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This report does not constitute professional advice. The information in this report has been obtained or derived from sources
believed by PricewaterhouseCoopers Pvt. Ltd. (PwCPL) to be reliable but PwC PL does not represent that this information is
accurate or complete. Any opinions or estimates contained in this report represent the judgment of PwCPL at this time and
are subject to change without notice. Readers of this report are advised to seek their own professional advice before taking
any course of action or decision, for which they are entirely responsible, based on the contents of this report. PwCPL neither

accepts or assumes any responsibility or liability to any reader of this report in respect of the information contained within it or
for any decisions readers may take or decide not to or fail to take
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_Chairman’s Message

The Indian mutual fund industry is passing through a transformation. On
one side it has seen a number of regulatory developments while on the
other the overall economy is just recovering from the global crisis of 2008.
The regulatory changes have been made keeping in mind the best interests
of the investors. However, like all changes these changes will take time to
be adapted by industry, intermediaries and the investing public at large.
The industry is looking forward to early resolution of certain inter-regulatory
issues requiring Government / Court intervention. Market participants are
waiting to see how the industry adapts to these changes, while trying to
maintain its pace of growth. Mutual funds are restructuring their business
models to provide for increased efficiencies and investor satisfaction.

The industry also faces a number of issues which are characterized by

lack of investor awareness, low penetration levels, high dependence on
corporate sector and spiraling cost of operations. The Growth rate of the
industry therefore needs to be seen from this perspective. Though, it is
commendable to note, that, Assets Under Management have managed to
record a compounded growth of 28% over 2006-2010, however, the AUM
of Equity Funds and Balanced Funds where retail investors invest have only
grown by 20% in the same period. The net sales of Equity/Balanced funds
in 2009-10 have been one of the lowest in recent years.

India has vast growth potential backed by a resilient economy,
commensurate with an accelerated GDP growth rate of 7.4%, high

rate of household savings and investments. This report by PwC seeks

to outline the current state of the industry, with its growth drivers and
continuing challenges. It also seeks to draw a comparison with other global
economies, the business and regulatory trends which have been impacting
this industry with a snapshot of some of the regulatory changes anticipated
around the corner.

We would like to thank PwC for their efforts in preparing this report and
hope that you find it useful and interesting. We would welcome any
comments and observations, to help us prepare better for the next summit.

U K Sinha

Chairman - Cll National Committee on Mutual Funds
Chairman - Cll Mutual Fund Summit 2010
Chairman & Managing Director, UTI Asset Management Company Limited
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Foreword

Mutual funds as an investment vehicle have gained immense popularity
in the current scenario, which is clearly reflected in the robust growth
levels of assets under management. However, despite this growth,
penetration levels in India are low as compared to other global
economies. Assets under management as a percentage of GDP is
less than 5 per cent in India as compared to 70 per cent in the US, 61
per cent in France and 37 per cent in Brazil. Through this report, we
have tried to assess the key growth drivers for the industry, identifying
in the process the factors which may impede growth in the future.
The evolving business and regulatory trends in India have also been
discussed, drawing a comparison with similar developments across
other global economies.

To support our analysis, we have also conducted a few interviews with
CEOs of local asset management companies to help us understand
better, the challenges faced by the industry.

We hope that you find this report insightful and supportive of further
discussions and action. We welcome comments and observations
from the readers of this report to enable us to incorporate any valuable
suggestions in the next report.

Jairaj Purandare

Executive Director & Leader - Financial Services
PricewaterhouseCoopers India

Gautam Mehra

Executive Director & Leader - Asset Management
PricewaterhouseCoopers India

PricewaterhouseCoopers



01 Background and Objectives

India is undoubtedly emerging as the next big
investment destination, riding on a high savings and
investment rate, as compared to other Asian economies.
As per a report authored by PwC “The World in 20507,
the average real GDP growth in India was likely to be in
the range of 5.8% between 2007-50, (the actual average
GDP growth between 2007-10 has been 7.6%) with per
capita income rising to USD 20,000 from the current
USD 2,932. Over 50 per cent of the population is less
than 25 years of age, with the proportion of working
population likely to increase significantly over the next
decade. The trend of rising personal incomes has been
witnessed not only amongst the young population,

but also the high net worth (HNI) segment, which

have sizeable sums to invest. One estimate indicates
that there are more than 120,000 dollar millionaires in
India and the number is increasing. The house-hold
segment therefore proffers immense scope for attracting
investments. India has a strong middle class of 250-300
million, which is expected to double over the next two
decades.

It is in the backdrop of some of these encouraging
statistics that the Indian mutual fund industry has
fostered itself. Since the 1990’s when the mutual fund
space opened up to the private sector, the industry has
traversed a long path, adapting itself continuously, to
the changes that have come along. Growth in Assets
Under Management (AUM) experienced has been
unprecedented, growing at a CAGR of 28% over the
last four years, slowing down only over the last two
years, as a fallout of the global economic slowdown
and financial crisis. Although investor confidence was
significantly eroded and AUMs suffered a dent, the sale
of mutual funds has revived over the last few quarters,
which implies regained confidence of investors, striving
to look at alternate investment opportunities and any
attendant higher returns, though the markets continue to
be choppy.

