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Investor	  protec1on	  needs	  a	  fiduciary	  
system	  

•  UK:	  RDR	  is	  a	  structural	  change	  in	  the	  way	  
investment	  and	  insurance	  are	  produced	  and	  sold.	  
No	  load	  products,	  suitability	  onus	  on	  seller	  

•  Australia:	  From	  July	  1	  2012	  a	  no	  loads,	  fiduciary	  
system	  for	  advisors	  

•  US:	  weak	  regulators	  and	  government	  mean	  small	  
progress	  in	  investor	  protec1on	  

•  Consumer	  Financial	  Protec1on	  Bureau	  is	  non-‐
starter	  

•  US	  follows	  the	  disclosure	  and	  financial	  literacy	  
approach,	  dilu1ng	  the	  fiduciary	  for	  advisors	  

	  



John	  Kay	  report:	  fiduciary	  standard	  
•  The	  John	  Kay	  report	  July	  

2012	  asks:	  what	  are	  the	  
goals	  of	  an	  equity	  market	  
and	  is	  it	  doing	  its	  job?	  

•  It	  is	  not.	  Short-‐termism	  
has	  destroyed	  trust	  and	  
confidence	  between	  
savers	  and	  investors	  

•  Need	  a	  fiduciary	  system	  
across	  the	  investment	  
chain	  	  



India’s	  walk	  has	  been	  random	  

•  UK	  and	  Australia	  reworked	  their	  rules	  post	  2008	  
•  USA	  is	  s1ll	  figh1ng	  its	  Ayn	  Rand	  and	  Chicago	  
School	  demons	  

•  India	  has	  random	  walked	  on	  investor	  protec1on	  
•  No	  load	  MFs,	  NPS	  structure	  work	  of	  a	  few	  good	  
people	  

•  Big	  business	  interest	  and	  no	  cohesive	  MoF	  policy	  
harmed	  consumers	  most	  



If	  rules	  were	  rewriXen	  

•  India	  would	  have	  a	  fiduciary	  system	  that	  puts	  
the	  onus	  on	  the	  seller	  and	  manufacturer	  of	  a	  
financial	  product	  to	  look	  aYer	  the	  financial	  
health	  of	  the	  consumer	  

•  The	  regulatory	  cost	  and	  intrusion	  of	  such	  a	  
system	  will	  be	  prohibi1ve	  unless	  we	  work	  on	  

•  A	  3-‐part	  market	  structure	  that	  cleans	  up	  the	  
road	  that	  leads	  to	  a	  fiduciary	  system	  



Pre-‐fiduciary	  steps:	  1.	  product	  
structure	  

1.	  Product	  structure	  are	  clean	  and	  transparent	  
– Costs	  and	  benefits	  are	  easy	  to	  see	  
– Comparison	  on	  costs	  and	  benefits	  over	  1me	  is	  
easy	  

– Not	  for	  average	  consumer,	  but	  for	  advisors	  and	  
analysts	  

– Clear	  benchmarks	  
– PorZolio	  disclosure	  
– Portability 	  	  



Pre-‐fiduciary	  steps:	  2.	  incen1ves	  

2.	  Incen1ves.	  Align	  incen1ves	  across	  the	  
investment	  chain	  
– Producers	  and	  sellers	  “follow	  the	  money”	  
– Use	  money	  to	  drive	  beXer	  behaviour	  
– Fix	  incen1ves	  so	  that	  producers,	  seller	  and	  
consumers	  are	  incen1vised	  towards	  ‘right’	  choices	  

– No	  loads,	  trail	  commissions,	  use	  of	  exit	  loads	  to	  
drive	  tenure,	  preference	  to	  fee	  income	  



Fiduciary:	  Caveat	  Seller	  

•  Clean	  product	  structure	  and	  aligning	  
incen1ves	  is	  the	  necessary	  condi1on	  

•  Fiduciary	  system	  needed	  to	  ensure	  that	  sellers	  
and	  advisors	  stop	  trying	  to	  game	  the	  system	  
and	  have	  a	  long-‐term	  view	  
– The	  seller	  of	  the	  product	  looks	  aYer	  the	  interest	  
of	  the	  buyer	  

