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Hkkjr dk lafo/ku

ewy dÙkZO;

mísf'kdk
1ge] Hkkjr ds yksx] Hkkjr dks ,d lEiw.kZ izHkqRo&laiUu lektoknh iaFkfujis{k yksdra=kkRed x.kjkT; cukus ds fy,] rFkk 

mlds leLr ukxfjdksa dks%

lkekftd] vkfFkZd vkSj jktuSfrd U;k;]

fopkj] vfHkO;fDr] fo'okl] /eZ

vkSj mikluk dh Lora=krk]

izfr"Bk vkSj volj dh lerk

izkIr djkus ds fy, 

rFkk mu lc esa O;fDr dh xfjek
2vkSj jk"Vª dh ,drk vkSj v[kaMrk 

lqfuf'pr djus okyh ca/qrk c<+kus ds fy,

ǹ<+ladYi gksdj viuh bl lafo/ku lHkk esa vkt rkjh[k 26 uoEcj] 1949 bZñ dks ,rn~}kjk bl lafo/ku dks vaxhÑr] 

vf/fu;fer vkSj vkRekfiZr djrs gSaA

1- lafo/ku (c;kyhloka la'kks/u) vf/fu;e] 1976 dh /kjk 2 }kjk (3-1-1977) ls ¶izHkqRo&laiUu yksdra=kkRed x.kjkT;̧ ds LFkku ij izfrLFkkfirA

2- lafo/ku (c;kyhloka la'kks/u) vf/fu;e] 1976 dh /kjk 2 }kjk (3-1-1977) ls ¶jk"Vª dh ,drķ ds LFkku ij izfrLFkkfirA

Hkkx 4 d

51 d- ewy dÙkZO; & Hkkjr ds izR;sd ukxfjd dk ;g dÙkZO; gksxk fd og &

(d) lafo/ku dk ikyu djs vkSj mlds vkn'kksZa] laLFkkvksa] jk"Vªèot vkSj jk"Vªxku dk vknj djs_

([k)Lora=krk ds fy, gekjs jk"Vªh; vkanksyu dks izsfjr djus okys mPp vkn'kksZa dks ân; esa latks, j[ks vkSj mudk ikyu djs_

(x)Hkkjr dh izHkqrk] ,drk vkSj v[kaMrk dh j{kk djs vkSj mls v{kq..k j[ks_

(?k)ns'k dh j{kk djs vkSj vkg~oku fd, tkus ij jk"Vª dh lsok djs_

(Ä)Hkkjr ds lHkh yksxksa esa lejlrk vkSj leku Hkzkr̀Ro dh Hkkouk dk fuekZ.k djs tks /eZ] Hkk"kk vkSj izns'k ;k oxZ ij vk/kfjr lHkh 

HksnHkko ls ijs gksa] ,slh izFkkvksa dk R;kx djs tks fL=k;ksa ds lEeku ds fo#¼ gSa_

(p)gekjh lkekfld laLÑfr dh xkSjo'kkyh ijaijk dk egÙo le>s vkSj mldk ifjj{k.k djs_

(N)izkÑfrd i;kZoj.k dh ftlds varxZr ou] >hy] unh] vkSj oU; tho gSa] j{kk djs vkSj mldk lao/Zu djs rFkk izk.kh ek=k ds izfr 

n;kHkko j[ks_

(t)oSKkfud ǹf"Vdks.k] ekuookn vkSj KkuktZu rFkk lq/kj dh Hkkouk dk fodkl djs_

(>)lkoZtfud laifÙk dks lqjf{kr j[ks vkSj fgalk ls nwj jgs_

(×k)O;fDrxr vkSj lkewfgd xfrfof/;ksa ds lHkh {ks=kksa esa mRd"kZ dh vksj c<+us dk lrr iz;kl djs ftlls jk"Vª fujarj c<+rs gq, iz;Ru 

vkSj miyfC/ dh ubZ mapkb;ksa dks Nw ys_
1(V);fn ekrk&firk ;k laj{kd gS] Ng o"kZ ls pkSng o"kZ rd dh vk;q okys vius] ;FkkfLFkfr] ckyd ;k izfrikY; ds fy;s f'k{kk ds 

volj iznku djsA

1- lafo/ku (N;klhoka la'kks/u) vf/fu;e] 2002 dh /kjk 4 }kjk izfrLFkkfirA



THE CONSTITUTION OF INDIA

PREAMBLE

1WE, THE PEOPLE OF INDIA, having solemnly resolved to constitute India into a SOVEREIGN 

SOCIALIST SECULAR DEMOCRATIC REPUBLIC and to secure to all its citizens :

JUSTICE, social, economic and political;

LIBERTY of thought, expression, belief, faith and worship;

EQUALITY of status and of opportunity; and to promote among them all 

2 FRATERNITY assuring the dignity of the individual and the unity and integrity of the Nation; 

IN OUR CONSTITUENT ASSEMBLY this twenty-sixth day of November, 1949, do HEREBY ADOPT, 

ENACT AND GIVE TO OURSELVES THIS CONSTITUTION.

THE CONSTITUTION OF INDIA

Chapter IV A

FUNDAMENTAL DUTIES

ARTICLE 51A

Fundamental Duties - It shall be the duty of every citizen of India-

(a) to abide by the Constitution and respect its ideals and institutions, the National Flag and the National 
Anthem;

(b) to cherish and follow the noble ideals which inspired our national struggle for freedom;

(c) to uphold and protect the sovereignty, unity and integrity of India;

(d) to defend the country and render national service when called upon to do so;

(e) to promote harmony and the spirit of common brotherhood amongst all the people of India transcending 
religious, linguistic and regional or sectional diversities; to renounce practices derogatory to the dignity of 
women;

(f) to value and preserve the rich heritage of our composite culture;

(g) to protect and improve the natural environment including forests, lakes, rivers, wild life and to have 
compassion for living creatures;

(h) to develop the scientific temper, humanism and the spirit of inquiry and reform;

(i) to safeguard public property and to abjure violence;

(j) to strive towards excellence in all spheres of individual and collective activity so that the nation constantly 
rises to higher levels of endeavour and achievement;

1(k) who is a parent or guardian to provide opportunities for education to his/her child or, as the case may be, 
ward between age of 6 and 14 years.

1. Subs, by the Constitution (Forty-Second Amendment) Act. 1976, sec. 2, for "Sovereign Democratic Republic” (w.e.f. 3.1.1977)

2. Subs, by the Constitution (Forty-Second Amendment) Act. 1976, sec. 2, for "unity of the Nation” (w.e.f. 3.1.1977)

1. Subs. by the Constitution (Eighty - Sixth Amendment) Act, 2002 



The world of finance has changed drastically over the last few years. India is one of the largest emerging 

markets in the world with enormous potential for growth in the coming years. The financial market is also 

expanding and attracting a large number of domestic and foreign investors. The phenomenon is creating 

a great demand for a large number of trained professional to manage and advise investors. Only those 

who have adequate knowledge and skills in financial markets can look forward a secure and bright future 

in this market.

In view of the urgent need to give greater thrust and a new direction to Vocational Education in the 

country, CBSE in collaboration with National Stock Exchange had launched a new generation vocational 

course in Financial Markets Management (FMM) from 2007 at senior secondary level. Based on the 

feedback from the school students, teachers, principals and industry, the curriculum of FMM has been 

revised and updated through a curriculum committee chaired by Mr. G. C. Sharma, Head Financial 

Education Schools and Universities of NSE.

The mutual funds provide an indirect route to the masses to participate in the equity market wherein the 

associated risks are taken care by the expert fund managers. The assets under management for mutual 

fund have already crossed 10 lakh crores. It is appropriate that the students of FMM study mutual funds 

as an independent paper. This book is an effort in this direction. The content for the book are provided by 

NSE for the benefit of FMM students, so that they can acquire knowledge and skills at par with industry 

professionals.

The Board takes this opportunity to thankfully acknowledge the commendable work of NSE in providing 

support to CBSE for successfully launching and implementing FMM course. The awareness workshops, 

training of teachers, latest curriculum for FMM papers, NSE Learn to Trade (NLT) software for skill 

development for students are just a few of them. The team lead by Shri Ravi Varanasi, Chief - Business 

Development, NSE, Ms. Rana Usman, Sr. Assistant Vice President, NSE and Shri G. C. Sharma, Head - 

Financial Education (Schools & Universities), NSE in promoting the financial market education through 

CBSE deserves a special mention. The team at CBSE (Vocational cell) also deserve appreciation for 

their contribution.

Comments and suggestions are welcome for further improvement of the Book.

Vineet Joshi, IAS

Chairman, CBSE

Preface
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 1 

PART - A 

Chapter - 1    Mutual Funds  
 

1.1   Introduction 

 A mutual fund is a professionally managed type of collective investment scheme that 

pools money from many investors and invests it in stocks, bonds, short-term money 

market instruments and other securities. Mutual funds have a fund manager who invests 

the money on behalf of the investors by buying / selling stocks, bonds etc. Currently, the 

worldwide value of all mutual funds totals more than $US 26 trillion. 

 There are various investment avenues available to an investor such as real estate, bank 

deposits, post office deposits, shares, debentures, bonds etc. A mutual fund is one more 

type of investment avenue available to investors. There are many reasons why investors 

prefer mutual funds. Buying shares directly from the market is one way of investing. But 

this requires spending time to find out the performance of the company whose share is 

being purchased, understanding the future business prospects of the company, finding 

out the track record of the promoters and the dividend, bonus issue history of the 

company etc. An informed investor needs to do research before investing. However, 

many investors find it cumbersome and time consuming to pore over so much of 

information, get access to so much of details before investing in the shares. Investors 

therefore prefer the mutual fund route. They invest in a mutual fund scheme which in turn 

takes the responsibility of investing in stocks and shares after due analysis and research. 

The investor need not bother with researching hundreds of stocks. It leaves it to the 

mutual fund and it's professional fund management team. Another reason why investors 

prefer mutual funds is because mutual funds offer diversification. An investor's money is 

invested by the mutual fund in a variety of shares, bonds and other securities thus 

diversifying the investors portfolio across different companies and sectors. This 

diversification helps in reducing the overall risk of the portfolio. It is also less expensive to 

invest in a mutual fund since the minimum investment amount in mutual fund units is 

fairly low (` 500 or so). With ` 500 an investor may be able to buy only a few stocks and 

not get the desired diversification. These are some of the reasons why mutual funds have 

gained in popularity over the years. 

 Indians have been traditionally savers and invested money in traditional savings 

instruments such as bank deposits. Against this background, if we look at approximately 

` 7 lakh crores which Indian Mutual Funds are managing, then it is no mean an 

achievement. A country traditionally putting money in safe, risk-free investments like 

Bank FDs, Post Office and Life Insurance, has started to invest in stocks, bonds and 

shares - thanks to the mutual fund industry. 

 However, there is still a lot to be done. ` 7 Lakh crores stated above, includes investments by 

the corporate sector as well. Going by various reports, not more than 5% of household 
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savings are channelised into the markets, either directly or through the mutual fund route. 

Not all parts of the country are contributing equally into the mutual fund corpus. 8 cities 

account for over 60% of the total assets under management in mutual funds. These are 

issues which need to be addressed jointly by all concerned with the mutual fund industry. 

Market dynamics are making industry players to look at smaller cities to increase 

penetration. Competition is ensuring that costs incurred in managing the funds are kept 

low and fund houses are trying to give more value for money by increasing operational 

efficiencies and cutting expenses. As of today there are around 40 Mutual Funds in the 

country. Together they offer around 1051 schemes to the investor. Many more mutual 

funds are expected to enter India in the next few years. 

 All these developments will lead to far more participation by the retail investor and ample 

of job opportunities for young Indians in the mutual fund industry - This module is 

designed to meet the requirements of both the investor as well as the industry 

professionals, mainly those proposing to enter the mutual fund industry and therefore 

require a foundation in the subject. Investors need to understand the nuances of mutual 

funds, the workings of various schemes before they invest, since their money is being 

invested in risky assets like stocks/ bonds (bonds also carry risk). The language of the 

module is kept simple and the explanation is peppered with concept clarifiers and 

examples. 

 Let us now try and understand the characteristics of mutual funds in India and the 

different types of mutual fund schemes available in the market. 
 1As on Feb 28, 2011 source: AMFI 
  2As on Feb 28, 2011 source: AMFI 

1.2 Mutual Funds: Structure in India 

 For anybody to become well aware about mutual funds, it is imperative for him or her to 

know the structure of a mutual fund. How does a mutual fund come into being? Who are 

the important people in a mutual fund? What are their roles? etc. We will start our 

understanding by looking at the mutual fund structure in brief. 

 Mutual Funds in India follow a 3-tier structure. There is a Sponsor (the First tier), who 

thinks of starting a mutual fund. The Sponsor approaches the Securities & Exchange 

Board of India (SEBI), which is the market regulator and also the regulator for mutual 

funds. 

 Not everyone can start a mutual fund. SEBI checks whether the person is of integrity, 

whether he has enough experience in the financial sector, his net worth etc. Once SEBI is 

convinced, the sponsor creates a Public Trust (the Second tier) as per the Indian Trusts 

Act, 1882. Trusts have no legal identity in India and cannot enter into contracts, hence 

the Trustees are the people authorized to act on behalf of the Trust. Contracts are 

entered into in the name of the Trustees. Once the Trust is created, it is registered with 

SEBI after which this trust is known as the mutual fund. 
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 It is important to understand the difference between the Sponsor and the Trust. They are 

two separate entities. Sponsor is not the Trust, i.e. Sponsor is not the Mutual Fund. It is 

the Trust which is the Mutual Fund. 

 The Trustees role is not to manage the money. Their job is only to see, whether the 

money is being managed as per stated objectives. Trustees may be seen as the internal 

regulators of a mutual fund. 

1.3 Who Manages Investor's Money? 

 This is the role of the Asset Management Company (the Third tier). Trustees appoint 

the Asset Management Company (AMC), to manage investor's money. The AMC in 

return charges a fee for the services provided and this fee is borne by the investors as 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 AMC has to be 

approved by SEBI. The AMC functions under the supervision of its Board of Directors, 

and also under the direction of the Trustees and SEBI. It is the AMC, which in the name 

of the Trust, floats new schemes and manages these schemes by buying and selling 

securities. In order to do this the AMC needs to follow all rules and regulations prescribed 

by SEBI and as per the Investment Management Agreement it signs with the Trustees. 

 If any fund manager, analyst intends to buy / sell some securities, the permission of the 

Compliance Officer is a must. A compliance Officer is one of the most important persons 

in the AMC. Whenever the fund intends to launch a new scheme, the AMC has to submit 

a Draft Offer Document to SEBI. This draft offer document, after getting SEBI approval 

becomes the offer document of the scheme. The Offer Document (OD) is a legal 

document and investors rely upon the information provided in the OD for investing in the 

mutual fund scheme. The Compliance Officer has to sign the Due Diligence Certificate in 

the OD. This certificate says that all the information provided inside the OD is true and 

correct. This ensures that there is accountability and somebody is responsible for the OD. 

In case there is no compliance officer, then senior executives like CEO, Chairman of the 

AMC has to sign the due diligence certificate. The certificate ensures that the AMC takes 

responsibility of the OD and its contents. 

1.4    Who is a Custodian? 

 A custodian's role is safe keeping of physical securities and also keeping a tab on the 

corporate actions like rights, bonus and dividends declared by the companies in which 

the fund has invested. The Custodian is 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. In 

India today, securities (and units of mutual funds) are no longer held in physical form but 

mostly in dematerialized form with the Depositories. The holdings are held in the 

Depository through Depository Participants (DPs). Only the physical securities are held 

by the Custodian. The deliveries and receipt of units of a mutual fund are done by the 
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custodian or a depository participant at the instruction of the AMC and under the overall 

direction and responsibility of the Trustees. Regulations provide that the Sponsor and the 

Custodian must be separate entities. 

 
Fund Structure 

1.5    What is the Role of the Amc? 

 The role of the AMC is to manage investor's money on a day to day basis. Thus it is 

imperative that people with the highest integrity are involved with this activity. The AMC 

cannot deal with a single broker beyond a certain limit of transactions. The AMC cannot 

act as a Trustee for some other Mutual Fund. The responsibility of preparing the OD lies 

with the AMC. Appointments of intermediaries like independent financial advisors (IFAs), 

national and regional distributors, banks, etc. is also done by the AMC. Finally, it is the 

AMC which is responsible for the acts of its employees and service providers. 

 As can be seen, it is the AMC that does all the operations. All activities by the AMC are 

done under the name of the Trust, i.e. the mutual fund. The AMC charges a fee for 

providing its services. SEBI has prescribed limits for this. This fee is borne by the investor 

as the fee is charged to the scheme, in fact, the fee is charged as a percentage of the 

scheme's net assets. An important point to note here is that this fee is included in the 

overall expenses permitted by SEBI. There is a maximum limit to the amount that can be 

charged as expense to the scheme, and this fee has to be within that limit. Thus 

regulations ensure that beyond a certain limit, investor's money is not used for meeting 

expenses. 

1.6 What is an NFO? 

 Once the 3 - tier structure is in place, the AMC launches new schemes, under the name 

of the Trust, after getting approval from the Trustees and SEBI. The launch of a new 

scheme is known as a New Fund Offer (NFO). We see NFOs hitting markets regularly. It 

is like an invitation to the investors to put their money into the mutual fund scheme by 

subscribing to its units. When a scheme is launched, the distributors talk to potential 

investors and collect money from them by way of cheques or demand drafts. Mutual 

funds cannot accept cash. (Mutual funds units can also be purchased on-line through a 

number of intermediaries who offer on-line purchase/redemption facilities). Before 
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investing, it is expected that the investor reads the Offer Document (OD) carefully to 

understand the risks associated with the scheme. 

1.7 What is the Role of a Registrar and Transfer Agents? 

 Registrars and Transfer Agents (RTAs) perform the important role of maintaining investor 

records. All the New Fund Offer (NFO) forms, redemption forms (i.e. when an investor 

wants to exit from a scheme, it requests for redemption) go to the RTA's office where the 

information is converted from physical to electronic form. How many units will the investor 

get, at what price, what is the applicable NAV, how much money will he get in case of 

redemption, exit loads, folio number, etc. is all taken care of by the RTA. 

1.8 What is the Procedure for Investing in an NFO? 

 The investor has to fill a form, which is available with the distributor. The investor must 

read the Offer Document (OD) before investing in a mutual fund scheme. In case the 

investor does not read the OD, he must read the Key Information Memorandum (KIM), 

which is available with the application form. Investors have the right to ask for the KIM/ 

OD from the distributor. 

 Once the form is filled and the cheque is given to the distributor, he forwards both these 

documents to the RTA. The RTA after capturing all the information from the application 

form into the system, sends the form to a location where all the forms are stored and the 

cheque is sent to the bank where the mutual fund has an account. After the cheque is 

cleared, the RTA then creates units for the investor. The same process is followed in 

case an investor intends to invest in a scheme, whose units are available for subscription 

on an on-going basis, even after the NFO period is over. 

Custodian/
Depositor Bank

Distributor RTA

Mutual
Fund

 
Fund Constituents 

1.9    What are the Investor's Rights & Obligations? 

Some of the Rights and Obligations of investors are: 

 Investors are mutual, beneficial and proportional owners of the scheme's assets. The 

investments are held by the trust in fiduciary capacity (The fiduciary duty is a legal 

relationship of confidence or trust between two or more parties). 
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 In case of dividend declaration, investors have a right to receive the dividend within 

30 days of declaration. 

 On redemption request by investors, the AMC must dispatch the redemption 

proceeds within 10 working days of the request. In case the AMC fails to do so, it has 

to pay an interest @ 15%. This rate may change from time to time subject to 

regulations. 

 In case the investor fails to claim the redemption proceeds immediately, then the 

applicable NAV depends upon when the investor claims the redemption proceeds. 

 Investors can obtain relevant information from the trustees and inspect documents 

like trust deed, investment management agreement, annual reports, offer 

documents, etc. They must receive audited annual reports within 6 months from the 

financial year end. 

 Investors can wind up a scheme or even terminate the AMC if unit holders 

representing 75% of scheme's assets pass a resolution to that respect. 

 Investors have a right to be informed about changes in the fundamental attributes of 

a scheme. Fundamental attributes include type of scheme, investment objectives 

and policies and terms of issue. 

 Lastly, investors can approach the investor relations officer for grievance redressal. 

In case the investor does not get appropriate solution, he can approach the investor 

grievance cell of SEBI. The investor can also sue the trustees. 

The offer document is a legal document and it is the investor's obligation to read the OD 

carefully before investing. The OD contains all the material information that the investor 

would require to make an informed decision. 

It contains the risk factors, dividend policy, investment objective, expenses expected to 

be incurred by the proposed scheme, fund manager's experience, historical performance 

of other schemes of the fund and a lot of other vital information. 

It is not mandatory for the fund house to distribute the OD with each application form but 

if the investor asks for it, the fund house has to give it to the investor. However, an 

abridged version of the OD, known as the Key Information Memorandum (KIM) has to be 

provided with the application form. 
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Chapter - 2     Mutual Fund Products and   

    Features – Equity Funds 
 

A variety of schemes are offered by mutual funds. It is critical for investors to know the features 

of these products, before money is invested in them. Let us first understand what are Open 

Ended and Close Ended funds. 

2.1    What are Open Ended and Close Ended Funds? 

 Equity Funds (or any Mutual Fund scheme for that matter) can either be open ended or 

close ended. An open ended scheme allows the investor to enter and exit at his 

convenience, anytime (except under certain conditions) whereas a close ended scheme 

restricts the freedom of entry and exit. Whenever a new fund is launched by an AMC, it is 

known as New Fund Offer (NFO). Units are offered to investors at the par value of ` 10/ 

unit. In case of open ended schemes, investors can buy the units even after the NFO 

period is over. Thus, when the fund sells units, the investor buys the units from the fund 

and when the investor wishes to redeem the units, the fund repurchases the units from 

the investor. This can be done even after the NFO has closed. The buy / sell of units 

takes place at the Net Asset Value (NAV) declared by the fund. The freedom to invest 

after the NFO period is over is not there in close ended schemes. Investors have to invest 

only during the NFO period; i.e. as long as the NFO is on or the scheme is open for 

subscription. Once the NFO closes, new investors cannot enter, nor can existing 

investors exit, till the term of the scheme comes to an end. However, in order to provide 

entry and exit option, close ended mutual funds list their schemes on stock exchanges. 

This provides an opportunity for investors to buy and sell the units from each other. This 

is just like buying / selling shares on the stock exchange. This is done through a stock 

broker. The outstanding units of the fund does not increase in this case since the fund is 

itself not selling any units. Sometimes, close ended funds also offer "buy-back of fund 

shares / units", thus offering another avenue for investors to exit the fund. Therefore, 

regulations drafted in India permit investors in close ended funds to exit even before the 

term is over. 

2.2    What are Equity Funds? 

2.2.1   Salient Features 

  These are by far the most widely known category of funds though they account for 

broadly 40% of the industry's assets, while the remaining 60% is contributed by debt 

oriented funds. Equity funds essentially invest the investor's money in equity shares of 

companies. Fund managers try and identify companies with good future prospects and 

invest in the shares of such companies. They generally are considered as having the 

highest levels of risks (equity share prices can fluctuate a lot), and hence, they also offer 
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the probability of maximum returns. However, High Risk High Return should not be 

understood as "If I take high risk I will get high returns". Nobody is guaranteeing higher 

returns if one takes high risk by investing in equity funds, hence it must be understood 

that "If I take high risk, I may get high returns or I may also incur losses". This concept of 

Higher the Risk, Higher the Returns must be clearly understood before investing in Equity 

Funds, as it is one of the important characteristics of Equity fund investing. 

2.2.2   Equity Fund Definition 

  Equity Funds are defined as those funds which have at least 65% of their Average 

Weekly Net Assets invested in Indian Equities. This is important from taxation point of 

view, as funds investing 100% in international equities are also equity funds from the 

investors' asset allocation point of view, but the tax laws do not recognise these funds as 

Equity Funds and hence investors have to pay tax on the Long Term Capital Gains made 

from such investments (which they do not have to in case of equity funds which have at 

least 65% of their Average Weekly Net Assets invested in Indian Equities). 

  Equity Funds come in various flavours and the industry keeps innovating to make 

products available for all types of investors. Relatively safer types of Equity Funds include 

Index Funds and diversified Large Cap Funds, while the riskier varieties are the Sector 

Funds. However, since equities as an asset class are risky, there is no guaranteeing 

returns for any type of fund. International Funds, Gold Funds (not to be confused with 

Gold ETF) and Fund of Funds are some of the different types of funds, which are 

designed for different types of investor preferences. These funds are explained later. 

  Equity Funds can be classified on the basis of market capitalisation of the stocks they 

invest in - namely Large Cap Funds, Mid Cap Funds or Small Cap Funds - or on the 

basis of investment strategy the scheme intends to have like  Index  Funds,  

Infrastructure  Fund,  Power  Sector  Fund, Quant Fund, Arbitrage Fund, Natural 

Resources Fund, etc. These funds are explained later. 

2.3    What is an Index Fund? 

 Equity Schemes come in many variants and thus can be segregated according to their 

risk levels. At the lowest end of the equity funds risk - return matrix come the index funds 

while at the highest end come the sectoral schemes or specialty schemes. These 

schemes are the riskiest amongst all types' schemes as well. However, since equities as 

an asset class are risky, there is no guaranteeing returns for any type of fund. 

 Index Funds invest in stocks comprising indices, such as the Nifty 50, which is a broad 

based index comprising 50 stocks. There can be funds on other indices which have a 

large number of stocks such as the CNX Midcap 100 or CNX 500. Here the investment is 

spread across a large number of stocks. In India today we find many index funds based 

on the Nifty 50 index which comprises large, liquid and blue chip 50 stocks. 

 The objective of a typical Index Fund states - This Fund will invest in stocks comprising 

the Nifty and in the same proportion as in the index'. The fund manager will not indulge in 
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research and stock selection, but passively invest in the Nifty 50 scrips only, i.e. 50 

stocks which form part of Nifty 50, in proportion to their market capitalisation. Due to this, 

index funds are known as passively managed funds. Such passive approach also 

translates into lower costs as well as returns which closely tracks the benchmark index 

return (i.e. Nifty 50 for an index fund based on Nifty 50). Index funds never attempt to 

beat the index returns, their objective is always to mirror the index returns as closely as 

possible. 

 The difference between the returns generated by the benchmark index and the Index 

Fund is known as tracking error by definition. Tracking Error is the variance between the 

daily returns of the underlying index and the NAV of the scheme over any given period. 

Concept Clarifier — Tracking Error 

Tracking Error is the Standard Deviation of the difference between daily returns of the 

index and the NAV of the scheme (index fund). This can be easily calculated on a 

standard MS office spreadsheet, by taking the daily returns of the Index, the daily 

returns of the NAV of the scheme, finding the difference between the two for each day 

and then calculating the standard deviation of difference by using the excel formula for 

"standard deviation'. In simple terms it is the difference between the returns delivered 

by the underlying index and those delivered by the scheme. The fund manager may 

buy/ sell securities anytime during the day, whereas the underlying index will be 

calculated on the basis of closing prices of the Nifty 50 stocks. Thus there will be a 

difference between the returns of the scheme and the index. There may be a difference 

in returns due to cash position held by the fund manager. This will lead to investor's 

money not being allocated exactly as per the index but only very close to the index. If 

the index's portfolio composition changes, it will require some time for the fund 

manager to exit the earlier stock and replace it with the new entrant in the index. These 

and other reasons like dividend accrued but not distributed, accrued expenses etc. all 

result in returns of the scheme being different from those delivered by the underlying 

index. 