In today’s volatile market environment, mutual funds are
looked upon as a transparent and low cost investment
vehicle, which attracts a fair share of investor attention
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helping spur the growth of the industry. Over time,
inclusive growth across the financial sector, seems

to have taken centre-stage, re-designing all business
strategies around this sole objective. The mutual fund
industry being no exception, various measures are
being taken by fund houses and distributors to spread
access and reach to the semi-urban and rural segments.
Clearly, the role of technology as a growth enabler
has assumed enhanced responsibility in this respect,
to enable improved reach, inclined towards efficient
distribution.

The landscape of the financial sector in India is
continuously evolving, accredited to regulatory changes
being undertaken, which is leading market participants
like the asset management companies (AMCs) and
distributors to restructure their strategies and adopt
business models which will yield sustainable benefits.

Some of the other trends which have emerged strongly
over the past year are heavy outflows triggered by
market volatility and partnering of asset management
companies with banks, to increase the strength of
distribution networks.

It is worthwhile at this point to take note of some of the
business and regulatory trends taking shape across
the global economies, which might cast a shadow on
the Indian markets. Developments on aspects of entry
load, management fees paid to asset management
companies, regulation of distributors and taxation of
mutual funds from the investor point of view, are some
of the areas which deserve to be given attention.

The road ahead for the mutual fund industry will be
paved by the performance of the capital markets. But,
more importantly, it remains to be seen, how fund
houses adapt themselves to changes in regulations,
thereby shaping growth for the future. A continuously
evolving regulatory framework makes it mandatory

for the industry to elicit a clear growth path, making

it easier to assess obstacles and tide over them with
time. It remains to be seen, how the industry progresses
towards achieving its growth vision for 2015.



High growth story envisaged for the mutual
fund industry in 2015

Last year the summit ended on the note of a vision

for 2015, stating a positive outlook for assets under
management growing at 15%-25%, between 2010
and 2015, the pace of growth being matched by the
GDP growth rate of the economy. Profitability of the
industry though, may decline substantially, as a fall out
of spiraling operating costs and lower revenues.

Higher penetration levels were also estimated riding
on the back of the accelerated drive for investor
awareness, increase in investible surplus and a
younger population with the capacity to absorb higher
risks (of market movements in NAVs). In addition,
regulatory environment was expected to take a turn,
towards an alignment of financial regulations across
the financial services sector.

Where do we stand in 20107

The Indian mutual fund industry is undergoing a
metamorphosis, which inadvertently marks a point of
inflection for the market participants. However, even
amidst volatile market conditions, average assets
under management indicated vibrant growth levels
posting a y-o0-y growth of 47% in 2009-10, and the
total AUM stood at Rs 613,979 crore, as of March 31,
2010. Aggregate funds mobilized during the year also
grew 84%, supplemented by around 174 new schemes
launched during April 2009 to March 2010. The
investor base has also steadily expanded and between
November 2009 to March 2010, there was an addition
of 60,834 investors.

These statistics testify, that the Indian mutual fund
industry has weathered the financial crisis, but it
cannot be denied that the industry still continues to
deal with challenges of low retail participation and
penetration levels.

Investor contribution remains skewed towards
the corporate sector...

Inspite of India offering an exciting retail environment,
with abundant growth opportunities, participation from
the segment of retail investors continues to remain

at deplorably low levels. As of March 31, 2010, the
participation from the retail segment was 26.6%, a
marginal increase from 21.3% as on March 31, 2009.

Dependence on the corporate sector is still pretty
pronounced at 51%, which is not much of a change
from last year. Volatile market conditions, sound a note
of caution for the industry, as high dependence on the
corporate sector may result in the fund houses being
prone to unexpected redemption pressures.

Investor Contribution as of March 31, 2010

B Corporates
B Banks/Fls
Fll's
HNI's
B Retail

1%39,

Source: AMFI

The rationale behind institutional sales claiming

such a large chunk of the AUM pie is the benefit

of tax arbitrage and lack of short term investment
options. When compared with economies like US and
China, investments channelized through corporates,
comprise only around 15% and 30% of the assets
under management (AUM), respectively.

Overall, the assets under management recorded an
impressive growth of 47%, as of March 2010 which
was predominantly driven by the corporate sector,
posting the same level of growth. In the same period,
the retail sector also managed to report a strong
growth of 84% in its assets under management,
followed by the HNI segment growing 24%. It

has been observed of late, that the HNI segment
especially in Tier 2 &Tier 3 cities has expanded
creating a pool of investible surplus at the disposal of
the mutual fund industry.

PricewaterhouseCoopers
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AUM under the various segments
(In Rs Billion)

Retail
HNI's
Fll's

Banks/Fls

Corporates 3,134

m 2009 m2010

Source: AMFI

...with Equity participation lagging behind
market expectations

Historically, it has been observed that an equity
fund remains locked in for an average of 18 months.
As per AMFI statistics, around 40 per cent of retail
investors exit from equity funds before they complete
two years. Even in the HNI segment, only 48 per
cent investors remain invested in equity funds for
over two years. Growth in the equity base has been
particularly sluggish in the past year, burdened with
huge outflow of funds. Mutual fund net investments
in equity have plummeted sharply over the last year
from Rs 6,983 crores in March 2009 to an outflow
of Rs 4,082 crores in March 2010. At this point,

it is interesting to make note of the movement of

Fll investments plotted against net mutual fund
investments over the last decade.




Mutual Fund Investments Vs Fll Investments
(In Rs Crores)

90,096 88,786

479 9957 7,163

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 .0
13,432
I MF Net Investments —— FIl Net Investments ( )

Source: SEBI

Fll investments indicated a steady growth between
2003-05, declining in the period between 2006-09 and
then registering a slight recovery in 2010. Growth in
Fll investments post 2009 would indicate that India
continues to be an attractive investment destination,
borne out by such empirical facts.