– Seller	  puts	  pressure	  on	  the	  manufacturer	  to	  
create	  products	  that	  work	  for	  the	  final	  buyer	  



2	  case	  studies	  

•  Ulips	  (unit	  linked	  insurance	  plan)	  
•  Mutual	  Funds	  
•  Recent	  examples	  of	  how	  poor	  product	  
structures	  and	  skewed	  incen1ves	  caused	  a	  
mul1-‐trillion	  rupee	  loss	  to	  Indian	  investors	  

•  Total	  loss	  es1mated	  at	  more	  than	  Rs	  5	  trillion	  
over	  the	  past	  6	  years	  



Ulips	  2005-‐2012	  

•  LIC	  sold	  ‘tradi1onal’	  plans	  for	  >50	  years	  
•  Long	  term	  accumula1on	  product,	  with	  costs	  
front	  loaded	  and	  opaque	  product	  structure	  

•  Priva1sa1on	  in	  2000	  and	  new	  product	  allowed	  
•  Ulip:	  market	  linked	  insurance	  plan	  
•  UTI	  MF	  had	  pioneered	  it	  –	  mutual	  fund	  with	  a	  
crust	  of	  insurance	  



Pre-‐2010	  Ulip	  

•  Textbook	  case	  of	  poor	  product	  structure	  and	  
misaligned	  incen1ves	  that	  has	  caused	  at	  least	  

	   	   	  Rs	  5	  trillion	  
	   	  Rs	  5,000,000,000,000	  
	  of	  loss	  over	  2006-‐2012	  in	  lapsed	  polices	  

Lapsed	  polices	  are	  those	  that	  die	  in	  year	  1	  and	  2	  
of	  their	  lives.	  Money	  went	  to	  insurers	  and	  sellers	  



4	  design	  features	  that	  made	  Ulip	  a	  
trap	  

•  Mul1ple	  charges	  with	  no	  effec1ve	  cost	  caps	  
– Alloca1on	  
– Administra1ve	  
– Mortality	  
– Fund	  management	  

•  3	  year	  lock	  in,	  with	  a	  high	  surrender	  charge	  
•  No	  benchmarking	  or	  porZolio	  disclosure	  
•  No	  portability	  



Ulip:	  charges	  

•  Staggered	  annual	  loads	  front	  loaded	  on	  year	  
one	  and	  two	  

•  Front	  loads	  of	  40%	  on	  year	  one	  premium	  
•  Illegally	  insurers	  paid	  upto	  70-‐80%	  as	  year	  one	  
commission	  

•  Administra1ve,	  mortality	  and	  fund	  
management	  bit	  off	  another	  5-‐10%	  a	  year	  

	  



Example:	  limits	  of	  the	  literacy	  
approach	  

•  Media	  reports	  flagged	  high	  alloca1on	  charges	  
•  Insurers	  moved	  costs	  under	  ‘administra1ve’	  
head	  and	  launched	  zero	  alloca1on	  charge	  
policies	  

•  Overall	  high	  cost	  remained	  the	  same,	  it	  got	  
hidden	  under	  a	  head	  that	  investor	  did	  not	  
know	  



What	  made	  Ulip	  a	  trap	  

•  3	  year	  lock	  in	  and	  no	  caps	  on	  surrender	  
charges	  

•  Insurers	  deducted	  70%	  of	  value	  if	  policy	  
lapsed	  aYer	  year	  one	  

•  50-‐60%	  aYer	  year	  2	  
•  30%	  aYer	  year	  3	  
•  Most	  investors	  lost	  everything	  if	  they	  lapsed	  
aYer	  the	  first	  premium	  



Lapsed	  polices	  total	  Rs	  5	  trillion	  

•  Rs	  40,000	  crore	  of	  Ulips	  lapsed	  in	  2011-‐12	  
•  The	  numbers	  are	  higher	  in	  previous	  years	  
•  Some	  insurance	  companies	  have	  lapsa1on	  
rates	  of	  over	  80%	  

•  Average	  persistency	  rates	  of	  46%	  very	  low	  in	  
India	  compared	  to	  world	  standard	  of	  78%	  





