Small Investors Orientation for
Mutual Funds
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much ofthe saving and investmentfueling India’'s GDP
growth goesonoutside India’s formal financial system.
Indianhouseholds save morethanthirty percentoftheir
disposableincome, butinvestonly half of their savings
into bank deposits and other financial assets. They
invest another thirty percent in housing and put the
remainderinto machinery and equipmentforthe millions
of tiny household enterprises that make up India’s
‘unorganised sector’ (source: Mckinsey report). Also,
Indian households are the world’s largest consumer of
Gold, another form of non-financial saving. The Indian
economy would grow faster if the financial system can
capture more of the country’s savings and channelise
themintomore productive enterprises.

1. ROLE OF MUTUAL FUNDS

If India has to be domestic financial powerhouse, then
higher retail participation in the financial markets is a
must. And Mutual funds are the best growth drivers to
ensure this as they allow even the small investor to
invest in the growth potential of not only the Equity
markets but also the Debt markets.

However, despite the industry being openedto private
andforeign playersforthelast15years, the growth ofthe
Mutual Funds has been slow. According to aMcKinsey
Study, AssetUnder Management (AUM) of mutual funds
as percentage of GDP inIndiais 8% as against 79%in
US, and 39% in Brazil.

This situation seems to be improving. Mutual Fund
industry haswitnessed healthy growthintheyear2007
— 08 with the average AUM of the Industry increasing
from Rs. 3,56,835 crores as at 315t March 2007 to Rs.
5,28,857 crores on 31t March 2008, a growth of 48%
(source: AMFI). The worrying factor is that retail
participation in mutual funds has still some way to go.

2. NEED FOR REFORMS

2.1. TheRetail penetration of Mutual Funds: Though
Mutual Funds have done considerably wellinthe
last one year in terms of retail participation, the
penetration of Mutual Funds beyondtier Il citiesis
very low. Mutual Funds have so far remained an
urban phenomenon and barring a few Mutual
Funds not many have attempted to reach the
hinterland of India. Datafrom CDSL VenturesLtd.
(CVL), which has been entrusted the work of
completing the Know Your Customer (KYC)
guidelinesfor Mutual Fundinvestors, showsthat,
ofthetotalapplicationsreceived, 45%applications
are from Mumbai, Delhi, Kolkata, Chennai and
Bangalore. Another 25% come from large cities
and 20% from smaller cities and semiurban areas.
In order to make Mutual Funds the preferred
investment avenue for the masses, reforms are
necessary.
Holding by Retail Investors: The dataavailable
onthe breakup ofthe netassets held by individuals
show some stark results. As of 315t March 2007,
Individual investors hold only 42.35% of the net
assets of the Mutual fund industry. As of March
31, 2007, of the bigger Fund houses only UTI
Mutual Fund has more than 75% of its net assets
held by individualinvestors (source: SEBI).
Cost of Mutual Funds: The revenues and profits
of Indian Asset management companies are
relatively smallas comparedto other developing
anddeveloped countries. Therevenues of Indian
fund housesis USD 0.5 billion and pre tax profits
are USD 0.2 billion as compared to USD 12.6
billionand USD 3.9 billionin UK, USD 6.2 billion
and USD 2.2 billionin Braziland USD 2.2 billion
and 0.5 billion in China. However, the Indian
Mutual Fund industry’s operating profit as a
percentage ofaverage AUMis higherat32bpsas
comparedto12bpsinUKand 18bpsinUS. This
is despite the case that the cost structure in India
is higher than in most economies (source:
McKinsey report).
Evolving Customer needs: ThoughIndian Asset
Managers have so fartaken limited international
exposure, the sub prime crisis has made the
investoraware aboutthe needfortransparency on
productsand processes. Fund houseswillneedto
catertothisneed and willbe requiredtoreinforce
their risk management control systems. Also,
even as customers demand better returns they
wantlowerrisk. Therefore asIndianFund managers
look to launch more complex productsinvolving
derivatives, regulatory controls need to be in
place.
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3.REFORMS
SEBIlhastakenseveralinitiativesrecently thatwill help
the mutual fund industry to significantly increase
efficiencies. Notable amongthemarerationalizingand
reducing the fees charged forfiling offer documents for
mutual funds and simplifying offer documents of mutual
fund schemes. Mutual fund offer documentwill now be
intwo parts-one containing allinformation onthe specific
scheme (Scheme Information Document)andthe other
containing all other general information (Statement of
Additional Information).