This difference is captured by Tracking Error. As is obvious, this should be as low as 

possible. 
  

 The fund with the least Tracking Error will be the one which investors would prefer since it 

is the fund tracking the index closely. Tracking Error is also function of the scheme 

expenses. Lower the expenses, lower the Tracking Error. Hence an index fund with low 

expense ratio, generally has a low Tracking Error. 

2.4    What are Diversified Large Cap Funds? 

 Another category of equity funds is the diversified large cap funds. These are funds which 

restrict their stock selection to the large cap stocks - typically the top 100 or 200 stocks 

with highest market capitalization and liquidity. It is generally perceived that large cap 

stocks are those which have sound businesses, strong management, globally competitive 
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products and are quick to respond to market dynamics. Therefore, diversified large cap 

funds are considered as stable and safe. However, since equities as an asset class are 

risky, there is no guaranteeing returns for any type of fund. These funds are actively 

managed funds unlike the index funds which are passively managed, In an actively 

managed fund the fund manager pores over data and information, researches the 

company, the economy, analyses market trends, takes into account government policies 

on different sectors and then selects the stock to invest. This is called as active 

management. 

 A point to be noted here is that anything other than an index funds are actively managed 

funds and they generally have higher expenses as compared to index funds. In this case, 

the fund manager has the choice to invest in stocks beyond the index. Thus, active 

decision making comes in. Any scheme which is involved in active decision making is 

incurring higher expenses and may also be assuming higher risks. This is mainly 

because as the stock selection universe increases from index stocks to large caps to 

midcaps and finally to small caps, the risk levels associated with each category increases 

above the previous category. The logical conclusion from this is that actively managed 

funds should also deliver higher returns than the index, as investors must be 

compensated for higher risks. But this is not always so. Studies have shown that a 

majority of actively managed funds are unable to beat the index returns on a consistent 

basis year after year. Secondly, there is no guaranteeing which actively managed fund 

will beat the index in a given year. Index funds therefore have grown exponentially in 

some countries due to the inconsistency of returns of actively managed funds. 

2.5 What are Midcap Funds? 

 After large cap funds come the midcap funds, which invest in stocks belonging to the mid 

cap segment of the market. Many of these midcaps are said to be the 'emerging 

bluechips' or 'tomorrow's large caps'. There can be actively managed or passively 

managed mid cap funds. There are indices such as the CNX Midcap index which tracks 

the midcap segment of the markets and there are some passively managed index funds 

investing in the CNX Midcap companies. 

2.6 What are Sectoral Funds? 

 Funds that invest in stocks from a single sector or related sectors are called Sectoral 

funds. Examples of such funds are IT Funds, Pharma Funds, Infrastructure Funds, etc. 

Regulations do not permit funds to invest over 10% of their Net Asset Value in a single 

company. This is to ensure that schemes are diversified enough and investors are not 

subjected to undue risk. This regulation is relaxed for sectoral funds and index funds. 

 There are many other types of schemes available in our country, and there are still many 

products and variants that have yet to enter our markets. While it is beyond the scope of 

this curriculum to discuss all types in detail, there is one emerging type of scheme, 

namely Exchange Traded Funds or ETFs, which is discussed in detail in the next section. 
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2.7 Other Equity Schemes 

2.7.1  Arbitrage Funds 

  These invest simultaneously in the cash and the derivatives market and take advantage 

of the price differential of a stock and derivatives by taking opposite positions in the two 

markets (for e.g. stock and stock futures). 

2.7.2  Multicap Funds 

  These funds can, theoretically, have a small cap portfolio today and a large cap portfolio 

tomorrow. The fund manager has total freedom to invest in any stock from any sector. 

2.7.3  Quant Funds 

  A typical description of this type of scheme is that 'The system is the fund manager', i.e. 

there are some predefined conditions based upon rigorous back testing entered into the 

system and as and when the system throws 'buy' and 'sell' calls, the scheme enters, and/ 

or exits those stocks. 

2.7.4  P/E Ratio Fund 

  A fund which invests in stocks based upon their P/E ratios. Thus when a stock is trading 

at a historically low P/E multiple, the fund will buy the stock, and when the P/E ratio is at 

the upper end of the band, the scheme will sell. 

Concept Clarifier — P/ E Ratio 

P/ E Ratio stands for Price Earnings Ratio. It is also known as Price Earnings multiple. 

This is a ratio of the current market price (CMP) of a share to its earning per share 

(EPS). 

Thus if a company has issued 100 cr. shares and the profit after tax; i.e. the net profit of 

the company is ` 2000 cr., then the EPS for this company will be 2000/ 100 = ` 20. 

If this company's share's CMP is ` 200, then the P/ E ratio for will be 200/ 20 = 10x. 

The unit of P/E Ratio is 'times'. In the above example we say that the P/E Ratio is 10 

times; i.e. the price (CMP) of the company's share is 10 times its EPS. 

2.7.5 International Equities Fund 

  This is a type of fund which invests in stocks of companies outside India. This can be a 

Fund of Fund, whereby, we invest in one fund, which acts as a 'feeder' fund for some 

other fund(s), i.e. invests in other mutual funds, or it can be a fund which directly invests 

in overseas equities. These may be further designed as "International Commodities 

Securities Fund' or 'World Real Estate and Bank Fund' etc. 

2.7.6  Growth Schemes 

  Growth schemes invest in those stocks of those companies whose profits are expected to 

grow at a higher than average rate. For example, telecom sector is a growth sector 

because many people in India still do not own a phone - so as they buy more and more 

cell phones, the profits of telecom companies will increase. Similarly, infrastructure, we 

do not have well connected roads all over the country, neither do we have best of ports or 
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airports. For our country to move forward, this infrastructure has to be of world class. 

Hence companies in these sectors may potentially grow at a relatively faster pace. 

Growth schemes will invest in stocks of such companies. 

Concept Clarifier - Growth and Value Investing 

Investment approaches can be broadly classified into Growth based and Value Based. 

While Growth investing refers to investing in fast growing companies, Value investing 

approach is based upon the premise that a stock/ sector is currently undervalued and 

the market will eventually realize its true value. So, a value investor will buy such a 

stock/ sector today and wait for the price to move up. When that happens, the Value 

investor will exit and search for another undervalued opportunity. 

Hence in Growth investing, it is the growth momentum that the investor looks for, 

whereas in Value investing, the investor looks for the mismatch between the current 

market price and the true value of the investment. 

Contra Funds can be said to be following a Value investing approach. 

For example, when interest rates rise, people defer their purchases as the cost of 

borrowing increases. This affects banks, housing and auto sectors and the stocks of 

these companies come down. A Value fund manager will opine that as and when 

interest rates come down these stocks will go up again; hence he will buy these stocks 

today, when nobody wants to own them. Thus he will be taking a contrarian call. 

The risk in Growth investing is that if growth momentum of the company goes down 

slightly, then the stock's price can go down rather fast, while in Value investing, the risk 

is that the investor may have to wait for a really long time before the market values the 

investment correctly. 

2.7.7 ELSS 

  Equity Linked Savings Schemes (ELSS) are equity schemes, where investors get tax 

benefit upto ` 1 Lakh under section 80C of the Income Tax Act. These are open ended 

schemes but have a lock in period of 3 years. These schemes serve the dual purpose of 

equity investing as well as tax planning for the investor; however it must be noted that 

investors cannot, under any circumstances, get their money back before 3 years are over 

from the date of investment. 

2.7.8 Fund of Funds 

  These are funds which do not directly invest in stocks and shares but invest in units of 

other mutual funds which they feel will perform well and give high returns. In fact such 

funds are relying on the judgment of other fund managers. 

  Let us now look at the internal workings of an equity fund and what must an investor 

know to make an informed decision. 

Concept Clarifier - AUM 

Assets Under Management (AUM) represents the money which is managed by a mutual 

fund in a scheme. Adding AUMs for all schemes of a fund house gives the AUM of that 

fund house and the figure arrived at by adding AUMs of all fund houses represents the 
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industry AUM. 

AUM is calculated by multiplying the Net Asset Value (NAV - explained in detail later) of 

a scheme by the number of units issued by that scheme. 

A change in AUM can happen either because of fall in NAV or redemptions. In 

case of sharp market falls, the NAVs move down, because of which the AUMs 

may reduce. 

2.8 What is NAV? 

 Net Assets of a scheme is that figure which is arrived at after deducting all scheme 

liabilities from its asset. NAV is calculated by dividing the value of Net Assets by the 

outstanding number of Units. 

Concept Clarifier - NAV 

Assets ` Cr. Liabilities ` Cr. 

Shares 345 Unit Capital 300 

Debentures 23 Reserves & Surplus 85.7 

Money Market  12   

Accrued Income 2.3 Accrued Expenditure 1.5 

Other Current Assets 1.2 Other Current 0.5 

Deferred Revenue  4.2   

 387.7  387.7 

Units Issued (Cr.) 30   

Face Value (`) 10   

Net Assets (`) 385.7   

NAV (`) 12.86   

All Figures in ` Cr 

The above table shows a typical scheme balance sheet. Investments are entered under 

the assets column. Adding all assets gives the total of ` 387.7 cr. From this if we 

deduct the liabilities of ` 2 cr. i.e. Accrued Expenditure and Other Current Liabilities, we 

get ` 385.7 cr. as Net Assets of the scheme. 

The scheme has issued 30 cr. units @ ` 10 each during the NFO. This translates in  

` 300 cr. being garnered by the scheme then. This is represented by Unit Capital in the 

Balance Sheet. Thus, as of now, the net assets worth ` 385.7 cr are to be divided 

amongst 30 cr. as units. This means the scheme has a Net Asset Value or NAV of  

` 12.86. 

The important point that the investor must focus here is that the ` 300 cr. garnered by 

the scheme has increased to ` 387 cr., which translates into a 29.23% gain, whereas, 

the return for the investor is 28.57% (12.86-10/ 10 = 28.57%). 
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Concept Clarifier - Fund Fact Sheet 

Investors must read the Offer Document (OD) before investing. If not the OD, at least 

the Key Information Memorandum (KIM), which has to be provided with the application 

form. After an investor has entered into a scheme, he must monitor his investments 

regularly. This can be achieved by going through the Fund Fact Sheet. This is a 

monthly document which all mutual funds have to publish. This document gives all 

details as regards the AUMs of all its schemes, top holdings in all the portfolios of all 

the schemes, loads, minimum investment, performance over 1, 3, 5 years and also 

since launch, comparison of scheme's performance with the benchmark index (most 

mutual fund schemes compare their performance with a benchmark index such as the 

Nifty 50) over the same time periods, fund managers outlook, portfolio composition, 

expense ratio, portfolio turnover, risk adjusted returns, equity/ debt split for schemes, 

YTM for debt portfolios and other information which the mutual fund considers 

important from the investor's decision making point of view. 

In a nutshell, the fund fact sheet is the document which investors must read, 

understand and keep themselves updated with. 

2.9 What is Expense Ratio? 

 Among other things that an investor must look at before finalising a scheme, is that he 

must check out the Expense Ratio. 

Concept Clarifier - Expense Ratio 

Expense Ratio is defined as the ratio of expenses incurred by a scheme to its Average 

Weekly Net Assets. It means how much of investors money is going for expenses and 

how much is getting invested. This ratio should be as low as possible. 

Assume that a scheme has average weekly net assets of ` 100 cr. and the scheme 

incurs ` 1 cr as annual expenses, then the expense ratio would be 1/ 100 = 1%. In 

case this scheme's expense ratio is comparable to or better than its peers then this 

scheme would qualify as a good investment, based on this parameter only. 

If this scheme performs well and its AUM increases to ` 150 cr in the next year 

whereas its annual expenses increase to ` 2 cr, then its expense would be 2/ 150 = 

1.33%. 

It is not enough to compare a scheme's expense ratio with peers. The scheme's 

expense ratio must be tracked over different time periods. Ideally as net assets 

increase, the expense ratio of a scheme should come down. 

2.10 What is Portfolio Turnover? 

 Fund managers keep churning their portfolio depending upon their outlook for the market, 

sector or company. This churning can be done very frequently or may be done after 

sufficient time gaps. There is no rule which governs this and it is the mandate of the 

scheme and the fund managers' outlook and style that determine the churning. However, 
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what is important to understand is that a very high churning frequency will lead to higher 

trading and transaction costs, which may eat into investor returns. Portfolio Turnover is 

the ratio which helps us to find how aggressively the portfolio is being churned. 

 While churning increases the costs, it does not have any impact on the Expense Ratio, as 

transaction costs are not considered while calculating expense ratio. Transaction costs 

are included in the buying & selling price of the scrip by way of brokerage, STT etc. Thus 

the portfolio value is computed net of these expenses and hence considering them while 

calculating Expense Ratio as well would mean recording them twice - which would be 

incorrect. 

Concept Clarifier - Portfolio Turnover 

Portfolio Turnover is defined as 'Lesser of Assets bought or sold/ Net Assets'. A 

scheme with ` 100 cr as net assets sells ` 20 cr of its investments. Thus its Portfolio 

Turnover Rate would be 20/ 100 = 20%. 

If this scheme's net assets increase to ` 120 cr and the fund manager decides to churn 

the entire portfolio by exiting all stocks, then the Portfolio = Turnover would be 120/120 

= 100%. 

If the fund manager churns the entire portfolio twice in a single year then we would say 

that the Portfolio Turnover rate is 200% or that the portfolio is churned once every 6 

months. Liquid funds have very high portfolio turnover due to less maturity of the paper. 

Once the paper matures, the fund manager has to buy another security, thus churning 

the portfolio. 

2.11 How does AUM Affect Portfolio Turnover? 

 The scheme's AUM can also have an impact on the performance of the scheme. In case 

the scheme performs well and thereby attracts a lot of money flow, it may happen that the 

fund manager may not be able to deploy that extra money successfully as he may not 

find enough opportunities. Thus an increased fund size may result in lower returns. If the 

fund manager tries to acquire significantly large quantities of a stock, the buying pressure 

may lead to higher stock prices, thereby higher average cost for the scheme. Also, if the 

holdings by the scheme in any stock are huge, then exit may be difficult as selling from 

the scheme itself can put pressure on the prices. Thus the first share may be sold at a 

higher price and as the supply increases the prices may fall, and the last share may get 

sold at a lower price. 

 A scheme with a very small AUM does not face these problems but has its own set of 

problems. The Expense Ratio of such a scheme will be very high as expenses are 

calculated as a percent of Average Weekly Net Assets. As the fund size increases, the 

Expense Ratio tends to go down. 

 Similarly Portfolio Turnover will be magnified as the denominator (Average Net Assets) is 

small and hence the turnover appears to be very high. 
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 Thus, the investor must look at AUM for the previous few months, say last 12 months and 

compare the same with that of the industry and also similar schemes. If it is found that the 

scheme's performance is in line or better than its peers consistently, even though the 

AUM is increasing, then it can be a fair indicator that increased AUM is not a problem for 

the fund manager. 

2.12 How to Analyse Cashlevel in Portfolios? 

 The next logical point of focus must be the Cash Level in the scheme. The Cash level is 

the amount of money the mutual fund is holding in Cash, i.e. the amount not invested in 

stocks and bonds but lying in cash. If the scheme is having higher than industry average 

cash levels consistently, more so in a bull market, it will lead to an inferior performance by 

the scheme than its peers. However, in a falling market, it is this higher cash level that will 

protect investor wealth from depleting. Hence whenever one is analyzing cash levels, it is 

extremely important to see why the fund manager is sitting on high cash levels. It may be 

so that he is expecting a fall therefore he is not committing large portions of monies. It 

may be so in a bull market or a bear market. The strategy could be to enter once the 

prices correct. High cash levels can also be seen as a cushion for sudden redemptions 

and in large amounts. 

2.13 What are Exit Loads? 

 Exit Loads, are paid by the investors in the scheme, if they exit one of the scheme before 

a specified time period. Exit Loads reduce the amount received by the investor. Not all 

schemes have an Exit Load, and not all schemes have similar exit loads as well. Some 

schemes have Contingent Deferred Sales Charge (CDSC). This is nothing but a modified 

form of Exit Load, wherein the investor has to pay different Exit Loads depending upon 

his investment period. 

 If the investor exits early, he will have to bear more Exit Load and if he remains invested 

for a longer period of time, his Exit Load will reduce. Thus the longer the investor remains 

invested, lesser is the Exit Load. After some time the Exit Load reduces to nil; i.e. if the 

investor exits after a specified time period, he will not have to bear any Exit Load. 

Concept Clarifier - CDSC 

CDSC acts as a disincentive for the investor to redeem early. The effect of CDSC is that 

the investor has to bear a lesser back end load if he remains invested for a longer period 

of time. 
 

Exit Time CDSC 

Exit within first 3 years 3% 

Exit within 3 to 5 years 2% 

Exit after 5 years Nil 

As can be seen, if the investor remains invested for a longer period of time, he pays less 

load. 
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Chapter - 3    Gold ETFs  

3.1  Introduction to Exchange Traded Funds 

 Exchange Traded Funds (ETFs) are mutual fund units which investors buy/ sell from the 

stock exchange, as against a normal mutual fund unit, where the investor buys / sells 

through a distributor or directly from the AMC. ETF as a concept is relatively new in India. 

It was only in early nineties that the concept gained in popularity in the USA. ETFs have 

relatively lesser costs as compared to a mutual fund scheme. This is largely due to the 

structure of ETFs. While in case of a mutual fund scheme, the AMC deals directly with 

the investors or distributors, the ETF structure is such that the AMC does not have to deal 

directly with investors or distributors. It instead issues units to a few designated large 

participants, who are also called as Authorised Participants (APs), who in turn act as 

market makers for the ETFs. The Authorised Participants provide two way quotes for the 

ETFs on the stock exchange, which enables investors to buy and sell the ETFs at any 

given point of time when the stock markets are open for trading. ETFs therefore trade like 

stocks. Buying and selling ETFs is similar to buying and selling shares on the stock 

exchange. Prices are available on real time and the ETFs can be purchased through a 

stock exchange broker just like one would buy / sell shares. There are huge reductions in 

marketing expenses and commissions as the Authorised Participants are not paid by the 

AMC, but they get their income by offering two way quotes on the floor of the exchange. 

 Due to these lower expenses, the Tracking Error for an ETF is usually low. Tracking Error 

is the acid test for an index fund/ ETF. By design an index fund/ index ETF should only 

replicate the index return. The difference between the returns generated by the scheme/ 

ETF and those generated by the index is the tracking error. 

 Assets in ETFs 

 Practically any asset class can be used to create ETFs. Globally there are ETFs on 

Silver, Gold, Indices (SPDRs, Cubes, etc), etc. In India, we have ETFs on Gold, Indices 

such as Nifty, Bank Nifty etc.). 

 Index ETF 

 An index ETF is one where the underlying is an index, say Nifty. The APs deliver the 

shares comprising the Nifty, in the same proportion as they are in the Nifty, to the AMC 

and create ETF units in bulk (These are known as Creation Units). Once the APs get 

these units, they provide liquidity to these units by offering to buy and sell through the 

stock exchange. They give two way quotes, buy and sell quote for investors to buy and 

sell the ETFs. ETFs therefore have to be listed on stock exchanges. There are many 

ETFs presently listed on the NSE. 

3.2 Salient Features 

 An Exchange Traded Fund (ETF) is essentially a scheme where the investor has to buy/ 

sell units from the market through a broker (just as he/ he would by a share). An investor 
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must have a demat account for buying ETFs (For understanding what is demat please 

refer to NCFM module 'Financial Markets: A Beginners' Module). An important feature of 

ETFs is the huge reduction in costs. While a typical Index fund would have expenses in 

the range of 1.5% of Net Assets, an ETF might have expenses around 0.75%. In fact, in 

international markets these expenses are even lower. In India too this may be the trend 

once more Index Funds and ETFs come to the market and their popularity increases. 

Expenses, especially in the long term, determine to a large extent, how much money the 

investor makes. This is because lesser expenses mean more of the investor's money is 

getting invested today and over a longer period of time, the power of compounding will 

turn this saving into a significant contributor to the investors' returns. 

Scheme A B 

Investment (`) 10000 10000 

Expense Ratio 1.50% 0.75% 

Term (Years) 25 25 

Compounded  Average Growth Rate (CAGR) 12% 12% 

Amount (`) 116508.16 140835.93 

Difference (`) 24327.77 

 If an investor invests ` 10,000 in 2 schemes each, for 25 years, with both the schemes 

delivering returns at a CAGR of 12% and the only difference being in the expenses of the 

schemes, then at the end of the term, while scheme A would have turned the investment 

into ` 1.16 Lakhs, scheme B would have grown to ` 1.40 Lakhs - a difference of  

` 24,327.77! Post expenses, scheme A's CAGR comes out to be 10.32%, while scheme 

B's CAGR stands at 11.16%. 

Concept Clarifier - Buying/ Selling ETFs 

An investor can approach a trading member of NSE and enter into an agreement with 

the trading member. Buying and selling ETFs requires the investor to have demat and 

trading accounts. The procedure is exactly similar to buying and selling shares. The 

investor needs to have sufficient money in the trading account. Once this is done, the 

investor needs to tell the broker precisely how many units he wants to buy/ sell and at 

what price. 

Investors should take care that they place the order completely. They should not tell the 

broker to buy/ sell according to the broker's judgement. Investors should also not keep 

signed delivery instruction slips with the broker as there may be a possibility of their 

misuse. Placing signed delivery instruction slips with the broker is similar to giving 

blank signed cheques to someone. 
  

 Gold ETFs (G-ETFs) are a special type of ETF which invests in Gold and Gold related 

securities. This product gives the investor an option to diversify his investments into a 

different asset class, other than equity and debt. 
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 Traditionally, Indians are known to be  big  buyers of Gold;  an  age old tradition. G-ETFs 

can be said to be a new age product, designed to suit our traditional requirements.  We 

buy Gold, among other things for children's marriages, for gifting during ceremonies etc. 

Holding physical Gold can have its' disadvantages: 

1. Fear of theft 

2. Payment Wealth Tax 

3. No surety of quality 

4. Changes in fashion and trends 

5. Locker costs 

6. Lesser realization on remoulding of ornaments 

 G-ETFs score over all these disadvantages, while at the same time retaining the inherent 

advantages of Gold investing. 

 In case of Gold ETFs, investors buy Units, which are backed by Gold. Thus, every time 

an investor buys 1 unit of G-ETFs, it is similar to an equivalent quantity of Gold being 

earmarked for him somewhere. Thus his units are 'as good as Gold'. 

 Say for example 1 G-ETF = 1 gm of 99.5% pure Gold, then buying 1 G-ETF unit every 

month for 20 years would have given the investor a holding of 240 gm of Gold, by the 

time his child's marriage approaches (240 gm = 1 gm/ month * 12 months * 20 Years). 

After 20 years the investor can convert the G-ETFs into 240 gm of physical gold by 

approaching the mutual fund or sell the G-ETFs in the market at the current price and buy 

240 gm of gold. 

 Secondly, all these years, the investor need not worry about theft, locker charges, quality 

of Gold or changes in fashion as he would be holding Gold in paper form. As and when 

the investor needs the Gold, he may sell the Units in the market and realize an amount 

equivalent to his holdings at the then prevailing rate of Gold ETF. This money can be 

used to buy physical gold and make ornaments as per the prevailing trends. The investor 

may also simply transfer the units to his child's demat account as well! Lastly, the investor 

will not have to pay any wealth tax on his holdings. There maybe other taxes, expenses 

to be borne from time to time, which the investor needs to bear in mind while buying / 

selling G-ETFs. 

3.3 Working 

 The G-ETF is designed as an open ended scheme. Investors can buy/ sell units any time  

at then prevailing market price. This is an important point of differentiation of ETFs from 

similar open ended funds. In case of open ended funds, investors get units (or the units 

are redeemed) at a price based upon that day's NAV. In case of ETFs, investors can buy 

(or sell) units at a price which is prevailing at that point of time during market hours. Thus 

for all investors of open ended schemes, on any given day their buying (or redemption) 
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price will be same, whereas for ETF investors, the prices will vary for each, depending 

upon when they bought (or sold) units on that day. 

 The way Gold ETFs work is as under: 

 3.3.1  During New Fund Offer (NFO) 

 AMC decides of launching G-ETF 

 Investors give money to AMC and AMC gives units to investors in return 

 AMC buys Gold of specified quality at the prevailing rates from investors' 

money 

 3.3.2  On an ongoing basis 

 Authorised Participants (typically large institutional investors) give money/Gold 

to AMC 

 AMC gives equivalent number of units bundled together to these authorized 

participants (AP) 

 APs split these bundled units into individual units and offer for sale in the 

secondary market 

 Investors can buy G-ETF units from the secondary markets either from the 

quantity being sold by the APs or by other retail investors 

 Retail investors can also sell their units in the market 

 The Gold which the AP deposits for buying the bundled ETF units is known as 'Portfolio 

Deposit'. This Portfolio Deposit has to be deposited with the Custodian. A custodian is 

someone who handles the physical Gold for the AMC. The AMC signs an agreement with 

the Custodian, where all the terms and conditions are agreed upon. Once the AP 

deposits Gold with the custodian, it is the responsibility of the custodian to ensure safety 

of the Gold, otherwise he has to bear the liability, to the extent of the market value of the 

Gold. 

 The custodian has to keep record of all the Gold that has been deposited/withdrawn 

under the G-ETF. An account is maintained for this purpose, which is known as 'Allocated 

Account'. The custodian, on a daily basis, enters the inflows and outflows of Gold bars 

from this account. All details such as the serial number, refiner, fineness etc. are 

maintained in this account. The transfer of Gold from or into the Allocated Account 

happens at the end of each business day. A report is submitted by the custodian, no later 

than the following business day, to the AMC. 

 The money which the AP deposits for buying the bundled ETF units is known as 'Cash 

Component'. This Cash Component is paid to the AMC. The Cash Component is not 

mandatory and is paid to adjust for the difference between the applicable NAV and the 

market value of the Portfolio Deposit. This difference may be due to accrued dividend, 

management fees, etc. The bundled units (which the AP receives on payment of Portfolio 
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Deposit to the custodian and Cash Component to the AMC) are known as Creation Units. 

Each Creation Unit comprises of a pre-defined number of ETFs Units (say 25,000 or 100 

or any other number). 

 Thus, now it can be said that Authorised Participants pay Portfolio Deposit and/ or 

Cash Component and get Creation Units in return. 

 Each Creation Unit consists of a pre de fined number of G-ETF Units. APs strip these 

Creation Units (which are nothing but bundled G-ETF units) and sell individual G-ETF 

units in the market. Thus retail investors can buy/ sell 1 unit or it's multiples in the 

secondary market. 

3.4    Market Making By Aps 

 APs are like market makers and 

continuously offer two way quotes (buy 

and sell). They earn on the difference 

between the two way quotes they offer. 

This difference is known as bid-ask 

spread. They provide liquidity to the ETFs 

by continuously offering to buy and sell 

ETF units. 