Hit	  and	  run	  shows	  up	  in	  poor	  
persistency	  rates	  in	  India	  



2009-‐2010	  

•  Sebi	  debarred	  14	  life	  insurance	  companies	  
from	  selling	  Ulips	  in	  December	  2009	  

•  Irda	  told	  them	  to	  carry	  on	  
•  Ugly	  spat	  in	  the	  market	  
•  Govt	  stepped	  in	  and	  handed	  over	  Ulips	  
through	  an	  ordinance	  in	  June	  2010	  to	  Irda	  

•  Irda	  told	  to	  clean	  Ulips	  up	  



Irda	  reformed	  Ulips	  in	  2010	  
•  J	  Hari	  Narayan	  (	  June	  2008	  

onwards)	  aYer	  being	  in	  
denial	  for	  two	  years,	  he	  
began	  to	  clean	  up	  the	  mess	  

•  June	  29	  2010	  the	  new	  Ulip	  
guidelines	  announced	  

•  September	  1	  2010	  the	  new	  
Ulips	  came	  to	  the	  market	  

•  All	  costs	  under	  one	  head	  
(except	  mortality)	  

•  5	  year	  term	  
•  Rs	  6,000	  max	  surrender	  

charge	  





How	  incen1ves	  drive	  producers	  

•  Industry	  moved	  to	  
selling	  tradi1onal	  plans	  

•  Had	  high	  costs	  and	  
were	  opaque	  

First	  year	  premium	  
in	  Rs	  crore	  

Ulip	   Tradi5onal	  

2008	   69,613	   24,101	  

2012	   17,455	   96,042	  

-‐75%	   298%	  



Follow	  the	  money:	  how	  incen1ves	  
move	  the	  business	  

How	  commissions	  have	  
moved	  

FY	  2009	   FY	  2011	  

Ulip	  commissions	  as	  %	  of	  total	  
commissions	   89%	   40%	  

Tradi5onal	  plan	  commissions	  as	  %	  
of	  total	  commissions	   11%	   45%	  

(For	  private	  insurers)	  



Tradi1onal	  plan	  redo 	  	  

•  The	  rules	  are	  being	  wriXen	  
•  The	  new	  structure	  will	  take	  care	  of	  most	  of	  
the	  opacity	  and	  cost	  issues	  

•  PorZolio,	  benchmarks	  and	  portability	  s1ll	  
remain	  unaddressed	  both	  in	  Ulips	  and	  
tradi1onal	  plans	  



The	  mutual	  fund	  story	  

•  Began	  with	  a	  much	  cleaner	  product	  structure	  
•  But	  the	  incen1ves	  were	  there	  to	  mis-‐sell	  and	  
churn	  

•  3	  successive	  Sebi	  chiefs	  worked	  to	  move	  the	  
Indian	  mutual	  fund	  to	  one	  of	  the	  best	  
products	  in	  the	  world	  today	  



Pre	  2009	  structure	  

•  Maximum	  entry	  and	  exit	  loads	  of	  7%	  
•  Industry	  standard	  of	  entry	  load	  of	  2.25%	  
•  Annual	  cost	  caps	  of	  an	  average	  2%	  a	  year	  
•  New	  fund	  offers	  allowed	  to	  charge	  the	  fund	  
6%	  of	  the	  amount	  it	  collected	  from	  the	  market	  

•  PorZolio	  disclosure	  
•  Benchmarks	  according	  to	  investment	  mandate	  
•  Portability	  (but	  entry	  load	  to	  be	  paid	  again)	  



6%	  entry	  load	  led	  to	  churning	  

•  Rs	  1,000	  crore	  through	  a	  new	  fund	  offer	  
meant	  Rs	  60	  crore	  amor1zed	  over	  5	  years	  

•  Upfront	  loads	  were	  at	  2.25%	  
•  Distributors	  wagged	  the	  producer	  tail	  and	  
took	  away	  8%	  upfront	  

•  Funds	  launched	  mul1ple	  NFOs,	  distributors	  
churned	  investors	  



Change	  in	  costs	  began	  in	  2006	  

•  M	  Damodaran	  (Feb	  
2005-‐2008)	  took	  away	  
the	  6%	  NFO	  charge	  on	  
open	  ended	  funds	  in	  
April	  2006	  

