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Introduction:

The mutual fund industry in India started in 1963 with the formation of Unit Trust of India, at the initiative of the Government of India and Reserve Bank the. The history of mutual funds in India can be broadly divided into four distinct phases: 

First Phase – 1964-87 

An Act of Parliament established Unit Trust of India (UTI) on 1963. It was set up by the Reserve Bank of India and functioned under the Regulatory and administrative control of the Reserve Bank of India. In 1978 UTI was de-linked from the RBI and the Industrial Development Bank of India (IDBI) took over the regulatory and administrative control in place of RBI. The first scheme launched by UTI was Unit Scheme 1964. At the end of 1988 UTI had Rs.6, 700 crores of assets under management. 

Second Phase – 1987-1993 (Entry of Public Sector Funds) 

1987 marked the entry of non- UTI, public sector mutual funds set up by public sector banks and Life Insurance Corporation of India (LIC) and General Insurance Corporation of India (GIC). SBI Mutual Fund was the first non- UTI Mutual Fund established in June 1987 followed by Canbank Mutual Fund (Dec 87), Punjab National Bank Mutual Fund (Aug 89), Indian Bank Mutual Fund (Nov 89), Bank of India (Jun 90), Bank of Baroda Mutual Fund (Oct 92). LIC established its mutual fund in June 1989 while GIC had set up its mutual fund in December 1990. 

At the end of 1993, the mutual fund industry had assets under management of Rs.47, 004 crores. 

Third Phase – 1993-2003 (Entry of Private Sector Funds) 

With the entry of private sector funds in 1993, a new era started in the Indian mutual fund industry, giving the Indian investors a wider choice of fund families. Also, 1993 was the year in which the first Mutual Fund Regulations came into being, under which all mutual funds, except UTI were to be registered and governed. The erstwhile Kothari Pioneer (now merged with Franklin Templeton) was the first private sector mutual fund registered in July 1993. 

The 1993 SEBI (Mutual Fund) Regulations were substituted by a more comprehensive and revised Mutual Fund Regulations in 1996. The industry now functions under the SEBI (Mutual Fund) Regulations 1996. 

The number of mutual fund houses went on increasing, with many foreign mutual funds setting up funds in India and also the industry has witnessed several mergers and acquisitions. As at the end of January 2003, there were 33 mutual funds with total assets of Rs. 1,21,805 crores. The Unit Trust of India with Rs.44, 541 crores of assets under management was way ahead of other mutual funds.  

Fourth Phase – since February 2003 

In February 2003, following the repeal of the Unit Trust of India Act 1963 UTI was bifurcated into two separate entities. One is the Specified Undertaking of the Unit Trust of India with assets under management of Rs.29,835 crores as at the end of January 2003, representing broadly, the assets of US 64 scheme, assured return and certain other schemes. The Specified Undertaking of Unit Trust of India, functioning under an administrator and under the rules framed by Government of India and does not come under the purview of the Mutual Fund Regulations. 

The second is the UTI Mutual Fund Ltd, sponsored by SBI, PNB, BOB and LIC. It is registered with SEBI and functions under the Mutual Fund Regulations. With the bifurcation of the erstwhile UTI which had in March 2000 more than Rs.76, 000 crores of assets under management and with the setting up of a UTI Mutual Fund, conforming to the SEBI Mutual Fund Regulations, and with recent mergers taking place among different private sector funds, the mutual fund industry has entered its current phase of consolidation and growth. As at the end of September 2004, there were 29 funds, which manage assets of Rs.153108 crores under 421 schemes.  

The graph indicates the growth of assets over the years. 