Fund houses seem to have realized the
potential of the offshore segment

In the past, Fund houses have not given enough
emphasis to the offshore segment, which is seen

as an opportunity to increase the scale of business,
capitalizing upon the fact that India is an attractive
investment destination. This is specifically targeted at
foreign institutions, pension and endowment funds,
along with HNI clients and non-resident Indians, who
want to invest in the Indian market.

Roping in a foreign partner can help propel distribution
avenues thereby also bringing to the forefront new
prospects for fresh entrants. New players may tap this
segment and find it as a viable option.

Challenges which continue to persist are ...

There are continuing concerns that the industry has
been grappling with over a considerable period of

time.

¢ Under-penetrated population

¢ |naccessibility in smaller towns and cities due to
lack of an efficient distribution network

* Heavy reliance on institutional sales

e Low financial literacy levels and

e Cost pressures emanating as a result of
inefficiencies in systems and processes

Lack of investor
education

Distribution
network

uonedioiued

Key

[le184 MO

Challenges

Cost
pressures

The industry should start taking appropriate
measures to deal with these challenges, so that
growth is not hampered in any way, and the sector
is free to scale greater heights, and achieve greater

penetration.

PricewaterhouseCoopers



02 Tectonic changes in Business
Models have been necessitated to
sustain profitability ...

The restriction of entry load on existing and new
mutual funds last year marked a turning point in the
functioning of the mutual fund industry. This in effect,
has spelt out a huge impact on the commission
structure of distributors, leading fund houses and
distributors to restructure their business and operating
models in order to arrive at a profitable solution. The
way the distributor community is reacting is manifold:

Repositioning as Financial
advisors

Efficient Online Investment
management

Selling high margin products to
new clients acquired

Source: PwC Analysis

Intermediation has become painful for distributors who
are making the best of this current situation by turning
themselves into financial advisors, which would act as
a positive step towards financial literacy of investors.
Another measure which is being adopted by distributors
is that of deeper segmentation of clients, wherein the
lower rung of revenue earners is being encouraged to
transact online. In addition, retail strategies are being
modified to generate optimum efficiencies. There is
also another category of distributors which is using this
regulatory change as a stepping stone to acquiring new
clientele by luring them with attractive mutual funds and
then selling them high margin products.
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Industry speak:

— ltis difficult to strategise a new
business model in the current situation;
it will entail higher costs

— Partnering with banks may be
a possible solution to improve
distribution, but banks lack the
expertise to offer investment advice

— It is advisable to explore open
architecture platforms or aggregator
models for conducting business

— It may help to have a guideline akin
to that of priority sector lending to
provide continued push under financial
inclusion

— The market should be given enough
time to respond and adapt to changes
in regulation ; such changes should be
in stages

The various options for Business models that are
currently being explored are:

Discount Brokers - They will serve customers at a

nominal fee, earning commissions from the AMC in
addition to receiving trail commissions

Directly from AMC - This model is apt if the
customer is able to identify the type of fund that he
wants to invest in.

Advisory Model - This model functions on fees
paid to financial advisors for advice rendered by
them. Liaison with an advisory model is more likely
to pave the way for long term benefits, aiding in
gaining more market share.




the investor community as they depend hugely on

volumes generated, and this can only happen, when

investors are assured that investing in mutual funds

Directly yield realistic returns vis a vis the risk, and the ticket
from size of the investment is manageable.

AMC Although investor education is being harped upon
continuously, segmenting the client base, and
aligning product offerings to cater to requirements of
Discount customers are also key to redefine the business and

Broker operating models to enhance key investment related
value proposition.

Advisory
Model

However, distributors seem to be daunted by a
common concern of lack of adequate investor
education, impacting all these models, as their
success will depend extensively on the levels of
financial literacy among investors.

CEOQO Speak:

— Out of the box thinking required
for distribution models, interesting
learnings involved from FMCG'’s,
Banks etc, where large volumes of
retail clients are serviced, with a reach,
deep into rural areas...

All roads lead to increased investor
awareness...

In the midst of this entire ambit of distribution, the
investor undoubtedly stands to reap long term gains,
as all the alternatives in one way or other urge investors
to move towards better awareness and product
education. It has become increasingly important for

the distributor to spread financial literacy among




03 Cost management, a key element
of operating models

All business and operating models are central to
meeting customer needs while streamlining their
business processes. In order to establish a sustainable
model, which will yield profits in the long run, cost
management needs to be dealt with a firm hand.

The three major cost components of fund houses are as
follows:

¢ Distribution cost - Managing the cost of distribution
especially in Tier 2 and Tier 3 cities, has always
posed a challenge, eroding the profit margins
of AMCs. To curtail this to the maximum extent
possible, technology needs to play a crucial role
in enabling distributors to increase reach to the
smaller towns, and help curb costs. Considering
the explosion of mobile (e-commerce related)
technology in India, which helps propagate this
huge opportunity, the task should not prove to be as
daunting.

e Hiring spend - Manpower hiring costs which has
typically been a prominent contributor to the overall
cost of fund houses, has had to undergo sizeable
reviews to maintain its efficiency levels. More
recently, it has become increasingly challenging to
retain the right kind of talent in the organization.

e Spend on Marketing - Sales and Marketing
expenses, which primarily comprises brokerage,
claims a large proportion of total costs for AMCs,
purely because the industry is still in a growth stage.
Direction of profits can be identified better if these
costs are managed efficiently. Further, ensuing from
the restriction on entry loads, cost of sales and
marketing has spiraled, as AMCs are now forced to
pay out of their own pockets.