•  MFs	  moved	  to	  
launching	  closed	  end	  
funds	  

•  Removed	  it	  on	  open	  
ended	  funds	  in	  Jan	  2008	  



Incen1ves	  nudge	  products	  	  
NFOs	   Rs	  crore	   Total	  inflow	   %	  of	  NFOs 

Mar-‐06	   	  	  	  38,018	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  52,005	  	   42	  

Mar-‐07	   	  	  	  23,702	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  72,356	  	   25	  

Mar-‐08	   	  	  	  44,011	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  89,745	  	   33	  

Mar-‐09	   	  	  	  	  	  2,488	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  32,069	  	   7	  

Mar-‐10	   	  	  	  	  	  6,092	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  61,673	  	   9	  

Mar-‐11	   	  	  	  	  	  3,577	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  67,883	  	   5	  

Mar-‐12	   	  	  	  	  	  	  	  	  	  420	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  53,466	  	   1	  

4	  April	  2006	  
Open	  ended	  
funds	  cannot	  
charge	  6%,	  

closed	  end	  can	  

31	  Jan	  2008	  
closed	  end	  can't	  

charge	  6%	  



NFOs	  move	  with	  incen1ves	  
Year Closed-‐end Open-‐ended 

2005 	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  -‐	  	  	   43 

2006 10 44 
Open	  ended	  lose	  
the	  6%	  charge	  (4	  

April	  2006)	  
2007 24 35 

2008 10 39 
Closed	  end	  lose	  it	  
too	  (Jan	  31,	  2008)	  

2009 5 30 

2010 	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  -‐	  	  	   7 

2011 2 19 



Indian	  MF	  goes	  no	  load:	  2009	  

•  CB	  Bhave	  (Feb	  
2008-‐2011)	  bit	  the	  
bullet	  and	  removed	  
entry	  loads	  on	  mutual	  
funds	  on	  1	  Aug	  2009	  

•  Indian	  MF	  became	  the	  
first	  product	  to	  go	  no-‐
load	  in	  the	  world	  



Loads	  are	  off	  the	  table:	  2012	  

•  UK	  Sinha	  has	  removed	  
the	  re-‐entry	  of	  loads	  
from	  the	  table	  

•  MF	  structure	  is	  
modified	  to	  become	  
fungible	  within	  the	  
expense	  ra1o	  

•  Outcome	  linked	  hike	  in	  
expense	  ra1o	  by	  50	  
basis	  points	  



Sebi	  mystery	  shopping	  survey	  2011	  

•  Distributor	  survey	  across	  17	  metros	  
•  84	  large	  and	  medium	  distributors	  covered	  
•  Results	  show	  how	  the	  market	  has	  moved	  since	  
2005	  when	  MFs	  were	  sold:	  
– Rs	  10	  is	  cheaper	  than	  Rs	  30	  to	  sell	  NFOs	  
– PorZolios	  were	  stuffed	  with	  funds	  
– New	  funds	  sold	  over	  performing	  old	  ones	  
– Sectoral	  funds	  sold	  to	  lower	  risk	  buyers	  



Survey	  2011	  

•  Almost	  80%	  recommended	  inves1ng	  in	  1-‐5	  
schemes	  

•  82%	  said	  NFO	  at	  Rs	  10	  is	  not	  cheaper	  
•  91%	  of	  the	  distributors	  were	  of	  the	  view	  that	  
the	  investment	  in	  a	  sectoral	  fund	  is	  riskier	  	  

•  ALL	  distributors	  said	  that	  SIP	  are	  a	  beXer	  
op1on	  

•  92%	  did	  not	  push	  for	  needless	  redemp1on	  	  



What	  next	  

•  A	  move	  to	  a	  fiduciary	  standard	  
•  MFs	  s1ll	  churned	  to	  an	  extent	  by	  banks	  
•  Need	  the	  final	  piece	  of	  making	  the	  seller	  
accountable	  for	  what	  he	  sells	  

•  And	  the	  market	  is	  beXer	  prepared	  for	  this	  
with	  cleaner	  products	  and	  incen1ves	  that	  are	  
aligned	  



Financial	  Consumer	  Protec1on	  
Grid	  

A	  fiduciary	  standard	  has	  clean	  
product	  structures	  and	  alignment	  of	  
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