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Mutual Funds

Before we understand what is mutual fund, it's vergortant to know the area in
which mutual funds works, the basic understandirgiacks and bonds.

Stocks : Stocks represent shares of ownership in a pablepany. Examples of public
companies include Reliance, ONGC and Infosys. Stac& considered to be the most

common owned investment traded on the market.

Bonds : Bonds are basically the money which you lenthéogovernment or a company, and
in return you can receive interest on your investedunt, which is back over predetermined

amounts of time. Bonds are considered to be the comsmon lending investment traded on
the market. There are many other types of invessr@her than stocks and bonds (including
annuities, real estate, and precious metals) Heutrajority of mutual funds invest in stocks
and/or bonds.

What |s Mutual Fund

A mutual fund is just the connecting bridge omeficial intermediary that allows a
group of investors to pool their money togethehwaitpredetermined investment objective.

The mutual fund will have a fund manager who ipoesible for investing the gathered
money into specific securities (stocks or bonds)eWyou invest in a mutual fund, you are
buying units or portions of the mutual fund andstlon investing becomes a shareholder or

unit holder of the fund.

Mutual funds are considered as one of the besladlaiinvestments as compare to
others they are very cost efficient and also easyvest in, thus by pooling money together in
a mutual fund, investors can purchase stocks aitdwaith much lower trading costs than if
they tried to do it on their own. But the biggedvantage to mutual funds is diversification,

by minimizing risk & maximizing returns.

Thus a Mutual Fund is the most suitable investrf@rthe common man as it offers an
opportunity to invest in a diversified, professittywananaged basket of securities at a
relatively low cost. The flow chart below descrilieeadly the working of a mutual fund
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Overview of existing schemes existed in mutual fund category




Wide variety of Mutual Fund Schemes exists to cttéhe needs such as financial
position, risk tolerance and return expectations Hte table below gives an overview into the
existing types of schemes in the Industry.
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Many investors with common financial objectives
pool their moneay

!

Investors, on a proportionate basis, get mutual fund
units for the sum contributed to the pool

|

The money collected from investors is invested
into shares, debentures and other securities by the
fund manager

1

The fund manager realizes gains or losses, and
collects dividend or interest income

.

Any capital gains or losses from such investments
are passed on to the investors in proportion of the
number of units held by them




Type of Mutual Fund Schemes

BY STRUCTURE

Open Ended Schemes
An open-end fund is one that is available for stipson all through the year. These do not

have a fixed maturity. Investors can conveniently &nd sell units at Net Asset Value

("NAV") related prices. The key feature of open-astiemes is liquidity.

Close Ended Schemes
A closed-end fund has a stipulated maturity pewbdh generally ranging from 3 to

15 years. The fund is open for subscription onlgrdpa specified period. Investors can invest

in the scheme at the time of the initial publicssnd thereafter they can buy or sell the units of
the scheme on the stock exchanges where theystae. lin order to provide an exit route to

the investors, some close-ended funds give anropfiselling back the units to the Mutual

Fund through periodic repurchase at NAV relatedgsti SEBI Regulations stipulate that at

least one of the two exit routes is provided toitivestor.

Interval Schemes

Interval Schemes are that scheme, which combirefe#tures of open-ended and
close-ended schemes. The units may be traded atottieexchange or may be open for sale
or redemption during pre-determined intervals aiNAlated prices.

BY NATURE
Under this the mutual fund is categorized on thesbhaf Investment Objective. By nature the
mutual fund is categorized as follow:




Types of Funds - By
Investment Objective

Equity Debt Money Market

Equity Funds \ Fixed Income \ Money Market
Index Funds Y Funds Mutual Funds

Sector Funds GILT Funds

Balanced Funds Liquid Funds

1. Equity fund:

These funds invest a maximum part of their corptes eéquities holdings. The structure of
the fund may vary different for different schemed the fund manager's outlook on different
stocks. The Equity Funds are sub-classified depgnabon their investment objective, as

follows:
* Diversified Equity Funds
* Mid-Cap Funds
* Sector Specific Funds

Tax Savings Funds (ELSS)

Equity investments are meant for a longer timeuwor;i thus Equity funds rank high on the
risk-return matrix.

2. Debt funds:

The objective of these Funds is to invest in delpigps. Government authorities, private
companies, banks and financial institutions areesofithe major issuers of debt papers. By




investing in debt instruments, these funds enswaikk and provide stable income to the
investors. Debt funds are further classified as:

* Gilt Funds: Invest their corpus in securities issued by Gowemt, popularly known
as Government of India debt papers. These Fundgszzno Default risk but are
associated with Interest Rate risk. These schersesager as they invest in papers

backed by Government.

* |Income Funds: Invest a major portion into various debt instrumsesuch as bonds,
corporate debentures and Government securities.

* MIPs: Invests maximum of their total corpus in debtrmsents while they take
minimum exposure in equities. It gets benefit ahbequity and debt market. These
scheme ranks slightly high on the risk-return miatrinen compared with other debt

schemes.