Apart from these areas, another worrisome fact is that
a large portion of the assets are in debt, which actually
tends to erode profits.
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Industry speak:

— Escalating costs have been quite
persistent, and are still on the higher side

— Distributors should be given an
opportunity to earn incentives by the sale
of mutual funds

Debt Expense Ratios rise, in a scenario of
rising interest rates .....

It is assumed that as the size of the corpus (AUMs)
increases, the cost incurred on managing the fund
will come down, being shared by a number of
investors and thus the expense ratios will get ironed
out. However, this premise has been rendered
faulty in the more recent scenario, where increase
in assets under management has actually seen the
rise of expense ratios. The expense ratios of income
funds stood at 1.4% at the end of September 2008
with the size of income funds at Rs. 5,480 crore,
which in September 2009, the size of income funds
grew to Rs. 18,185 crore and the expense ratio
rising to 1.58%.



04 Financial Inclusion, the new buzz word
in the Financial Services sector ...

Reaching out to Tier 2 & Tier 3 cities

As defined by the RBI, Tier 2 cities are those that
have a population base of 50,000 and above, while
Tier 3 cities have a population base upto 50,000. A
survey conducted by National Council of Applied
Economic Research (NCAER) in 2008 suggested that
although Indians have a positive attitude towards
increased savings, around 65 percent of savings are
with banks or post office deposits and cash at home,
while 23 percent are invested in real estate and gold
and only 12 percent is channelized towards financial
instruments. This manifests tremendous opportunity
for growth in mutual funds, while indicating that
penetration level of mutual funds in the smaller towns
is lagging behind that of urban cities. As per RBI
statistics, the household financial savings (net) was
10.9% of GDP in 2009, lower than 11.5% in 2008.
Household investment in shares and debentures
(inclusive of mutual funds), was 1.9% of GDP in 2008,
which declined to 0.4% in 2009, reflecting a reduction
in investor confidence in these instruments.

Steadily rising disposable income in the Tier 2 and

Tier 3 cities, have showcased the latent potential for
investments in mutual funds. Investors in these cities
are gradually awakening to other potential investment
areas like equity and mutual funds, apart from the
traditional bank fixed deposits, national savings
certificates from Gol, gold and real estate. It has also
been observed that the HNI segment in these cities is
slowly expanding, with very large amounts of investible
income at their disposal.

Diversity of Indian culture implies that different models
need to be explored and executed in order to make

a breakthrough in these smaller towns. A few banks
intend to adopt the hub-and-spoke model, gradually
adding locations to each hub, where the hub could
perhaps cater to 2-3 locations each.

Emergence of Stock Exchange platforms is seen as
a suitable means to increase penetration levels of
financial assets and thus mutual funds. Currently,

it serves as an alternate mechanism for performing
mutual fund transactions.

Fund Houses need to introduce lucrative
products and schemes to whet the appetite of
the new age investor

This method although not all pervasive, allows
investors to carry out basic transactions. Cost
implications point favorably towards investing directly
through the investment portals (stock exchange
platforms). As this mechanism gains popularity, further
improvements and modifications are expected in

the system, which will inevitably enhance efficiency,
and provide several amenities to both investors and
distributors.

CEO Comment:

— Although stock exchange platforms offer
a plausible solution to increase reach,
improve efficiency etc, low volumes on
these exchanges, pose a concern

— Also, the number of active demat
accounts for trading are quite low, making
it difficult to use this as a surrogate for
business planning

Targeting the HNI segment, some organizations plan to
introduce “Wealth Cafes” across the nation, catering
solely to the requirements of HNI’s.

To lure customers into the capital market, AMCs are
pursuing investors to look upon gold Exchange Traded
Funds (ETF) as an exciting option. Gold fund-of-funds
are being introduced, which will invest back into their
own exchange traded funds.

PricewaterhouseCoopers
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Industry View:

The Mutual fund industry can play a
critical role in channelizing savings
appropriately and participate more
intensively in financial inclusion

Investor awareness has to spread its wings to
lead sustainable growth of the industry ...

In today’s dynamic environment, spreading financial
literacy is the most critical imperative for spearheading
growth in the mutual fund industry. Measures and
initiatives undertaken should be structured with a long
term horizon in mind, aiming to introduce innovation in
products. Also, the investor education programs should
be customer oriented with emphasis on the risk appetite
of investors rather than simply a demonstration of the
range of products.

Although, in the metros, investors are more familiar
with mutual funds as a profitable investment, people
in smaller towns and cities still have inhibitions about
investing into mutual funds.

The rural strata of society looks for investment
alternatives which primarily have a nominal initial
investment, and the terms and conditions attached are
simple to grasp. Most of the investors in this segment
are not in a position to consider the pros and cons of
the investment schemes, along with the risks attached
to it, and therefore disclosures should be made very
clear and apparent to the investors. In addition,
products should be designed to bolster income levels
of the rural segment and also increase their spending
capacity. Taking a step towards inclusive growth, Fund
houses have agreed to conduct investor awareness
programmes from time to time.

(e, O

Systematic Investment Plan (SIP) has
emerged as a suitable solution in this
case, with a fixed amount invested at
regular intervals, and most importantly
being low risk.