 If the last traded price of a G-ETF is  

` 1000, then an AP will give a two way 

quote by offering to buy an ETF unit at  

` 999 and offering to sell an ETF unit  

` 1001. Thus whenever the AP buys, he 

will buy @ 999 and when he sells, he will sell at 1001, thereby earning ` 2 as the 

difference. It should also be understood that the impact of this transaction is that the AP 

does not increase/ decrease his holding in the ETF. This is known as earning through 

Dealer Spreads. APs also play an important role of aligning the price of the unit with the 

NAV. This is done by exploiting the arbitrage opportunities. 

It should be understood that it is not only 

APs who can sell ETF units in the 

market. Retail investors get liquidity by 

selling their units as well. So it is not 

always that the buyer of units is 

necessarily buying from APs - the seller at the other end may be a retail investor who 

wishes to exit. 

As explained earlier, the custodian maintains record of all the Gold that comes into and 

goes out of the scheme's Portfolio Deposit. The custodian makes respective entries in the 

Allocated Account thus transferring Gold into and out of the scheme at the end of each 

business day. The custodian has no right on the Gold in the Allocated Account. 

AP
AMC/

Custodian

Creation Units 

ETF Units

Retail 
Investors

Custodian

Portfolio Deposit

(Gold)

AP
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 The custodian may appoint a sub-custodian to 

perform some of the duties. The custodian charges 

fee for the services rendered and has to buy 

adequate insurance for the Gold held. The premium 

paid for the insurance is borne by the scheme as a 

transaction cost and is allowed as an expense under 

SEBI guidelines. This expense contributes in a small 

way to the tracking error. 

 The difference between the returns given by Gold 

and those delivered by the scheme is known as 

Tracking Error. It is defined as the variance between 

the daily returns of the underlying (Gold in this case) 

and the NAV of the scheme for any given time 

period. 

 Gold has to be valued as per a specific formula mandated by regulations. This formula 

takes into account various inputs like price of Gold in US $/ ounce as decided by the 

London Bullion Markets Association (LBMA) every morning, the conversion factor for 

ounce to Kg, the prevailing USD/ INR exchange rate, customs duty, octroi, sales tax, etc. 

3.5 Creation Units, Portfolio Deposit and Cash Component (an example): 

 Let us look at the following example to understand Creation Units, Portfolio Deposit and 

Cash Component in detail. 

 Assumption: 1 ETF unit = 1 gm of 99.5% pure Gold 

 During New Fund Offer (NFO) 

 Amount Invested (`): 5000 

 Price of 1 gm of Gold (`): 1000 

 Since 1 ETF unit = 1 gm of Gold 

 Issue Price (`) = 1000 

 Units Allotted (Number = Investment/ Issue Price): 5 

 Creation Units 

 1 Creation Unit = 100 ETF units 

 NAV (`) = 1050 

 Price of 1 gm of Gold (`): 1000 

 So, 100 Units will cost (`) = 1050 * 100 = 1,05,000 

 100 ETF will be equal to 100 gm of Gold 

 Therefore, value of Portfolio Deposit (`) = 1000 * 100 = 1,00,000 

 Hence Cash Component (`) = 1,05,000 - 1,00,000 = 5,000 

Gold
Stock

Allocated
Account
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 Thus it can be seen by depositing Gold worth ` 1,00,000 as Portfolio Deposit and  

` 5,000 as Cash Component, the Authorised Participant has created 1 Creation Unit 

comprising of 100 ETF units. 

 Let us now see how the Authorised Participant ensures parity between the NAV and 

market price of the ETFs. 

 As can be well understood, the price of ETF will be determined by market forces, and 

although it is linked to the prices of Gold, it will not mirror the exact movements at all 

given points of time. This will happen due to excess buying or selling pressure on the 

ETFs, due to which prices may rise or fall more than the Gold price. Such exaggerated 

movements provide opportunity for arbitrage, which the APs exploit and make risk less 

gains. This process also ensures that prices of ETF remain largely in sync with those of 

the underlying. 

 Consider a case where the demand for ETFs has increased due to any reason. A rise in 

demand will lead to rise in prices, as many people will rush to buy the units, thereby 

putting an upward pressure on the prices. 

 This can be explained by the following example 

 Price of Gold (` / gm) = 1000 

 NAV (`) = 1050 

 CMP of ETF units (`) = 1200 

 In such a situation an AP will buy Creation Units and sell ETFs in the market. 

 To purchase 1 Creation Unit, he will have to deposit Gold worth ` 1,00,000 (Price of 

Gold* number of ETF units in Creation Units *gm per ETF) as Portfolio Deposit with the 

custodian and balance ` 5,000 as Cash Component with the AMC. 

 Once he has the Creation Unit, he will sell individual ETF units in the market at ` 1200/ 

unit, thereby making a profit of ` 150 (1200 - 1050) per unit. 

 As he buys physical Gold the price of Gold will increase. Similarly as he sells fresh ETF 

units in the market, the supply of ETFs will increase. These two actions will lead to 

increase in Gold prices and reduction in ETF prices, thereby removing the anomaly in the 

prices of the ETF units and the underlying. 

 Similarly, if ETF prices fall way below the price of Gold, APs will buy ETF units cheap and 

redeem them in Creation Unit lot size. Such an action will reduce supply of ETFs from the 

market and increase the supply of physical Gold (Gold held with Custodian will come into 

the market). Both these actions will help align prices of underlying and ETF units as ETF 

prices will increase due to buying (and subsequent cutting of supply) and price of physical 

Gold will reduce due to fresh supply in the market. 
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Chapter - 4    Debt Funds  

4.1 Salient Features 

 Debt funds are funds which invest money in debt instruments such as short and long term 

bonds, government securities, t-bills, corporate paper, commercial paper, call money etc. 

The fees in debt funds are lower, on average, than equity funds because the overall 

management costs are lower. The main investing objectives of a debt fund is usually 

preservation of capital and generation of income. Performance against a benchmark is 

considered to be a secondary consideration. Investments in the equity markets are 

considered to be fraught with uncertainties and volatility. These factors may have an 

impact on constant flow of returns. Which is why debt schemes, which are considered to 

be safer and less volatile have attracted investors. Debt markets in India are wholesale in 

nature and hence retail investors generally find it difficult to directly participate in the debt 

markets. Not many understand the relationship between interest rates and bond prices or 

difference between Coupon and Yield. Therefore venturing into debt market investments 

is not common among investors. Investors can however participate in the debt markets 

through debt mutual funds. 

 One must understand the salient features of a debt paper to understand the debt market. 

 Debt paper is issued by Government, corporates and financial institutions to meet funding 

requirements. A debt paper is essentially a contract which says that the borrower is 

taking some money on loan and after sometime the lender will get the money back as 

well as some interest on the money lent. 

Concept Clarifier - Face Value, Coupon, Maturity 

Any debt pa per will have Face Value, Coupon and Maturity as its standard 

characteristics. 

Face Value represents the amount of money taken as loan. Thus when an investor 

invests ` 100 in a paper, at the time of issuing the paper, then the face value of that 

paper is said to be ` 100. For our understanding point of view, Face Value is that 

amount which is printed on the debt paper. The borrower issues this paper; i.e. takes a 

loan from the investor as per this Face Value. So, if the Face Value is ` 100, the 

borrower will take a loan of ` 100 from the investor and give the paper to the investor. 

Next question is what the investor will earn from this investment. This can be found by 

looking at the 'Coupon' of the paper. The Coupon represents the interest that the 

borrower will pay on the Face Value. Thus, if the Coupon is 8% for the above 

discussed paper, it means that the borrower will pay ` 8 every year to the investor as 

interest income. It must be understood that the Face Value and the Coupon of a debt 

paper never change. There are some papers where the Coupon changes periodically, 

but again, for the moment we will ignore such paper. Since the investor will earn a fixed 

income (8% on ` 100 or ` 8 per year in our example), such instruments are also known 
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as Fixed Income securities. 

Finally the question arises, for how long the borrower has taken a loan. This can be 

understood by looking at the 'Maturity'. So if the paper in our example says that the 

maturity of the paper is 10 years, it means that for 10 years the investor will receive ` 8 

as interest income and after 10 years, he will get his Principal of ` 100 back. 

Thus now we can say, about the paper in our example that the borrower has taken a  

` 100 loan, for a period of 10 years, and he has promised to pay 8% interest annually. 

This is the most basic form of debt paper. There can be modifications made to 

the issue price, coupon rate, frequency of coupon payment, etc., but all these 

modifications are out of these basic features. 
  

 Prima facie this arrangement looks risk free. However two important questions need to be 

asked here: 

1. What if interest rates rise during the tenure of the loan? 

2. What if the borrower fails to pay the interest and/ or fails to repay the principal? 

 In case interest rates rise, then the investor's money will continue to grow at the earlier 

fixed rate of interest; i.e. the investor loses on the higher rate of interest, which his money 

could have earned. In case the borrower fails to pay the interest it would result in an 

income loss for the investor and if the borrower fails to repay the principal, it would mean 

an absolute loss for the investor. A prospective debt fund investor must study both these 

risks carefully before entering debt funds. 

4.2 What is Interest Rate Risk? 

 The first risk which we discussed is known as the Interest Rate Risk. This can be 

reduced by adjusting the maturity of the debt fund portfolio, i.e. the buyer of the debt 

paper would buy debt paper of lesser maturity so that when the paper matures, he can 

buy newer paper with higher interest rates. So, if the investor expects interest rates to 

rise, he would be better off giving short-term loans (when an investor buys a debt paper, 

he essentially gives a loan to the issuer of the paper). By giving a short-term loan, he 

would receive his money back in a short period of time. As interest rates would have risen 

by then, he would be able to give another loan (again short term), this time at the new 

higher interest rates. Thus in a rising interest rate scenario, the investor can reduce 

interest rate risk by investing in debt paper of extremely short-term maturity. 

Concept Clarifier - Interest Rate Risk 

In our example, we have discussed about a debt paper which has a maturity of 10 

years and a coupon of 8%. What will happen if interest rates rise after 2 years to 10%? 

The investor would have earned ` 8 for 2 years and will earn ` 8 yet again in the 3rd 

year as well. But had he got the ` 100 with him (which he had invested 2 years ago), 

instead of investing at 8%, he would have preferred to invest @ 10%. Thus by investing 
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in a long term paper, he has locked himself out of higher interest income. 

The best way to mitigate interest rate risk is to invest in papers with short-term 

maturities, so that as interest rate rises, the investor will get back the money invested 

faster, which he can reinvest at a higher interest rates in newer debt paper. 

However, this should be done, only when the investor is of the opinion that interest 

rates will continue to rise in future otherwise frequent trading in debt paper will be costly 

and cumbersome. 

4.3    What is Credit Risk? 

 The second risk is known as Credit Risk or Risk of Default. It refers to the situation 

where the borrower fails to honour either one or both of his obligations of paying regular 

interest and returning the principal on maturity. A bigger threat is that the borrower does 

not repay the principal. This can happen if the borrower turns bankrupt. This risk can be 

taken care of by investing in paper issued by companies with very high Credit Rating. 

The probability of a borrower with very high Credit Rating defaulting is far lesser than that 

of a borrower with low credit rating. Government paper is the ultimate in safety when it 

comes to credit risk (hence the description ‗risks free security'). This is because the 

Government will never default on its obligations. If the Government does not have cash 

(similar to a company going bankrupt), it can print more money to meet it's obligations or 

change the tax laws so as to earn more revenue (neither of which a corporate can do!). 

Concept Clarifier - Credit Risk or Risk of Default 

Different borrowers have different levels of credit risks associated and investors would 

like to know the precise risk level of a borrower. This is done by a process known as 

Credit Rating. This process is carried by professional credit rating agencies like 

CRISIL, ICRA etc. In India, credit rating agencies have to be registered with SEBI and 

are regulated by SEBI (Credit Rating) Regulations, 1999. 

These credit rating agencies analyse companies on various financial parameters like 

profitability, cash flows, debt, industry outlook, impact of economic policies, etc. based 

on which instruments are classified as investment grade and speculative grade. 

Looking at these ratings, the borrower comes to know the risk level associated with the 

corporate. 

Some of CRISIL's rating symbols are given below: 

AAA - These are the safest among corporate debentures. This rating implies investors 

can safely expect to earn interest regularly as well as the probability of default of their 

principal is as good as nil. 

BBB - These instruments are safe, however, in case environment changes, there is a 

probability that the coupon payment and principal repayment ability may be hampered. 

The above 2 ratings represent the topmost and lowest rating of investment grade 

securities. Anything less than BBB is termed as speculative grade. The rating grade 'D' 

represents default. Such companies are already in default and only liquidation of assets 

will result in realization of principal and/ or interest. 
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4.4 How is a Debt Instrument Priced? 

 Debt fund investing requires a different analysis, and understanding of basic bond market 

concepts is essential. There exist some relationships between yields and bond prices, 

between years to maturity and impact of change in interest rates, between credit risk and 

yields, and so on. We need to understand each of these relationships before we can start 

investing in debt funds. 

 The price of an instrument (equity / bond) is nothing but the present value of the 

future cash flows, (for understanding the meaning of present value, please refer to 

NCFM module 'Financial Markets: A Beginners Module'). In case of bonds, there is no 

ambiguity about future cash flows, as is the case of equities. Future cash flows in case of 

bonds are the periodic coupon payments that the investor will receive. Future cash flows 

for equities are the dividends than the investor may receive. Bond coupon payments are 

known right at the beginning, whereas there is no surety about a share paying dividends 

to an investor. Thus different investors/ analysts have different earning projections for 

equities, and hence each participant has a different view on the present value of a share. 

Bond cash flows being known, there is no confusion about what the present value of each 

future cash flow should be. 

Concept Clarifier - Compounding & Discounting 

Suppose an investor invests ` 100 (initial investment) in a bank FD @ 8% for 10 years, 

then to calculate the amount that he will receive after 10 years, we will use the 

compound interest formula given below - 

A = P * (1 + r)1 

Substituting P = 100, r = 8% and t = 10 years, we get the value for A as ` 215.89. 

This process is known as compounding. 

Instead of calculating the final amount after 10 years, if the investor says he needs  

` 215.89 after 10 years and we know that a bank FD is offering 8% per annum, we 

need to calculate how much money he should invest today to reach a value of ` 215.89 

after 10 years. 

Again we use the same formula, but slightly tweaked. Here we solve for P (initial 

investment), as against for A in the previous example. 

P = A/  (1 + r)1 

Substituting A = 215.89, r = 8% and t = 10 years, we can find the value of P as ` 100. 

This process is the exact opposite of compounding and this is known as discounting. 

This is the process used in bond markets to find the price of a bond. We add the 

present values (PV) of all future cash flows to arrive at the price of the bond. The r is 

substituted by the Yield to Maturity (YTM) while calculating the PV of bond's future 

cash flows. 
  

 An important factor in bond pricing is the Yield to Maturity (YTM). This is rate applied to 

the future cash flow (coupon payment) to arrive at its present value. If the YTM increases, 
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the present value of the cash flows will go down. This is obvious as the YTM appears in 

the denominator of the formula, and we know as the denominator increases, the value of 

the ratio goes down. So here as well, as the YTM increases, the present value falls. 

Concept Clarifier - YTM 

Yield to Maturity (YTM) is that rate which the investor will receive in case: 

1. He holds a bond till maturity and 

2. He reinvests the coupons at the same rate 

It is a measure of the return of the bond. Yield to maturity is essentially a way to 

measure the total amount of money you'll make on a bond, but instead of expressing 

that figure as a Rupee amount, it's expressed as a percentage - an annual rate of 

return. For example, let's take an imaginary bond, say, for a company called ABC 

International Ltd.: 

1. You've just purchased it for ` 950. 

2. Its par value (the amount the issuer will refund you when the bond reaches 

maturity) is `1000. 

3. So at this point, you know you'll be making at least ` 50 (` 1000 minus ` 950). 

4. The coupon rate of your ABC International Ltd. bond is 8%. 

5. The coupon rate is the annual interest rate you'll be paid in installments by the 

issuer. 

6. For the sake of calculating yield, the coupon rate is figured as compound interest, 

which assumes that you will reinvest the money you're paid in interest. 

7. The maturity date of your bond is exactly three years from now. 

Taking all this information into account, the return on your investment in ABC 

International Ltd. will be ` 296.73. Here's where this total comes from: 

1. ` 50 (par value minus the purchase price) 

2. ` 246.73 (three years' worth of compound interest payments from the issuer at 8% 

of ` 950) 

Therefore, the yield to maturity for this bond is about 5.9%. Here's why: 

1. Your total return on your investment is ` 246.73. 

2. ` 246.73 is about 25.97% of $950. 

3. Divide that total rate of 25.97% by three (three years) and you get 8.65%. 

In the explanation for compounding, we have assumed that the interest earned after 1 

year, gets reinvested in the FD for the remaining 9 years @ 8%. Similarly the interest 

earned after 2 years (Interest on the initial investment plus the interest earned on the 

interest reinvested after 1 year) is again reinvested in the FD at the same rate of 8% for 

the remaining 8 years, and so on. The second point mentioned above means exactly 

this. 

This may be true for bank FDs, where we get the benefit of cumulative interest, 

however, for bonds, the coupon (interest income) is a cash outflow every year and not 
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are investment as in case of FDs. So there is no reinvestment here. Even if the investor 

receives the coupon as a cash outflow, and intends to reinvest the same, there is no 

guarantee that for 10 years he will be able to reinvest the coupon, each year @ 8%. 

Thus, YTM is based upon some assumptions (i.e. you will be reinvesting the interest 

earned at the coupon rate), which may not always be true. Inspite of its shortcomings, 

YTM is an important indicator to know the total return from a bond. 

 Let us say in the above discussed example, the Bank FD is not 8% but 9%. Now the 

investor will not have to invest ` 100 today, but only ` 91.193 to get ` 215.89 after 10 

years, (if you substitute 8% with 9% in the calculation given above you get P= ` 91.193). 

 As mentioned earlier, price of a bond is the present value of future cash flows. Thus if all 

the present values go down (due to increase in YTM), then their sum will also go down. 

This brings us to an important relation - As interest rates go up, bond prices come 

down. Let us try and understand this! 

 Let us say a bond is issued with a term to maturity of 3 years, coupon of 8% and face 

value of ` 100. Obviously, the prevailing interest rates during that time have to be around 

8%. If the prevailing rates are higher, investors will not invest in an 8% coupon bearing 

bond, and if rates are lower, the issuer will not issue a bond with 8% coupon, as a higher 

coupon means higher interest payments for the issuer. 

 The cash flows for the bond and the Present Values (PVs) of these cash flows are as 

given below - 

@ 8 % discounting 0 Year 1 Year 2 Year 3 Year 

 Pays 100    

Present Value of ` 8: ` 7.41  To Receive  

` 8 

  

Present Value of ` 8: ` 6.86   To Receive 

` 8 

 

Present Value of 

` 108 : ` 85.73 

   To Receive  

` 108 

Price = 7.41 + 6.86 + 85.73 = 100 (This is the Present Value of all the future cash flows 

in Year 1, Year 2 and Year 3) 

 By using the discounting formula we can find the PVs of all the 3 cash flows. The investor 

will get ` 8 as interest payment each year, whereas in the final year, the investor will also 

get the ` 100 principal back (along with ` 8 as the last interest). Here we will use 8% as 

the rate of discounting. This means that the investor will have to invest ` 7.41 today @ 

8% per annum for the next 1 year to get ` 8. Similarly, he will have to invest ` 6.86 today 

@ 8% per annum for the next 2 years to get ` 8 after 2 years and finally he will have to 

invest ` 85.73 @ 8% per annum for the next 3 years to get ` 108 after 3 years. 
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 Adding all the PVs, we get the CMP of the bond as ` 100. (in this example we assume 

interest rates prevalent in the market have remained at 8% and investors are happy 

earning 8% by investing in this bond). 

 Now, if interest rates in the market rise immediately to 9% after the bond is issued, we will 

have to use 9% as the rate of discounting (investors would like to earn 9% from this 

bond). In that case the cash flows and their PVs will be: 

@ 9% discounting Year O Year 1 Year 2 Year 3 

 Pays  ` 97.47    

Present Value of  

` 8 : ` 7.34 

 To Receive 

` 8 

  

Present Value of  

` 8 : ` 6.73 

  To Receive   

` 8 

 

Present Value of  

` 8 : ` 83.40 

   To Receive  

` 108 

Price = 7.34 + 6.73 + 83.40 = 97.47 (This is the Present Value of all the future cash 

flows in Year 1, Year 2 and Year 3) 

 As can be seen, the investor will invest less today, i.e. the price of the bond will go down 

as the interest rates in the markets have increased. When interest rates rise in the 

economy, it does not translate into the coupon rate changing. As can be seen here, the 

investor will continue to get ` 8; i.e. 8% of the FV of ` 100. However, he will try to earn 

9% return by adjusting his initial investment. The bond price in the market will therefore 

fall as the interest rates in the market goes up. Thus we can say that bond prices and 

interest rates move in opposite directions. 

 Relationship between interest rates and debt mutual fund schemes: As interest rates fall, 

the NAV of debt mutual funds rise, since the prices of the debt instruments the mutual 

fund is holding rises. As interest rates rise, the NAV of debt mutual funds fall, since the 

prices of the debt instruments the mutual fund is holding falls. Mutual funds which invest 

in debt paper keep and eye on interest rates, maturity etc. before deciding on which 

paper to invest. 

4.5 Debt Mutual Fund Schemes 

4.5.1 Fixed Maturity Plans 

  FMPs have become very popular in the past few years. FMPs are essentially close ended 

debt schemes. The money received by the scheme is used by the fund managers to buy 

debt securities with maturities coinciding with the maturity of the scheme. There is no rule 

which stops the fund manager from selling these securities earlier, but typically fund 

managers avoid it and hold on to the debt papers till maturity. Investors must look at the 

portfolio of FMPs before investing. If an FMP is giving a relatively higher‘ indicative yield', 

it may be investing in slightly riskier securities. Thus investors must assess the risk level 

of the portfolio by looking at the credit ratings of the securities. Indicative yield is the 
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return which investors can expect from the FMP. Regulations do not allow mutual funds 

to guarantee returns, hence mutual funds give investors an idea of what returns can they 

expect from the fund. An important point to note here is that indicative yields are pre-tax. 

Investors will get lesser returns after they include the tax liability. 

4.5.2 Capital Protection Funds 

  These are close ended funds which invest in debt as well as equity or derivatives. The 

scheme invests some portion of investor's money in debt instruments, with the objective 

of capital protection. The remaining portion gets invested in equities or derivatives 

instruments like options. This component of investment provides the higher return 

potential. It is beyond the scope of this book to explain how Options work. For that you 

may need to refer to NCFM modules 'Financial Markets: A Beginners' Module' or 

'Derivatives Markets (Dealers) module'. It is important to note here that although the 

name suggests 'Capital Protection', there is no guarantee that at all times the investor's 

capital will be fully protected. 

4.5.3 Gilt Funds 

  These are those funds which invest only in securities issued by the Government. This can 

be the Central Govt. or even State Govt. Gilt funds are safe to the extent that they do not 

carry any Credit Risk. However, it must be noted that even if one invests in Government 

Securities, interest rate risk always remains. 

4.5.4 Balanced Funds 

  These are funds which invest in debt as well as equity instruments. These are also known 

as hybrid funds. Balanced does not necessarily mean 50:50 ratio between debt and 

equity. There can be schemes like MIPs or Children benefit plans which are 

predominantly debt oriented but have some equity exposure as well. From taxation point 

of view, it is important to note how much portion of money is invested in equities and how 

much in debt. This point is dealt with in greater detail in the chapter on Taxation. 

4.5.5  MIPS 

  Monthly Income Plans (MIPs) are hybrid funds; i.e. they invest in debt papers as well as 

equities. Investors who want a regular income stream invest in these schemes. The 

objective of these schemes is to provide regular income to the investor by paying 

dividends; however, there is no guarantee that these schemes will pay dividends every 

month. Investment in the debt portion provides for the monthly income whereas 

investment in the equities provides for the extra return which is helpful in minimizing the 

impact of inflation. 

4.5.6  Child Benefit Plans 

  These are debt oriented funds, with very little component invested into equities. The 

objective here is to capital protection and steady appreciation as well. Parents can invest 

in these schemes with a 5 - 15 year horizon, so that they have adequate money when 

their children need it for meeting expenses related to higher education. 
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Chapter - 5    Liquid Funds  

5.1 Salient Features 

 By far the biggest contributor to the MF industry, Liquid Funds attract a lot of institutional 

and High Networth Individuals (HNI) money. It accounts for approximately 40% of 

industry AUM. Less risky and better returns than a bank current account, are the two plus 

points of Liquid Funds. 

Concept Clarifier - Money Markets 

Term to maturity of a debt paper is one of the most important characteristic of a debt 

paper. Debt papers can have term to maturity of as high as 20 years and more or as 

low as 90 days and less. The market for short term paper; i.e. paper with less than 1 

year maturity attracts huge interest, volumes and money. This is because the demand 

for short term money by corporates, financial institutions and Government is huge. At 

the same time, there is a class of investors with which there is an availability of short 

term funds. 

Due to this constant demand and ready investors, the volumes in trades of this short-

term paper have increased so much that this segment is classified as a separate 

segment in the debt markets and is known as Money Markets. 

Money Market refers to that part of the debt market where papers with maturities less 

than 1 year is traded. Commercial Papers, Certificate of Deposits, Treasury Bills, 

Collateralized Borrowing & Lending Obligations (CBLOs), Interest Rate Swaps (IRS), 

etc. are the instruments which comprise this market. 

 Money Market instruments have maturities not exceeding 1 year. Hence Liquid Funds 

(also known as Money Market Mutual Funds) have portfolios having average maturities of 

less than or equal to 1 year. Thus such schemes normally do not carry any interest rate 

risk. Liquid Funds do not carry Exit Loads. Other recurring expenses associated with 

Liquid Schemes are also kept to a bare minimum. 

Concept Clarifier - Mark to Market 

Mark to Market is that activity where a portfolio's (a holding of shares or bonds etc.) 

profit/ loss in calculated on a daily basis. The valuation of the portfolio has to be done 

on a daily basis. 

If a fund manager buys a security @ ` 100 and after 1 day the price falls to ` 98, then 

we say that there is a loss of ` 2 on the security. This is marking to market. 

Marking To Market is to be done for all papers, equity as well as debt, however some 

debt papers are exempted from this. Debt papers with lesser maturities (less than 182 

days) do not have to be marked to market, since interest rate changes do not affect the 

prices of such debt papers significantly. Liquid Funds, by regulation cannot invest more 

than 10% of their net assets in papers having maturities more than 182 days. 
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 Liquid paper having maturity less than 182 days is valued by using the 'Cost plus Interest 

Accrued Method'. 

Concept Clarifier - Cost plus Interest Accrued Method 

Suppose a 90 Day Commercial Paper is issued by a corporate at ` 91. The paper will 

redeem at ` 100 on maturity; i.e. after 90 days. This means that the investor will earn  

100 - 91 = ` 9 as interest over the 90 day period. This translates into a daily earning of  

9/ 90 = ` 0.10 per day. 

It is important to note here that although we said that the investor will earn 10 paise 

every day, there is no cash flow coming to the investor. This means that the interest is 

only getting accrued. 

