tasks of the Committee will
include;

1) establishing professional, ethica and quality standards as well as code of
conduct for NIISCRA;

2) formulating a regulatory framework for credit rating services, including
monitoring and reporting procedures, and statutory basis for the agency:

3) recommending and facilitating appropriate rules and regulations (e.g.
disclosure rules for public companies) for credit rating services in Nepdl;

4) identifying potential shareholders and obtainiry, a commitment for funding
and support
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It is recommended that institution and capacity building be undertaken through
training of staff by internationally recognized credit rating agencies, which
could also provide guidance in developing the business database, credit rating
criteria, and analytical training.

As the Securities Board will be the authorizing body for the Agency, institution
and capacity building should aso be considered for the Board so as to ensure that
proper regulatory, supervisory and compliance provisions relating to filing
requirements, disclosure and enforcement are incorporated into the Securities
Exchange Act and that the Board's mandate is clearly defined. Provisions
concerning the issuance of debt instruments, under the Company Act (Company
Registrar) and the Securities Board and the Securities Exchange Act need to be
cross-referenced to avoid duplicity and ensure uniformity of rules and procedures.
Guidance on pricing mechanisms for debt instruments should also be provided to
financia intermediaries and regulatory authorities.

Two individuals (one from the Securities Board, the other from Nepa Kastra
Bank) should participate in an upcoming International Conference on Credit
Rating to be held in New Delhi at the end of August (Annex C is the conference
schedule). US AID has given preliminary approval of support.

The United States Securities Exchange Commission annually holds a 2-week
course (free of charge) for regulatory officials from developing capital-market
economies. The next program is scheduled for Spring, 1995. It is recommended
that the head of the Nepal Securities Board and the Nepa Stock Exchange attend
this program. Annex D contains information on the program, Arrangements have
been made to send applications to the two individuas, and completed forms should
be submitted by December.
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RATING SYMRCOLS

The follecwing rating syrnkols are typically used for long-tern
rati ngs, however they are utilized for medium-tern ratings with
m nor variaticns.

% “all -issues rated in this categery demcnstrate the
highest prokability fcr repavment.

risk factors are negligible

A protection factors are strong, rish is modest
with strong capacity tc pay interest zrnd repay
prircipal

-risk 1s aver-age but adequate, scmewhat more
susceptible tc adverse effects cf econonic
conditions and circumstances than higher rated
cat egori es.

fr
1

¥l

* ngn -issues have a reasonable prcbability of timely

paynent but could be affected vy changing

condi tions

BBB -satisfactory but below average protection
factors, adequate protecticn parameters, but
considerable wvariability in risk during
econonic cycles

BB ~speculative character, belcw-investrnent grade,
faces mwo* on-going uncertaﬂ nties, flu\_cuqtln“
Zinenciael, eccnonzc and pusiness factors

3 -greater vuInerablllty to defau“, impairing
willingness or abllity tTo pay intersst and
repay principal

* nen -jssuers have dcubtful prekability of timely

oav:renb, substantial risk
ccc -identifiable wvulnerability to default
cc -ninimal protecticn, default in payment of
interest and/or principal is probable over tire
= luminent default in paynment of interest Cr

pri nci pal

* " —deht is in default which is assigned on the
day that an interest or principzl payment 1s
missed, and issuer has filed fcr reorganization
cr liguidaticn (bankruptcy)
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INTERNATIONAL CONFERENCE ON CREDIT RATING

ittt - - —

PROGRAMME
August 30, 1994
09.00 hrs Registration
09.30 s Welcome Address by Mr.D.N.Ghosh, Chairman, ICRA
10.00 hrs Inaugural Address .
Dr.Manmchan Singh, Union Minister for Finance
10.30 hrs Tealcoffee  break
11 .00 hirs FIRST TECHNICAL SESSION = RATING oF CORPORATEDEBT

Chairman Mr.S.S. Nadkarni, Chairman, SEB! #

Moody’s Investors Service, U.S.A. #
Japan Credit Rating Agency Ltd., Japan
13.00 hrs Lunch
14.00 hrs FIRST TECHNICAL SESSION CONTINUED
Thai Rating & Information Services, Thailand
MAALOT - The Israel Securities Rating Co.Ltd. Israel
Rating Agency Malaysia, Berhad, Malaysia
15.20 hrs Teaicoffee  break
16.00 s Pa el Discussior

August 31, 1994
(39.30 hirs SECOND TECHNICAL SESSION - FATING OF BANKS
AND FINANCIAL | NSTITUTIONS
Chairman Mr.D. Basu, Chairman, State Bank of India

