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Quality Intermediation Services in the Securities Market

Intermediation with a Difference

; Efficient transfer of tesources from those having
%dle resources to others who have a pressing need for them
is achieved through securities markets. Stated formally,
securities markets provide channels for allocation of
savings to investments and thereby decouple these two
activities. As a result, the savers and investors are not
constrained by their individual abilities, but by the
economy’s abilities to invest and save respectively, which
inevitably enhances savings and investment in the
economy. Savings are linked to investments by a variety
of intermediaries through a range of complex financial
products called “securities” which include shares, bonds,
scrips, stocks or other marketable securities of like nature
in or of any incorporate company or body corporate,
government secutities, derivatives of securities, units of
collective investment scheme, interest and rights in
securities, or any other instruments so declared by the
central government. There are a set of economic units
who demand securities in lieu of funds and others who
supply securities for funds. These demand for and supply
of securities and funds determine, under competitive
market conditions in both goods and securities market,
the prices of securities which reflect the present value of
future prospects of the issuer, adjusted for risks and also
ptices of funds.

It is not that the users and suppliers of funds meet
each other and exchange funds for securities. It is difficult
to have such double coincidence of wants. The amount
of funds supplied by the supplier may not be the amount
needed by the user. Similatly, the risk, liquidity and
maturity charactetistics of the securities issued by the
issuer may not match preference of the supplier. In such
cases, they incur substantial search costs to find each
other. Search costs are minimised by the intermediaries
who match and bring the suppliets and users of funds
together. These intermediaties may act agents to match
the needs of users and suppliers of funds for a
commission, help suppliers and users in creation and
sale of securities for a fee or buy the securities issued by
users and in turn, sell their own securities to suppliets to
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book profit. It is, thus, a misnomer that securities matket
disintermediates by establishing a direct relationship
between the savers and the users of funds. The martket
does not work in a vacuum; it requires services of a
latge variety of intermediaties. The disintermediation in
the securities market is in fact an intermediation with a
difference; it is a risk-less intermediation, where the
ultimate risks are borne by the savers and not the
intermediaries. A large variety and number of
intermediaties provide intermediation services in the
Indian securities market as may be seen from Table 1.

Table 1: Intermediaries in Corporate Securities
Market in India

Market Intermediary No. as on
March 31, 2001
Brokers 9,782
Sub-brokers 9,957
Portfolio Managers 40
Foreign Institutional Investors 505
Custodians 14
Share Transfer Agents 186
Merchant Bankers 233
Bankers to an Issue 69
Underwriters 56
Debenture Trustees 37
Venture Capital Funds 35
Foreign Venture Capital Investors il
Collective Investment Schemes 4
Mutual Funds 39
Depositories 2
Stock Exchanges 24
Regulators 4*

* SEBI, DCA, RBI, DEA. In a sense, the regulatots and SROs are
also intermediaries, as they ensure a smooth and safe channel
between savings and investment.

The securities market, thus, has essentially three
categories of participants, namely the issuets of
securities, investors in securities and the intermediaries

* Economic Adviser, NSE. The views expressed and the approach suggested in this paper ate of the author and not necessarily of his employer.
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and two categoties of products, namely the services of
the intermediaries and the securities. The issuers and
investors are the consumers of setvices rendered by the
intermediaries while the investors are consumers of
secutities issued by issuers. In pursuit of providing a
product to meet the needs of each investor and issuer,
the intermediaties churn out more and more complicated
products. They educate and guide them in their dealings
and bring them. Those who receive funds in exchange
for securities and those who teceive securities in exchange
for funds often need the reassurance that it is safe to do
so. This reassurance is provided by the law and by
custom, often enforced by the regulator. The regulator
develops fair market practices and regulates the conduct
of issuets of securities and the intermediaties so as to
protect the interests of suppliers of funds. The regulator
ensures a high standard of setvice from intermediaries
and supply of quality securities and non-manipulated
demand for them in the market.

The regulator (also SROs) and the intermediaries
develop the securities market in a manner that enhances
the confidence of investors and issuers in the system.
The quality of their services determines the shape and
health of the securities market. Despite the watning that
the buyers be aware, the investors and issuers rely on
the knowledge and expertise of the intermediaries/
regulators and look up to them for guidance and supportt.
A certified, accountable and qualified intermediation
network is a must in the interest of securities market, as
an educated lady in the family.

Improving Quality of Intermediation

The intermediaries, of all shapes and sizes,
thousands upon thousands, who package and sell the
securities, compete with one another for the chance to
handle investors/issuers’ money. How does an investor/
issuer discriminate among them? How does he know
that a particular intermediary really understands his
needs? How does he know that a particular intermediary
can handle his money in his best interest? He can have
comfort if the intermediary as well as its employees (i)
follow a certain code of conduct and behave propetly
and (ii) are capable of providing professional services.
All the intermediaties in the securities market are now
registered and regulated by SEBL. A code of conduct
has been presctibed for each intermediary as well as for
their employees in the regulations; capital adequacy and
other norms have been specified; a system of monitofing
and inspecting their operations has been instituted to
enforce compliance; and disciplinary actions are being
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taken against them for violating any regulation. Thus a
reasonably satisfactory arrangement is in place to ensure
good conduct of the intermediaties.