Now if the investor wishes to sell this paper after 35 days in the secondary market, 

what should be the price at which he should sell? Here we add the total accrued 

interest to the cost of buying and calculate the current book value of the CR Since we 

are adding interest accrued to the cost, this method is known as Cost Plus Interest 

Accrued Method. 

If 10 paise get accrued each day, then in 35 days, 35 * 0.10 = ` 3.5 have got accrued. 

The cost of the investor was ` 91 and ` 3.5 have got accrued as interest, so the current 

book value is 91 + 3.5 = ` 94.5 

 As mentioned earlier, interest rate movements do not affect debt papers with maturities 

less than or equal to 182 days. It is only those papers which have higher maturity that 

have to be marked to market. 

Concept Clarifier - Money Market Paper with maturity more than 182 days 

Any debt paper has the following three characteristics: 

Par Value   Coupon  Maturity 

Whenever interest rates move, bond prices change. Hence, technically speaking even 

a bond with a residual maturity of 1 day, i.e. maturing tomorrow, will have an impact on 

its pr ice due to change in interest rates. However, that impact will be so infinitesimally 

small, that there is no point in recording a loss for such a paper. This recording of paper 

profits/ losses, as explained earlier, is known as Marking to Market. Since the impact of 

interest rates is directly proportional to the average maturity, bonds with shorter 

maturity are not marked to market. The investor must realize that mark to market is not 

required for schemes with maturities less than 182 days; i.e. interest rates movements 

do not result in capital gains/ losses for such a scheme. Hence we say Liquid Funds do 

not carry any interest rate risk. 

5.2 Floating Rate Scheme 

 These are schemes where the debt paper has a Coupon which keeps changing as per 

the changes in the interest rates. Thus there is no price risk involved in such paper. We 



 34 

know when rates go up, bond prices go down. However, if the rates increase and so also 

the coupon changes and increases to the level of the interest rates, there is no reason for 

the price of the paper to fall, as the investor is compensated by getting higher coupon, in 

line with the ongoing market interest rates. Investors prefer Floating Rate funds in a rising 

interest rate scenario. 

5.3 What is Portfolio Churning in Liquid Funds? 

 A liquid fund will constantly change its portfolio. This is because the paper which it invests 

in is extremely short term in nature. Regularly some papers would be maturing and the 

scheme will get the cash back. The fund manager will use this cash to buy new securities 

and hence the portfolio will keep changing constantly. As can be understood from this, 

Liquid Funds will have an extremely high portfolio turnover. 

 Liquid Funds see a lot of inflows and outflows on a daily basis. The very nature of such 

schemes is that money is parked for extremely short term. Also, investors opt for options 

like daily or weekly dividend. All this would mean, the back end activity for a liquid fund 

must be quite hectic - due to the large sizes of the transactions and also due to the large 

volumes. 

 As in equities, we have different index for Large caps, Midcaps & Small caps, similarly in 

bonds we have indices depending upon the maturity profile of the constituent bonds. 

Thus for a portfolio comprising of long term bonds, we have the Libex, for the midterm 

bond portfolio, we have the Mibex and for the Liquid Funds we have the Sibex as the 

underlying indices. 
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Chapter - 6    Taxation  
 

Taxation in case of Mutual Funds must be understood, primarily, from Capital Gains, Securities 

Transaction Tax (STT) and Dividends point of view. Tax rules differ for equity and debt schemes 

and also for Individuals, NRIs, OCBs and corporates. 

Investors also get benefit under section 80C of the Income Tax Act if they invest in a special 

type of equity scheme, namely, Equity Linked Savings Scheme. 

6.1    Capital Gains Taxation 

Taxation 

 Equity Scheme Debt Scheme 

 Min. 65% invested in 

Indian Equities 

 

   

Long Term Capital Gains 0% 10% - Without Indexation 

(More than 12 months holding 

period) 

 

20% - With Indexation 

   

   

Short Term Capital Gains 15% Marginal Rate of Tax 

(Less than or equal to 12 months 

holding period) 

 

Profit added to income 

 To understand Capital Gains Taxation, definitions of equity and debt schemes must be 

understood, similarly difference between Long Term and Short Term must also be 

understood. 

 As per SEBI Regulations, any scheme which has minimum 65% of its average weekly net 

assets invested in Indian equities, is an equity scheme. An investor in such a scheme will 

not have to pay any tax on the capital gains which he makes, provided he holds the 

scheme's units for a period of more than 12 months. While exiting the scheme, the 

investor will have to bear a Securities Transaction Tax (STT) @ 0.25% of the value of 

selling price. However, if the investor makes a profit by selling his units at a higher NAV 

(capital gains), within 12 months, then such a capital gain is treated as being short-term 

in nature, and hence taxed @ 15% of the profits. 

 Investors in all other schemes have to pay capital gains tax, either short term or long 

term. In case a scheme invests 100% in foreign equities, then such a scheme is not 

considered to be an equity scheme from taxation angle and the investor has to pay tax 

even on the long term capital gains made from such a scheme. 
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 In case investors make capital gains within 12 months, for non-equity schemes, the 

capital gains are added to their income and then the total income is taxed as per their tax 

slab. This is known as taxation at the marginal rate. 

 For long-term capital gains made by investors in non-equity schemes, they have to pay 

tax either @ 10% or @ 20%, depending upon whether investors opt for indexation benefit 

or not. 

6.2 Indexation Benefit 

 Indexation is a procedure by which the investor can get benefit from the fact that inflation 

has eroded his returns. 

 Indexation works on the simple concept that if an investor buys a unit @ ` 10 and sells it 

@ ` 30 after 5 years, then his profit of ` 20 per unit needs to be adjusted for the inflation 

increase during the same time period. This is because inflation reduces purchasing 

power. What ` 100 could have bought when he bought the unit @ `10, would now have 

increased in price due to inflation. Thus he can now buy less for the same ` 100. 

 If during the same time, inflation has increased by 12%, then the adjusted cost of the unit 

purchased (at today's price) would be ` 10 * (1 + 12%) = ` 11.2. 

 So his profit would not be ` 20, but ` 30 - ` 11.2 = ` 18.8. 

 Thus, by adjusting his buying price for inflation, he has effectively negated the impact of 

inflation - thereby reducing his profits. Obviously, his tax liability would reduce by doing 

so. 

  The Government allows the investor to choose how he would like to calculate his tax. 

 In case he chooses not to take the benefit of indexation, his profit would be ` 20 and he 

would have to pay a tax @ 10% on the capital gain. Thus he would pay tax of 20 * 10% = 

` 2. In case he opts for the indexation benefit, his profit would be ` 18.8, as calculated 

earlier. Since he has taken the benefit of indexation, he needs to pay tax at a higher rate 

of 20%. Thus his tax liability would be 18.8 * 20% = ` 3.76. In this case he would 

obviously opt for paying tax without taking the benefit of indexation as his tax liability is 

less in that case. 

6.3    Why FMRs are Popular? 

 To understand why Fixed Maturity Plan (FMP) schemes of mutual funds are 

popular let us look at one of the aspects: FMP Taxation 

 Let us consider the following example: 

 A mutual fund launches a 370 Day FMP with an indicative yield of 11.5% on 30/ Mar/ 07. 

The scheme will mature on 4/ Apr/ 08. 

 An investor wishes to invest in the scheme. What is the best option for an investor; 

should he go for dividend or growth option? 

 Assume the investor invests ` 10,000 
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6.3.1  Case I - Dividend Option 

  If the investor invests ` 10,000 in a bank FD @ 11.5% for 370 days (i.e. 12.33 months, 

assuming a 30 day month), he will earn an interest of ` 1,181.94. 

  ` 1181.94 = (10,000 * 11.5%) * (12.33/12) 

  (The above method is known as Simple Annualised Returns Method. It essentially 

calculates the total interest earned (10,000 * 11.5%) which is equal to ` 1150. Since the 

11.5% is annual rate, therefore we need to calculate the interest earned per month. This 

is equal to 1150/ 12 which come out to be ` 95.83. What this means is that every month 

the investor will earn ` 95.83, so in 12.33 months he will earn 95.83 * 12.33 = ` 1181.94). 

  In the investor is in the 30% tax bracket, he will have to pay a tax @ 33.99% (after 

including surcharge @ 10%, education cess @ 2% and higher education cess @ 1%) on 

this interest earned. 

  So the tax liability will be 1181.94 * 33.99% = ` 401.74 

  Hence his post tax income will be 1181.94 - 401.74 = ` 780.20. 

  This ` 780.20 he has earned on an investment of ` 10,000, hence his return percent is ` 

(780.20/ ` 10,000) * 100 = 7.8% 

  This 7.8% is earned in 12.33 months, hence his per month return percent is 7.8 / 12.33 = 

0.63%. If he has earned 0.63% in 1 month, then he earns 0.63% * 12 = 7.59% in 1 year. 

Thus, his post tax simple annualized return is 7.59% in case he invests in a bank FD for 

370 Days @ 11.5% interest. 

  Now, consider he invests in an FMP at the same rate. As earlier, his pre-tax return would 

be ` 1181.94. However the tax liability on this would be @ 14.1625% (which is the rate of 

Dividend Distribution Tax (DDT) applicable for individuals and HUFs. Also note that he 

will not have to pay the tax himself, neither will he have to file returns for the dividend 

earned. The dividend which he earns is after deduction of the Dividend Distribution Tax. 

The tax is deducted at the Mutual Funds end.) 

  Thus the tax payable comes out as 1181.94 * 14.1625% = ` 167.39. 

  So the post tax returns of the investor are 1181.94 - 167.39 = ` 1014.55. The investor will 

receive from the mutual fund ` 1014.55 as dividend. 

  This ` 1014.55 is earned on an investment of ` 10,000 and over a period of 12.33 

months, so post tax the simple annualized returns comes out to be 9.87% (as calculated 

above for FD). 

  As can be seen, on a post tax basis, the returns for the investor are higher in an FMP as 

compared to a bank FD. However, it must be noted that FMPs invest in securities and the 

risk level associated with securities is higher than that of a bank FD. 

  In case the above investor is not an individual or an HUF but a corporate then the rate of 

DDT would be 22.66%. In that case the post tax simple annualized return would be 

9.38%, which is still higher than that delivered by FD. 
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6.3.2 Case II - Growth Option 

6.3.2.1 Without Indexation 

 As above, the investor invests ` 10,000 in a debt fund @11.5% for 370 days (i.e. 12.33 

months, assuming a 30 day month). At redemption he will get ` 11,181.94 

 The investor earns ` 1181.94 as capital gains pre-tax. For debt funds, the tax rate 

applicable for long term capital gain is 10% without indexation. This translates into 

11.33% after including surcharge and education cess. 

 Thus, the tax payable by the investor on the capital gain of ` 1181.94 will be equal to ` 

1181.94 * 11.33% = ` 133.91 

 Post tax income, in this case will be 1181.94 - 133.91 = ` 1048.03. 

 Calculating post tax simple annualized returns as above: 

 (1048/ 10,000) * (12/12.33) = 10.20% 

6.3.2.2 With Indexation 

 When the investor entered the fund, the cost inflation index was at 480 and when he 

exited at maturity the cost inflation index had risen to 519. 

 This means that inflation has risen by 8.13%. So, to adjust for this inflation, the cost of the 

unit should also be increased by 8.13%. 

 Thus the new indexed cost of acquisition will become ` 10000 * (1 + 8.13%) = ` 10182.5 

 Now the profit will be equal to 11181.94 - 10182.5 = ` 999.44 

 Here we have considered 11181.94 instead of 1181.94. We have taken the entire amount 

and not only the profit/ interest earned as we have to calculate the profit. 

 Since we take the benefit of indexation, the applicable tax rate will be 20%, which will 

translate into 22.66% after considering surcharge and education cess. 

 So the tax payable will be equal to 999.44 * 22.66% = ` 226.47 

 Post tax returns will be equal to 1181.94 - 226.47 = ` 955.47 

 Calculating post tax simple annualized returns as earlier we get 9.3% as the return. 

 The point to be observed here is that FMP is giving a higher return under any option as 

compared to a bank FD. This is true only if the investor is in the 30% tax bracket. 
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Chapter - 7    Regulations  

7.1 Overview 

 Regulations ensure that schemes do not invest beyond a certain percent of their NAVs in 

a single security. Some of the guidelines regarding these are given below: 

 No scheme can invest more than 15% of its NAV in rated debt instruments of a 

single issuer. This limit may be increased to 20% with prior approval of Trustees. 

This restriction is not applicable to Government securities. 

 No scheme can invest more than 10% of its NAV in unrated paper of a single issuer 

and total investment by any scheme in unrated papers cannot exceed 25% of NAV 

 No fund, under all its schemes can hold more than 10% of company's paid up 

capital. 

 No scheme can invest more than 10% of its NAV in a single company. 

 If a scheme invests in another scheme of the same or different AMC, no fees will be 

charged. Aggregate inter scheme investment cannot exceed 5% of net asset value of 

the mutual fund. 

 No scheme can invest in unlisted securities of its sponsor or its group entities. 

 Schemes can invest in unlisted securities issued by entities other than the sponsor or 

sponsor's group. Open ended schemes can invest maximum of 5% of net assets in 

such securities whereas close ended schemes can invest upto 10% of net assets in 

such securities. 

 Schemes cannot invest in listed entities belonging to the sponsor group beyond 25% 

of its net assets. 

 There are many other mutual fund regulations which are beyond the purview of this 

module. Candidates are requested to refer to AMFI-Mutual Fund (Advisors) Module for 

more information. 

7.2 What is the Name of Industry Association for the Mutual Fund 

Industry? 

 AMFI (Association of Mutual Funds in India) is the industry association for the mutual 

fund industry in India which was incorporated in the year 1995. 

7.3 What are the Objectives of AMFI? 

 The Principal objective of AMFI are to: 

1. Promote the interests of the mutual funds and unit holders and interact with 

regulators- SEBI/RBI/Govt./Regulators. 
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2. To set and maintain ethical, commercial and professional standards in the industry 

and to recommend and promote best business practices and code of conduct to be 

followed by members and others engaged in the activities of mutual fund and asset 

management. 

3. To increase public awareness and understanding of the concept and working of 

mutual funds in the country, to undertake investor awareness programmes and to 

disseminate information on the mutual fund industry. 

4. To develop a cadre of well trained distributors and to implement a programme of 

training and certification for all intermediaries and others engaged in the industry. 

7.4 Advantages of Mutual Funds 

 Mutual Funds give investors best of both the worlds. Investor's money is managed 

by professional fund managers and the money is deployed in a diversified portfolio. 

Retail investors cannot buy a diversified portfolio for say ` 5000, but if they invest in 

a mutual fund, they can own such a portfolio. Mutual Funds help to reap the benefit 

of returns by a portfolio spread across a wide spectrum of companies with small 

investments. 

 Investors may not have resources at their disposal to do detailed analysis of 

companies. Time is a big constraint and they may not have the expertise to read and 

analyze balance sheets, annual reports, research reports etc. A mutual fund does 

this for investors as fund managers, assisted by a team of research analysts, scan 

this data regularly. 

 Investors can enter / exit schemes anytime they want (at least in open ended 

schemes). They can invest in an SIP, where every month, a stipulated amount 

automatically goes out of their savings account into a scheme of their choice. Such 

hassle free arrangement is not always easy in case of direct investing in shares. 

 There may be a situation where an investor holds some shares, but cannot exit the 

same as there are no buyers in the market. Such a problem of illiquidity generally 

does not exist in case of mutual funds, as the investor can redeem his units by 

approaching the mutual fund. 

 As more and more AMCs come in the market, investors will continue to get newer 

products and competition will ensure that costs are kept at a minimum. Initially 

mutual fund schemes could invest only in debt and equities. Then they were allowed 

to invest in derivative instruments. Gold ETFs were introduced, investing in 

international securities was allowed and recently real estate mutual funds where also 

in the process of being cleared. We may one day have commodity mutual funds or 

other exotic asset classes oriented funds. Thus it is in investor's best interest if they 

are aware of the nitty gritties of MFs. 

 Investors can either invest with the objective of getting capital appreciation or regular 

dividends. Young investors who are having a steady regular monthly income would 
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prefer to invest for the long term to meet various goals and thus opt for capital 

appreciation (growth or dividend reinvestment options), whereas retired individuals, 

who have with them a kitty and would need a monthly income would like to invest 

with the objective of getting a regular income. This can be achieved by investing in 

debt oriented schemes and opting for dividend payout option. Mutual funds are 

therefore for all kinds of investors. 

 An investor with limited funds might be able to invest in only one or two stocks / 

bonds, thus increasing his / her risk. However, a mutual fund will spread its risk by 

investing a number of sound stocks or bonds. A fund normally invests in companies 

across a wide range of industries, so the risk is diversified. 

 Mutual Funds regularly provide investors with information on the value of their 

investments. Mutual Funds also provide complete portfolio disclosure of the 

investments made by various schemes and also the proportion invested in each 

asset type. 

 The large amount of Mutual Funds offer the investor a wide variety to choose from. 

An investor can pick up a scheme depending upon his risk/return profile. 

 All the Mutual Funds are registered with SEBI and they function within the provisions 

of strict regulation designed to protect the interests of the investor. 

7.5 What is a Systematic Investment Plan (SIP)? 

 

 The above chart shows how the NAV of a scheme has moved in a given year. There was 

no way the investor could have known that in May the peak will be formed, after which 

the NAV will slide for the rest of the year. The investor, by deciding to invest ` 5000 

regularly each month automatically got the benefit of the swings. As can be seen, he got 

least number of units in the months of Mar, Apr and May, whereas when the NAV 

continued its downward journey subsequently, he accumulated higher number of units. 

 This is the benefit of disciplined investing. Many a times it is seen that in bear markets, 

when the NAVs are at their rock bottom, investor are gripped by panic and either stop 

their SIPs or worse, sell their units at a loss. Due to the in-built mechanism of SIP, 

investors average cost reduces as can be seen from the chart below: 
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 Averaging works both ways. Thus, when the NAV moves sharply in either direction, the 

impact of averaging is clearly witnessed as the change in average cost for the investor is 

only marginal. 

 Here it can be seen that although the NAV has swung in a range of ` 80 to ` 140, the 

average cost for the investor has remained in the narrow range of ` 100 to ` 120. This is 

the impact of averaging. 

 As can be seen, SIP helps in averaging cost of acquiring units, however STP can prove 

to be even better than SIP. 

7.6 What is Systematic Transfer Plan (STP)? 

 In SIP investor's money moves out of his savings account into the scheme of his choice. 

Let's say an investor has decided to invest ` 5,000 every month, such that ` 1,000 gets 

invested on the 5th, 10th, 15th, 20th and 25th of the month. This means that the ` 5000, 

which will get invested in stages till 25th will remain in the savings account of the investor 

for 25 days and earn interest @ 3.5%. 

 If the investor moves this amount of ` 5000 at the beginning of the month to a Liquid 

Fund and transfers ` 1000 on the given dates to the scheme of his choice, then not only 

will he get the benefit of SIP, but he will earn slightly higher interest as well in the Liquid 

Funds as compared to a bank FD. As the money is being invested in a Liquid Fund, the 

risk level associated is also minimal. Add to this the fact that liquid funds do not have any 

exit loads. This is known as STR. 

7.7 What is Systematic Withdrawal Plan (SWP)? 

 SWP stands for Systematic Withdrawal Plan. Here the investor invests a lump sum 

amount and withdraws some money regularly over a period of time. This results in a 
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steady income for the investor while at the same time his principal also gets drawn down 

gradually. 

 Say for example an investor aged 60 years receives ` 20 lakh at retirement. If he wants 

to use this money over a 20 year period, he can withdraw ` 20,00,000/ 20 = ` 1,00,000 

per annum. This translates into ` 8,333 per month. (The investor will also get return on 

his investment of ` 20 lakh, depending on where the money has been invested by the 

mutual fund). In this example we have not considered the effect of compounding. If that is 

considered, then he will be able to either draw some more money every month, or he can 

get the same amount of ` 8,333 per month for a longer period of time. 

 The conceptual difference between SWP and MIP is that SWP is an investment style 

whereas MIP is a type of scheme. In SWP the investor's capital goes down whereas in 

MIP, the capital is not touched and only the interest is paid to the investor as dividend. 

7.8 Choosing Between Dividend Payout, Dividend Reinvestment and 

Growth Options - Which One is Better for the Investor? 

 Investors often get confused between the above mentioned (Dividend Payout, Dividend 

Reinvestment and Growth Options) three options which he has to choose while investing 

in mutual fund's units. These options have to be selected by the investor at the time of 

purchasing the units and many a times investors feel that the dividend reinvestment 

option is better than growth as they get more number of units. Let's understand the three 

options: 

7.8.1  Growth Option 

  Growth option is for those investors who are looking for capital appreciation. Say an 

investor aged 25 invests ` 1 lakh in an equity scheme. He would not be requiring a 

regular income from his investment as his salary can be used for meeting his monthly 

expenses. He would instead want his money to grow and this can happen only if he 

remains invested for a long period of time. Such an investor should go for Growth option. 

The NAV will fluctuate as the market moves. So if the scheme delivers a return of 12% 

after 1 year, his money would have grown by ` 12,000. Assuming that he had invested at 

a NAV of ` 100, then after 1 year the NAV would have grown to ` 112. 

  Notice here that neither is any money coming out of the scheme, nor is the investor 

getting more units. His units will remain at 1,000 (1,00,000/ 100) which he bought when 

he invested ` 1 lakh @ ` 100/ unit. 

7.8.2  Dividend Payout Option 

  In case an investor chooses a Dividend Payout option, then after 1 year he would 

Receive ` 12 as dividend. This results in a cash outflow from the scheme. The impact of 

this would be that the NAV would fall by ` 12 (to ` 100 after a year. In the growth option 

the NAV became ` 112). Here he will not get any more number of units (they remain at 

1,000), but will receive ` 12,000 as dividend (` 12 per unit * 1,000 units). 
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  Dividend Payout will not give him the benefit of compounding as ` 12,000 would be taken 

out of the scheme and will not continue to grow like money which is still invested in the 

scheme. 

7.8.3  Dividend Reinvestment Option 

  In case of Dividend Reinvestment option, the investor chooses to reinvest the dividend in 

the scheme. So the ` 12, which he receives as dividend gets invested into the scheme 

again @ ` 100. This is because after payment of dividend, the NAV would fall to ` 100. 

  Thus the investor gets ` 12,000/ ` 100 = 120 additional units. Notice here that although 

the investor has got 120 units more, the NAV has come down to ` 100. 

  Hence the return in case of all the three options would be same. For Growth Option, the 

investor will have 100 units @ 112, which equals to ` 1,12,000 while for Dividend 

Reinvested Option the investor will have 1120 units @ ` 100 which again amounts to ` 

1,12,000. Thus it can be seen that there is no difference in either Growth or Dividend 

Reinvestment Plan. 

  It must be noted that for equity schemes there is no Dividend Distribution Tax, however 

for debt schemes, investor will not get ` 12 as dividend, but slightly less due to Dividend 

Distribution Tax. In case of Dividend Reinvestment Option, he will get slightly lesser 

number of units and not exactly 120 due to Dividend Distribution Tax. 

  In case of Dividend Payout option the investor will lose out on the power of compounding 

from the second year onwards. 

Concept Clarifier - Power of Compounding 

Compound Interest refers to interest earned on interest. The formula for Compound 

Interest is: 

A = P *(1 +r)1  

Where, 

A = Amount 

P = Principal invested 

R = Rate of interest per annum 

t = Number of Years 

As can be seen, the three variables that affect the final Amount are Principal, rate of 

interest and time for which money is invested. 

It is time which acts as the biggest determinant as it pulls up the value in an 

exponential manner. Hence it is important to invest for the long term to get the benefit 

of compounding. 
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NCFM Model Test Paper Mutual Funds:  

A Beginners' Module 

Q. 1 For anybody to start a mutual fund, relevant experience in financial services is mandatory  

[2 Marks] 

a) True 

b) False 

Q. 2 Mutual Funds in India follow a 3-tier structure   [2 Marks] 

a) True 

b) False 

Q. 3 The sponsor registers the mutual fund with SEBI after forming the trust [2 Marks] 

a) False 

b) True 

Q. 4 Trustees manage investor's money   [2 Marks] 

a) True 

b) False 

Q. 5 Fund managers of closed ended schemes are not allowed to churn portfolios as 

frequently as open end schemes   [2 Marks] 

a) True 

b) False 

Q. 6 Only the physical securities are held by the Custodian.  [2 Marks] 

a) True 

b) False 

Q. 7 The AMC cannot act as a Trustee for some other Mutual Fund. [2 Marks] 

a) True 

b) False 

Q. 8 Offer Document is not a legal document   [2 Marks] 

a) True 

b) False 

Q. 9 Investors are mutual, beneficial and proportional owners of the scheme's assets. [2 Marks] 

a) True 

b) False 

Q. 10 Investors have a right to be informed about changes in the fundamental attributes of a 

scheme.   [2 Marks] 

a) True 

b) False 
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Q. 11  A scheme with lower NAV is always better than a scheme with higher NAV [2 Marks] 

a) True 

b) False 

Q. 12 Index Funds invest in stocks comprising indices  [2 Marks] 

a) True 

b) False 

Q. 13 If a scheme has 45 cr units issued and has a FV of ` 10 and NAV is at 11.13, unit capital 

(` Cr) would be equal to   [2 Marks] 

a) 500.85 b) 50.85 

c)  950.85 d) 450 

Q. 14 If a scheme issues more units, its NAV will   [2 Marks] 

a) Have no impact b) Fall 

c) Rise d) Can't say 

Q. 15 Redemption of units translates into higher NAV      [2 Marks] 

a) True 

b) False 

Q. 16 Offer Document has to be provided by the advisor along with the application form [2 Marks] 

a) True 

b) False 

Q. 17 A fund fact sheet is published by mutual funds     [2 Marks] 

a) True 

b) False 

Q. 18 Fund fact sheet gives comparison of performance of each scheme with its benchmark  

    [2 Marks] 

a) True 

b) False 

Q. 19 Expense Ratio = Expenses/ Average Weekly Net Assets  [2 Marks] 

a) True 

b) False 

Q. 20 Among equity funds, risk is highest for index funds        [2 Marks] 

a) True 

b) False 

Q. 21  Expense Ratio for a fund should be as low as possible   [2 Marks] 

a) True 

b) False 
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Q. 22  Expense Ratio will increase if investors start redeeming     [2 Marks] 

a) True 

b) False 

Q. 23 A scheme has average weekly net assets of ` 324 cr and has annual expenses of ` 3.24 

cr, its expense ratio is      [2 Marks] 

a) 1% b) 10% 

c) Can't say d)  Insufficient information 

Q. 24  For a scheme to be defined as equity fund, it must have minimum  [2 Marks] 

a) 65% in Indian equities b) 65% in equities 

c) 51% Indian equities d) 35% in Indian equities 

Q. 25 Long term capital gains will not be charged for international funds with 100% investment 

in foreign equities as compared to a fund investing only in Indian companies [2 Marks] 

a) True 

b) False 

Q. 26 If YTM increases      [2 Marks] 

a) Future Value of Cash Flows goes down 

b) Present Value of Cash Flows goes up 

c) Present Value of Cash Flows goes down 

d) Future Value of Cash Flows goes up 

Q. 27 Gains made from Equity funds are not liable for long term capital gains tax    [2 Marks] 

a) True 

b) False 

Q. 28 A 100% international equity fund is similar to a debt fund from taxation viewpoint [2 Marks] 

a) True 

b) False 

Q. 29 SWP stands for            [2 Marks] 

a) Systematic Whining Pain 

b) Systematic Whining Plan 

c) Systematic Withdrawal Plan 

Q. 30 Growth option is for those investors who are looking for capital appreciation.   [2 Marks] 

a) True 

b) False 

Q. 31 In case of Dividend Reinvestment option, the investor chooses to reinvest the dividend in 

the scheme.         [2 Marks] 

a) True 

b) False 
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Q. 32 Equity Mutual fund investors have to bear Securities Transaction Tax (STT)       [2 Marks] 

a) True 

b) False 

Q. 33  SEBI stands for         [2 Marks] 

a) Securities & Exchange Board Institute 

b) Securities & Exchanges Board of India 

c) Securities & Exchange Board of India 

d) Securities & Exchanges Board of Institute 

Q. 34 Money Markets refers to that part of the debt market where the maturity is         [2 Marks] 

a) Less than 1 year 

b) Less than 1 month 

c) Less than 6 months 

d) More than 1 year 

Q. 35 Long term capital gains will not be charged for international funds with minimum 65% in 

Indian equities.                    [2 Marks] 

a) False 

b) True 

Note: This is a Sample Test. The Actual Test will contain 60 questions. 