      GROWTH IN ASSETS UNDER MANAGEMENT 


[image: image2.png]Rs. in crores

260000
240000
200000
180000

160000
140000

120000

100000

80000

60000

40000

20000
°

149554

231862

2
8 =5 58 58 2 3 3 H H
goietad ¥ o8 % % %
§iagigy ! § 1 1 1§

YEARS

Phase IV Since Feb 03




The Asian financial markets, considered emerging markets, are undergoing impressive growth and spectacular progress, making them the focus of both professional and academic interest. This increasing trading atmosphere could have lead, to both management companies and public regulations, to a misspecification of the denomination given to each mutual fund. The name given to the buyers could not always properly represent the style management of the fund. The aim of this study is to conduct research into the evolution of the mutual fund market in India in the last few years, thereby verifying to what extent they coincide with existing official classifications.

Most of the times, non-specialized investors base their decision of purchase on this public information before trusting their assets to professional management within the field of mutual funds and it may therefore influence the final decision to invest. By the empirical analysis presented in this work, evidence is found of certain inconsistencies between the investment objective classification and the return obtained by the fund when cluster analysis is applied. Groups established by this statistical technique differ from the classification presented by the Indian financial authorities. At the same time, more satisfying results for public regulators of the Indian mutual fund market are found with a factor analysis, which distinguishes two main factors. The interpretation of one of these factors clearly points to the level of risk of the fund.
The first national private asset management company to make headway in the mutual fund industry was Kothari Pioneer in July of 1993, soon to be joined by other international management companies, such as Morgan Stanley, Jardine Fleming and JP Morgan, who saw in

India an emerging market where techniques have already been employed in other countries.

At a later date, an in-depth review of the regulations led to a new set of regulations known as SEBI (Mutual Fund) Regulations 1996. Despite this development, however, circulars are still emitted periodically in order to protect the interests of investors. Since that time, the growth in the number of new mutual funds and managers has not ceased and there have been various mergers and acquisitions that continually modify the map of the mutual fund industry.

This increase in numbers rocketed in 1999 once the industry had overcome the crisis suffered between the years 1994 and 1996. A further key to this expansion were the modifications in annual budgets (Union Budget), specifically the introduction of tax exemption for dividends received by both the private mutual fund investor and the fund itself if over 50% was invested in equities. Further reasons were consolidation of the structure of mutual funds through various important mergers, the transformation of closed-end funds into open-end funds, and the amplification of the range on offer (for example, the creation of many sector funds); and in addition to the above, the reduction in the number of alternatives providing safe and rewarding fixed returns.

At this time, there was a tendency towards the expansion of funds under foreign AMC compared to a decline in AMCs floated by national banks and private sector Indian companies. One reason for this is that many banks started out in the mutual fund business without the adequate level of professional expertise and after years of markets in expansion were not capable of assuming other scenarios, especially when considering the fact that these mutual funds were offering guaranteed returns.

At the end of January 2003, therefore, there were 33 AMC controlling a total of Rs. 121,805 crores, over 25,000 million dollars. More recently, there has been an important change in the form of the abolition of the UTI Act de 1963, splitting this company into two: UTI I and UTI

II. The latter compromises accumulation funds and the former the classic US-64 and other programs with assured returns.

At the time of its creation, UTI I, or Specified Undertaking of the Unit Trust of India, managed assets worth Rs. 29,835 crores, around 6,000 million dollars, it was not bound by mutual fund regulations and continued under the control of the Indian government. Whereas UTI II, or UTI Mutual Fund Ltd, on the other hand, managed Rs. 15,000 crores, over 3,000 million dollars, and complied with the regulations in force but still under the watchful eye of the government, as the sponsors of its Asset Management Company, LIC, Bank of Baroda, Punjab National Bank and State Bank of India, are all public sector entities. Despite this, it would seem that the mutual fund industry in India is moving towards complete liberalization of the sector and has entered a new stage of growth and consolidation with equity of Rs. 157,747 crores, a figure that exceeds 34,000 million dollars, with 28 AMC and 399 mutual funds at the end of July 2004. 

