SEBIvs IRDA

While the last hasn’t been heard on the ‘ma.tter, 'Sebi_,’s'stance
seems prima focie inconsistent with the law
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e he cornerstone of any efficient
financial market is certainty

tory framework, Unfortunate-

tween the Securities and Exchange Board
of India (Sebi) and the Insurance Regu-
latory and Development Authority (Ir-
da) in relation to unit-linked insurance
- plans (Ulips) has dispeiled the belief that
the regulatory system governing India’s
financial markets is becoming increas-

ingly sophisticated. A brief review of .

the Sebi order (prohibiting life ingurance
companies from raising finances from in-
vestors under existing or new policies

or marketing anynew products, up to stich

time as they register with Sebi) is a case

in point as this order has no basis in the

present legal framework

" 'The legislature enacts primary legis-
lation to establish regulators and delegates
powers to them to formulate secondary
legislation. Sebi was set up under the
Sebi Act and its powers are derived from
that Act itself. Any regulation notified
by it that is beyond the scope of these pow-

ers would be without any legal basis.

The Sebi Act (as well as several commit-
tee reports of Sebi) clearly recognises the
fact that, conceptually, a mutual fund is in
the nature of a Collective Invesiment
Scheme (CIS), which Sebi is authorised to
.regulate. Section 11AA of the Sebi Act ex-

and coherence in its regula-

Iy for India, the turf war be-.

pressly states that a contract of insurance
which comes under the Insurance Act shall
not be deemed fo be a CIS.

Interestingly, the Insurance Act defines
the life insurance businessto include any

_ contract where the payment of money

is assured on death or on the happen-
ing of any contingency dependent upon
human life and further includes annuities
granted on human life, As is evident from
the broad scope of such definition, the
subject mafter of an insurance contract
could very well be investment, while the
contingency on which the sum assured is
payable could be the survival of the in-
sured up to a certain age, and not mere-
ly the death of the insured.

Sebi contends that since Ulips are a

' combination of insurance and investment,

they are not purely contracts of insurance
(subject only to regulation by Irda), and
are also subject to-regulation by Sebi be-
cause of their investment component. How-
ever, given that the intent of the legislature

appears to have been to provide as broad -

a definition of the “life insurance business”

as possible, Sebi’s argument appearstobe

built on a shaky foundation. .

The position on Ulips under English
law (which has been recognised by Indi-
an courts as forming the jurisprudential
basis of Indian insurance law) is no dif-
ferent. A century ago, English courts held
that merely because an insurance product
also contains an investment component
and the contingency upon which money

is payable in such products is not only
death, but linked to other events contin-
gent upon the duration of human life
(i.e. survival of the insured up to a pre-
scribed age), it does not imply that such
products would not be regarded as pure-
Iy contracts of life insurance. ’

I addition to the exclusion of a con-
tract of insurance, a review of all other
exemptions from the provisions deal-
ing with CIS under Section 11AA of the
Sebi Act reveals that all exempted arrange-
ments are such that they are the sub-
ject matter of separate regulatory frame-
work — the rationale dearly being to avoid
a multiplicity of regulatory authorities on
the same subject matter. For instance, the
exempted categories include’pubic de-
posits raised by companies and non-bank-
ing financial companies (NBFCs) which
are already regulated by the Reserve Bank
of India (RB]) and the Ministry of Cor-
porate Affairs. :

While Sebi has concentrated on the

fact that collective investment and sub-
sequent unitisation of fund value are & fea-
ture of both Ulips as well as schemes of a
mutual fund, it appears to have disregarded
the fact that conceptually, Ulips are sig-
nificantly different from units of a mu-
tual fund. The benefits under a Ulip in case
of death of a policyholder are typically the
higher of the sum assured or the fund val-
ue represented by the number of ouf-
standing units as on the date of death;
in a mutual fund, in all circurnstances, the

benefit is inked and limited only to the
iund value of the units held by the unit
holder and never to the death of the unit
holder. Thus, unlike mutual funds, unit-
linked products are inextricably inter-
linked with the life of the policyholder and
the sum assured. Also, if one were fo trace
the historical development of Ulips, one
would conelude that Ulips are only an ad-
vanced form of an endowment policy (with
profits), with the only difference being
that in this case, the investment made
by the insurer in various financial in-
struments is represented in the form of
units lying in the account of the policy-
helder for the purpose of determining the
benefits payable under the policy. Trac-
ing this historical development is im-
portant in order to understand that en-
dowment insurance policies have been in
vogue from much before the amendments
that empowered Sebi to regulate CIS were

made to the Sebi Act. Inevitably, oneisled’
to conclude that the legislature had not

contemplated a rolé for Sebi in the reg-
ulation of any confracts of insurance and
by necessary implication, in the regula-
Hon of contracts in the nature of endow-
ment policies in any form whatscever,

“* Another reason why the Sebi order is

" flawed is that as per the Insurance Act, the -

sole purpose and activity of a life insur-
er can be to undertake the life insurance
business. If the Sebi’s directive is ac-
cepted and life insurers are required to
register themselves with Sebi for the Ulips
for conducting mutual fund business,
Sebi would, in effect, be mandating life in-
surers to conduct a business other than
the insurance business. Obviously, a reg-
ulatory body cannot overturn, by a simple
ruling, the mandate prescribed by the leg-
islature for life insurance companies and
the Sebi’s directive, therefore, cannot be

accepted as correct. On the other hand,

- if Ulips are held to be insurance business,

then quite naturally, Sebi does not have ju-
risdiction under the Sebi Act to regulate
such products. In other words, under

. the present laws, compliance by life in-
_surers with Sebi and Irda directions on

Ulips can only be mutually exclusive evers.

Also at a policy level, the need to have
an additional regulatory authority su-
pervising Ulips is unclear. While there are
genuine concerns regarding the high com-
mission ghructure of Glips because of which
they are aggressively and misleadingly

- . sold, this surely cannot form the policy ba-

sis for another regulatory autherity to ex-
ercise its jurisdiction, especially given that
Irda has in recent times taken several steps
to ensure that Ulips are sold in a trans-
parent manner and that the commission
costs are reduced.

If today we were to accept Sebi’s di-
rective, would we also be encouraging Se-
bi to subsequently argue that it would
be within its right to regulate the newly
launched pension products, which the gov-
ernment had intended to be within the ex-
clusive domain of the Pension Fund Reg-
ulatory Development Authority? Would it
mean an end to India’s avowed policy to
have separate regulatory authorities for
each specific sector? This issue has be-
come more complex and twisted since
Irda subsequently issued a mandatory di-
rection to all life insurers under the In-
surance Act, stating that the Sebi order

- will seriously jeopardise the interests of

the policyholders and the insurers and that
notwithstanding the Sebi order, the life in-
surers should continue to carry out the

~Ulip business. Could this embarrass- -

ment of a public spat between two national
regulatory authorities Have been avoid-
ed by a more effective constltation process
between them, especially given that both
of these authorities regularly meet as part
of the High Level Coordination Commit-
tee on Financial and Capital Markets? Al-

. though the government has finally inter-

vened to restore the status quo until the
matter is resolved by courts, this issue is
far from over.
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