(e, O

Here again, technology needs to pave the way
for bringing investors within reach of the available
investment options. Various mobile applications and

14  Confederation of Indian Industry

Industry Comment:

e Conducting regular Investor awareness
programs is a step in the right direction

e Fund houses are actively participating
in these awareness programs; IFAs
are also being trained on product
knowledge to communicate the right
information to investors

online services having integrated user-friendly web
tools, can facilitate the spread of investor awareness in
a faster and more efficient manner.

An assessment of investing drivers would
give direction to the initiative of spreading
awareness...

Mapping the requirements of investors today to a
hierarchy of needs (akin to Maslow’s model), the new
age investor demands higher rate of returns, more
transparency and most importantly the freedom to
choose from a wide range of product alternatives.
Moreover, it is essential to gauge that investor needs
differ in urban cities to smaller towns, hence investor
awareness programs need to be designed accordingly.
Hence, while selling to “first time” customers, it is of
utmost importance that all the terms and conditions
attached are plainly laid out before them.

Investors need to be guided towards buying products
which will fulfill their long term goals and also match
their risk-taking appetite.

Hierarchy of needs

Higher Rate of Return

Transparency

\

1 \Freedom of Choice of products

Having deliberated over the business aspects

of the mutual fund industry, we should move to
assess the regulatory environment which entwines
the industry, and virtually steers the direction of the
mutual fund sector.



05 The Industry adapts to Changing

Regulations...

The Indian mutual fund industry is undergoing a
transformation, adapting to the various regulatory
changes that are coming about. We highlight some of
the key ones which have undergone an amendment,
impacting the industry as a whole. However, all of them
primarily would seem to have the interest of the investor
in mind.

Entry Load

In recent years, the industry regulator, Securities and
Exchange Board of India (‘SEBI’) has focused more on
investor protection, introducing a number of regulations
to empower retail investors in Mutual Funds (‘MFs’).
SEBI began by prohibiting the charging of initial issue
expenses, which were permitted for closed-ended
schemes, and mandating that such MF schemes

shall recover sales and distribution expenses through
entry load only. These steps aimed at creating more
transparency in fees paid by investors and helping make
informed investment decisions.

Subsequently, w.e.f. August 1, 2009, SEBI banned the
entry load that was deducted from the invested amount,
and instead allowed customers the right to negotiate
and decide commissions directly with distributors
based on investor’s assessment of various factors and
related services to be rendered. The objective was to
bring about more transparency in commissions and
encourage long-term investment. Though the intent of
the amendment was to benefit the investor, it has hit the
margins of the Asset Management Companies (‘AMCs’).
Further, higher distributor commission on Unit Linked
Insurance Products (issued by Insurance companies)

is giving tough competition to the business of mutual
funds.

No Additional Management Fees on schemes
launched on “no load” basis

SEBI has scrapped the additional management fee
of 1% charged by AMCs on schemes launched on a

no load basis leading to a further squeeze in margins
earned by the AMC.

Direct Tax Code

With the Direct Tax Code (‘DTC’) on the anvil, taxability
of income from mutual funds, at the hands of investors
will also have a bearing on the growth of the mutual
fund industry. Unlike the extant tax provisions, DTC
does not provide for any benefit for investment in equity
linked savings scheme, and also proposes to increase
the compliance in the hands of MFs by widening the
scope of deduction of tax to include payments made

to residents. The code has also created an anomaly on
the taxability of the MF investors. It is unclear whether
the income earned will be exempt or taxed in the hands
of the investors on accrual basis, as stated in the
Discussion Paper on the DTC.

Documentation

In December 2009, SEBI had made it mandatory for all
AMCs to maintain a copy of full investor documentation
including Know Your Customer i.e. KYC details. Such
documentation was earlier maintained by the respective
MF distributors who have now been asked to give a
copy of the same to the fund houses.

Disclosure of Investor Complaints in the
Annual Report

In order to improve the transparency in the ‘grievance
redressal mechanism’, SEBI has recently issued a
Circular that requires MFs to include details of investor
complaints in their Annual Report as part of the Report
of the Trustees, beginning with the annual report for the
year 2009-10. MFs provide abridged booklets of the
Annual Reports to all the unitholders.

PricewaterhouseCoopers
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Fund of Fund Schemes

In the past, AMCs had been entering into revenue
sharing arrangements with offshore funds in respect

of investments made on behalf of Fund of Fund (‘FoF’)
schemes. Recently, SEBI has issued directions stating
that since these arrangements create conflict of interest,
AMCs shall be prohibited from entering into any revenue
sharing arrangement with the underlying funds in any
manner and they have been prohibited from receiving
any revenue by whatever means/ head from the
underlying fund.

O —

Further, SEBI is also in discussions to raise the AMC
fees from the present cap of 0.75% of the net assets in
the case of FoF schemes.




06 India mapped to other global

economies ...

In the light of evolving regulatory frameworks, it is
worthwhile to adjudge India’s place with respect to
other global economies. A few specific criteria have
been considered as points of discussion, throwing
light on the key developments which have taken place
across the world.

Entry Load

India

Recently in India, the industry regulator, SEBI has
instructed that no entry load be charged for all

MF schemes launched on or after August 1, 2009.
Distributors receive commission from the investors
based on investor’s assessment of various factors
including service rendered. Exit loads may or may not
be charged to the investors and it varies depending on
the period they stay invested in the scheme.