Concept Of Mutual Fund

A Mutual Fund is a trust that pools the savings of a number of investors who share a common financial goal. The money thus collected is then invested in capital market instruments such as shares, debentures and other securities. The income earned through these investments and the capital appreciation realized are shared by its unit holders in proportion to the number of units owned by them. Thus a Mutual Fund is the most suitable investment for the common man as it offers an opportunity to invest in a diversified, professionally managed basket of securities at a relatively low cost. The flow chart below describes broadly the working of a mutual fund: 

Mutual Fund Operation Flow Chart 
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Organization Of a Mutual Fund
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TYPES OF MUTUAL FUND SCHEMES 

Wide variety of Mutual Fund Schemes exists to cater to the needs such as financial position, risk tolerance and return expectations etc. The table below gives an overview into the existing types of schemes in the Industry 

Before we broach the empirical study, however, it would also be useful to consider the Using the evolution of the mutual fund market as a reference we can classify asset 

• Public institutions, as was the case with the Unit Trust of India before its separation

• Companies sponsored by banks, for example, Canbank or the State Bank of India.

• Private sector, either national, such as Birla Sun Life or Credit Capital, or Each of these AMCs comprises a range of mutual funds, which can be classified, for

• Equity funds: Their objective is the capital appreciation in the medium/long-term by

• Income funds: This type of fund is aimed at regular returns, although generally less

• Balanced funds: These are a combination of the above two and invest in both fixed       income securities and equities, with a tendency to generally distribute part of their profits. Evolution does not fluctuate as much as for the rest of the stock market.

• Money Market funds: In this case the objective is immediate liquidity, reducing risk to the minimum and with moderate returns. These funds invest in safer short-term instruments, such as treasury bills. In general, this type of mutual fund tends to be used to make the most of excess liquidity.

Another type of mutual fund deserving of a special mention due to its characteristics of benefiting from a more advantageous tax position are the Equity Linked Savings schemes (ELSS), created by section 88 of the 1961 Income Tax Act, whereby the government offered tax. Incentives to investors who deposited their money in these funds, although with investment limited to 10,000 Rs., what means approximately $215?

Methodology

In order to carry out this research, a database was designed using the daily NAV of Indian mutual funds published by AMFI (Association of Mutual Funds in India) throughout from few years. By this way we obtain a database free from survival bias, due to the fact that daily NAV include all the mutual funds negotiated on the market. Fund name changes were considered in order to give continuity to the series.

These NAVs represent the cumulative market value of the assets of its liabilities. They include the management fees, custody charges, etc. that are calculated on a daily basis. The management fee is the amount a mutual fund pays to its investment adviser for services rendered, including management of the fund’s portfolio; this fee usually ranges form 0.5% to 1% of the fund’s asset value. Besides, the investors in certain mutual funds should pay loads when buying (front-end load) or selling (back-end load) shares of these “load funds”. This commission is generally stated as a portion of the fund’s offering price, usually on a sliding from one to 8.5%. The mutual funds can manage the assets according to different investment objectives aforementioned in the previous section in the same way that the international context. In these investment strategies, Indian mutual funds are not allowed to go short Nevertheless, the instability of the market and continuous movement typical of a market in expansion such as this led to the continual appearance and disappearance of numerous mutual funds. It was therefore necessary to “purify” the database to make the statistical analyses to be applied sufficiently robust. 

The main point this factor analysis is concerned with, is finding estimates of the factor loadings and the communalities. The method applied for this purpose in the next section is the principal components analysis. The solution obtained is called the initial factor extraction, but some times the results are not easily interpreted and thus obtaining new rotated factors is As far as the cluster analysis is concerned, it is another technique for grouping different individuals or objects into unknown groups. In this study the aim is to make different groups of mutual funds in India according to the NAV of these funds. 

This analysis has two versions, a hierarchical cluster, which uses explanatory technique to determine the number of groups in the sample, and a non-hierarchical cluster, which can confirm the conclusions from the previous analysis given that it uses a specific number of predefined groups as a starting point. 

Empirical results

A graphical method is the scree test; the criterion employed in this method for determining the number of factors is to select the number of components in place before the turning point. According to the corresponding graph shown below, there are three factors we can work with.