Significantinvestor friendly initiatives include increasing
the prescribed time for risk warnings in mutual fund
commercials from two seconds to five seconds, and
introduction of Real Estate Mutual Funds or REMFs.
REMFs allows retail investors to take advantage of
opportunities in the real estate through professional
investing by mutual fund managers, ratherthaninvesting
in real estate directly with its attendant hassles.

But a lot still needs to be done.

Afewreformsthatshould help the mutual fund industry
are:

3.1. DOING AWAY WITH THE REGULARIZATION
OF EXPENSE RATIOS, ENTRY LOADS AND
EXIT LOADS: Expenses incurred by a mutual
fundinlaunching or maintaining afund should be
decided by the fund houses themselves. With
increasing number of players and varied product
offerings, the market dynamics would take care of
regularizing the fees. If some fund is charging a
higher fee, the investor can decide whether he
finds the performance of the fund justifying its
expenses and fees. It has been proven that in
markets with multiple players, price discovery
should best be left to the market itself. The
competitionwillautomatically ensure downward
trend of costs.

REMOVING THE LIMITS ON OVERSEAS
INVESTMENT BY MUTUAL FUNDS: In this era
ofglobalization any effortto curb transparent flow
of money beyond borders may be a regressive
step. There are excellent capital market and
alternative investment opportunities in other
emerging markets like China, Brazil, Taiwan and
developed markets like UK, US that should be
made available to the Indian investors. And the
bestwayto channelise the investors moneywould
bethroughMutual Funds. Thusasthefundhouses
are increasingly looking to explore themes like
emerging markets, global commodities etc,
investmentrestrictions should be done away with
completely.

ALLOWING MUTUAL FUNDS TO INVEST IN
VARIOUS ASSET CLASSES: Restrictions on
direct investments in commodities is another
point of contention. While funds abroad do not
have such restrictions, Indian fund houses face
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restrictions on the same. Thus while the fund
houses launch commodities fund, in effect they
become fundswhichinvestin companiesthatare
related to commodities business, forexample, a
goldfundwouldinvestinagold mining company
but cannot invest directly in gold (except for
ETFs). Suchrestrictions in a progressive market
like India, deprive investors of the opportunities
thatcan be exploited inthe commodities market.
ALLOWING PENSION FUNDS / PROVIDENT
FUNDSTOINVEST THROUGHMUTUAL FUNDS:
Investorsruntherisk of misuse of investor corpus
if professional fund managers donotmanagethe
fund. Individuals who are notexpertsin managing
funds manage many exemptprovidentfunds. This
may reduce the potential return that an investor
may have otherwise gotfrom hisinvestment. This
can also lead to losses. Mutual Fund Managers
whohavethecapabilitiestoinvestforlongduration
with properrisk return managementare the best
peopletomanage suchinvestments.

TIED AGENTS: Mutual Funds agents, unlike
Insurance companies, do not work for a single
mutual fund company. This canleadto conflict of
interestwith the agent pitching for products, purely
based on higher commissions ratherthankeeping
the investor’s interests in consideration. Also,
Fund houses that provide a lot of training and
certification to the agent at their own cost often
findthatagentselling for otherfund houses. This
reducesthe incentive foraFund house to provide
trainingtoanyfinancialadvisor. Theissue canbe
resolved if, like Insurance companies, Mutual
Funds also have atied Agent system.
CONCEPT OF FINANCIAL PLANNERS: One
thing that has stillnotgerminated as aconceptin
India is that of Financial Planners, i.e. advice
givenwiththeinterestofthe investorinmindrather
thaninterestofthe Advisor orthe Fund house. The
financial servicesindustry dealsinthe manufacture
anddistribution of financial products. Afinancial
consultantcanbe considered similartoadoctor—
someone who diagnoses aproblem, prescribesa
solution and ensures future good health and a
distributor of financial productsis analogoustoa
chemist—who can only give the medicine which
is prescribed by the doctor. Butinfinancial products
this boundary is often not clear. If the chemist
starts prescribingmedicinewithoutunderstanding
the health ofthe investor then there will be major
complications. Mutual Funds needtotake the lead
indevelopingthe concept of separate Distributor
and Advisor. An advisor should be the one who will
give advise to a person for a fixed fee, without
actually recommending a specific productto him.
The investor based on the advice can consider
investinginany productofhis choice based on his
preferences.