IBCA Ltd. U.K.
11.15 hrs Tea/coffee break
11.45 hrs SECOND TECHNICAL SESSION-COMD.
Thomson Bankwalch Ltd., U.S.A.
12.30 hrs Panel Discussion
13.00 hrs Lunch
14.00 hrs THIRD TECHNICAL SESSION « RATING oF EURO ISSUES

Chairman Dr.M.S. Ahluwalia, Finance Secretary #
Standard & Poor's Corporation. U.S.A.
Japan Bond Research Institute, Japan

16.00 hrs Tea‘coffee break
13130 hrs Panel Discussion
17.00 hrs Valedictory Address Ur.C.Rangarajan, Governor, RBI #

NovE : #— Subject to Confirmation
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The SEC's fourth annual International Instituie jor
Securities Market Development will be held at our
headguarters tn Washington, D.C. from April 25 v
May 6, 1994. The Institute is an intensive prograni of
lectures, seminars and workshops on the develanmen:
and aversight of securities markeis. It is iniend
senior government regulatory or siock cxchange
officials from countries with emerging securities
markets.
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The Institute provides an excelient way for the SEC to
share nearly three generations of practical experiernce
in overseeing the U.S. securities markets with officials faced with the challenge
of building securities markets that will foster capital formation and economic
growth. The Institute’s faculty includes senior officials from the SEC, cther
government agercies such as the Federal Reserve System, multinational
development organizations, U.S. securities exchanges and other major securiiies
market institutions. These officials have provided a special dimension to the
Institute’s conferences by sharing their knowledge and experience.

The Institute is the centerpiece of the SEC’s technical assistarice program.
Over 260 delegates representing 62 emerging market Countries have participated

inits programs.

Following the completion of the two-week program in Fashington,
delegates will have an opportunity for internships with privute securities firms
and organizations located throughout the U.S. The Institute and internship
program provide an excellent opportunity for delegales and jaculiy 1o exchange
ideas and to foster international cooperation in building dynamic securities
markets around the world.
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INSTITUTE PRCGRAM
April 25 - May ¢, 1994

TOPICS OF THE TWO-BEEE
PROGRAM:

AN OVERVIEW

1 Wekome by SEC Chairman
. Program Overview

MARKET DEVELOPMEKT

»  Capital Mobilization through
Securities Markets

«  Finapcial Sector Development

= Policy Framcwork for Sccurities
Market Development

< Privatization snd Capits] Markets

« Puilding Public Confidence

* Regulatory Alternatives

SECURITIES  OPERATIONS

+  Corporate Fimanee sad Underwnﬁng
Back Qffice Operations

. Clesrance and Settlement

Antomstion and Electronte Trading

« Money Management

. Portfolio Investment in Emerging harkews
+ Governmet! Securities Mszrkets

. Rating Agepcies

+ Exchange and Over-the-Counter Markets
+ Cross-Border Equity Offerings

.

»

SECURITIES REGULATION

¢ Legal Framework for Securitics Markals

* Releof the SEC

«  Bclf-Regulstory Orgsuizations

+ Disclosure Program and Capitgl Formatios
+  Oversight of Exchenges snd Mzrkets

¢ Market Surveiliznece Techniques

+  Oversight of Finenels! Firms

+ Investment Mansgement Remuiction

+  Detection 2und Suppression of Fraud

1

WORKSHOPS AND DISCUSSIONS

«  Workshop: Full Disclosure Program
*  Warkshop: Investment Mansgement Regulation
«  Warkstep: Merket Regulgtion Frogrem
«  Workshop: Enforcement Program
»  Weorksbop: Accounting and Auditing
-~ YWeorkshep: Regional Issues and
Developmental Strategles

Discussion of Regulatery Poliey Iscues

+  Diccussion of Techrical Assistance Needs

ORGANIZATION OF PROGRAM

Penels and workshops will be condueted &t the SEC
beadquarters in Washington, D.C. These wilf be led
by SEC fscuity, officids from other U.S. gevernment
sgencies, multilateral development orpanizations,
stock exchanges zpd at her sclf-regulstory
orgznizetions, apd experts {roin private-sector
investment banking, law xkd accounting firms., In
order to eahsnce our program, we reguest that
representative of esch participznt country present g
prefile of ifs securities markets and regulstory
structure, including recent policy and structural
developments,

OPTIONAL INTERNSHIPS

Following the institute’s formal two-weck
cenference in Washington, there will be an
epportunity to intern or consult with one or twe
securities msarket organizations in other fingncisl
centers, These internships consist of small group
meetings, conferences end consultstions over s
period of thtee to five days.