 Screen test, plot of eigenvalues

Vertical axes represent the value of the eigenvalues for each principal component of the horizontal axes. The number of principal components to be studied is those placed before the turning point.
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We have used the component matrix attached in Appendix 1 to attempt to explain the factor loadings we find there. Special attention is paid to the first three factors, as these are the ones with the highest percentage for explaining variance. From this observation we find a very important characteristic in the second factor, which is that variables (mutual funds) with a negative factor loading belong to those classified as money market and income mutual funds. Using the names of mutual funds on the Indian market gathered from the evolution of their NAVs and other documents where these funds are classified according to their investment objective, we are able to state that our sample of 244 mutual funds includes 33 that invest in instruments of maximum liquidity; 102 that invest in debt or fixed return products; 87 that invest in equities and 22 that combine all of the above in their portfolios.

Of the 118 negative coefficients in the second factor, only 7% correspond to mutual funds, which are not classified as fixed return, and these are very low in terms of absolute values. These negative coefficients cover over 80% of the 135 funds investing in fixed return and, with the exception of only four cases, do not exceed 0.3. These figures lead us to the conclusion that risk in investments made by mutual funds in India is a factor to consider if we are to explain the evolution of their return. Deviations we have encountered could be due to the fact that funds with mixed investments can go in one direction or another depending on the percentages of investment; and also to the fact that some AMC may not follow the investment objective established at the outset. The component graph could be useful when determining the number of groups that would be formed using this and other factors, as it provides us with a three-dimensional picture with each variable according to the factor loading of each component.

Cluster analysis

In an attempt to confirm previous conclusions of the factor analysis, it is also applied the cluster analysis explained in section 4 to the dataset of the Indian mutual funds. First of all, we conducted an explanatory analysis based on the hierarchical method, which groups variables in each iteration, so that once two variables have formed a group they will not be separated for the rest of the process. In the case we are concerned with, we can consider the Euclidean distance a similar measurement given that all variables are quantitative. This will serve as a criterion for classifying the variables. The statistical package used to carry out this analysis shows the endogamy corresponding to the cluster analysis.

Dendogram for hierarchical cluster analysis of mutual funds in India

The dendogram or tree graph summarizes the clustering at successive steps. The vertical axis lists the total number of mutual funds in India in a particular order. The horizontal axis shows the successive steps.
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From Fig we can deduce that some variables are atypical, those which appear at the end of the diagram. They seem to form two large groups. Nevertheless, these groups are not clearly defined; although the former is mainly comprised of funds, which are classified as equity funds, the second group is comprised of a large variety of mutual funds. The results of the analysis of this statistical technique differ form those of the factor analysis. The classification obtained with cluster analysis would lead us to think that mutual funds do not really follow the strategies they explain in their prospects.
Conclusions

From the information we have available and the results of the analysis we have conducted, we can draw several conclusions:

Risk is one of the variables that influence the evolution of Indian mutual fund NAVs.

Classifying funds in accordance with the risk produces small deviations with regard to the criteria of percentages in investment that allow the classification made by the institutions responsible for ensuring the correct functioning and investor security in the mutual fund market. We can find one explanation in the fact that this market is not sufficiently developed to be able to sustain an institution that can efficiently control the investments made by different mutual funds. Or, alternatively, the predetermined criteria are simply not followed. In this market we can also find other influential factors that would modify the basic classification encountered for mutual funds if we were to base this on a different criterion.

This is an important previous work and a possible extension of this study could be based on the increase in the number of variables taken into account when making the classification. That is to say, as well as daily mutual funds net asset values, we can also take as a reference other data such as commissions charged for each mutual fund, total assets under management, the number of years a fund has been commercialized, or other related factors. Another option, which would meet the objectives of this study, would be to ascertain the composition of investment portfolios, thereby ascertaining whether or not the established investment policy is actually being followed.
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