Answers: 

1 a  8 b  15 b  22 a  29 c 

2 a  9 a  16 b  23 a  30 a 

3 b  10 a  17 a  24 a  31 a 

4 b  11 b  18 a  25 b  32 a 

5 b  12 a  19 a  26 c  33 c 

6 a  13 d  20 b  27 a  34 a 

7 a  14 a  21 a  28 a  35 b 
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PART - B 

Mutual Funds (Advanced) Module 

Acronyms 

AD Authorised Dealer 

ADR American Depository Receipt 

AMC Asset Management Company 

AMFI Association of Mutual Funds in India 

AUM Assets Under Management 

CAGR Compounded Annual Growth Rate 

DDT Dividend Distribution Tax 

DP Depository Participant 

DTAA Double Taxation Avoidance Agreement 

EC European Commission 

ETF Exchange Traded Fund 

FATF Financial Action Task Force 

FCNR Foreign Currency Non-Resident account 

FEDAI Foreign Exchange Dealers Association of India 

FII Foreign Institutional Investor 

FMP Fixed Maturity Plan 

FOF Fund of Funds 

GCC Gulf Co-operation Council 

GDR Global Depository Receipt 

IOSCO International Organization of Securities Commission 

IPO Initial Public Offer 

KIM Key Information Memorandum 

KYC Know Your Client 

LBMA London Bullion Market Association 

MFSS Mutual Fund Service System 

MIP Monthly Income Plan 

MMOU Multilateral Memorandum of Understanding 
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MTM Marked to Market 

NAV Net Asset Value 

NFO New Fund Offering 

NPA Non-Performing Assets 

NRE Non-Resident External account 

NRI Non-Resident Indian 

NRO Non-Resident Ordinary account 

NSE National Stock Exchange 

PE Private Equity 

PIO Person of Indian Origin 

PIPE Private Investment in Public Equity 

PMS Portfolio Management Scheme 

POA Power of Attorney 

POA Points of Acceptance 

QFI Qualified Foreign Investor 

REIT Real Estate Investment Trusts 

RTA Registrar & Transfer Agent 

SAI Statement of Additional Information 

SEBI Securities & Exchange Board of India 

SID Scheme Information Document 

SIP Systematic Investment Plan 

SPV Special Purpose Vehicle 

STP Systematic Transfer Plan 

STT Securities Transaction Tax 

SWP Systematic Withdrawal Plan 

TM Trading Member 

UCR Unit Confirmation Receipt 

VCF Venture Capital Funds 
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Chapter - 1    Mutual Funds in Perspective 

1.1 Mutual Funds 

 Mutual Funds are a vehicle for retail and institutional investors to benefit from the capital 

markets. They offer different kinds of schemes to cater to various types of investors, 

retail, companies and institutions. Mutual fund schemes are offered to investors for the 

first time through a New Fund Offering (NFO). Thereafter, close-ended schemes stop 

receiving money from investors, though these can be bought on the stock exchange(s) 

where they are listed. Open-ended schemes sell and re-purchase their units on an 

ongoing basis. 

 Know Your Client (KYC) process is centralized in the mutual fund industry. Therefore, the 

investor needs to complete the formalities only once with the designated KYC service 

provider. The KYC confirmation thus obtained is valid for investment with any mutual 

fund. 

 A feature of mutual fund schemes is the low minimum investment amount – as low as ` 

1,000 for some schemes. This makes it possible for small investors to invest. The 

expense ratio (which is not more than 2.5% in many schemes, especially liquid and index 

funds and goes below 0.05% in some schemes)being low also helps in making mutual 

funds a good instrument for building wealth over the long term. 

 Mutual funds are closely regulated by the Securities & Exchange Board of India (SEBI). 

The applicable regulation is the SEBI (Mutual Fund) Regulations, 1996. 

 Under the regulations, the Board of Trustees performs an important role in protecting the 

interests of investors in mutual fund schemes. Another protective feature is the checks 

and balances in the mutual fund system. For instance, while the Asset Management 

Company (AMC) handles the investment management activity, the actual custody of the 

investments is with an independent custodian. Investor records are mostly maintained by 

the registrar and transfer agents (RTAs), who offer their services to multiple mutual funds. 

In some cases, the AMC itself maintains the investor records. 

 SEBI also regulates the investments that mutual fund schemes can make. For instance, 

commodities other than gold are not permitted. Even within the permissible investments, 

SEBI has prescribed limits for different kinds of schemes. 

 Rigorous standards of disclosure and transparency make sure that investors get a 

complete view of their investments on a regular basis. Consolidated Account Statements, 

mandated by SEBI, ensure that the investor‘s investments across various mutual funds in 

the industry are consolidated into a single monthly statement. Even those investors who 

do not transact, receive their statement of accounts every 6 months. 

1.2  Portfolio Management Schemes (PMS) 

 PMS is an investment facility offered by financial intermediaries generally to high net 
worth investors. There is no concept of a NFO. The PMS provider keeps receiving money 
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from investors. Unlike mutual funds, which maintain their investment portfolio at the 
scheme level, the PMS provider maintains a separate portfolio for each investor. 

 An investor who chooses to operate multiple PMS accounts will need to go through a 
separate KYC process with each intermediary. Each will provide a separate statement of 
the investor‘s account in their own format. The facility of Consolidated Account Statement 
is not available. 

 SEBI has set the minimum investment limits under PMS (` 5 lakh presently). Many PMS 
providers operate with much higher minimum investment requirements. 

 The cost structure for PMS, which is left to the PMS provider, can be quite high. Besides 
a percentage on the assets under management, the investor may also have to share a 
part of the gains on the PMS portfolio; the losses are however borne entirely by the 
investor. 

 PMS have an unconstrained range of investments to choose from. The limits, if any, 
would be as mentioned in the PMS agreement executed between the provider and the 
client. 

 PMS are regulated by SEBI, under the SEBI (Portfolio Managers) Regulations, 1993. 
However, since this investment avenue is meant only for the high net worth investors, the 
mutual fund type of rigorous standards of disclosure and transparency are not applicable. 
The protective structures of board of trustees, custodian etc. is also not available. 
Investors therefore have to take up a major share of the responsibility to protect their 
interests. 

1.3  Hedge Funds 

 These are a more risky variant of mutual funds which have become quite popular 
internationally. Like PMS, hedge funds too are aimed at high net worth investors. They 
operate with high fee structures and are less closely monitored by the regulatory 
authorities. 

 From a fund management perspective, the risk in hedge funds is higher on account of the 
following features: 

 Borrowings 

 Normal mutual funds accept money from unit-holders to fund their investments. Hedge 
funds invest a mix of unit-holders‘ funds (which are in the nature of capital) and borrowed 
funds (loans). 

 Unlike capital, borrowed funds have a fixed capital servicing requirement. Even if the 
investments are at a loss, loan has to be serviced. However, if investments earn a return 
better than the cost of borrowed funds, the excess helps in boosting the returns for the 
unit-holders. The following example illustrates how borrowing can be a double-edged 
sword for the fund. 

Scenarios A B C 

a. Unit-holders‘ Funds (` Cr.) 1,000 100 100 

b. Borrowings (` Cr.) 0 900 900 

c. Total Investment (` Cr.) [a+b] 1,000 1,000 1,000 

d. Return on Investment (%) 15% 15% 5% 
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e. Return on Investment (` Cr.) [c X d] 150 150 50 

f. Interest on loan (%)  7% 7% 

g. Interest on Loan (` Cr.) [b X f] 0 63 63 

h. Unit-holders‘ Profits (` Cr.) [e-g] 150 87 -13 

i. Profit for Unit-holders (%) [h ÷ a] 15% 87% -13% 

 The 15% return in the market was boosted through leverage of 9 times to 87% return for 

unit holders in a good market; in a bad market the same leverage dragged the unit-

holders‘ return down to -13%. 

 The borrowing is often in a currency that is different from the currency in which the 

investments are denominated. If the borrowing currency becomes stronger, then that 

adds to the losses in the fund. 

 Risky investment styles 

 Hedge funds take extreme positions in the market, including short-selling of investments. 

 In a normal long position, the investor buys a share at say, ` 15. The worst case is that 

the investor loses the entire amount invested. The maximum loss is ` 15 per share. 

 Suppose that the investor has short-sold a share at ` 15. There is a profit if the share 

price goes down. However, if the share price goes up, to say, ` 20, the loss would be ` 5 

per share. A higher share price of say, ` 50 would entail a higher loss of ` 35 per share. 

Thus, higher the share price more would be the loss. Since there is no limit to how high a 

share price can go, the losses in a short selling transaction are unlimited. 

 Under SEBI‘s mutual fund regulations, mutual funds are not permitted to borrow to invest. 

Borrowing is permitted only for investor servicing (dividend or re-purchases). Further, the 

borrowing is limited to 20% of the net assets, and cannot be for more than 6 months at a 

time. Similarly, mutual funds are not permitted to indulge in short-selling transactions. 

 Such stringent provisions have ensured that retail investors are protected from this risky 

investment vehicle. 

1.4  Venture Capital Funds & Private Equity Funds 

 These funds largely invest in unlisted companies. Venture capital funds invest at an 

earlier stage in the investee companies‘ life than the private equity funds. Thus, they take 

a higher level of project risk and have a longer investment horizon (3 - 5 years). 

 Venture Capital Funds are governed by the SEBI (Venture Capital) Regulations, 1996. 

Under these regulations, they can mobilise money only through a private placement. 

Investors can be Indians, NRIs or foreigners. Every investor has to invest a minimum of  

` 5 lakh in the fund. 

 Unlike mutual funds, which accept money from investors upfront, venture capital funds 

and private equity funds only accept firm commitments (a commitment to invest) initially. 
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A part of the firm commitment may be accepted in money. The balance moneys are 

called from the investors, as and when the fund sees investment opportunities. 

 Firm commitments worth ` 5 crore have to be arranged from investors, before the venture 

capital fund commences operations. At least two-thirds of the investible funds should be 

invested in unlisted equity and equity related instruments. Not more than one-thirds can 

be invested in the following forms: 

 Subscription to Initial Public Offer (IPO) of a company whose shares are to be listed 

 Debt of a company where the fund has already invested in equity 

 Preferential allotment of a listed company, subject to lock in period of 1 year 

 Special Purpose Vehicles (SPV) created by a fund for facilitating or promoting 

investments 

 Equity shares or equity-linked instruments of financially weak or sick companies. 

 Venture capital funds may invest in India or abroad. However, not more than 25% of the 

corpus can be invested in a single undertaking. 

 Venture capital funds are not permitted to invest in Non-banking Financial Services, Gold 

Financing (other than for jewellery) and any other industry not permitted under the 

industrial policy of the country. They can also not invest in companies where the owners 

or managers of the fund have more than 15% stake. 

 Just as investors bring money into the fund in stages, the fund returns money to investors 

in stages, as and when some investments are sold. On maturity of the fund, the unsold 

investments may be distributed to the investors in the proportion of their stake in the fund. 

 Private equity funds typically have a shorter investment horizon of 1 - 3 years. While their 

focus is on unlisted companies, they do invest in listed companies too. Such deals, called 

in Private Investment in Public Equity (PIPE) are increasing in India. 

 Points to remember 

 Mutual Funds are a vehicle for retail investors to benefit from the capital market. 

They offer different kinds of schemes to cater to various types of investors. 

 Mutual fund schemes are offered to investors, for the first time, through a New Fund 

Offering (NFO). Thereafter, close-ended schemes stop receiving money from 

investors. Open-ended schemes offer to sell and re-purchase their units on an 

ongoing basis. 

 Know Your Client (KYC) process is centralised in the mutual fund industry. 

 Mutual funds are closely regulated by the Securities & Exchange Board of India 

(SEBI). The applicable regulation is SEBI (Mutual Fund) Regulations, 1996. 

 A protective feature of mutual funds are the checks and balances in the system: 

 Trustees are responsible for protecting the interests of investors in mutual fund 

schemes. 
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 Asset Management Company (AMC) handles the investment management 

activity. 

 Custody of the investments is with an independent custodian. 

 Investor records are mostly maintained by registrar and transfer agents (RTAs). 

In some cases, the AMC itself maintains the investor records. 

 Portfolio Management Scheme (PMS) is an investment facility offered by financial 

intermediaries generally to high networth investors. 

 Unlike mutual funds, which maintain their investment portfolio at the scheme level, 

the PMS provider maintains a separate portfolio for each investor. 

 SEBI has set the minimum investment limit under PMS at ` 5 lakh presently. Many 

PMS providers operate with much higher minimum investment requirements. 

 The cost structure for PMS, which is left to the PMS provider, can be quite high. 

Besides a percentage on the assets under management, the investor may also have 

to share a part of the gains on the PMS portfolio; the losses are however borne 

entirely by the investor. 

 PMS have an unconstrained range of investments to choose from. 

 PMS are regulated by SEBI, under the SEBI (Portfolio Managers) Regulations, 1993. 

 Hedge funds are a more risky variant of mutual funds which have become quite 

popular internationally. 

 Like PMS, hedge funds too are aimed at high networth investors. They operate with 

high fee structures and are less closely monitored by the regulatory authorities. 

 Risk in a hedge fund is built through borrowings or risky investment styles, including 

short-selling of securities.  

 Under SEBI‘s mutual fund regulations, mutual funds are not permitted to borrow to 

invest. Borrowing is permitted only for investor servicing (dividend or re-purchases). 

Further, the borrowing is limited to 20% of the net assets and cannot be for more 

than 6 months at a time. Similarly, mutual funds are not permitted to indulge in short-

selling transactions. 

 Venture Capital Funds (VCF) and Private Equity (PE) Funds largely invest in unlisted 

companies. VCFs invest at an earlier stage in the investee companies‘ life than the 

PE funds. Thus, they take a higher level of project risk and have a longer investment 

horizon (3 - 5 years). 

 VCF are governed by the SEBI (Venture Capital) Regulations, 1996. Under these 

regulations, they can mobilise money only through a private placement. 

 Investors in VCF can be Indians, NRIs or foreigners. Every investor has to invest a 

minimum of ` 5 lakh in the fund. 
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 Unlike mutual funds, which accept money from investors upfront, VCF and PE funds 

only accept firm commitments (a commitment to invest) initially. 

 Firm commitments worth ` 5 crore have to be arranged from investors, before the 

venture capital fund commences operations. 

 At least two-thirds of the investible funds in a VCF should be invested in unlisted 

equity and equity related instruments. 

 Not more than one-thirds of the investible funds in a VCF can be invested as 

subscription to Initial Public Offer (IPO) of a company whose shares are to be listed; 

debt of a company where the fund has already invested in equity; preferential 

allotment of a listed company, subject to lock in period of 1 year; Special Purpose 

Vehicles (SPV) created by a fund for facilitating or promoting investments; and equity 

shares or equity-linked instruments of financially weak or sick companies. 

 VCF may invest in India or abroad. However, not more than 25% of the corpus can 

be invested in a single undertaking. 

 VCF are not permitted to invest in Non-banking Financial Services, Gold Financing 

(other than for jewellery) and any other industry not permitted under the industrial 

policy of the country. 

 VCF can also not invest in companies where the owners or managers of the fund 

have more than 15% stake. 

 Private equity funds typically have a shorter investment horizon of 1 - 3 years. 

 While PE Funds focus on unlisted companies, they do invest in listed companies too. 

Such deals, called in Private Investment in Public Equity (PIPE) are increasing in 

India. 
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Chapter - 2     Investments by Mutual Fund   

    Schemes 
 

SEBI (Mutual Funds) Regulations, 1996 has laid down the limits to investment by mutual fund 

schemes.  Some of these are discussed below. 

2.1  Equity 

 A scheme cannot invest more than 10% of its assets in a single company‘s shares or 

share-related instruments. However, sector funds can have a higher investment in a 

single company, as provided in their Scheme Information Document. 

 Index funds invest as per the index they track. In the index construction, a single 

company may have a weightage higher than 10%. In such cases, the higher single 

company investment limit would be applicable. 

 The 10% limit is applicable when the scheme invests. Breach of the limit on account 

of subsequent market movements is permitted. For example, a scheme with net 

assets of ` 100 crores may have invested ` 10 crores in a single company, XYZ. 

Later, on account of market movements, the net assets of the scheme increase to  

` 102 crores, while the value of the investment in XYZ company goes up to ` 11 

crores. XYZ company now represents ` 11crores ÷ ` 102 crores i.e. 10.78%. The 

scheme is not obliged to sell any shares of XYZ company to fall within the 10% limit. 

However, fresh purchases of XYZ company‘s shares would need to be suspended, 

until the investment value goes below 10% of the scheme‘s net assets. 

 Mutual funds are meant to invest, primarily in listed securities. Therefore, investment 

in unlisted shares is restricted as follows: 

 Open-ended schemes: 5% of Net Assets 

 Close-ended schemes: 10% of Net Assets 

 Unlisted securities or securities issued through private placement by an associate or 

a group company of the sponsor are not a permissible investment. 

 Mutual fund schemes cannot invest more than 25% of their net assets in listed 

securities of group companies of the sponsor of the Asset Management Company. 

 All the schemes of a mutual fund put together cannot control more than 10% of the 

voting rights of any company. 

 Mutual fund schemes cannot charge management fees on their investment in other 

mutual fund schemes (of the same asset management company or other asset 

management companies). Such investment is also subject to a cap of 5% of the net 

assets of the fund. This is not applicable to fund of funds schemes. 

 Inter-scheme transfers of investments can only be at market value. 
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 If any scheme of a mutual fund has invested in a company or its associates, which 

together hold more than 5% of the net assets of any mutual fund scheme of that 

asset management company, then that needs to be disclosed. 

 Investments and disinvestments are to be contracted directly in the name of the 

concerned scheme. Transactions cannot be contracted in a general account and 

distributed across schemes later. 

 Carry forward transactions are not permitted. But mutual funds can trade in 

derivatives. 

 Mutual funds are permitted to lend securities in accordance with SEBI‘s Stock 

Lending Scheme. 

2.2  Debt 

 Mutual fund schemes can invest in debt securities, but they cannot give loans. 

 A scheme cannot invest more than 15% of its net assets in debt instruments issued 

by a single issuer. If prior approval of the boards of the Asset Management Company 

and the Trustees is taken, then the limit can go up to 20%. If the paper is unrated, or 

rated below investment grade, then a lower limit of 10% is applicable. 

These limits are exempted for money market securities and government securities. 

However, the exemption is not available for debt securities that are issued by public 

bodies / institutions such as electricity boards, municipal corporations, state transport 

corporations, etc. guaranteed by either state or central government. 

 Investment in unrated paper and paper below investment grade is subject to an 

overall cap of 25% of net assets of the scheme. 

 Liquid funds can only invest in money market securities of up to 91 days maturity. 

 The following regulations are applicable for investment in short term deposits:  

 ―Short term‖ means not more than 91 days 

 The deposits can only be placed in scheduled banks 

 The deposits are to be held in the name of the specific scheme 

 Not more than 15% of the net assets of the scheme can be placed in such short 

term deposits. With the permission of trustees, the limit can go up to 20% 

 Short term deposits with associate and sponsor scheduled commercial banks 

together cannot exceed 20% of the total short term deposits placed the mutual 

fund. 

 Not more than 10% of the net assets are to be placed in short term deposits of 

any one scheduled bank including its subsidiaries 

 The funds are not to be placed with a bank that has invested in that scheme 

 The Asset Management Company cannot charge investment management and 

advisory fee on such deposits placed by liquid and debt funds 
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 Transactions in government securities are to be settled in demat form only 

 Inter-scheme transfers are to be effected at market value only 

 Unlisted securities or securities issued through private placement by an associate or 

a group company of the sponsor are not a permissible investment. 

 Mutual fund schemes cannot invest more than 25% of their net assets in listed 

securities of group companies of the sponsor of the Asset Management Company. 

2.3  Derivatives 

 Mutual Funds are permitted to invest in financial derivatives traded in the stock exchange, 

subject to disclosures in the Scheme Information Document. The permitted derivatives 

include stock futures, stock options, index futures, index options and interest rate futures. 

 They can also enter into forward rate agreements and interest rate swaps (for hedging) 

with banks, primary dealers (PDs) and financial institutions (FIs). Exposure to a single 

counter-party cannot however exceed 10% of net assets of the scheme. 

 Mutual funds can also invest in derivatives traded on exchanges abroad, for hedging and 

portfolio balancing with the underlying as securities. 

 The following limits have been stipulated by SEBI: 

 Gross exposure through debt, equity and derivatives cannot exceed 100% of the net 

assets of the scheme. 

 The exposure in derivative transactions is calculated as follows: 

 Long Futures - Futures Price x Lot Size x Number of Contracts 

 Short Futures - Futures Price x Lot Size x Number of Contracts 

 Option Bought - Option Premium Paid x Lot Size x Number of Contracts 

Mutual funds are not permitted to sell options or buy securities with embedded written 

options. 

 In the exposure calculations, positions that are in the nature of a hedge are 

excluded. 

 Hedging positions are the derivative positions that reduce possible losses on an 

existing position in securities. These are excluded from the limits till the existing 

position remains. 

 Hedging positions taken for existing derivative positions are not excluded from 

the limits. 

 Any derivative instrument used to hedge should have the same underlying 

security as the existing position being hedged. 

 The quantity of underlying associated with the derivative position taken for 

hedging purposes should not exceed the quantity of the existing position against 

which the hedge has been taken. 
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 The total exposure related to option premium paid cannot exceed 20% of the net 

assets of the scheme. 

 Within the SEBI limits, the Board of Trustees can stipulate limits. The limits on 

investment in derivatives need to be disclosed in the Scheme Information Document. 

 The AMC has to put in place, adequate risk containment measures, as may be 

stipulated by the Trustees. 

2.4  Gold 

 Gold ETFs invest primarily in gold and gold-related instruments. Gold-related instruments 

are defined to mean instruments that have gold as the underlying, and specified by SEBI. 

 If the gold acquired by the gold exchange traded fund scheme is not in the form of 

standard bars, it is to be assayed and converted into standard bars which comply with the 

good delivery norms of the London Bullion Market Association (LBMA). 

 Until the funds are deployed in gold, the fund may invest in short term deposits with 

scheduled commercial banks. 

 The fund may also maintain liquidity, as disclosed in the offer document, to meet re-

purchase / redemption requirements. 

2.5  Real Estate 

 Real estate mutual funds are permitted to invest in direct real estate assets, as well as 

real estate securities. 

 Direct investment in real estate has to be in cities with population over a million. 

Construction has to be complete and the asset should be usable. Project under 

construction is not a permitted investment. Similarly, investment cannot be made in 

vacant land, agricultural land, deserted property or land reserved or attached by the 

government or any authority. 

 The real estate asset should have valid title deeds, be legally transferable and free from 

encumbrances, and not be the subject matter of any litigation. 

 The following SEBI limits are applicable: 

 At least 75% of the net assets is to be invested in direct real estate, mortgage 

backed securities and equity shares or debentures of companies engaged in dealing 

in real estate assets or in undertaking real estate development projects. 

 At least 35% has to be invested in direct real estate. 

 The combined investment of all the schemes of a mutual fund:  

 In a single city cannot exceed 30% of the net assets 

 In a single real estate project cannot exceed 15% of the net assets  

 Cannot exceed 25% of the issued capital of any unlisted company. 
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 No real estate mutual fund scheme can invest more than 15% of its net assets in 

equity shares or debentures of any unlisted company. 

 A real estate mutual fund scheme is not permitted to invest more than 25% of its net 

assets in listed securities of its sponsor or associate or group company. 

 Real estate mutual funds are not permitted to invest in: 

 Unlisted security of its sponsor or associate or group company. 

 Listed security by way of private placement by its sponsor or associate or group 

company. 

 Real estate mutual funds are not permitted to engage in lending or housing finance 

activity. 

 Real estate mutual funds cannot invest in real estate which was owned by its 

sponsor or AMC or associates during last 5 years, or in which any of these parties 

enjoy tenancy or lease rights. 

 The lease or rental arrangement on the real estate assets cannot go beyond the 

maturity of the scheme. 

 Not more than 25% of the rental of a scheme can come from real estate assets let 

out to its sponsor, or associates or group. The lease would need to be at market 

rates. 

 Real estate assets cannot be transferred between schemes. 

2.6  International Investments 

 Indian mutual fund schemes are permitted to take exposure to the following international 

investments: 

 American Depository Receipts (ADRs) and Global Depository Receipts (GDRs) 

issued by Indian or foreign companies 

 Equity of overseas companies listed on recognized stock exchanges overseas 

 Initial and follow on public offerings for listing at recognized stock exchanges 

overseas 

 Government securities issued by countries that are rated not below investment grade 

 Foreign debt securities (short term as well as long term with rating not below 

investment grade by accredited/registered credit rating agencies) in countries whose 

currencies are fully convertible 

 Money Market Instruments rated not below investment grade 

 Repos in form of investment, where the counterparty is rated investment grade or 

above. However, borrowing of funds through repos is not allowed 

 Derivatives traded on recognized stock exchanges overseas only for hedging and 

portfolio balancing with securities as the underlying 
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 Short term deposits with banks overseas where the issuer is rated not below 

investment grade 

 Units/securities issued by overseas mutual funds or unit trusts, registered with 

overseas regulators, that invest in: 

 The above securities; or 

 Real estate investment trusts (REITs) listed on recognized stock exchanges 

overseas 

 Unlisted overseas securities not more than 10% of the scheme‘s net assets. 

 The mutual fund needs to appoint a dedicated Fund Manager for overseas investments 

(other than for investment in units/mutual funds/unit trusts). 

 The mutual fund industry is permitted to invest up to USD 1bn, in overseas ETFs that 

invest in securities. A single mutual fund cannot invest more than USD 50mn. 

 Points to remember 

 A scheme cannot invest more than 10% of its assets in a single company‘s shares or 

share-related instruments. Exceptions are sector funds and index funds. The 10% 

limit is applicable when the scheme invests. 

