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Unit 1.1 - Introduction

—Unit Objectives |©

At the end of the session, the participants will be able to:

e State and explain Mutual Funds

* Demonstrate the working of Mutual Funds

 List the advantages and disadvantages of Mutual Funds
 List markets where Mutual Funds can be invested

* Define common terms used in Mutual Funds
 Differentiate between different schemes of Mutual Funds

» Differentiate between types of funds

A financial market is a broad term that describes the marketplace where buyers and sellers trade
assets such as equities, bonds, currencies and derivatives. Capital markets are an important part
of financial markets where people and institutions trade financial securities. Mutual Funds are
traded as a part of these markets.

——1.1.1 Mutual Fund

A mutual fund is essentially an investment security that helps investors to pool
their finances together into one investment that is professionally managed.
Mutual funds are invested in bonds, stocks, cash and/pr other assets. These
security types are called holdings and are combined together to form a portfolio.

For example:

Anand
Rs. 10,000

Tushar Total Prakash

Rs. 5,000 Rs. 60,000 Rs. 20,000

Salil
Rs. 25,000

Figure 1.1.1




Mutual Fund Agent

If Anand, Prakash, Sahil and Tushar-all invest in a new Mutual Fund, Issuing units of Rs FV 10.00,
eachone will get:

Contribution Amount (Rs) # Units
Anand 10,000.00 1,000
Prakash 20,000.00 2,000
Salil 25,000.00 2,500
Tushar 5,000.00 500
Total 60,000.00

— What is a Mutual Fund?

Itis a pool of money from various investors who wish to save
or make money.

It is easier to invest in @ mutual vis a vis buying and selling
individual stocks and bonds.

Investors can sell their shares when they want.
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— Representation of a Mutual Fund

—1.1.2 Concept of Mutual Fund and Need for Mutual Fund
How a Mutual Fund Works

Pools savings of investors sharing a common
financial goal

Collected money invested in
capital market instruments

Income earned through investments/capital appreciation
shared by unit holders according to units owned

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.
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—— Need of a Mutual Fund

Mutual Funds are needed because

People want to develop
wealth to meet their financial
goals

People do not have
knowledge of where to invest

\

People do not have time to
invest

\

Figure 1.1.2

——1.1.3 How does a Mutual Fund Work?

Working of a Mutual Fund:

- v Pools Money
Passed back to 2 With
Investors

Working of a
Mutual Fund

Funds House

Fund Managers
Invest in

Securities based on

Return

Generates

Fi 1.1.3 . .
‘gure Common Financial Goal

People with money who want to invest in the capital markets are called investors. They invest into a fund
house, where money collected from a group of people is invested in securities to attain common financial
goals. Thisinvestment results in positive or negative returns, which is passed back to the investors.
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|

— Exercise :

&

Read up about the various kinds of financial markets and explain the following in 2 lines:

Capital Market

Money Market

Spot Market

Forex Market

OTC Market
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— Activity 72

Overview

This activity will help you to understand a Mutual Fund and describe it to others.

Goals and Objectives:

e To be able to talk about Mutual Funds
e To understand the difference between Mutual Funds

Props/Material Required:

e Paper and Pen
¢ Laptop and Projector
e Classroom

*  White/Black Board

Methodology/Procedure:

1. Gettogetherin a group and select one existing Mutual Fund scheme in the market. Research

on how it works and present it in the class.

2. Make groups of 4 and try to create a small corpus to invest in a basic Mutual Fund scheme.

Monitor it every week and explain it using visual means.

Outcome:
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—1.1.4 Mutual Fund - Advantages

There are many benefits of Mutual Funds because of which they are popular
with smaller investors.

Affordability
Diversification
Variety

Professional Management

Transparency
Liquidity

Economies of Scale
Tax Deferral

Tax Benefits
Convenient Options
Investment Comfort

Systematic Approach to Investment

—— Let us Look at These Benefits in Detail

Affordability

A Mutual Fund invests in a portfolio of assets, i.e. bonds, shares, etc. depending upon the
investment objective of the scheme. An investor can buy in to a portfolio of equities, which would
otherwise be extremely expensive. Each unit holder thus gets an exposure to such portfolios with
aninvestmentas modestas Rs. 5000.

Diversification
Investments must be spread across different securities- stocks, bonds, money market
instruments, real estate, fixed deposits etc.) and different sectors - auto, textile, information
technology etc.
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Variety
Mutual Funds offer atremendous variety of schemes.

Professional Management
Qualified investment professionals who seek to maximize returns and minimize risk
monitor the investor's money.

Transparency
Being under a regulatory framework, Mutual Funds have to disclose their holdings,
investment pattern and all the information that can be considered as material, before all
investors.

Liquidity
1.  Adistinct advantage of a Mutual Fund over other investments is that there is always a
market for its unit/ shares.
2. It'seasytogetone'smoneyout of a Mutual Fund.
Redemptions can be made by filling a form attached with the account statement of an
investor.