UK

In UK, there exists a concept of front end charge of
about 5% of the net assets and distributors are paid
commission (typically 3%) out of this by the MFs.

They are further entitled to receive trail commission of
around 0.5% of the net assets annually over the period
the investor stays invested in the scheme. Exit fees are
also being charged by few fund houses to investors on
redemption on MF units.

uUs

Similarly, in the case of US, both entry and exit loads
are charged to investors of open-ended MF schemes.
No such loads are charged in the case of close-ended
schemes. For close-ended schemes, the investor pays

commission directly to the distributor of the MF scheme.

China

In China, fund houses charge both entry and exit loads
from MF investors. Thus, commission to distributors
are ultimately borne by the investors as the MFs pay
distributors from the loads charged to the investors in
the scheme.

Australia

Australia does not have a concept of entry and exit
load that is charged by the MF to the investors. Here,
the distributors are paid commission by the MFs.

Further, they may also receive fees from the investor for
the advice rendered to them.

Management Fees to the Asset Management
Company

India

In India, there exist statutory limits defined by SEBI for
payment of management or advisory fees to the AMC.
The advisory fees payable are capped at 1.25% where
the net assets outstanding do not exceed Rs. 100 crores
and at 1% over the net assets above the threshold of
Rs. 100 crores. However, in case of index funds, the
advisory fees payable to AMCs are capped 0.75% of
the net assets in the scheme.

UK

In the UK, there exists no cap on the management fees
to the AMC other than those stipulated in each fund’s
scheme prospectus. Typically fees vary on the type of
fund and are usually about 1.5% of the net assets or an
actively managed equity fund. Recently, new entrants in
the UK market are charging lower annual management
in an attempt to gain a higher market share.

us

Similar to the UK, no statutory limits are prescribed by
regulatory authority in the US but it is ensured that the
AMC does not earn an unfair profit from the advisory
contract. AMC fees typically range between 0.50% to
1.75% of the net assets depending on the type of the fund.

China

In China, statutory caps are fixed for advisory fees
payable to the AMCs depending on the type of fund. For
equity-based funds, the AMC fees are capped at 1.5%
of the net assets while for index funds, debt-based
funds and money market funds, fees are capped at 0.5-
0.7%, 0.6-1.2% and 0.33% respectively.

Australia

There are no pre-defined statutory caps on the fees
payable to AMCs.The fees payable vary, inter alia,
depending on the type of the fund.
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Regulation of Distributors

India

In India, the distributors of the MF units are not
separately regulated by SEBI or any other regulatory
authority. Currently, distributors are required to take

a simple test. However, there have been instances of
distributors rendering professional advice to investors
without the requisite qualifications and information
about the MF schemes. SEBI is in discussions to
introduce a more stringent certification programme for
all distributors of MF schemes.

UK

Unlike in India, distributors in UK are regulated by

the Financial Services Authority. In the UK there is a
regulation being proposed that will require distributors of
MF units to undertake certain examinations.

us

Distributors in the US are regulated by the Securities
Industry and Financial Markets Association and are
required to pass the securities broker-dealer exams in
order to sell units of MFs.

China

MF distributors are regulated and authorized by China
Security Regulatory Commission, the major regulator of
the MF Industry.

Australia

The Australian Securities and Investments Commission
regulates the distributors in Australia. No specified
certificate is required to be obtained by distributors in
Australia to entitle them to provide professional advice
to investors in MF schemes.

Taxation of the Mutual Fund

India
In India, MFs are treated as a pass-through entity and
hence are not liable to tax.

UK

In the hands of the MF, capital gains are tax exempt.
Non-UK dividend income is taxed to the extent that it is
not covered by chargeable expenses. Interest income
received in case of bond funds are not liable to tax in




the hands of the MF if the income is distributed to the
investors in the scheme as an interest distribution.

us

Funds are pass-through entities and only the investor
pays tax upon receipt of income or capital gain
distributions by the fund. MFs only pay foreign source
taxes or US taxes if they fail to distribute the majority of
income earned in the tax year (ie > 90%).

China

In order to promote MF industry, the tax authority

in China gives nearly full tax exemptions to MF and
investors. Currently, both MF and investors are not
subject to any turnover or income taxes except for the
institutional investors who redeem/sell the fund units.
Also, dividends declared by MF are tax free.

Australia
In Australia, MFs are treated as a pass-through entity
and hence are not liable to tax.

Global Front: Regulatory Changes anticipated
around the corner...

Introduction of Retail Distribution Review

The key driver of change will be the retail distribution
review (RDR) in the UK, which was proposed in March
2010 and will be effective in the year 2011. On account
of RDR, independent financial advisers (‘IFAs’) i.e.
distributors will move to a fee-based advice model.
Post implementation of the RDR, IFAs will not be able to
accept payment via commission from product providers
and shall be remunerated directly by investors. Thus,
investors would know up front how much the advice is
going to cost and how they will pay for it.

Further, the RDR would also require IFAs to be qualified
(this qualification is expected to be equivalent to the first
year of a degree). It is expected that implementation of
the RDR would result in a reduction of the number of
distributors and only larger players would remain.

Further, the RDR, though specific to UK, is expected to
spread to other European countries as well.

Alternative Investment Funds Directive

The draft legislation on Alternative Investment Funds
Directive seeks to establish a harmonised framework

for monitoring and supervising the risks that alternative
investment funds (including venture capital funds, hedge
funds, investment trusts, commodity funds, property
funds and private equity funds) pose to investors,
counterparties, other market participants and to
financial stability, and to lay down the requirements for
alternative investment fund managers (‘AIFM’) to provide
services and market European market (‘EU’) funds
throughout the EU.