* Short Term Plans (STPs): Meant for investment horizon for three to six rinsn
These funds primarily invest in short term papies Certificate of Deposits (CDs)

and Commercial Papers (CPs). Some portion of thmusas also invested in corporate

debentures.

* Liquid Funds: Also known as Money Market Schemes, These funoigges easy
liquidity and preservation of capital. These scheimgest in short-term instruments

like Treasury Bills, inter-bank call money markéBs and CDs. These funds are
meant for short-term cash management of corpomatsds and are meant for an
investment horizon of 1day to 3 months. These selaamk low on risk-return matrix
and are considered to be the safest amongst efaras of mutual funds.




How are funds different in terms of their risk

profile?
Equity Funds High level of Return , but has a high level of risk too
Debt Funds Returns comparatively less risky than equity funds

Liquid and Money

Provide stable but low level of return
Market Funds

3. Balanced funds: As the name suggest they, are a mix of both equitlydebt funds. They
invest in both equities and fixed income securjtrdsich are in line with pre-defined

investment objective of the scheme. These schemmet® grovide investors with the best of

both the worlds. Equity part provides growth anel diebt part provides stability in returns.

Further the mutual funds can be broadly classified on the basis of investment parameter
iz

Each category of funds is backed by an investmigilagophy, which is pre-defined in the
objectives of the fund. The investor can aligndvis investment needs with the funds

objective and invest accordingly.

BY INVESTMENT OBJECTIVE

* Growth Schemes: Growth Schemes are also known as equity scherhesaiin of
these schemes is to provide capital appreciatien medium to long term. These

schemes normally invest a major part of their fumequities and are willing to bear

short-term decline in value for possible futureraption.




Income Schemes. Income Schemes are also known as debt schemeainilod these
schemes is to provide regular and steady inconméstors. These schemes generally
invest in fixed income securities such as bondscangorate debentures. Capital

appreciation in such schemes may be limited.

Balanced Schemes: Balanced Schemes aim to provide both growth acmhie by
periodically distributing a part of the income arapital gains they earn. These
schemes invest in both shares and fixed incomeiiespin the proportion indicated

in their offer documents (normally 50:50).

Money Market Schemes: Money Market Schemes aim to provide easy liquidit
preservation of capital and moderate income. Thelsemes generally invest in safer,

short-term instruments, such as treasury billdifcates of deposit, commercial paper

and inter-bank call money.

OTHER SCHEMES _

Tax Saving Schemes. Tax-saving schemes offer tax rebates to the iok@sinder tax
laws prescribed from time to time. Under Sec.8theflncome Tax Act, contributions

made to any Equity Linked Savings Scheme (ELSSglagible for rebate.

Index Schemes: Index schemes attempt to replicate the performahagoarticular
index such as the BSE Sensex or the NSE 50. Tlielpmof these schemes will
consist of only those stocks that constitute tidexa The percentage of each stock to
the total holding will be identical to the stocksléx weightage. And hence, the returns
from such schemes would be more or less equivedéhbse of the Index.

Sector Specific Schemes: These are the funds/schemes which invest in theises

of only those sectors or industries as specifigtiénoffer documents. e.g.
Pharmaceuticals, Software, Fast Moving Consumed&@MCG), Petroleum stocks,
etc. The returns in these funds are dependentegpetitiormance of the respective
sectors/industries. While these funds may givedrnigaturns, they are more risky
compared to diversified funds. Investors need &plewatch on the performance of

those sectors/industries and must exit at an apptegime.




Typesof returns.

There are three ways, where the total returns geovby mutual funds can be enjoyed by
investors:
* Income is earned from dividends on stocks andesten bonds. A fund pays out
nearly all income it receives over the year to fomehers in the form of a distribution.
* If the fund sells securities that have increasgatice, the fund has a capital gain.
Most funds also pass on these gains to investa@slistribution.
¢ If fund holdings increase in price but are notddwny} the fund manager, the fund's
shares increase in price. You can then sell youuahtund shares for a profit. Funds
will also usually give you a choice either to reeeq check for distributions or to

reinvest the earnings and get more shares.

Pros & consof investing in mutual funds:

For investments in mutual fund, one must keep imdnaibout the Pros and cons of
investments in mutual fund.

Advantages of | nvesting M utual Funds:

1. Professional M anagement - The basic advantage of funds is that, they aregsmnal
managed, by well qualified professional. Invesmrechase funds because they do not have

the time or the expertise to manage their own plwtfA mutual fund is considered to be

relatively less expensive way to make and moniteir investments.

2. Diverdfication - Purchasing units in a mutual fund instead of bgymaividual stocks or
bonds, the investors risk is spread out and mimchizo to certain extent. The idea behind

diversification is to invest in a large number s$ets so that a loss in any particular

investment is minimized by gains in others.

3. Economies of Scale - Mutual fund buy and sell large amounts of se@sitit a time, thus
help to reducing transaction costs, and help tagaiown the average cost of the unit for their
investors.

4. Liquidity - Just like an individual stock, mutual fund alslowak investors to liquidate

their holdings as and when they want.