 Investment in unlisted shares is restricted as follows:  

 Open-end schemes: 5% of Net Assets 

 Close-ended schemes: 10% of Net Assets 

 Unlisted securities or securities issued through private placement by an associate or 

a group company of the sponsor are not a permissible investment. 

 Mutual fund schemes cannot invest more than 25% of their net assets in listed 

securities of group companies of the sponsor of the Asset Management Company. 

 All the schemes of a mutual fund put together cannot control more than 10% of the 

voting power of any company. 

 Mutual fund schemes cannot charge management fees on their investment in other 

mutual fund schemes (of the same asset management company or other asset 

management companies). Such investment is also subject to a cap of 5% of net 

assets of the fund. This is not applicable to fund of funds schemes. 

 Inter-scheme transfers of investments can only be at market value. 

 If any scheme of a mutual fund has invested in a company or its associates, which 

together hold more than 5% of the net assets of any mutual fund scheme of that 

asset management company, then that needs to be disclosed. 

 Investment and disinvestment are to be contracted directly in the name of the 

concerned scheme. Transaction cannot be contracted in a general account and 

distributed across schemes later. 
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 Carry forward transactions are not permitted. But mutual funds can buy derivatives. 

Writing of options is not permitted, though the fund can buy options. 

 Mutual funds are permitted to lend securities in accordance with SEBI‘s Stock 

Lending Scheme. 

 Mutual fund schemes can invest in debt securities, but they cannot give loans. 

 A scheme cannot invest more than 15% of its net assets in debt instruments issued 

by a single issuer. If prior approval of the boards of the Asset Management Company 

and the Trustees is taken, then the limit can go up to 20%. If the paper is unrated, or 

rated below investment grade, then a lower limit of 10% is applicable. 

 These limits are exempted for money market securities and government securities. 

However, the exemption is not available for debt securities that are issued by public 

bodies / institutions such as electricity boards, municipal corporations, state transport 

corporations, etc. guaranteed by either state or central government. 

 Investment in unrated paper and paper below investment grade is subject to an 

overall cap of 25% of net assets of the scheme. 

 Liquid funds can only invest in money market securities of up to 91 days maturity. 

 Short term deposits by mutual funds are governed by the following conditions: 

 Not more than 15% of the net assets of the scheme can be placed in short term 

deposits.  With the permission of trustees, the limit can go up to 20%. 

 Short term deposits with associate and sponsor scheduled commercial banks 

together cannot exceed 20% of the total short term deposits placed the mutual 

fund. 

 Not more than 10% of the net assets are to be placed in short term deposits of 

any one scheduled bank including its subsidiaries. 

 The funds are not to be placed with a bank that has invested in that scheme. 

 The Asset Management Company cannot charge investment management and 

advisory fee on such deposits placed by liquid and debt funds. 

 Transactions in government securities are to be settled in demat form only. 

 Inter-scheme transfers are to be effected at market value only. 

 Unlisted securities or securities issued through private placement by an associate or 

a group company of the sponsor are not a permissible investment. 

 Mutual fund schemes cannot invest more than 25% of their net assets in listed 

securities of group companies of the sponsor of the Asset Management Company. 

 Mutual Funds are permitted to invest in financial derivatives traded in the stock 

exchange, subject to disclosures in the Scheme Information Document. The 

following limits have been stipulated by SEBI: 
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 Gross exposure through debt, equity and derivatives cannot exceed 100% of the 

net assets of the scheme. The exposure in derivative transactions is calculated 

as follows: 

 Long Future - Futures Price x Lot Size x Number of Contracts. 

 Short Future - Futures Price x Lot Size x Number of Contracts. 

 Option Bought - Option Premium Paid x Lot Size x Number of Contracts. 

 In the exposure calculations, positions that are in the nature of a hedge are 

excluded. 

 Mutual funds are not permitted to sell options or buy securities with embedded 

written options. 

 The total exposure related to option premium paid cannot exceed 20% of the net 

assets of the scheme. 

 Gold ETFs invest primarily in gold and gold-related instruments. Gold-related 

instruments are defined to mean instruments that have gold as the underlying, and 

specified by SEBI. 

 Gold acquired by the gold exchange traded fund scheme that is not in the form of 

standard bars, is to be assayed and converted into standard bars, which comply with 

the good delivery norms of the London Bullion Market Association (LBMA). 

 Until the funds are deployed in gold, the fund may invest in short term deposits with 

scheduled commercial banks. 

 The fund may also maintain liquidity, as disclosed in the offer document, to meet re-

purchase/redemption requirements. 

 Real estate mutual funds are permitted to invest in direct real estate assets, as well 

as real estate securities. 

 Direct investment in real estate has to be in cities with population over a million. 

 Construction has to be complete and the asset should be usable. Project under 

construction is not a permitted investment. 

 Similarly, investment cannot be made in vacant land, agricultural land, deserted 

property or land reserved or attached by the government or any authority. 

 At least 75% of the net assets is to be invested in direct real estate, mortgage 

backed securities and equity shares or debentures of companies engaged in dealing 

in real estate assets or in undertaking real estate development projects. 

 At least 35% has to be invested in direct real estate. 

 The combined investment of all the schemes of a mutual fund:  

 In a single city cannot exceed 30% of the net assets 

 In a single real estate project cannot exceed 15% of the net assets 

 Cannot exceed 25% of the issued capital of any unlisted company. 
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 No real estate mutual fund scheme can invest more than 15% of its net assets in 

equity shares or debentures of any unlisted company. 

 A real estate mutual fund scheme is not permitted to invest more than 25% of its net 

assets in listed securities of its sponsor or associate or group company. 

 Real estate mutual funds are not permitted to invest in: 

 Unlisted security of its sponsor or associate or group company. 

 Listed security by way of private placement by its sponsor or associate or group 

company. 

 Real estate mutual funds are not permitted to engage in lending or housing finance 

activity. 

 Real estate mutual funds cannot invest in real estate which was owned by its 

sponsor or AMC or associates during last 5 years, or in which any of these parties 

enjoy tenancy or lease rights. 

 The lease or rental arrangement on the real estate assets cannot go beyond the 

maturity of the scheme. 

 Not more than 25% of the rental of a scheme can come from real estate assets let 

out to its sponsor, or associates or group. The lease would need to be at market 

rates. 

 Real estate assets cannot be transferred between schemes. 

 Indian mutual funds are permitted to invest in ADRs, GDRs and Government 

securities issued by countries that are rated not below investment grade. 

 They can also invest in foreign debt securities (short term as well as long term with 

rating not below investment grade by accredited/ registered credit rating agencies) in 

countries whose currencies are fully convertible, and in international mutual funds 

and REITs. 

 The mutual fund industry is permitted to invest up to USD 1bn, in overseas ETFs that 

invest in securities. A single mutual fund cannot invest more than USD 50mn. 
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Chapter - 3     Valuation of Investments by  

    Mutual Fund Schemes  
 

The investments of mutual fund schemes need to be marked to market (MTM) in order to 

determine the realistic value of each unit of the scheme. SEBI has laid down detailed rules 

regarding MTM valuation of the investment portfolio of schemes. 

3.1  Equity 

3.1.1 Traded Securities 

 The securities are valued at the last quoted closing price on the stock exchange. 

 When the securities are traded on more than one recognized stock exchange, the 

securities are valued at the last quoted closing price on the stock exchange where 

the security is principally traded. The asset management company selects the 

appropriate stock exchange, but the reasons for the selection should be recorded in 

writing. 

It is permissible for all scrips being valued at the prices quoted on the stock exchange 

where a majority in value of the investments are principally traded. 

Once a stock exchange has been selected for valuation of a particular security, reasons 

for change of the exchange have to be recorded in writing by the asset management 

company. 

 When on a particular valuation day, a security has not been traded on the selected 

stock exchange, the value at which it is traded on another stock exchange can be 

used. 

 When a security is not traded on any stock exchange on a particular valuation day, 

the value at which it was traded on the selected stock exchange or any other stock 

exchange, on the earliest previous day can be used, provided the last traded date is 

not more than 30 days prior to the valuation date. 

3.1.2 Non-Traded/Thinly Traded/Unlisted Equities 

 If a security is not traded on any stock exchange for a period of 30 days prior to the 

valuation date, the scrip is treated as ‗non-traded‘ scrip. 

 An equity share, convertible debenture, equity warrant, etc. is considered as thinly traded 

if, across all stock exchanges, it trades less than ` 5 lakh in value and 50,000 shares in 

volume, during the preceding calendar month. 

 Non-traded and thinly traded securities are valued ―in-good faith‖ by the asset 

management company as per appropriate valuation methods based on the principles 

approved by the Board of the asset management company. The formula for such 

valuation in good-faith is as follows: 
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 Calculate the Net Worth per share of the company, based on latest available balance 

sheet. 

 Net Worth per share = [Share Capital+ Reserves (excluding Revaluation Reserves)-

Miscellaneous expenditure and Debit Balance in Profit and Loss Account] / Number of 

Paid up Shares. 

 Calculate the Earnings per share of the company as per the latest audited annual 

accounts. 

 Assess the average capitalization rate (P/E ratio) for the industry based upon either 

BSE or NSE data. This is to be consistently followed. 

 The industry average P/E ratio has to be discounted by 75 per cent i.e. only 25 per cent 

of the industry average P/E is to be considered for the valuation of the company‘s share. 

 The EPS of the company multiplied by the discounted industry average P/E is the 

capitalised earning value per share of the company. 

 Calculate the average of Net Worth per share and Capitalised earning value per 

share of the company. This has to be further discounted by 10 per cent for illiquidity 

so as to arrive at the fair value per share. 

 If the EPS is negative, EPS value for that year is taken as zero for arriving at 

capitalised earning. 

 If the latest Balance Sheet of the company is not available within nine months from 

the close of the year, unless the accounting year is changed, the shares of such 

companies have to be valued at zero. 

 If an individual security accounts for more than 5 per cent of the total assets of the 

scheme, an independent valuer has to be appointed for the valuation of the said 

security. 

 Unlisted equities are valued in good faith on the basis of a similar formula. However, the 

discount for illiquidity is 15%. Further, with the approval of trustees, the unlisted equities 

may be valued lower than the formula-based value. 

 Aggregate value of ―illiquid securities‖ under a scheme, which are defined as non-traded, 

thinly traded and unlisted equity shares, cannot exceed 15 per cent of the total assets of 

the scheme. Illiquid securities held above 15 per cent of the total assets have to be 

assigned zero value. 

3.1.3 Warrants 

 Warrants to subscribe for shares attached to instruments, are valued at the value of the 

share which would be obtained on exercise of the warrant as reduced by the amount 

which would be payable on exercise of the warrant. 

3.1.4 Rights 

Until they are traded, the value of ―rights‖ shares are calculated as: 



 68 

 Vr = n/m x (P
XR

 - P
RP

) 

 Where 

 Vr = Value of rights 

 n = No. of rights offered 

 m = No. of original shares held 

 PXR = Ex-rights price 

 PRP = Rights Offer Price 

 If the rights are not treated pari passu with the existing shares, suitable adjustment has to 

be made to the value of rights. 

 Where it is decided not to subscribe for the rights but to renounce them and renunciations 

are being traded, the rights can be valued at the renunciation value. 

3.2  Debt 

3.2.1 Money market and debt securities with residual maturity of upto 91 days 

 Such securities, including floating rate securities, are to be valued at the weighted 

average price at which they are traded on the particular valuation day. 

 When these securities are not traded on a particular valuation day they are to be valued 

on amortization basis. 

 Floating rate securities with for and caps on coupon rate, and residual maturity of upto 91 

days are valued on amortization basis taking the coupon rate as floor. 

3.2.2 Money market and debt securities with residual maturity of over 91 days 

 Such securities, including floating rate securities, are to be valued at the weighted 

average price at which they are traded on the particular valuation day. 

 When these securities are not traded on a particular valuation day they are to be valued 

on Yield to Maturity (YTM) basis. This is done at benchmark yield/ matrix of spread over 

risk free benchmark yield obtained from agency(ies) entrusted for the said purpose by 

AMFI. 

 The applicable YTM is determined as follows: 

 Based on yield on government securities, risk-free benchmark yields are calculated. 

Government securities are grouped into ―duration buckets‖ of 0.25-0.5 year, 0.5-1 

year, 1-2 years, 2-3 years, 3-4 years, 4-5 years, 5-6 years, and 6 years and above 

for this purpose. Thereafter, volume-weighted yield is calculated for each bucket. 

 The risk-free benchmark yield is to be set at least every week. If there is any 

significant movement in prices of Government Securities on account of any event 

impacting interest rated on any day such as a change in the Reserve Bank of India 
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(RBI) policies, the benchmark has to be reset to reflect the change in market 

conditions. 

 Credit spreads are to be calculated based on trades (minimum trade value ` 1 crore) 

of corporate debentures/bonds of different ratings. Credit spread is the Corporate 

YTM for each credit rating, minus the risk-free yield. 

 All trades in the stock exchange during the fortnight prior to the benchmark date are 

to be used in building the volume-weighted corporate YTM and spread matrices (for 

the same duration buckets for various credit ratings). The most conservative publicly 

available credit rating is to be used. 

 Where there are no secondary trades on the stock exchange in a particular rating 

category and no primary market issuances during the fortnight under consideration, 

then trades on the stock exchange during the 30 day period prior to the benchmark 

date can be considered for computing the average YTM for such rating category. 

 In each rating category, all outliers are removed for smoothening the YTM matrix. 

 In the event of lack of trades in the secondary market and the primary market the 

gaps in the matrix are filled by extrapolation. If the spreads cannot be extrapolated 

for the reason of practicality, the gaps in the matrix are filled by carrying the spreads 

from the last matrix. 

 The benchmark risk free yield plus the applicable credit spread would be the YTM 

used for valuing the non-traded rated corporate paper. This is to be marked-up / 

marked-down to account for the illiquidity risk, promoter background, finance company 

risk and the issuer class risk, as follows: 

 Discretionary mark up of upto 100 basis points for securities of duration up to 2 

years. 

 Discretionary mark up of upto 75 basis points for securities of duration more than 

2 years. 

 Discretionary mark down of up to 50 basis points for securities of duration up to 2 

years. 

 Discretionary mark down of up to 25 basis points for securities of duration more 

than 2 years. 

 The fund manager has to give an internal credit rating for paper that does not have a 

public external credit rating. Over and above the discretionary mark down mentioned 

earlier, a further 50 basis point discretionary mark down is to be used for the 

valuation of such securities. 

 Securities embedded with call option are valued at the lower of the value as obtained 

by valuing the security to final maturity and valuing the security to call option. In case 

there are multiple call options, the lowest value obtained by valuing to the various 

call dates and valuing to the maturity date is to be taken as the value of the 

instrument. 
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 Securities with put option are valued at the higher of the value as obtained by valuing 

the security to final maturity and valuing the security to put option. In case there are 

multiple put options, the highest value obtained by valuing to the various put dates 

and valuing to the maturity date is to be taken as the value of the instruments. 

 Securities with both Put and Call option on the same day are deemed to mature on 

the Put/Call day and valued accordingly. 

 Government securities are valued at prices for government securities released by an 

agency suggested by AMFI. 

3.2.3  Provisioning for Non-Performing Assets (NPA) 

 An ‗asset‘ is classified as NPA if the interest and/or principal amount have not been 

received or remained outstanding for one quarter from the day such income and/or 

installment was due. If the due date for interest is 30.06.2011 and it is not received upto 

30.09.2011, it will be classified as NPA from 01.10.2011. 

 After the expiry of the 1st quarter from the date the income was due, interest accrual on 

the asset has to be stopped. In the earlier example, accrual will continue till 30.09.2011. 

From 01.10.2011, the scheme has to stop accruing interest. 

 On classification of the asset as NPA, interest accrued and recognized in the books of 

accounts, but due for more than a quarter, has to be provided for. In the example, interest 

accrued upto 30.06.2011 and outstanding on 30.09.2011 has to be fully provided for on 

01.10.2011. 

 Besides the value of the asset has to be provided for as per the following schedule (or 

earlier, but not later): 

 10 percent of the book value of the asset has to be provided for after 6 months past 

due date of interest i.e. 3 months from the date of classification of the asset as NPA 

i.e. 01.01.2012. 

 20 percent of the book value of the asset has to be provided for after 9 months past 

due date of interest i.e. 6 months from the date of classification of the asset as NPA 

i.e. 01.04.2012. 

 20 percent of the book value of the asset has to be provided for after 12 months past 

due date of interest i.e. 9 months from the date of classification of the asset as NPA 

i.e. 01.07.2012. 

 25 percent of the book value of the asset has to be provided for after 15 months past 

due date of interest i.e. 12 months from the date of classification of the asset as NPA 

i.e. 01.10.2012. 

 25 percent of the book value of the asset has to be provided for after 18 months past 

due date of interest i.e. 15 months from the date of classification of the asset as NPA 

i.e. 01.01.2013. 
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Thus, 18 months past the due date of income or 15 months from the date of classification 

of the ‗asset‘ as an NPA, the asset will be fully provided for. 

If any installment is due during the period of interest default, the amount of provision will 

be the installment amount or the above provision amount, whichever is higher. 

Investments in Deep Discount Bonds are classified as NPAs, if any two of the following 

conditions are satisfied: 

 If the rating of the Bond comes down to Grade ‗BB‘ (or its equivalent) or below. 

 If the company is defaulting in its commitments in respect of other assets, if 

available. 

 Net worth is fully eroded. 

Provision should be made as per the earlier mentioned norms as soon as the asset is 

classified as NPA. Full provision is to be made if the rating comes down to Grade ‗D‘ (or 

its equivalent). 

The provisioning norms are applicable for both secured and unsecured debt instruments. 

In the case of close-ended schemes, faster provisioning has to be done, so that the asset 

is fully written off before the closure of the scheme. 

3.2.4 Re-classification of Non-Performing Assets (NPA) 

 If the company has fully cleared all the arrears of interest, the interest provisions can 

be written back in full. 

 The asset will be reclassified as performing on clearance of all interest arrears and if 

the debt is regularly serviced over the next two quarters. 

 In case the company has fully cleared all the arrears of interest, the interest not 

credited on accrual basis can be credited at the time of receipt. 

 The provision made for the principal amount can be written back as follows: 

 100% of the asset provided for in the books will be written back at the end of the 

2nd quarter, if the provision of principal was made due to default in interest only. 

 50% of the asset provided for in the books will be written back at the end of the 

2nd quarter and 25% after every subsequent quarter, if both installment and 

interest payment were in default earlier. 

 An asset is reclassified as ‗standard asset‘ only when both, the overdue interest and 

overdue installments are paid in full and there is satisfactory performance for a 

subsequent period of 6 months. 

3.2.5 Provisioning & Re-classification in case of Re-scheduling 

 If a company defaults in payment of either interest or principal amount, and the mutual 

fund has accepted a rescheduling of the obligations, the following norms are applicable: 
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 If it is a first rescheduling, and only payment of interest is in default, the classification 

of the asset as NPA will be continued and existing provisions shall not be written 

back. After two quarters of regular servicing of the debt, it can be classified as 

‗performing asset‘ and the interest provided can be written back. 

 If the rescheduling is done due to default in interest and principal amount, the asset 

will continue as NPA for a period of 4 quarters. If the asset is regularly serviced 

during these 4 quarters, the asset can be classified as ‗performing asset‘. Thereafter, 

all the interest provided till such date can be written back. 

 If the rescheduling is done for a second / third time or thereafter, the characteristics 

of NPA will be continued until it is regularly serviced for eight quarters. Thereafter, it 

can be reclassified as ‗performing asset‘ and interest provided for can be written 

back. 

3.3  Gold 

 The gold held by a gold exchange traded fund scheme has to be valued at the AM fixing 

price of LBMA in US dollars per troy ounce for gold having a fineness of 995.0 parts per 

thousand. Where the gold held by a gold exchange traded fund scheme has a greater 

fineness, the relevant LBMA prices of AM fixing is taken as the reference price. 

 Further, the following adjustments are made for the valuation: 

 Conversion to metric measure as per standard conversion rates. 

 Conversion of US dollars into Indian rupees as per the RBI reference rate declared 

by the Foreign Exchange Dealers Association of India (FEDAI). 

 Addition of transportation and other charges that may be normally incurred in 

transporting the gold from London to the place where it is actually stored on behalf of 

the mutual fund. 

 Addition of notional customs duty and other applicable taxes and levies that may be 

normally incurred in transporting the gold from London to the place where it is 

actually stored on behalf of the mutual fund. 

 The adjustment for transportation and customs duty can be made on the basis of a 

notional premium that is usually charged for delivery of gold to the place where it is stored 

on behalf of the mutual fund. 

3.4  Real Estate 

 The real estate assets held by a real estate mutual fund scheme are to be valued - 

a) At cost price on the date of their acquisition, and 

b) At fair price on every ninetieth day from the day of their purchase. 

 ―Cost‖ includes purchase price and any other directly attributable expenditure such as 

professional fees for legal services, registration expenses and asset transfer taxes. 
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 If the payment for a real estate asset is deferred, its cost is the cash price equivalent. A 

real estate mutual fund scheme has to recognize the difference between this amount and 

the total payments, as interest expense over the period of credit. 

 A real estate mutual fund scheme is required to use the services of two independent and 

approved valuers having recent experience in the category of real estate asset being 

valued and use the lower of the two valuations. 

 ―Fair value‖ means the amount for which an asset can be exchanged between 

knowledgeable parties in an arm‘s length transaction and certified by the real estate 

valuer. 

 ―Real estate valuer‖ means a qualified valuer of real estate assets who has been 

accredited by a credit rating agency registered with SEBI. 

 ―Knowledgeable‖ means that both the buyer and the seller are reasonably informed about 

the nature and characteristics of the real estate asset, its actual and potential uses, and 

market conditions at the balance sheet date. 

 The net asset value of every real estate mutual fund scheme is to be calculated and 

declared at the close of each business day on the basis of the most current valuation of 

the real estate assets held by the scheme and accrued income thereon, if any. 

 Where a portion of the real estate asset is held to earn rentals or for capital appreciation, 

and if the portions can be sold or leased separately, the real estate mutual fund scheme 

has to account for the portions separately. 

 The fair value of real estate asset should not reflect future capital expenditure that will 

improve or enhance the asset. Similarly, it cannot reflect the related future benefits from 

the future expenditure. 

 If any security purchased by a mutual fund does not fall within the current framework of 

valuation of securities, it has to report immediately to AMFI regarding the same. Further, 

at the time of investment, it has to ensure that the total exposure in such securities does 

not exceed 5% of the total AUM of the scheme. 

 AMFI is to ensure that valuation agencies cover such securities in the valuation 

framework within six weeks from the date of receipt of such intimation from the mutual 

fund. Until then, the mutual fund can value such securities using their proprietary model 

which has been approved by their independent trustees and the statutory auditors. 

 AMCs have to ensure that similar securities held under its various schemes are valued 

consistently. 

Points to remember 

 Traded securities are valued at the last quoted closing price on the stock exchange 

where the security is principally traded. 

 When a security is not traded on any stock exchange on a particular valuation day, 

the value at which it was traded on the selected stock exchange or any other stock 
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exchange, on the earliest previous day can be used, provided the last traded date is 

not more than 30 days prior to the valuation date. If a security is not traded on any 

stock exchange for a period of 30 days prior to the valuation date, the scrip is treated 

as ‗non-traded‘ scrip. 

 An equity share, convertible debenture, equity warrant, etc. is considered as thinly 

traded if, across all stock exchanges, it trades less than ` 5 lakh in value and 50,000 

shares in volume, during the preceding calendar month. 

 Non-traded and thinly traded securities are valued ―in-good faith‖ by the asset 

management company as per appropriate valuation methods based on the principles 

approved by the Board of the asset management company. 

 Unlisted equities are valued in good faith on the basis of a similar formula. However, 

the discount for illiquidity is 15%. 

 If an individual security accounts for more than 5 per cent of the total assets of the 

scheme, an independent valuer has to be appointed for the valuation of the said 

security. 

 Aggregate value of ―illiquid securities‖ under a scheme, which are defined as non-

traded, thinly traded and unlisted equity shares, cannot exceed 15 per cent of the 

total assets of the scheme. Illiquid securities held above 15 per cent of the total 

assets have to be assigned zero value. 

 Warrants to subscribe for shares attached to instruments, are valued at the value of 

the share which would be obtained on exercise of the warrant as reduced by the 

amount which would be payable on exercise of the warrant. 

 Where it is decided not to subscribe for the rights but to renounce them and 

renunciations are being traded, the rights can be valued at the renunciation value. 

 Money market and debt securities with residual maturity of upto 91 days, including 

floating rate securities, are to be valued at the weighted average price at which they 

are traded on the particular valuation day. When these securities are not traded on a 

particular valuation day they are to be valued on amortization basis. 

 Money market and debt securities with residual maturity of over 91 days, including 

floating rate securities, are to be valued at the weighted average price at which they 

are traded on the particular valuation day. When these securities are not traded on a 

particular valuation day they are to be valued on Yield to Maturity (YTM) basis. 

 YTM is calculated on the basis of benchmark yield/ matrix of spread over risk free 

benchmark yield obtained from agency(ies) entrusted for the said purpose by AMFI. 

 For determining the YTM, Government securities are grouped into ―duration buckets‖ 

of 0.25-0.5 year, 0.5-1 year, 1-2 years, 2-3 years, 3-4 years, 4-5 years, 5-6 years, 

and 6 years and above. 

 The risk-free benchmark yield is to be set at least every week - more frequently, if 

there is a significant change in market conditions. 
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 Credit spread is the Corporate YTM for each credit rating, minus the risk-free yield. 

 The benchmark risk free yield plus the applicable credit spread, has to be marked-

up/ marked-down to account for the illiquidity risk, promoter background, finance 

company risk and the issuer class risk, as follows: 

 Discretionary mark up of upto 100 basis points for securities of duration up to 2 

years. 

 Discretionary mark up of upto 75 basis points for securities of duration more than 

2 years. 

 Discretionary mark down of up to 50 basis points for securities of duration up to 2 

years. 

 Discretionary mark down of up to 25 basis points for securities of duration more 

than 2 years. 

 The fund manager has to give an internal credit rating for paper that does not have a 

public external credit rating. Over and above the discretionary mark down mentioned 

earlier, a further 50 basis point discretionary mark down is to be used for the 

valuation of such securities. 

 Securities embedded with call option are valued at the lower of the value as obtained 

by valuing the security to final maturity and valuing the security to call option. 

 Securities with put option are valued at the higher of the value as obtained by valuing 

the security to final maturity and valuing the security to put option. 

 Government securities are valued at prices for government securities released by an 

agency suggested by AMFI. 

 An ‗asset‘ is classified as NPA if the interest and/or principal amount have not been 

received or remained outstanding for one quarter from the day such income and/or 

installment was due. 

 After the expiry of the 1st quarter from the date the income was due, interest accrual 

on the asset has to be stopped. 

 On classification of the asset as NPA, interest accrued and recognized in the books 

of accounts, but due for more than a quarter, has to be provided for. 

 Besides the value of the asset has to be provided for as per the following schedule 

(or earlier, but not later): 

 10 per cent of the book value of the asset has to be provided for after 6 months 

past due date of interest i.e. 3 months from the date of classification of the asset 

as NPA. 

 20 per cent of the book value of the asset has to be provided for after 9 months 
past due date of interest i.e. 6 months from the date of classification of the asset 
as NPA. 