It is expected that introduction of this directive would
lead to an increase in the operational cost of MF houses
and also custodians of the MF’s assets.

The directive also contains “third country rules,” which
deal with access by non-EU AlIFMs to EU markets. Non-
EU AIFMs who wish to sell products in the EU would
now be required to be subjected to similar regulations
as an EU-based AIFM. Thus, they would be subjected
to appropriate cooperation arrangements between the
authorities in the EU and those of the non-EU AIFM for
the purpose of systemic risk oversight.

The US (where a significant proportion of EU-based
funds raise capital) and the UK (where a significant
proportion of EU-based funds are managed) share
concerns about the likely effect of the Directive,
particularly in relation to the third-country rules. In

a letter to the Commission in March, US Treasury
Secretary Timothy Geithner mentioned that the
proposals could cause a rift between the US and the EU
by discriminating against US groups in preventing them
from getting a “passport” to market to EU investors.




07 What next for the Mutual

Fund Industry?

Performance of the industry has been strong and it is
well-placed to achieve sustainable growth levels. The
way forward for the next couple of years for the mutual
fund industry would be influenced hugely by the journey
undertaken till this point of time and the changing
demographic profile of investors.
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What Next
For Mutual
Funds

Diverse Range of Products

There is a need for Indian MFs to come out with
innovative products that cater to the ever changing
customer requirements. In US, MFs provide products
that cater to the entire life cycle of the investor.
Diversified products will keep the present momentum
going for the industry in a more competitive and efficient
manner. Further, MFs have to compete with bank
deposits and government securities for their share of
consumer savings. Thus, in order to make MFs more
acceptable to the retail investors, the MF would have
to mature to offering comprehensive life cycle financial
planning and not products alone.
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Regulation for MF Distributors

Currently, distributors of MF schemes are not separately
regulated by any authority in India. Further, many of
them though certified by AMFI still leave a lot to be
desired so as to render professional advice to investor
and reduce mis-selling of the MF products. MFs need
distributors who are able to inform the investors about
the efficacy of the product for a particular risk profile
and stage in their life cycle..

SEBI is planning to put in place a compliance
certification examination (by NISM) and is expected

to run it online from mid-2010. Further, SEBI is also
expected to soon come out with a new set of guidelines
for MF distributors. As the affluence of Indians increase,
the range of financial products to meet people’s need
will expand and with it the need for professional financial
advice from the MF distributors will increase.

Recommendations to re-visit the eligibility
norms of AMCs

SEBI had constituted the “Committee on Review of
Eligibility Norms” (CORE) to re-visit the eligibility norms
and other functional aspects prescribed for various
intermediaries. Amongst other recommendations, the
key ones are relating to increase in the minimum net
worth of AMCs from the existing Rs. 10 crores to Rs. 50
crores, change in the definition of net worth, sponsor to
be a regulated entity and change in definition of control.
The objective of the proposed recommendations is to
allow only the serious players to enter/ remain in the
market. The proposed changes can lead to a better
governance of the MF players, thereby boosting investor
confidence in the industry.

Trading through stock exchange platforms

Recently, SEBI has permitted trading of MF units on
recognised stock exchanges. Subsequently, Bombay
Stock Exchange and National Stock Exchange have
launched trading platforms enabling investors to invest
by availing services of stock brokers. While trading
through the stock exchange, the investor would get

to know about the validity of his order and the value



at which the units would get credited/ redeemed to

his account by the end of the day. Whereas, while
investing through MF distributor or directly with the

MF, the investor gets information of the subscription
and redemption details only in the form of direct
communication from the MF/ AMC. Thus, by trading
through the stock exchange, the investor would be able
to optimize his investment decisions due to the reduced
time lag in the movement of funds. This transparency

in knowing the status of order till completion helps in
reducing disputes. Further, the investor would able to
get a single view of his portfolio across multiple assets
like securities, MF units etc.

Real Estate Mutual Funds

Real Estate Mutual Funds could be the next big thing for
the industry provided the regulators bring in more clarity
on the tax and regulatory aspects.

CEO Comment:

¢ Alevel playing field, vis a vis other
sectors in terms of disclosure levels, post
sales support needs to be determined for
this industry

Business Strategies continue to focus
on reach, diversified customer base ,

investment performance and product

innovation




In the light of the current state of
the industry, and the huge latent
opportunity for growth, we would
like to highlight a few imperatives
on this road to success...

Asset management companies today need to stay
focused on a few aspects in order to ensure that the
industry meets its growth objectives.

- /
// \\ / e Explore the demand for
\ ,' Exchange Traded Funds
vy, (ETF’s) especially gold ETF’s
\
\ ,l * Attractive product offerings

e (Cost Rationalization

¢ |ncreased investment in
technology to support
distribution network

¢ Investor Education
Awareness Programs

Attractive Product offerings - Asset management
companies need to introduce a new range of offerings
in the market in order to attract investments. The

new age investor today looks for returns higher than
the traditional bank deposits. Fund houses should

be encouraged to design products to suit investor
requirements of a higher return and with better
diversification of risk.

Exchange Traded Funds - Exchange Traded Funds
should be given a boost and brought into increased
focus for the investor. Gold ETFs serve as a good
investment option in times of market volatility. These
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products prove to be a viable solution for risk averse
investors, without diluting the urge to have the
physical asset.