5. Simplicity - Investments in mutual fund is considered to bg,easnpare to other available
instruments in the market, and the minimum inveatrii'esmall. Most AMC also have
automatic purchase plans whereby as little as 830,2vhere SIP start with just Rs.50 per

month basis.

Disadvantages of | nvesting M utual Funds:

1. Professional M anagement- Some funds doesn't perform in neither the madsetheir
management is not dynamic enough to explore thiahl@opportunity in the market, thus
many investors debate over whether or not the Bedgarofessionals are any better than
mutual fund or investor himself, for picking upcis.

2. Costs - The biggest source of AMC income, is generalbyt the entry & exit load which
they charge from an investors, at the time of paseh The mutual fund industries are thus

charging extra cost under layers of jargon.

3. Dilution - Because funds have small holdings across diffe@mpanies, high returns from
a few investments often don't make much differemcéhe overall return. Dilution is also the

result of a successful fund getting too big. Whamay pours into funds that have had strong

success, the manager often has trouble findingd mwestment for all the new money.

4. Taxes - when making decisions about your money, fundagars don't consider your
personal tax situation. For example, when a fundager sells a security, a capital-gain tax is

triggered, which affects how profitable the indivad is from the sale. It might have been

more advantageous for the individual to defer tq@tal gains liability.

Mutual FundsIndustry in India

The origin of mutual fund industry in India is withe introduction of the concept of mutual




fund by UTI in the year 1963. Though the growth stasv, but it accelerated from the year
1987 when non-UTI players entered the industry.

In the past decade, Indian mutual fund industrydesh a dramatic improvements, both
guality wise as well as quantity wise. Before, rin@nopoly of the market had seen an ending

phase, the Assets Under Management (AUM) was R#&. @he private sector entry to the
fund family rose the AUM to Rs. 470 in in March Bo&nd till April 2004, it reached the
height of 1,540 bn.

Putting the AUM of the Indian Mutual Funds Industmio comparison, the total of it is less
than the deposits of SBI alone, constitute less 1H&6 of the total deposits held by the Indian
banking industry.

The main reason of its poor growth is that the mluwnd industry in India is new in the
country. Large sections of Indian investors aregdie intellectuated with the concept.
Hence, it is the prime responsibility of all mutfiahd companies, to market the product

correctly abreast of selling.
The mutual fund industry can be broadly put intarfohases according to the development of

the sector. Each phase is briefly described asrunde

First Phase - 1964-87
Unit Trust of India (UTI) was established on 19634m Act of Parliament. It was set up by

the Reserve Bank of India and functioned undeRibgulatory and administrative control of
the Reserve Bank of India. In 1978 UTI was de-lthkem the RBI and the Industrial
Development Bank of India (IDBI) took over the régary and administrative control in
place of RBI. The first scheme launched by UTI Wag 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)
Entry of non-UTI mutual funds. SBI Mutual Fund vihs first followed by Canbank Mutual
Fund (Dec 87), Punjab National Bank Mutual Fundg/A9), Indian Bank Mutual Fund (Nov




89), Bank of India (Jun 90), Bank of Baroda Mutiahd (Oct 92). LIC in 1989 and GIC in
1990. The end of 1993 marked Rs.47,004 as ass##s onanagement.

Third Phase - 1993-2003 (Entry of Private Sector Funds)
With the entry of private sector funds in 1993 eavrera started in the Indian mutual fund

industry, giving the Indian investors a wider cleoaf fund families. Also, 1993 was the year
in which the first Mutual Fund Regulations cameibeing, under which all mutual funds,
except UTI were to be registered and governed ef$tavhile Kothari Pioneer (now merged
with Franklin Templeton) was the first private sgenhutual fund registered in July 1993.

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

The number of mutual fund houses went on increasiitg many foreign mutual funds
setting up funds in India and also the industrywiisessed several mergers and acquisitions.

As at the end of January 2003, there were 33 mtundk with total assets of Rs. 1,21,805
crores. The Unit Trust of India with Rs.44,541 esof assets under management was way

ahead of other mutual funds.

Fourth Phase - since February 2003
This phase had bitter experience for UTI. It wdsrbated into two separate entities. One is

the Specified Undertaking of the Unit Trust of leith AUM of Rs.29,835 crores (as on
January 2003). The Specified Undertaking of Unitstof India, functioning under an

administrator and under the rules framed by Govemniraf India and does not come under the
purview of the Mutual Fund Regulations.

The second is the UTI Mutual Fund Ltd, sponsore®BY; PNB, BOB and LIC. It is

registered with SEBI and functions under the Mukuwatd Regulations. With the bifurcation
of the erstwhile UTI which had in March 2000 mdrart Rs.76,000 crores of AUM and with
the setting up of a UTI Mutual Fund, conforminghe SEBI Mutual Fund Regulations, and

with recent mergers taking place among differeivigpe sector funds, the mutual fund




industry has entered its current phase of congaidand growth. As at the end of September,
2004, there were 29 funds, which manage assets.d58108 crores under 421 schemes.
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