 20 per cent of the book value of the asset has to be provided for after 12 months 
past due date of interest i.e. 9 months from the date of classification of the asset 
as NPA. 
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 25 per cent of the book value of the asset has to be provided for after 15 months 

past due date of interest i.e. 12 months from the date of classification of the asset 

as NPA. 

 25 per cent of the book value of the asset has to be provided for after 18 months 

past due date of interest i.e. 15 months from the date of classification of the asset 

as NPA. 

 If any installment is due during the period of interest default, the amount of provision 

will be the installment amount or the above provision amount, whichever is higher. 

 Investments in Deep Discount Bonds are classified as NPAs, if any two of the 

following conditions are satisfied: 

 If the rating of the Bond comes down to Grade ‗BB‘ (or its equivalent) or below. 

 If the company is defaulting in its commitments in respect of other assets, if 

available. 

 Net worth is fully eroded. 

 In the case of close-ended schemes, faster provisioning has to be done, so that the 

asset is fully written off before the closure of the scheme. 

 If the company has fully cleared all the arrears of interest, the interest provisions can 

be written back in full. 

 The asset will be reclassified as performing on clearance of all interest arrears and if 

the debt is regularly serviced over the next two quarters. 

 In case the company has fully cleared all the arrears of interest, the interest not 

credited on accrual basis can be credited at the time of receipt. 

 The provision made for the principal amount can be written back as follows: 

 100% of the asset provided for in the books will be written back at the end of the 

2nd quarter, if the provision of principal was made due to default in interest only. 

 50% of the asset provided for in the books will be written back at the end of the 

2nd quarter and 25% after every subsequent quarter, if both installment and 

interest payment were in default earlier. 

 An asset is reclassified as ‗standard asset‘ only when both, the overdue interest and 

overdue installments are paid in full and there is satisfactory performance for a 

subsequent period of 6 months. 

 The gold held by a gold exchange traded fund scheme has to be valued at the AM 

fixing price of LBMA in US dollars per troy ounce for gold having a fineness of 995.0 

parts per thousand. Further, the following adjustments are made for the valuation: 

 Conversion to metric measure as per standard conversion rates 

 Conversion of US dollars into Indian rupees as per the RBI reference rate declared 

by the Foreign Exchange Dealers Association of India (FEDAI) 
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 Addition of transportation and other charges that may be normally incurred in 

transporting the gold from London to the place where it is actually stored on behalf of 

the mutual fund 

 Addition of notional customs duty and other applicable taxes and levies that may be 

normally incurred in transporting the gold from London to the place where it is 

actually stored on behalf of the mutual fund 

 The real estate assets held by a real estate mutual fund scheme are to be valued - 

 At cost price on the date of their acquisition, and  

 At fair price on every ninetieth day from the day of their purchase. 

 A real estate mutual fund scheme is required to use the services of two independent 

and approved valuers having recent experience in the category of real estate asset 

being valued and use the lower of the two valuations. 

 The net asset value of every real estate mutual fund scheme is to be calculated and 

declared at the close of each business day on the basis of the most current valuation 

of the real estate assets held by the scheme and accrued income thereon, if any. 

 Where a portion of the real estate asset is held to earn rentals or for capital 

appreciation, and if the portions can be sold or leased separately, the real estate 

mutual fund scheme has to account for the portions separately. 

 The fair value of real estate asset should not reflect future capital expenditure that 

will improve or enhance the asset. Similarly, it cannot reflect the related future 

benefits from the future expenditure. 

 If any security purchased by a mutual fund does not fall within the current framework 

of valuation of securities, it has to report immediately to AMFI regarding the same. 

Further, at the time of investment, it has to ensure that the total exposure in such 

securities does not exceed 5% of the total AUM of the scheme. 

 AMFI is to ensure that valuation agencies cover such securities in the valuation 

framework within six weeks from the date of receipt of such intimation from the 

mutual fund. Until then, the mutual fund can value such securities using their 

proprietary model which has been approved by their independent trustees and the 

statutory auditors. 
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Chapter - 4    Mutual Fund Accounting 

Returns to the investors depend on the performance of the scheme. NAV is a measure of 

performance that investors track closely. 

Besides affecting the price at which close-ended schemes‘ units trade on the stock exchange, 

NAV is the basis on which open-end schemes sell units to investors and re-purchase units from 

investors on an ongoing basis. 

If NAV is inflated (through excessively aggressive accounting), and knowledgeable investors re-

purchase their units at such higher price, the investors who continue in the scheme lose out.   

Examples of aggressive accounting are: 

 Valuing investments higher than their realizable value 

 Not providing for expenses (or losses) that have been incurred in the scheme 

 Recognising income (or profits) that do not really belong to the scheme. 

On the other hand, if NAV is deflated [through excessively conservative accounting practices 

such as under-valuing investments, making excessive provisions for expenses (or losses) or 

under-reporting income or profits], investors who re-purchase their units get a raw deal, while 

the investors who continue get undue benefits. 

Considering these dynamics, SEBI has imposed strict norms regarding valuation of securities 

and provisioning for NPA. These were discussed in the previous chapter. Some other aspects of 

accounting that affect the NAV, or the price at which investors transact with the scheme, are 

discussed in this Chapter. 

4.1  Accounting for Income, Gains & Losses From Investments 

 Interest income is accrued on debt securities every day. The scheme may have 

invested in a 12% debenture where interest is payable semi-annually on June 30
th
 

and December 31
st
 each year. Although interest would be received in the scheme 

twice a year, the scheme will keep accruing one day‘s interest income each day, 

including on Sundays and holidays. Such regular accretion of interest income 

ensures a gradual change in the NAV during the year. 

 There is a time lag between the day a company declares a dividend on its equity 

shares, and the time when it is actually received in the scheme. Between the 

announcement of dividend and the actual receipt of dividend, the stock exchange 

specifies an ex-dividend date. All investors who buy their shares before that date are 

entitled to receive dividend on those shares. From the ex-dividend date, any investor 

who buys shares of the company will not be entitled to that dividend. 

 Under SEBI regulations, a scheme is to recognise the dividend as its income on the 

day the shares become ex-dividend on the stock exchange. 
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 On account of the MTM valuation discussed in the previous chapter, the scheme will 

keep showing capital gains (if the market goes up) or capital losses (if the market 

goes down), for every day when the NAV is calculated. Although the gains or losses 

are realised only when the scheme sells these investments, MTM valuation ensures 

that the NAV reflects the realisable value of those investments. Daily gains push up 

the NAV, while the daily losses pull down the NAV. 

4.2  ACCOUNTING FOR EXPENSES 

 The limits to investment advisory fees and other expenses for different kinds of 

schemes were discussed in NCFM‘s Workbook titled Securities Market (Advanced) 

Module. For example, the SEBI limit to management fees is 1.25% on net assets 

upto ` 100 crore. 

 Suppose a scheme had net assets of ` 100 crore on a day, and the scheme 

information document mentions management fees of 1.25%. 

 Expenses (and losses) bring down the NAV. Income (and profit) pushes up the NAV. 

 Consider a situation, where the scheme charges the entire 1.25% management fee 

at the end of the year, based on average net assets during the year. With such 

accounting, the NAV will be inflated all through the year (on account of under 

provision of expenses), and suddenly on one day, the NAV will be pulled down by 

1.25%. 

 In order to avoid such anomalies, SEBI has stipulated that the expense needs to be 

accrued proportionately, every day or week when the NAV is calculated. In the above 

example, 1.25% on ` 100 crore translates to annual management fee of  

` 1.25 crore, which is equivalent to ` 34,247 per day. A provision for management 

fees for that day will be made for this amount, thus ensuring that the NAV is not 

inflated. Daily provision of such management fees, based on the net assets each 

day, ensures that there is no sudden decline in NAV on this account. 

 Although the provision may be made every day, the actual payment of the 

management fee by the scheme to the Asset Management Scheme will happen at 

frequencies mutually agreed upon and mentioned in the contract. 

 Similarly, other recurring expenses would be provided for regularly, through a 

separate expense provision account. Actual expenses will be charged to the account 

as per bills received from various service providers. 

4.3  Determining the NAV 

 Net assets represent the unit-holders‘ funds in the scheme. If all the scheme‘s assets are 

realised, and the scheme‘s dues other than to unit-holders are paid out, what remains is 

the net assets of the scheme. This amount, divided by the number of units, is the Net 

Asset Value (NAV) per unit. 

 The concept can be easily understood, considering the balance sheet of a scheme viz. 

listing of its assets and liabilities. 
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 Suppose a close-ended scheme mobilised ` 100 crore during its NFO. It would have 

issued 10 crore units of ` 10 each. The money would be in the bank. The scheme‘s 

balance sheet would read as follows: 

Liabilities ` Cr. Assets ` Cr. 

Unit Capital 

(10 crore units of ` 10 each) 

100.00 Balance in Bank 100.00 

Total Liabilities 100.00 Total Assets 100.00 

 NAV of the scheme at this stage would be ` 100 crore ÷ 10 crore units i.e. ` 10 per unit. 

 The scheme invests ` 80 crore in equity shares. The market value of the investments is  

` 80.25 crore at the end of the day. The idle funds of the scheme have been kept in the 

bank to earn interest at 8% p.a. As per the Scheme Information Document, investment 

advisory fee is chargeable at 1.25% p.a., other recurring expense limit is 1.25% p.a. 

 Let us build the scheme‘s profit & loss account. 

Profits ` Cr. 

Income  

Interest accrued on bank deposit  

[` 100 cr X 8% X 1 day ÷ 365 days] 

0.022 

Expenses  

Recurring Expenses 

[` 100 cr X 1.25% X 1 day ÷ 365 days]* 

0.003 

Investment Advisory Fees 

[` 100 cr X 1.25% X 1 day ÷ 365 days]* 

0.003 

Profit before Unrealised Gains 

[Income minus Expenses] 

0.016 

Unrealised Gains 

[` 80.25 crore minus ` 80.00 crore] 

0.250 

Profits of the Scheme 0.266 

* Technically, these would be calculated on the closing value of net assets. For simplicity, 

the numbers are work out on the basis of the previous day‘s closing value of net assets. 

The balance sheet of the scheme would read as follows: 

Liabilities ` Cr. Assets ` Cr. 

Unit Capital 

(10 crore units of ` 10 each) 

100.000 Balance in Bank 

[` 100 crore minus ` 80 crore] 

20.000 

Profit before Unrealised Gains 0.016 Interest accrued in bank 0.022 
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Unrealised Gains 0.250 Investments at market price 80.250 

Sundry Creditors:    

Investment Advisory Fees 

payable 

0.003   

Other expenses payable 0.003   

Total Liabilities 100.272 Total Assets 100.272 

 Net assets of the scheme are Total Assets minus Dues to outsiders (Sundry creditors) i.e. 

` 100.272 crore minus ` 0.006 crore = ` 100.266 crore. 

 The NAV of the scheme is ` 100.266 crore ÷ 10 crore units i.e. ` 10.0266 per unit. This 

comprises 3 elements: 

 Par value of ` 10.0000 

 Realised profit (profit before unrealised gain) of ` 0.0016 

 Unrealised gains of ` 0.0250 

 Suppose the scheme had sold for ` 10.10 crore, investments that cost ` 10 crore. The 

realised profit is now higher by ` 0.10 crore. It will go up to ` 0.116 crore. 

 The revised value of investments at market price would be ` 80.25 minus ` 10.10 crore 

i.e. ` 70.15 crore. 

 The cost of these investments is ` 80 crore minus ` 10 crore i.e. ` 70 crore. Thus, the 

unrealised gains is ` 70.15 crore minus ` 70 crore i.e. 0.15 crore. 

 If there were no other transactions / accruals / changes in market, the revised balance 

sheet would be as follows: 

Liabilities ` Cr. Assets ` Cr. 

Unit Capital 

(10 crore units of ` 10 each) 

100.000 Balance in Bank 20.000 

Realised Profit 0.116 Interest accrued in bank 0.022 

Unrealised Gains 0.150 Investments at market price 70.150 

Sundry Creditors:  Sundry debtors (recoverable on 

sale of investments) 

10.100 

Investment Advisory Fees 

payable 

0.003   

Other expenses payable 0.003   

Total Liabilities 100.272 Total Assets 100.272 

 Net assets of the scheme continue to be ` 100.272 crore minus ` 0.006 crore =   

` 100.266 crore. 



 82 

 The NAV of the scheme continues at ` 100.266 crore ÷ 10 crore units i.e. ` 10.0266 per 

unit. 

 Since appreciation in the value of the investments sold was already booked as an 

unrealised gain earlier, the sale of investments did not change the NAV. However, the 

composition of that NAV changed as follows: 

 Par value of ` 10.0000 

 Realised profit (profit before unrealised gain) of ` 0.0116 

 Unrealised gains of ` 0.0150 

 At a per unit level, unrealised gains reduced and realised gains increased by ` 0.01 each. 

4.4  Accounting for Load 

 In a close-ended scheme, investors buy or sell units in the stock exchange. The 

investors will incur brokerage and other transaction costs. These are payable to the 

broker/ exchange / tax authorities. But nothing is payable to the scheme, as load or 

otherwise. As far as the scheme is concerned, the units change hands - the unit-

holder‘s name changes - but the transaction does not affect the balance sheet of the 

scheme or the NAV. 

 An open-ended scheme sells its units to investors through a ―sale‖ transaction; they 

take back the units through a ―re-purchase‖ transaction. These transactions are 

routed through the bank account of the scheme. Therefore, the balance sheet of the 

scheme is affected. 

 Suppose the scheme discussed earlier was an open-end scheme. If unit-holders 

bought 10,00,000 new units at the NAV viz. ` 10.0266, they would have paid  

` 100,26,600 to the scheme. This would go into the scheme. 

 Out of this amount, ` 1 crore (10,00,000 new units X par value of ` 10 each) would 

go into the unit capital. 

 Part of the balance amount, that represents realised profit (10,00,000 new units X  

` 0.0116 i.e. ` 0.001) would go into an account called Equalisation Reserve. 

 The balance amount, which represents unrealised gains (10,00,000 new units X  

` 0.0150 i.e. ` 0.0015 - rounded below to ` 0.002), would go into an account called 

Unit Premium Reserve. 

 The revised balance sheet, holding all other aspects constant, is as follows: 

Liabilities ` Cr. Assets ` Cr. 

Unit Capital 

(10.1 crore units of ` 10 

each) 

101.000 Balance in Bank 21.003 

Unit Premium Reserve 0.002 Interest accrued in bank 0.022 
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Equalisation Reserve 0.001   

Realised Profit 0.116 Investments at market price 70.150 

Unrealised Gains 0.150 Sundry debtors (recoverable 

on sale of investments) 

10.100 

Sundry Creditors:    

Investment Advisory Fees 

payable 

0.003   

Other expenses payable 0.003   

Total Liabilities 101.275 Total Assets 101.275 

Net assets of the scheme are ` 101.275 crore minus ` 0.006 crore = ` 101.269 

crore. 

The NAV of the scheme is ` 101.269 crore ÷ 10.1 crore units. It continues to be  

` 10.0266 per unit. 

The sale of new units at NAV changes the balance sheet of the scheme, but it does 

not affect the NAV. Similarly, it can be seen that re-purchase of units at NAV 

changes the balance sheet of the scheme, but not the NAV. 

 When units are sold to investors at higher than NAV, the difference is called entry 

load. In the above example, if units were sold at entry load of 1%, then the sale price 

would be ` 10.0266 + 1% i.e. ` 10.1269. The entry load of ` 0.1003 would go into a 

separate account, from which the asset management company can meet various 

selling expenses for the scheme. It does not affect the unit premium reserve or 

equalisation reserve.  Therefore, NAV of the scheme remains at ` 10.0266 per unit. 

 SEBI has put an end to the practice of charging an entry load. 

 When units are re-purchased from investors at below NAV, the difference is called 

exit load. In the above example, if units were re-purchased with an exit load of 1%, 

then the re-purchase price would be ` 10.0266 minus 1% i.e. ` 9.9263. The exit load 

of ` 0.1003 again goes into a separate account, from which the asset management 

company can meet various selling expenses for the scheme. It does not affect the 

unit premium reserve or equalisation reserve. Therefore, NAV of the scheme 

remains at ` 10.0266 per unit. 

 Exit load is permitted by SEBI. It has however mandated that any exit load above 1% 

would not be available for the asset management company to meet expenses. It has 

to be written back to the scheme for the benefit of investors. To that extent, NAV can 

increase, if the scheme levies an exit load higher than 1%. 

4.5  Distributable Reserves 

 Distributable reserves represent the amount that is available for schemes to declare a 

dividend. 
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 The earlier example illustrates how appreciation in the market can push up NAV, 

although the scheme may not have sold any investments. Therefore, part of the NAV, 

which is represented by unrealised gains, is a paper profit. It will become real, only when 

investments are sold. Distributing such paper profits as dividend would not be 

appropriate. Therefore, SEBI has stipulated that unrealised gains are not available for 

distribution as dividend. 

 The earlier example also illustrates how the amount in unit premium reserve, is recovered 

from the investors when new units are sold to them. It is not a direct consequence of the 

investment activity of the scheme. Therefore, SEBI has clarified that unit premium 

reserve too is not available for distribution as dividend. 

 Thus, the amount that is available for dividend distribution (distributable reserve) is 

restricted to the amounts lying in realised profits and equalisation reserve. Normally, 

towards the end of every financial year, the scheme transfers the realised profits to the 

equalisation reserve. 

 Points to remember 

 Besides affecting the price at which close-ended schemes‘ units trade in the stock 

exchange, NAV is the basis on which open-end schemes sell units to investors and 

re-purchase units from investors on an ongoing basis. 

 If NAV is inflated (through excessively aggressive accounting), and knowledgeable 

investors re-purchase their units at such higher price, the investors who continue in 

the scheme lose out. 

 If NAV is deflated [through excessively conservative accounting practices such as 

undervaluing investments, making excessive provisions for expenses (or losses) or 

underreporting income or profits], investors who re-purchase their units get a raw 

deal, while the investors who continue get undue benefits. 

 Interest income is accrued on debt securities every day. 

 Mutual fund schemes have to recognise the dividend as income on the day the 

shares become ex-dividend in the stock exchange. 

 Although the gains or losses are realised only when the scheme sells these 

investments, MTM valuation ensures that the NAV refiects the realisable value of 

those investments. 

 Expenses (and losses) bring down the NAV.  Income (and profit) pushes up the 

NAV. 

 SEBI has stipulated that the expense needs to be accrued proportionately, every day 

or week when the NAV is calculated. 

 Net assets represent the unit-holders‘ funds in the scheme. This amount, divided by 

the number of units, is the Net Asset Value (NAV) per unit. 
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 An open-ended scheme sells its units to investors through a ―sale‖ transaction; they 

take back the units through a ―re-purchase‖ transaction. 

 When an open-ended scheme sells new units, part of the sale price that represents 

realised profit would go into an account called Equalisation Reserve. The part that 

represents unrealised gains, would go into an account called Unit Premium Reserve. 

 The sale / re-purchase of units by open-ended schemes change the balance sheet of 

the scheme, but do not affect the scheme‘s NAV. 

 When units are sold to investors at higher than NAV, the difference is called entry 

load. SEBI has put an end to the practice of charging an entry load. 

 When units are re-purchased from investors at below NAV, the difference is called 

exit load. Exit load is permitted by SEBI. It has however mandated that any exit load 

above 1% would not be available for the asset management company to meet 

expenses. It has to be written back to the scheme for the benefit of investors. 

 Distributable reserves represent the amount that is available for schemes to declare 

a dividend. 

 SEBI has stipulated that unit premium reserve and unrealised gains are not available 

for distribution as dividend. 
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Chapter - 5     Novel Portfolio Structures in   

    Mutual Fund Schemes  

The investor in any mutual fund scheme is buying into a portfolio of securities. The upsides and 

downsides on that portfolio, and the expenses of running the scheme belong to the investors. 

In general, the fund manager has unfettered right to select securities for the scheme, subject to 

limits that have been set in the scheme information document, and certain prudential limits on 

holding of securities. These limits were discussed in Chapter [2]. 

Mutual funds come out with variations from the normal portfolio structure, to cater to unique 

customer needs. Some of these are discussed below. 

5.1  Index Funds 

 Every mutual fund scheme has to disclose its benchmark – a standard against which the 

scheme‘s performance can be compared. For instance, diversified equity funds use CNX 

Nifty as a benchmark. Equity schemes that propose to go beyond large cap companies 

can opt for CNX 500. CNX Midcap 100 can be considered for equity schemes that invest 

mainly in mid cap companies. Similarly, there are sectoral indices for sector funds and 

debt indices for debt funds. 

 Fund managers who operate on the mandate of ―beating the benchmark‖ are said to run 

active schemes or managed schemes. They seek to perform better than the benchmark. 

Comparison of mutual performance with that of its benchmark is called relative 

performance of schemes. Parameters for such quantitative evaluation of schemes are 

discussed in Chapter [6]. 

 The danger with active management is that the fund manager can also get beaten by the 

benchmark. The fund manager seeks to beat the benchmark through superior stock 

selection. But if the investment portfolio fares poorly, as compared to the benchmark, 

then the relative performance suffers. 

 Active management also calls for higher investment in stock analysis. This is passed on 

to the actively managed schemes through higher investment advisory fees. 

 Some investors are satisfied with the benchmark returns. However, buying all the shares 

that go into the benchmark, in the same proportion as in the benchmark, requires large 

investment. Retail investors may not be able to do this. 

 Alternatively, the investor can buy futures contracts on the benchmark. For instance, Nifty 

Futures. But here again, the investment requirement is high. Further, futures are typically 

short term products of upto 3 months maturity. A long term investor will need to keep 

rolling over (close out the near month contract and buy the next month contract) the 

futures contract at the end of its expiry. 
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 Index schemes make it convenient for investors to take the benchmark exposure by 

investing small amounts. For instance, the minimum investment amount is as low as ` 

1,000 in some schemes. With such a low investment outlay, the investor is effectively 

getting exposure to a basket of 50 stocks that represent the CNX Nifty. 

 The index scheme maintains a portfolio that mirrors the index. That is how they ensure 

that the performance of the index gets translated into the scheme. As will be seen in the 

next chapter, index schemes have a Beta of 1. 

 Index schemes are also called passive schemes, because the fund manager does not do 

stock selection. The stocks and their weightage in the scheme, depend on the 

composition of the index that the scheme is replicating. This kind of investment behaviour 

is cheaper for the mutual fund scheme to administer. Therefore, the investor in the 

passive scheme also benefits through lower investment advisory fees. 

5.2 Exchange Traded Funds (ETFs) 

 Despite its best efforts, the index scheme performance may not be perfectly in line with 

the index. The gap in the performance between the index scheme and the index is called 

‗tracking error‘. This is caused by several factors: 

 Timing differences 

 As discussed in NCFM‘s Workbook titled Securities Market (Advanced) Module, the NAV 

at which investors are allotted units, depends on the time stamp on the investor‘s 

application and timing of receipt of funds. For example, an investor whose application is 

received before 3 p.m. is allotted units at the closing NAV of the application date. 

 Although the units would have been allotted on the basis of the same day‘s NAV, the 

scheme itself will receive funds only after a couple of days. By the time the scheme 

receives funds and invests, the market may have changed. If the market goes higher at 

the time of investment, then the scheme performance suffers. 

 Liquidity 

 The CNX Nifty only comprises 50 stocks. The scheme however invests in the 50 stocks, 

plus money in the bank. The liquidity needs of the scheme determine the money it keeps 

in the bank. This portfolio difference from the Nifty causes a gap between the scheme 

performance and index performance. 

 Costs 

 The index fund will charge investment advisory fees, albeit lower than in actively 

managed schemes. Similarly, there are other costs like registrar fees, trustee fees, 

brokerage etc. 

 Even if the mutual fund scheme somehow managed a perfect mirroring of the index, its 

performance will be lower than the index on account of the cost and fees. 
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 Another weakness of index schemes is that all the investors investing up to the cut-off 

time will get units at the same NAV. There is no difference between a 10 am investor, a 

12 noon investor or a 2 pm investor. The market however changes every micro second. 

 An investor, who is buying index schemes that are close-ended, may find its price in the 

exchange changing in line with the market. But then, investors cannot be sure that they 

will be able to trade. Liquidity is better for open-ended schemes, where investors can 

offer their units for re-purchase or buy new units, any day, at NAV-based prices. 

 Exchange Traded Funds started as passive funds (investing as per an index), though 

active ETFs have been launched abroad. In India, we only have passive ETFs. When the 

scheme is launched, its connection with the index is announced. For instance, 500 ETF 

units = 1 unit of CNX Nifty. 

 ETFs are open-ended funds that can be bought at prices, which vary during the day, and 

operate with low tracking error. They achieve this combination of features through their 

unique structure as follows: 

 ETFs receive funds from investors only during the NFO. These are invested by the 

date the scheme goes opens and declares its NAV. Post-NFO, the scheme does not 

receive funds from investors, thus avoiding the investment timing problems normally 

associated with index funds. 

 Being open-ended, they need to sell new units on a daily basis. Post-NFO, the ETF 

only sells units against securities. Therefore, an investor who wants to buy ETF units 

after the NFO needs to offer the requisite Nifty securities, in the same proportion as 

the index. 

 Similarly, the scheme fulfils the need of daily re-purchase of its units, by releasing 

the requisite Nifty securities. An investor who offers his units for re-purchase will 

receive Nifty securities in the same proportion as the index - not funds. Therefore, 

the scheme does not need to maintain liquid funds. This eliminates another reason 

for the tracking error found in index schemes. 

 Smaller investors do not have the transaction size to receive and give the requisite Nifty 

securities. The mutual fund lists the ETF units in the stock exchange, and appoints 

identified brokers as ‗market makers‘ to facilitate the transactions of small investors. 

 The market maker gives a two-way quote for the ETF units. Thus, investors know at what 

price they can buy or sell the ETF units. As with any securities transaction in the stock 

exchange, the ETF units are bought and sold by the market maker against funds. The 

broker will also charge a brokerage for the transaction. 

 Such the market makers‘ transactions with the investors do not go through the books of 

the scheme, the scheme does not run into the timing differences and liquidity needs that 

normal open-ended index funds face. 

 In order to trade in the above manner, the investor needs to have a demat account and 

trading account with the broker.  
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 Since the ratio between each unit and the index is frozen, the units are expected to trade 

in the exchange on the basis of that intrinsic value. There are however occasions when, 

on account of ignorance or lack of liquidity, ETFs are traded at prices that are significantly 

different from their intrinsic value. Buying ETF units at higher than their intrinsic worth is 

not advisable. 

5.3  Arbitrage Funds 

 In an arbitrage, the investor takes opposite positions in two transactions. The net effect is 

that no new position is created, but a spread is earned on the difference between the two 

transactions. 

 For instance, shares of a company may be bought in the cash market, and futures (with 

underlying as the same number of shares on the same company) are sold. The cash and 

futures positions balance each other. 

 Normally, the futures price would be higher than the cash price. The difference in prices 

is the riskless profit earned from the arbitrage. The difference tends to capture the cost of 

funds for the period of the contract, though at times it may be higher or lower than the 

funding cost. In periods of extreme volatility, the futures price can be much higher than 

the cash price for the same underlying. 

 Arbitrage funds focus on such arbitrage transactions. The returns are closer to liquid 

funds, which capture the short term funding cost in the market. It can be higher in volatile 

market conditions. 