The development of capability of the
intermediaties for providing professional services has
been left, by and large, to market forces. In other
segments of financial matkets in India, there are
atrangements to equip the personnel with the required
expertise. A petson is required to undergo specified
houts of class room training and pass the prescribed
examination before he can be licensed to act as an
insurance agent. The employees of insurance
companies upgrade their competence by taking
licenciate, associate and fellow examinations of the
Insurance Institute of India. Similarly bank employees
take junior associate and certified associate
examinations conducted by the Indian Institute of
Bankers. The employees taking these examinations
successfully are rewarded through monetaty benefits
as well as preference in promotions.

In developed markets and in some of the
developing markets, this is ensured through a system
of testing and certification of petsons joining market
intermediaries in the securities market. Most of the
overseas securities markets have practices requiting
personnel working with intermediaries to pass
qualifying examinations and even continuously update
his capability. This sort of arrangement ensutes that a
person dealing with financial products has a2 minimum
standard of knowledge about them, market and
regulations so as to assist the customers in their
dealings. This allows market participants and
intermediaries to build their own tailored staff
development strategies and improves career prospectus
of certified professionals, while maintaining and
enhancing the confidence of the investors in the
market. Such arrangements is in a very nascent stage in
the Indian securities market where it is needed most.

There is not adequate formal educational ot
training programmes on securities markets especially
in the area of operations. No academic course teaches
how to maintain depository accounts, how to sell
mutual fund products, how to issue contract notes or
how to trade, clear and settle trades on a stock exchange.
The securities market of this country certainly does
not deserve such neglect from the educational system.
In the absence of any formal qualification which equips
a petson to operate in the securities market, the market
employs chartered accountants, company secretaties,
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financial analysts, who are trained for some other wortk,
but can also handle the wotk in the securities market if
they are given adequate on-the-job training. They
acquire expertise by doing the job and by attending
short-term courses/seminars. They also continuously
acquire newer and newer capabilities to meet the
changing requirements of the securities matket, which
is transforming continuously. In fact, the petsonnel
working in the securities matket have admirably
acquired the skills requited in the changing envitonment
of 1990s. The transformation can be sustained and
further reforms can be facilitated if there are adequately
trained personnel who ate willing to continuously
update their professional competence. This fact is being
fortunately increasingly realised by the regulatots and
industry associations who are prescribing certifications
in their respective areas. The markets are also rapidly
adopting certification programme and are soon
becoming a turf of certified professionals because of
regulatory compulsions and/or initiatives of the
industry.

US Practice

Any securities professional associated with a
member firm, including partners, officets, directors,
branch managers, department supervisors, and
salespersons, is required to register with the NASD. As
part of the registration process, securities professionals
must pass an examination administered by NASD
Regulation to demonstrate competence in the areas in
which they will work. These mandatory qualification
examinations cover a broad range of subjects on the
markets, as well as the securities industry and its
regulatory structure, ensuring a minimum level of
understanding and expertise. The NASD has prescribed
two levels of qualification and registration: one for
registered representatives, generally sales personnel and
the other for principals, generally officers of the firm
and other management pesrsonnel involved in the day-
to-day operation of the firm’s investment banking or
securities business. The most popular is the general
securities representative examination, called seties 7. To
supervise sales functions of a seties 7 registered petson,
the supervisor must be series 24, or general securities
principal qualified. In addition to its own examinations,
NASD Regulation also administets for the securities
* industry and the states approximately 30 different
examinations to individuals seeking to become registered
representatives or principals of securities firms. The
details of examinations administered by NASDR is

presented in Table 3.
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Table 3: NASD Administered Qualification
Examinations

St . For Start Up
No. Title of the Examination Whom Date
1| Registered Representative NA | 1956-7/80
2 | Non-Member General Securities NA | N/A-9/96
3| National Commodity Futures (@) 1966
4 [ Registered Options Principal P 4/75
5| Interest Rate Options O 12/81
6 | Investment Company R 8/80
Products/ Variable Conttacts
Representative
General Secutities Representative R 9/74
9 | General Securities Sales P 9/81
Supervisor—Options Module
10 | General Secutities Sales P 9/81
Supervisor—General Module
11 | Assistant Representative—Order R 1/90
Processing
12 | NYSE Branch Managet (@) 1/64-4/84
4/91
14 | NYSE Compliance Principal P 9/89
15| Foteign Cutrency Options (@) 9/82
16 | NYSE Supetvisory Analyst (@) 1/65
17| Limited Registered Representative | R 5/91
18 | Securities Industry Rules NA N/A-6/88
and Regulations
21 | NYSE Front Line Specialist Clertk [ O 1/99
22 | Direct Participation Programs R 8/80
Representative
24 | General Secutities Principal P 1/79
25 | NYSE Trading Assistant (@) 2/98
26 | Investment Company Products/ P 6/79
Variable Contracts Principal
27 | Financial and Operations Principal [ P 1/79
28 | Introducing Broker/Dealer P 1/90
Financial and Operations Principal
30 | Branch Managers — Futures (@) 3/93
31 | Futures Managed Funds (@) 3/93
32 | Limited Futures -Regulations (@) 12/94
33 | Financial Instruments (0) 10/97
37 | Canadian Module of (@) 4/96
Series 7 - with options
38 [ Canadian Module of (0] 4/96
Series 7 - no options
39 | Direct Participation Programs P 6/79
Principal
40 | Registered Principal NA 9/65-5/79
41 | NYSE Allied Member NA 1/66-12/85
42| Registered Options Representative [ R 6/95
47 | Japan Module of Series 7 not yet
effective
52 | Municipal Securities Representative] R 11/78
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N, Title of the Examination | Jror | StamtUp