Economies of Scale

1. Mutual Funds hire professional managers to manage their investment. They are able to
do so due the large sums of money available from investors.

2. Individual investors with small amounts to invest cannot, by themselves, afford to
engage such professional management.
3. Largeinvestment corpusleadsto various other economies of scale.

Tax Deferral
1. Mutual Funds are notliable to pay tax on the income they earn.
2. Ifthe sameincome were to be earned by the investor directly, then tax may have to be
paidinthe same financial year.
3.  Mutual Funds offer options, whereby the investor can let the moneys grow in the
scheme for several years.
4. Byselecting such options, itis possible for the investor to defer the taxliability.

Investors are legally able to build their wealth faster unlike the case if they paid tax
on the income each year.

Tax Benefits

1. Equity Linked Savings Scheme help investors take the benefit of deduction on the
amountinvested from theirincome thatis liable to tax.
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2. Thisreducestheirtaxableincome, and therefore the taxliability.

3.  Further, the dividend that the investor receives from the scheme is tax-free in his
hands.

Convenient Options
1. The options offered under a scheme allow investors to structure their investments in
line with their liquidity preference and tax position.
2. Thereis also great transaction conveniences like the ability to withdraw only part of
the money from the investment account, ability to invest additional amounts to the
account, setting up systematic transactions, etc.

Investment Comfort

1. Once an investment is made with a Mutual Fund, they make it convenient for the
investor to make further purchases with very little documentation.

2. Thissimplifies subsequentinvestment activity.

Systematic approach toinvestments
1. Mutual Funds also offer facilities that help investor invest amounts regularly through a
Systematic Investment Plan (SIP); or withdraw amounts regularly through a
Systematic Withdrawal Plan (SWP); or move moneys between different kinds of
schemes through a Systematic Transfer Plan (STP).
2. Such systematic approaches promote an investment discipline, which is useful in long
term wealth creation and protection.

3. SWPsallowtheinvestorto structure aregular cash flow from the investment account.

—— Mutual Funds - Disadvantages

e Fund managers might create losses if not managed properly.

e Funds have their own strategy for investment to hold, to sell, to purchase unit at particular
time period.

e Cost controlnotinthe hands of investors

¢ Investmentdecisions are often changed at the discretion of the Fund Manager.

e Investors cannotinterfere in the decision making process of a fund manager

 Difficult for investors to select a scheme of Mutual Fund and needs help of financial planner.

» SalesPersonnel/Financial Advisors advise scheme where they get maximum commission.




Mutual Fund Agent

—1.1.5 Growth of Mutual Fund Industry
The Beginning...

Introduced in Europe & Great Britain

In 1868, Robert Fleming set up the first investment trust called
Foreign and Colonial investment trust

It was to manage the finances of the moneyed classes of Scotland

Investment was spread over a number of different stocks

- ¢ & @=

Investment trust set up in Britain and the U.S. resembled
today’s close-ended Mutual Funds

Growth of the market...

First Mutual Fund set up in March 1924
Place: U.S. Massachusetts Investor’s Trust, which was an open-ended MF
1925: Open-ended funds with redemption features were started
1929: Stock Market crash followed by great depression of 1930 required stricter regulation
1930-1940: Securities Act 1933, Securities Exchange Act 1934, Investment Companies Act 1940 set up
1940: First international stock MF introduced in US
1950s and 1960s: Popularity of MFs rose
1976: First tax-exempt municipal bond funds emerged.

1996: MF assets exceed bank deposits
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— Exercise

Make groups and create a presentation on any one topic:
e Concept and working of a Mutual Fund
* Need for a Mutual Fund
e MF - Advantages & Disadvantages

e Growth of Mutual Fund Industry
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— Exercise

Create a presentation in a group on any one of the topics from: Concept and working of a

Mutual Fund, Need for a Mutual Fund, MF - Advantages & Disadvantages, Growth of
Mutual Fund Industry.

2. Createagroup presentation and presentitinthe nextsession.
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— Notes
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UNIT 1.2 History of Mutual Funds

—Unit Objectives |©

At the end of the session, the participant will be able to:

» Look at the introduction of Mutual Funds in India
Identify the constituents of a Mutual Fund

 Identify players in the Mutual Fund market

—1.2.1 Mutual Funds — History in India

The 4 phases of Mutual Fund history in India are as follows

Phase | (1964 — 1987)
ESTABLISHMENT OF UNIT TRUST OF INDIA

19 63 e UTI established by Act of
Parliament under RBI

1964 e First Unit Scheme

launched by UTI

¢ |IDBI takes over UTI

Figure 1.2.1
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Phase 11 (1987 -1993)
Entry of Public Sector Funds

10

1989

2@

1990

1987

Figure 1.2.2

Phase Ill (1993 — 2003)

1st MF regulation

Kothari pioneer (now merged with Franklin

Templeton) was the first private sector MF
registered

SEBI (MF) regulation revised. Industry functions
under the SEBI (MF) regulations of 1996

Figure 1.2.3
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Phase IV
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——1.2.2 Constituents of a Mutual Fund

Structure of Mutual Funds In India

Mutual Funds in India follow a 3-tier structure:

— UNIT HOLDERS

| HE Transfer
MUTUAL FUND Agent
I
7“‘ SEBI
Figure 1.2.5 :|

Tier | — This is the Sponsor or the person who thinks of starting a mutual fund. The Sponsor
approachesthe market regulator (SEBI) and the regulator for mutual funds (AMFI).