3. Securities Regulation. Securities markets require a sound legal and regulatory infrastruc-
ture. This is essential to establish enforceable contract rights, and to foster responsible behav-
jor by all market participants. This part of the program will address the interrelationships
among regulation by statute, rule, order, industry self-regulation and private contract.

The following four key aregs of securities regulation will be covered:
+  Regulation through asystem of full and fair disclosure, including financial reporting;

«  Market regulation, induding minirnum standards for licensing and regulation of secu-
rities brokers and other intermediaries, customer protection rules, capital adeguacy
standards, brokerage firm and stock exchangeinspection procedures, market ranspar-
ency, clearance and settlement safeguards, vigilant market surveillance, and avoidance
of barriers to fair competition;

+ Investment management regulation, induding objective eriteria far the purpose, form,
capitalization and management of investment funds, disclosure practices, faimess in
pricing, prohibitions on affiliate transactions, safeguarding fund assets, and invesment
adviser licensing and regulation; and,

+ An enfon}emeni program, designed to protect investors and preserve the integrity of
the securities markets, which provides for adequate investigatory authority and rem
edies with respect 10 insider trading, market manipulation, financial fraud, and viola-

tions by regulated persons.
ATTENDING THE INSTITUTE

Who Should Atrend. TheInstitute is designed for senior government regulatory and stock
exchange officials from countries with new or emerging sccuritics markets. Ln Of0Er t0 ac-
comrmodate all emerging market counties, generally, no more than two delegates per orgari-
zation can be accepted.

Applications, Information on how to nominate delegates to the Institwte and other details
are included in the Institute gpplication form. These may be cbtamed from tie SEC's Office
of International Affairs, whose address, phone and fax numbers appear onthe inside back
cover of this brochure.

Language. All Institute programs will be presented in English. Translation services are
not available.

Costs. There is no tuition charge. Delegates are expected, however, to arrange and pay
for all transportation, accommodations and cubsistence expenses. Delegates may be able to
arrange funding for their expenses through the U.S. Agency for Internationzl Develepment ¢
internztional organizations that fund technical assisiznce, Delegates to the conference are 2iso
suongly encouraged to obtain wavel and medical insurancs.



INTERNATTONAL INSTITUTE FOR SECURITIES MARKET
DEVELOPMENT

The 1990s have become the decade of financial sector reform. Couniries around the
globe are establishing or invigorating securitics markets. To further market development,
capital formation and the building of sound regulatory structures in these countres, the U.S.
Securities and Exchange Commission formed the INTERNATIONAL INSTITUTE FOR
SECURITIES MARKET DEVELOPMENT in 1991. More than 260 officials from five
continents have participated in the Institute’s three annual conferences. These delegates have
included Lumerous chairmen, commissioners, presidents and general managers of securities
commissions and stock exchanges, as well as high-level capital market officials from minis-
tries of finance and central hanks. They represent emerging markets with a highly diverse set
of policy priorities. In some cases, the development of the securities market is vital 1o sup-
port economy-wide privatization programs, In other cases, the securities markets are rapidly
maturing with technological and market consolidation issues at the forefront. The Institute
has benefited tremendousty from the enthusiasic input of these meny talented delegates to
the first three conferences.

PROGRAM CONTENT

The Institute program covers both policy and operational issuesrelated 1o the develop
ment, finctioning and regulation of securities markets The following is a broed ovaview.

1. Market Development, Sound seourities markets foster capital formation and economic
owth. Government can Iay the foundadon for market development by establishing an ef-

ective Jegal and policy framework that encourages capital formation, compition in the fi-
nancial sector, fair and efficient secondary markets, and strong investor protection standards.
The Institte program indudes pands and workshops on srategies far securities market de
velopment, and the role of capital markets in facilitating privatization. Because the
gobdization of saounities markets has increassd crosshorder investment flows, intemationa!
offerings, and foreign listings, the Institute will also include presentations on what foreign
investors jook for in emerging markets, and the means by which foreign issuer; can access
US makes

2. Securities Operations. The Institute draws upon the experience of U.S. securities market
participants and representatives from emerging markets to explain how securities ansactions
are conducted. Topics include brokerage opcrations, investment banking, investment advice
and investment management. Emphasis will be placed on the process of designing and
bringing different types of securities issues to market, and the operation of efficient second-
ary markets. These presentations will provide an in-depth look at wading systems, including
differences between dealer and order driven markets, guotation and trade reporting practices,
and clearance and settlement. Innovations in communications and computer technology aiso
will be discussed.