53| Municipal Securities Principal | P 2/80

54 | Municipal Securities Financialand | NA | N/A-12/89
Operations Principal j

55| Limited Representative-Equity Trader | R 4/98

62 | Corporate Sccurities Represedtative| R 6/88

63 | Uniform Securities Agent State Law O 4/79.

65 | Uniform Investment Adviserlaw | O [ 1/89

66 | Uniform Combined State Law © || s

72| Government Securities Representatiye R 4/98

82 | Limited Representative-Pfivate R 5/01
Securities Offerings ! 1k

Note: NA - Since discontinued, R - Reptesentative, P - Principal,
O - Others : 3

Source: NASDR website.

In addition, the NASD Membership and Registratioh
Rules prescribe continuing education prbgramme since
1995. Accordingly, the NYSE, for example, has a formal,
two part, industry wide continuing education programme.
The programmme comprises of the regulatory element
and the firm element. The regulatory element requires
registered persons to complete a computer-based training
programme on the 2nd anniversary of their registrations,
and every three years thereafter. The firm element requires
members and member organizations to provide ongoing
training tailored specifically to the products and setvices
they provide.

Initiatives in India

With a view to improve ifivestor protection thtough
better quality intermediation, SEBI set up a Committee
for certification and testing of petsons joining capital
market intermediaries. The Committee was mandated to
prescribe standards of knowledge necessaty for diffetent
types of specialised functions in the securities industry at
operational and supervisory levels. SEBI approved the
recommendations of the Committee in September 1998.
The committee recommended that an examination based
certification system is ideal to meet the needs of the Indian
capital markets. The test may be offered on a voluntary
basis in the initial period and may be made a mandatory
requirement after a period of two years from the date of
the first test. After the date on which test becomes
mandatory, every person regardless of the qualifications
he possesses should be required to pass the certification
test within a period of 12 months from the date of
employment with a capital market intermediary. Of the
existing staff with the intermediary, two persons ot 20%,
whichever is highet, shall have to obtain the certificate
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within 12 months from the date on which the test becomes

mandatoty, The intermediary that violates the minimum
numbet of cettified employees norm should be deemed
to be automatically de-tegisteted from the date of the
said violation. Initially there may be a single common test
for all market intermediaries and specialised tests may be
introduced for different participants at a latet date, as
required by the market conditions. The examination can
be taken by anyone, itrespective of qualifications, age,
employment ot expetience, The Committee also designed
an exhaustive syllabus for the examination to test the
understanding a candidate has of the securities matket
and his ability to provide sound advice to investofs.
Though the recommended testing and certification system
is yet to be operationalised, it created awareness of and
need for certification among the market participants.

The L. C. Gupta Committee set up by SEBI to
develop approptiate regulatory framework for derivatives
trading in India recommended that the broker-membets,
sales persons/dealers in the derivatives matket must pass

* a certification programme, which is considered adequate

by SEBI. The Parliamentary Standing Committee on
Finance which examined derivatives bill also
recommended that SEBI should in consultation with
the stock exchanges endeavour to conduct the
certification programme on defivatives trading with a
view to educate investors and market players. In
pursuance to this recommendation, SEBI has mandated
that trading members must have qualified approved usets
and sales persons who have passed an approved
certification programme.

The Association of Mutual Funds in India (AMFT)
has launched a major initiative to build a cadre of trained
professional distributors of mutual fund products and
to facilitate the move towatds the mutual fund industry
employing trained and certified professionals in the
interest of investots. SEBI Advisory Committee on
mutual funds has recently decided that mutual funds
should adopt the certification of agents and distributors
for mutual fund schemes by the AMFI on a voluntary
basis. Over a petiod of time, such certification may be
made mandatory. The National Securities Depositories
limited (NSDL) has also launched an initiative to
accelerate the pace of professionalisation of the
depository services. They have prescribed that all the
branches of the depository participants must have at
least one person who has obtained the prescribed
certification. In order to improve the level of knowledge
of market participants, only persons who have passed
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