Investments in technology - Fund houses need

to assign an increased budget for investment in
technology, which will help them streamline their
distribution networks and increase efficiencies in
their business. Use of technology, is a must to come
up with a feasible cost-benefit business model and
participate in financial inclusion, more effectively.

Investor Education - It is an unspoken responsibility
of the asset management companies to spread
financial literacy among investors, which will
inevitably lead to increased penetration of their
products. Awareness campaigns and education
drives should be more regularly undertaken.

Cost Rationalization - Optimum operating efficiencies
need to exist in asset management companies,

and for this, cost containment measures need to

be undertaken by them. Outsourcing could be
looked upon as a possible measure to reduce costs,
provided the risks emanating from this are better
managed.

Exploring Distribution Networks from Other
Sectors

It may be worthwhile to cite examples from other
sectors, which have shown exemplary growth,
predominantly relying on the strength of their
distribution networks. A strong case here would be
that of Hindustan Unilever, which has an enviable
distribution network, reaching out to the rural
populace. The company aims to align its offerings to



the needs of this segment, after assessing their buying
behavior. The company’s popular initiative, “Project
Shakti” has been devised to target villages with a
population of less than 5000. The broad objectives of
this program are -

¢ Reaching out to new consumers in rural areas

e Conduct consumer education programs to develop
markets

e Creation of employment opportunities
e Establish a sustainable business model

This program is adequately supported by “Shakti
Entrepreneurship program”, which offers suitable
investment opportunities and sustainable income for
the people. To bring in efficiencies in their supply chain
network, adequate amount of investment in technology
like SAP application systems, has been made, to create
better logistics.

These strategies and initiatives have served their
purpose, as a result of which, Hindustan Unilever
showcases a customer base of over 700 million,

having a reach of 6.3 million retail outlets, with over
2,000 suppliers and associates. In addition, “Project
Shakti” has succeeded in equipping 45,000 Shakti
entrepreneurs in rural areas, spanning 15 states, across
100,000 villages and enabled income generating
opportunities.

Another example germane to the context, would be
the case of demat accounts and the slow and steady
journey of growth. The number of investor accounts

as of April 2010 stands at 105.57 lakhs, up from 63
lakhs reported in April 2005. This increase is attributed
to the growing awareness of the depository system,
the tangible benefits of a “paper-less” but secure
environment and the addition of an increasing number
of instruments to the list of dematerialized securities,
resulting in higher participation. The overall performance
of the markets has also contributed to this trend.

Retail participation accounts for 90 per cent of demat
registrations. Even remote areas like Guwahati, Jorhat,
Silchar and Tinsukia in Assam, Gangtok in Sikkim

and Jammu and Srinagar, have had clients opening
accounts.

Let us look at a third example of growth in a retail
business. The number of Credit Cards in India has
grown at a CAGR of over 18% between 2001 and 2010,
from 4.87 million to 22.6 million, while Debit Cards in
India has witnessed a compounded growth of over 37%
between 2005 and 2010, from 35.5 million in 2005 to
173.2 million in 2010. Complementing this, the number
of ATM outlets, have grown at a CAGR of 34% between
2002 and 2010. The reach of such cards is gradually
expanding, with coverage extending beyond Tier 1

and Tier 2 cities. Interestingly, among prime concerns
faced by the “card industry” in penetrating the smaller
towns and cities are lack of awareness of secure online
transactions, logistics of card distribution and high cost
of acquiring a merchant establishment.

It is time perhaps for the asset management industry

to look to these sectors, and pick up a few pointers

on strengthening distribution, with a focus on inclusive
growth, considering that the challenges faced to capture
the market beyond Tier 1 & Tier 2 cities, would be
somewhat similar.

While fund houses concentrate on the above mentioned
areas, it would also be important for the market
regulator to continuously help create a favorable
environment for growth of the industry. The nature and
the cost of disclosures to retail clients need to be looked
at simultaneously, to help determine a more effective
model and enhance levels of financial literacy.

- /
7
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players
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Appropriate Selling - The selling of mutual funds

does not have a specific set of regulations outlined

to follow. Measures should be initiated to avoid mis-
selling of products, with guidelines communicated to all
distributors, whether they are banks, distribution houses
or IFAs.

Increased Transparency - Disclosure requirements
should hold consistently across all asset management
companies in order to institutionalize greater
transparency in the system. Information should be
readily available and communicated effectively to
investors, for them to take informed decisions.

Conducive environment for serious players - Regulations
should be formulated to encourage and support more
serious players in the market, who help bring in more
investor awareness.

Inclusive growth to define the pace and pattern
of growth in the Industry

We can in effect conclude by saying that all efforts at
the moment are being synchronized towards attaining
the objective of financial inclusion. The drive to expand
reach beyond Tier 1 cities and make mutual fund
offerings available to people in smaller towns and
cities has indeed taken up the attention of the industry.
However, several components of such an initiative, like
investor awareness, broadening investor participation
and product innovation, need to be aligned in order to
fully establish inclusive growth. The industry needs to
give due emphasis on the above factors, drawing out
an efficient business and operating model to ensure
that the inherent challenges that the industry is facing
is efficiently dealt with. Designing a competent and

all pervasive business model has all the more become
important in the current scenario of changing business
and regulatory legislations. At a time when amendments
to key regulations are being analyzed in terms of impact
on the business of the industry, it remains to be seen,
how the pace and pattern of growth of the industry
takes shape.
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