Tier Il = When SEBI approves, the sponsor launches a Public Trust as per the Indian Trusts Act,
1882. Trustees of the Fund enter into contracts. Trust is created and registered with SEBI to make
amutual fund.

Tier Il - The third Tier is the Asset Management Company (AMC), who manage the money on a
day-to-day basis. They charge a fee for their services.

Let uslook atthe role of all these different peoplein a Mutual Fund:
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Sponsor:
e Akintothe promoter of the company
» Contribution of minimum 40% of net worth of AMC
e Possesses sound financial record over five years period
» Establishesthe Fund
e Getsitregistered with the SEBI

e Formsatrust& appoints Board of Trustees

SEBI provides guidelines for Mutual Funds organization with the objective of:
e Controlling
* Promote
* Regulate
e Protecttheinvestorsrightand

» Efficienttrading of units

Trustees
* Holdsassets on behalf of unitholdersin trust
e Caretakers of unit holders' money
* Twothird of the trustees shall be independent persons (not associated with the sponsor)
e Trusteesensure that the system, processes & personnelarein place
e Resolve unit holder's grievances

e Appoint AMC & Custodian, & ensure that all activities are in accordance with the SEBI
regulation.

Custodian
e Holdsthe fund's securities in safekeeping
o Settlessecurities transaction for the fund
e Collectsinterest& dividends paid on securities

¢ Recordsinformation on corporate actions

Asset Management Company
e Floats schemes & manages according to SEBI
« Cannotundertake any business activity, other than portfolio mgmt services

e 75% of unit holders can jointly terminate appointment of AMC
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« Atleast50% ofindependent directors

e Chairman of AMCcannot be atrustee of any MF

Distributor / Agent
* Sellsunitsonthe behalf of the fund
¢ Itcanbebank, NBFC, individual

Banker
* Facilitatesfinancial transactions

e Providesremittance facilities

Registrar & Transfer Agent
* Maintains records of unit holders' accounts & transactions
» Disburses & receives funds from unit holders' transactions
* Prepares &distributes a/c settlements
* Taxinformation, handles unit holder communication

¢ Provides unit holder transaction services

——1.2.3 Mutual Funds in India

Sponsor

Corporate body which initiates launch of Mutual Fund is “The sponsor”.

The sponsor should have a sound track record and a minimum experience of 5 years in financial
services.

According to SEBI, the sponsor should have:
« Professional competence
e Befinanciallysound
- Areputation forfairness
+ Contributes40% of the net worth of the AMC
e Appointsthe trustee, AMCand custodiansin compliance with regulations

Let us take the example of UTI Mutual Fund. The Sponsors of this Fund are State Bank of India,
Life Insurance Co. of India, Punjab National Bank & Bank of Baroda.
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Trustee
» Sponsorcreates a publictrust and appoints trustees.
« Trustees arethe people authorized to act on behalf of the Trust.
e Theyholdthe property of Mutual Fund.

« Once the Trust is created, it is registered with SEBI after which this trust is known as the
Mutual Fund.

« Jobistosee whetherthe moneyis being managed as per stated objectives.
« Trustees may be seenastheinternal regulators of a Mutual Fund.

« A minimum of 75% of the trustees must be independent of the sponsor to ensure fair
dealings.

« Trustees appoint the Asset Management Company (AMC), to manage investor's money.
The Trustees of UTI Mutual Fund are: Shri. Ashok KKini, Trustee Chairman, Dr. P G Apte,
Shri ARamesh Kumar, Shri. S Ravi, Shri. CES Azariah and Mr. Suhail Nathani.

Custodian

» A custodian's role is keeping custody of the securities that are bought by the fund
manager.

» Keeping a tab on the corporate actions like rights, bonus and dividends declared by the
companies in which the fund has invested.

« Appointed by the Board of Trustees.

» The custodian also participates in a clearing and settlement system through approved
depository companies on behalf of Mutual Funds, in case of dematerialized securities.

» Onlythe physical securities are held by the Custodian.

Asset Management Company (AMC)

« Trustees appoint the Asset Management Company (AMC), to manage investor's money.

* Inreturn, the AMC charges a fee for the services provided. This expense is borne by
the investor. It is deducted from the money collected from them.

« The AMC's Board of Directors must have at least 50% of Directors who are independent
directors.

« The AMChasto be approved by SEBI.

e The AMC functions under the supervision of its Board of Directors, and also under the
direction of the Trustees and SEBI.

« AMCfloats new schemes and manages these schemes by buying and selling securities.
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