3.7. SIMILAR REGULATIONS FOR SIMILAR
PRODUCTS: Traditionally insurance companies
werelooking to provide insurance solutions for life
and assets to an investor, while mutual funds
would concentrate on provide investment solutions
to an investor. However in the last few years,
insurance companies have increasingly looked to
provide investment services to investors under
the‘ULIPs’. Thishasreachedaproportionwhere
insurance companies are only concentratingon
sellingULIPsascomparedtotraditionalinsurance
plans. Many retail investors have also started
looking at ULIPs as part of their investment
portfolio. However as ULIPs of insurance
companies are much more expensive with high
feesandloads, theyleadto muchlowerreturnsto
the investors when compared to mutual funds.
However, investors are still mis-sold ULIPs as
insurance companies pay much highercommission
to their agents. Also, India being a icon driven
country, celebrity endorsements for ULIPs create
an immediate positive impact for ULIPs. The tax
regimeisalsointhe favourof ULIP with even debt
investmentfor ULIPsbeingtax—free ascompared
tomutual fundswhere debtinvestments are taxed.

To ensure that investors interests are well
protected and thatinvestors money generatesthe
bestreturn forthem, similarregulations for these
similar investments must be ensured. This will
provide level playing field to all players in the
financial services while ensuring proper growth.

3.8. FINANCIAL LITERACY AND INVESTOR
EDUCATION: Indiaisinan environmentof change
and the form and complexity of the financial
transactions is increasing. The world for the
consumersis also becomingincreasingly complex,
with new forms of investment and the taxation
structure thatcomesalongwithit, beingintroduced.
It is common knowledge that financial literacy
amongstadults, parents and younger generation
isinsufficientto cope up with these complexities.
Financial literacy, therefore becomes very
important. An ordinarily educated personin India
hasnooccasionduring hisschool or college days
to get exposed to financial terminology, its
significance in his day to day life and the issues
involvedinthefinancial markets. Ignoranceinthis
areaoftenleadstoinvestmentdecisions confined
in traditionally ‘safe’ investments, without
appreciating the inherentrisk and the risk return
trade-offinthese instruments. Vastmajority ofthe
Indian Retailinvestors, therefore end up notavailing
the advancementin the financial markets or growth

in the economy, not by design but by ignorance
and fear of the unknown. Naturally, the risk
mitigation through Institutional or systematic
investments is also alien to them.

All the Fund houses need to come together to
create a common pool of resources, one that
would be directed towards educational
programmes. The idea is to collect talent and,
importantly, money, for educating investors,
especiallythe smallinvestors. Whatis neededis
aunified effortto fightthe industry’sworstenemy
- ignorance about mutual funds. Mutual Fund
industry should also contribute its own money
towards creating investor awareness - which will
helptheminalongrunifthe marketisdeepened.
For example, a small percentage of the Asset
Management fees earned by the Fund Houses
annually, say 0.5%, canbe leviedforthis purpose.

3.9. OUTSOURCING OF FUND MANAGEMENT BY
INSURANCE INDUSTRY TOMUTUAL FUNDS:
Qualified FundManagersareascarceresourcein
India. Thus, as the number of fund houses has
increased, the demand forthe Fund Managers has
spiraledleadingtoahighcostofFund Management.
Insuchascenario, to provide economies of scale,
it makes prudent sense to combine the fund
management for Mutual Funds and Insurance.
Also asthe demand forincome generation and risk
protection productincreases, Insurers and Mutual
Funds will have to come together. Most Fund
houses do notpossessthe balance sheet strength
orthe risk management expertise to develop and
price risk-mitigation products. Insurers, similarly,
do not have either the reputation or asset
management skills to successfully manufacture
investment products. The outsourcing of fund
managementbythe Insurance industry to Mutual
Fund canopenupUSD 175billionin AUM.

4.CONCLUSION

The Mutual Fundindustry in Indiahas developedintoa
successful and sophisticated model under the careful
supervision of SEBI overthe years. While some reforms
were slowtocome, we all should appreciate some bit of
conservatismwas imperative for proper regulation and
minimising manipulation of this small but fast growing
emerging market. However, nowthatthe Indian market
hasgrowntoadecentsize andthatthe world has started
takinginterestinthe Indian markets, the reforms needto
be more radical and free-flowing. And the changes
should notonly come from the regulatory body but also
from within the mutual fund industry.
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