 As will be seen in Chapter 11, equity funds are more tax efficient than debt funds. The 

interesting aspect of arbitrage funds is that the return profile is closer to a debt fund. On 

account of the compensating positions taken, the market risk is negligible – lesser than in 

a normal debt fund. Yet, they offer the tax efficiency of equity funds, because the 

positions taken are in the equity market. 

5.4 Monthly Income Plans (MIP) 

 Monthly Income Plans maintain a portfolio that is debt-oriented. Equity component is as 

low as 15-20%. The high debt component, with its daily interest accrual, balances the 

volatility risks on the low equity component. The nature of equity and debt investments 

made is also safer in MIP. With such a portfolio structure, the MIP hopes to pay a monthly 

income to investors. 

 Mutual fund schemes offer income to investors through declaration of dividend. As 

discussed in the previous chapter, dividend can only be declared if the scheme has 

distributable reserves. There are occasions where on account of significant decreases in 

MTM valuation, the scheme will not have the distributable reserves to distribute a 

dividend. Portfolio losses may be higher than the income accrual. In such cases, the 

scheme cannot declare a dividend. Therefore, investor needs to be clear that there is no 

guarantee regarding the monthly income. 
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 The MIP portfolio, with low allocation to equity, is appropriate for most risk averse 

investors. They need to take exposure to equity to protect themselves against inflation. 

The MIP portfolio with its relatively low NAV volatility is appropriate for such investors. 

 However, MIP is not appropriate for investors who depend on the monthly income to 

meet their regular expenses. Such investors should rely on safer investments (like Post 

Office Monthly Income Scheme) that assure a monthly income to meet their monthly 

expenses. 

5.5 Fixed Maturity Plans (FMP) 

 A major risk in debt investments is the price risk arising out of changes in yields in the 

market. As discussed in the next chapter, Weighted Average Maturity and Modified 

Duration are measures of this risk. 

 This price risk is a market phenomenon. Until maturity, debt securities trade in the market 

at prices that fluctuate with interest rates. However, on maturity, the issuer redeems the 

instrument at the agreed value. The redemption amount, which is paid by the issuer, is 

not a function of the market. The only uncertainty is the one created by credit risk. Will the 

issuer be able to pay the redemption amount? 

 Thus, on maturity of a debt instrument, the market risk is no longer a factor. A scheme 

that invests all its moneys for the same maturity as the scheme‘s own maturity will thus 

be able to eliminate the market risk on maturity. FMPs are structured in this manner. 

 FMPs are close-ended scheme. Their Scheme Information Document will not only 

mention the maturity of the scheme, but also the credit rating of the instruments it will 

invest in. 

 Suppose, an FMP is offered for 3 years, and it proposes to invest in only AAA securities. 

If AAA companies are paying 9% on 3-year securities, and the expense ratio of the 

scheme is indicated to be 0.5%, then the investor can expect a return of 9% minus 0.5% 

i.e. 8.5% from the 3-year FMP. This is not a guaranteed return, but an indicative return 

that the investor can expect. 

 The point to note is that until maturity, the scheme has a market risk. Therefore its NAV 

can fluctuate. An FMP investor selling the units before maturity can earn a return higher 

or lower than the indicative return. 

5.6  Capital Protection Oriented Schemes 

 Like MIPs and other hybrid funds, Capital Protection Oriented Schemes too, invest in a 

mix of debt and equity securities. However, the investment philosophy here is different. 

The portfolio of capital protection oriented schemes is structured to ensure that the 

investor at least gets back the capital invested. 

 These schemes are offered as close-ended schemes. Suppose a capital protection 

oriented scheme of 7 years is offered to investors. If yields on government securities of 
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the same maturity are 8%, then ` 58.35 invested today in government securities will grow 

to ` 100 in 7 years. 

 The mutual fund scheme will therefore allocate 58.35% of the amount collected from 

investors, to government securities. Sovereign securities do not have a credit risk - and 

market risk too is eliminated by matching the scheme‘s maturity with its investment 

maturity. Thus, the scheme is in a position to assure investors that they will at least get 

their capital back at the end of 7 years. 

 The remaining 41.65% of the investor‘s moneys is invested in risky investments like 

equity. In the worst case, these investments lose their entire value. In such an 

eventuality, the investor will get only the capital back (through redemption of underlying 

government securities). 

 Realistically, the risky investments too will have some realisable value. Thus, the investor 

gets the capital back, with some additional return. 

 Such schemes are suitable for investors who want to take some exposure to equity, but 

without any risk of losing the principal invested. 

 Points to remember 

 Every mutual fund scheme has to disclose its benchmark - a standard against which 

the scheme‘s performance can be compared. 

 Fund managers who operate on the mandate of ―beating the benchmark‖ are said to 

run active schemes or managed schemes. They seek to perform better than the 

benchmark. 

 Comparison of mutual performance with that of its benchmark is called relative 

performance of schemes. 

 The index scheme maintains a portfolio that mirrors the index. Index schemes have a 

Beta of 1. 

 Index schemes are also called passive schemes, because the fund manager does 

not do stock selection. The investor in a passive scheme benefits through lower 

investment advisory fees. 

 The gap in the performance between the index scheme and the index is called 

‗tracking error‘. It is caused by 

 Timing differences 

 Liquidity 

 Cost 

 Exchange Traded Funds started as passive funds (investing as per an index), though 

active ETFs have been launched abroad. In India, we only have passive ETFs. 

 When the scheme is launched, its connection with the index is announced. For 

instance, 500 ETF units = 1 unit of CNX Nifty. 
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 ETFs are open-ended funds that can be bought at prices, which vary during the day, 

and operate with low tracking error. 

 ETFs receive funds from investors only during the NFO. Post-NFO, the scheme does 

not receive funds from investors, thus avoiding the investment timing problems 

normally associated with index funds. 

 Post-NFO, the ETF only sells units against securities. Therefore, an investor who 

wants to buy ETF units after the NFO needs to offer the requisite Nifty securities, in 

the same proportion as the index. 

 Similarly, the scheme fulfils the need of daily re-purchase of its units, by releasing 

the requisite Nifty securities. An investor who offers his units for re-purchase will 

receive Nifty securities in the same proportion as the index - not funds. Therefore, 

the scheme does not need to maintain liquid funds. This eliminates another reason 

for the tracking error found in index schemes. 

 The mutual fund lists the ETF units in the stock exchange, and appoints identified 

brokers as ‗market makers‘ to facilitate the transactions of small investors. The 

market maker gives a two-way quote for the ETF units. 

 Such the market makers‘ transactions with the investors do not go through the books 

of the scheme, the scheme does not run into the timing differences and liquidity 

needs that normal open-ended index funds face. In order to trade in this manner, the 

investor needs to have a demat account and trading account with the broker. 

 The returns in an arbitrage fund are closer to liquid funds, which capture the short 

term funding cost in the market. It can be higher in volatile market conditions. 

 Although arbitrage funds have the returns profile of a debt fund, and are low in risk, 

they are taxed as equity funds. 

 Monthly Income Plans maintain a portfolio that is debt-oriented. Equity component is 

as low as 15-20%. 

 There are occasions where on account of significant decreases in MTM valuation, 

the scheme will not have the distributable reserves to distribute a dividend. 

Therefore, investor needs to be clear that there is no guarantee regarding the 

monthly income. 

 FMP invests all its moneys for the same maturity as the scheme‘s own maturity. 

Thus, price risk is eliminated on maturity. 

 FMP is a close-ended scheme. Return is not guaranteed, but investor can operate 

with an indicative yield based on yields in the market and the expense ratio of the 

scheme. 

 An FMP investor selling the units before maturity can earn a return higher or lower 

than the indicative return. 

 Capital Protection Oriented Schemes invest in a mix of debt and equity securities. 

They are offered as close-ended schemes. 
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Chapter - 6     Quantitative Evaluation of  

    Mutual Fund Schemes  
 

This chapter takes a more detailed view into the quantitative evaluation of mutual fund 

schemes. 

6.1  Returns 

6.1.1  XIRR 

 Dividend payments in a scheme depend on profits. Some debt schemes do declare 

dividend daily or weekly. These are exceptions to the general rule that unlike debt, mutual 

funds cannot work with pre-specified dividend payment dates. 

 Calculating returns with irregular dividend payment dates becomes easier using the XIRR 

function in Spreadsheet (in MS Excel, Open Office etc.). 

 Suppose an investor bought 1,000 units in the dividend payout option of a scheme, on 

January 15, 2011, when the NAV was ` 14 per unit. On July 1, 2011 the schemes 

distributed a dividend of ` 2 per unit. Another dividend of ` 1.50 per unit was distributed 

on December 10, 2011. The investor exited the scheme on February 1, 2012, when the 

NAV was ` 15 per unit. The applicable exit load was 1%. 

 The re-purchase price is ` 15 minus 1% i.e. ` 14.85 per unit. Having bought the units at  

` 14 per unit, a capital gain of ` 0.85 per unit is earned. The investor has also received 

dividend twice during the investment holding period. The cash flows and compounded 

return can be calculated as shown in Table 6.1: 

 (The cash flows are shown from the investor‘s point of view. Therefore, purchase is 

shown as negative cash flow; dividend and re-purchase are positive cash flows) 

Table 6.1 

Calculation of Return using XIRR Function 
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 Suppose the investor bought another 500 units on September 15, 2011 at ` 13 per unit. 

The investor sold only 1,000 units on February 1, 2012. The revised calculation is shown 

in Table 6.2. 

 (The second dividend is earned on 1,500 units. 

 The balance 500 units that the investor holds on February 1, 2012 is also shown at its 

realisable value, net of exit load) 

Table 6.2 

Calculation of Return with Additional Purchase using XIRR Function 

 

6.1.2 Dividend Re-investment (CAGR) 

 XIRR is an easy approach to calculating returns. Indeed, it is widely used in the market. A 

weakness of the XIRR function is that it assumes that the dividend receipts would have 

been re-invested at the same XIRR rate. This is a questionable assumption. 

 SEBI has therefore stipulated that returns should be calculated assuming that the 

dividends have been re-invested in the same scheme at the Ex-dividend NAV i.e. the 

NAV after every dividend payment. As will be appreciated, after every dividend payment, 

the NAV goes down. 

 The calculation therefore calls for the ex-dividend NAV after each dividend distribution. 

Suppose it was ` 12.50 per unit on July 1, 2011 and ` 13.594 per unit on December 10, 

2011. 

 On the original 1,000 units, the investor received dividend of ` 2 per unit i.e. ` 2,000 on 

July 1, 2011. 

 Based on re-investment of dividend, the additional units the investor would have on July 

1, 2011 would be ` 2,000 ÷ ` 12.50 i.e. 160 units. 

 The second dividend would therefore be received on the original 1,000 units plus the 

additional 160 units i.e. 1,160 units. At ` 1.50 per unit, the total dividend amounts to ` 

1,740. 
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 The dividend re-investment would yield ` 1,740 ÷ ` 13.594 i.e. 128 new units. 

 The total units thus becomes 1,160 + 128 i.e. 1,288. At ` 14.85 per unit, this would be 

valued at ` 19,127 on February 1, 2012, as compared to the original investment of ` 

14,000 on January 15, 2011. The investment holding period is 382 days. 

 The compounded annual growth rate (CAGR) can be calculated as follows: 

   CAGR = 100 X {(I
2
 ÷ I

1
) 

(1÷r)
}-1 

   i.e. 100 X {(19,127 ÷ 14,000)
(365÷382)

} - 1 

   i.e. 34.74% 

 The detailed cash flows are shown in Table 6.3 

Table 6.3 

Calculation of Return using CAGR 

 

 The requirement of finding out the dividend rate and the ex-dividend NAV after each 

dividend and accordingly determining the additional units make the calculation 

cumbersome. Therefore, the CAGR calculation is more commonly used in statutory 

communication, such as Scheme Information Document, Performance advertisements 

etc. In other situations, market intermediaries use the XIRR. 

 Another variation is to apply the CAGR on the growth option of the scheme. Since no 

dividend is declared in the growth option, the cumbersome dividend re-investment 

calculations are avoided. 

6.1.3 Compounding of Periodic Returns 

 The above calculations cover a period of more than a year, but the NAV of only 4 days 

have been used. Intermediate NAVs have been ignored. Researchers often work with 

NAVs at periodic intervals – daily, weekly, monthly etc. The periodic returns are then 

averaged and compounded, as shown in Table 6.4. 
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 The periodic return from January 15, 2011 to February 15, 2011 is 100 X (` 13.75 – ` 

13.50) ÷ ` 13.50 i.e. 1.85%. Similarly, periodic returns have been calculated for the 

following months. 

 The average of the periodic returns is 1.05%. Since each period is of 1 month, this 

average too is a monthly return. This can be compounded using the formula (1+monthly 

return)
12

- 1 to give the annual return of 13.36%. 

Table 6.4 

Calculation of Compounded Return from Monthly Returns 

 

 The formula for compounding of periodic returns varies depending on the period. For 

instance, while working with weekly returns, the compounding formula would be  

(1 + Weekly Return)
52

 – 1, since there are 52 weeks in the year. 

6.2  Risk 

 Some commonly used measures of risk are as follows: 

6.2.1 Standard Deviation 

 Standard deviation measures the extent to which the scheme returns deviate from its own 

past standards. This can be easily calculated using the Spreadsheet function ‗STDEV‘ as 
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shown in Table 6.5. The standard deviation, based on monthly returns is 2.53%. This 

needs to be compounded to its annual equivalent, by multiplying it by the square root of 

12. (If the periodic returns were weekly, the multiplication factor would be square root of 

52). 

 Thus, the annualised standard deviation is 8.78%. 

Table 6.5 

Calculation of Standard Deviation 

 

 This is to be compared with other schemes of the same type e.g. diversified equity funds, 

liquid funds etc. 

 A high standard deviation would mean that the scheme deviates more from its past 

standard i.e it is more risky. 

6.2.2 Beta 

 An alternate approach to measure equity risk is based on Capital Assets Pricing Model 

(CAPM), discussed in NCFM‘s workbook titled Securities Market (Advanced) Module. We 

saw that there are two risks in investing in equity: 

 Systematic risk (β) is inherent to equity investments e.g. the risk arising out of 

political turbulence, inflation etc. It would affect all equities, and therefore cannot be 

avoided. 
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 Non-systematic risk is unique to a company e.g. risk that a key pharma compound 

will not be approved, or the risk that a high performing CEO leaves the company. 

Non-systematic risk can be minimized by holding a diversified portfolio of 

investments. 

 Since investors can diversify away their non-systematic risks, they have to be 

compensated only for systematic risk. 

 Calculation of beta calls for information on the value of the market index on each of the 

days for which the NAV information is used. A diversified index like CNX Nifty has to be 

used. 

 Based on the value of Nifty on each of those days, the periodic returns can be calculated, 

as was done for the scheme returns. Thereafter, the ‗slope‘ function can be used in 

Spreadsheet. The details are shown in Table 6.6. 

Table 6.6 

Calculation of Beta 

 

 The Beta is 0.98 is close to 1. This means that the scheme returns are closely aligned 

with that of the Nifty. 

 If the beta is more than 1, it means that the scheme is more risky than the market. A 

value of beta that is less than 1 would mean that the scheme is less risky than the 

market. 

 Since index schemes mirror the portfolio of their benchmark index, their risks are 

expected to be similar. Therefore, beta of an index scheme would be close to 1, as seen 

in the above example. 
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6.2.3 Weighted Average Maturity 

 Fixed rate debt instruments have a price risk. When interest rates in the market go up, 

the debt instruments already issued, based on the erstwhile lower interest rates, lose 

value. Similarly, when interest rates in the market go down fixed rate debt instruments 

gain value. 

 The extent of such depreciation or appreciation of fixed rate debt instruments in response 

to changes in yields in the market, is influenced by the tenor of the instruments. 

Instruments that have a longer maturity are more volatile than those with shorter maturity. 

 Therefore, the weighted average maturity of the portfolio of a mutual fund scheme 

becomes an indicator of the scheme‘s price risk. Higher the weighted average maturity, 

more the scheme‘s NAV is likely to fluctuate in response to changes in market yields. 

 The calculation of weighted average maturity is illustrated in Table 6.7 for a scheme with 

debt portfolio of ` 255 crore. The weighted column is calculated as Tenor X Proportion for 

each row.  

Table 6.7 

Calculation of Weighted Average Maturity 

 

A liquid fund would have its investments in securities of upto 91 days. Therefore, its 

weighted average maturity would be less than 0.25 years. 

6.2.4  Modified Duration 

 While maturity influences the price risk in a debt security, a more scientific approach 

would be to consider its modified duration. 

 Suppose the modified duration is to be calculated as of January 15, 2012, for a security 

that offers a coupon of 11% p.a., payable half-yearly, until it matures on January 25, 

2014. The security is currently traded in the market at a yield of 11.5%. 

 The modified duration can be calculated using the MDURATION function in Spreadsheet. 

This is shown in Table 6.8. 
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Table 6.8 

Calculation of Modified Duration of a Debt Security 

 

The implication is that if the yields in the market were to change by 1%, this debt security 

is likely to change in value by 1.68%. 

 If the coupon payments were quarterly, the frequency would be shown as 4; annual 

coupon payment would mean frequency of 1.  

 In this manner, the modified duration can be calculated for every debt security in the 

scheme‘s portfolio. Thereafter, the modified duration for the scheme can be calculated, 

as shown in Table 6.9. 

Table 6.9 

Calculation of Modified Duration for Scheme 

 

 Higher the modified duration, more sensitive the NAV of a scheme is, to changes in yields 

in the market. 
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6.3  Risk Adjusted Returns 

 Having determined the risk and return, there are various frameworks through which a 

combined view of the two can be taken for better investment decisions. Some of these 

are: 

6.3.1 Sharpe Ratio 

 In the example considered in Table 6.4, the compounded return was 13.36%. The 

annualised standard deviation was calculated to be 8.78% in Table 6.5. Let us say that a 

risk-free return of 7% would have been possible, if the same money was invested in 

government bonds. 

 Thus, by investing in the scheme, the investor earned a return that was higher by 13.36% 

minus 7% i.e. 6.36%. This is his risk premium, a premium earned for the risk taken. 

 If the risk premium of 6.36% is divided by the standard deviation of 8.78%, we get a value 

of 0.72, which is the Sharpe Ratio (Table 6.10) 

Table 6.10 

Calculation of Sharpe Ratio for Scheme 

 

 This indicates that for every unit of risk taken (as measured by standard deviation), the 

investor earned a return of 0.72%. This is the Sharpe Ratio. 

 In a comparison of two schemes of the same type, the one with the higher Sharpe Ratio 

is considered to have delivered superior risk-adjusted returns. 

 Sharpe Ratio can be used for debt schemes as well as equity schemes. 

6.3.2 Sortino Ratio 

 Standard deviation is calculated on the basis that both positive and negative moves are a 

risk. A view can be taken that only the negative returns are a risk. Accordingly, the 

downside deviation can be calculated as the standard deviation of only the negative 

returns in Table 6.5. This works out to 1.03%. Multiplied by the square root of 12, the 

annualised downward deviation is calculated to be 3.57%. 

 The Sortino Ratio is the Risk Premium calculated earlier, divided by the annualised 

downward deviation i.e. 6.36% ÷ 3.57% = 1.78. 
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 Within a category of schemes (applicable for both debt and equity schemes), the scheme 

with the higher Sortino Ratio is viewed as offering a better risk-adjusted return. 

6.3.3 Treynor Ratio 

 The Treynor Ratio is the Risk Premium calculated earlier, divided by the Beta, which was 

calculated to be 0.98 in Table 6.6. It thus works out to 6.36% ÷ 0.98 = 6.47%. 

 As in the case of the previous ratios, a higher Treynor Ratio is indicative of better risk-

adjusted return. However, this ratio should ideally be used only for diversified equity 

portfolios. 

6.3.4 Jensen’s Alpha 

 Alpha is a measure of the fund manager‘s performance. 

 In the process of managing a non-index scheme, the fund manager may take a risk (as 

measured by beta) that is different from the market risk; the scheme returns too are likely 

to be different from the market. 

 Logically, if the fund manager took a higher risk than the market, he ought to deliver a 

return that is higher than the market. Alpha compares the return which ought to have 

been generated (for the risk taken) by the scheme with the return that was actually 

generated. The difference between the two is out-performance (if actual return is higher) 

or under-performance (if actual return is lower). 

 Alpha can be positive or negative. It is calculated using the INTERCEPT function in 

Spreadsheet, as shown in Table 6.11. 

 Between two fund managers of competing diversified equity schemes, the one with 

higher alpha is considered to have delivered better risk adjusted returns. 

Table 6.11 

Calculation of Jensen’s Alpha for Scheme 
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 The fund manager of this scheme has demonstrated a minor out-performance of 0.03%. 

 Points to remember 

 Unlike debt, mutual funds cannot work with pre-specified dividend payment dates. 

Calculating returns with irregular dividend payment dates becomes easier using the 

XIRR function in Spreadsheet. 

 A weakness of the XIRR function is that it assumes that the dividend receipts would 

have been re-invested at the same XIRR rate. This is a questionable assumption. 

 SEBI has therefore stipulated that returns should be calculated assuming that the 

dividends have been re-invested in the same scheme at the Ex-dividend NAV i.e. the 

NAV after every dividend payment. 

 Therefore, at the first stage, one considers the increase in units based on re-

investment of dividends at the ex-dividend NAV (including re-investment of higher 

dividend on account of any earlier re-invested dividends). Based on this, the closing 

wealth of the investor can be considered. The initial investment is also known. CAGR 

can be calculated using the compound interest formula. 

 The requirement of finding out the dividend rate and the ex-dividend NAV after each 

dividend and accordingly determining the additional units make the calculation 

cumbersome. Therefore, the CAGR calculation is more commonly used in statutory 

communication, such as Scheme Information Document, Performance 

advertisements etc. In other situations, market intermediaries use the XIRR. 

 An alternative is to apply the CAGR on the growth option of the scheme. Since no 

dividend is declared in the growth option, the cumbersome dividend re-investment 

calculations are avoided. 

 Researchers often work with NAVs at periodic intervals - daily, weekly, monthly etc. 

The periodic returns are then averaged and compounded. 

 The commonly used measures of risk are standard deviation, beta, weighted 

average maturity and duration. 

 Standard deviation is calculated using the STDEV function in Spreadsheet. This 

calculated value based on periodic returns needs to be multiplied by the square root 

of the number of periods that represent a year. The result is the annualised standard 

deviation. 

 Standard deviation can be used for equity schemes as well as debt schemes. Higher 

the standard deviation, most risky the scheme. 

 Systematic risk (β) is inherent to equity investments e.g. the risk arising out of 

political turbulence, inflation etc. It would affect all equities, and therefore cannot be 

avoided. 

 Non-systematic risk is unique to a company e.g. risk that a key pharma compound 

will not be approved, or the risk that a high performing CEO leaves the company. 
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 Non-systematic risk can be minimized by holding a diversified portfolio of 

investments. 

 Beta is a measure of systematic risk. It is calculated by applying the SLOPE function 

in Spreadsheet. The data points are the periodic returns on the scheme and the 

market. 

 Beta is ideally used only for diversified equity schemes. Higher the beta, more risky 

the scheme. 

 Fixed rate debt instruments have a price risk. When interest rates in the market go 

down fixed rate debt instruments gain value, and vice versa. Instruments that have a 

longer maturity are more volatile than those with shorter maturity. 

 While maturity influences the price risk in a debt security, a more scientific approach 

would be to consider its modified duration. It is calculated using the MDURATION 

function in Spreadsheet. 

 Higher the modified duration, more sensitive the NAV of a scheme is, to changes in 

yields in the market. 

 Risk premium in a scheme is the return earned on the scheme, minus the risk-free 

return. 

 Sharpe Ratio is the risk premium in a scheme divided by its standard deviation. 

Higher the Sharpe Ratio of a scheme, better the risk-reward ratio offered by that 

scheme. 

 Standard deviation is calculated on the basis that both positive and negative moves 

are a risk. A view can be taken that only the negative returns are a risk. Accordingly, 

the downside deviation can be calculated as the standard deviation of only the 

negative returns. 

 The Sortino Ratio is the Risk Premium divided by the annualised downward 

deviation. 

 Treynor Ratio is the risk premium in a scheme divided by its beta. Higher the Treynor 

Ratio of a scheme, better the risk-reward ratio offered by that scheme. 

 Alpha compares the return which ought to have been generated (for the risk taken) 

by the scheme with the return that was actually generated. The difference between 

the two is out-performance (if actual return is higher) or under-performance (if actual 

return is lower). 

 Alpha can be positive or negative. It is calculated using the INTERCEPT function in 

Spreadsheet. 

 Risk adjusted return comparisons should be made between schemes of the same 

category. It would be wrong to compare one scheme of one type with another 

scheme of a different type. 
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Chapter - 7     Cut-off Time Regulations  

    & Time Stamping 
 

When an investor buys or sells shares in the secondary market, there is no financial implication 

on the company whose shares are being traded or its other shareholders. However, 

subscription to and re-purchase of units of a mutual fund scheme, affect the financials of the 

scheme; these transactions therefore affect the scheme‘s other investors. As discussed in 

Chapter 4: 

 If investors are permitted to subscribe to new units of a scheme at a price lower than their 

intrinsic value, then the prior investors lose out. 

 Similarly, if investors are able to offer their units for re-purchase at a price higher than their 

intrinsic value, the investors who continue in the scheme are cheated. 

 If investors subscribe to or re-purchase units at their intrinsic value, then neither the prior 

investors nor the continuing investors are adversely affected. 

The intrinsic value of the units of a scheme, as seen in Chapter [4], is its NAV. The NAV 

however keeps changing. The schemes declare their NAV every day. 

 Allowing an investor to invest at yesterday‘s NAV, if the market has gone up today, is 

again unfair. 

 Similarly, it would be unfair to allow an investor to offer his units for re-purchase at 

yesterday‘s NAV, after the investor has seen a decline in the market today. 

Therefore, the day whose NAV the investor gets - the day of the transaction, or a preceding or 

succeeding day - too is material. A few operational factors compound the problem: 

 The scheme may receive a cheque for subscription to new units on Day T But the money 

will be received in the scheme‘s bank accounts only on Day T+1 or Day T+2. By then, the 

market may change. 

 Banks may credit the money into the account as of a ―value date‖. But the funds may be 

available for investment by the scheme, only on the following day. 

 Unscrupulous investors may bounce their subscription cheque if they see the market going 

down after the application for subscription has been sent. 

Considering all these dynamics, SEBI has mandated detailed regulations on the applicable NAV 

for investors‘ transactions with various types of schemes in different situations. The applicable 

NAV depends on whether or not the investor‘s application for subscription / re-purchase was 

received before the specified ―cut-off‖ timing. This is applicable to all mutual funds. It is to be 

uniformly applied to all investors. The only exceptions are: 

 International funds 

 Transactions in Mutual Fund units undertaken on a recognized Stock Exchange 
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Mutual Funds have to ensure that each payment instrument for subscription or purchase of units 

is deposited in a bank expeditiously by utilization of the appropriate banking facility. AMCs have 

to compensate any loss occasioned to any investor or to the scheme and/or plan on account of 

non-compliance. 

Mutual Funds need to calculate NAV for each calendar day for their liquid fund schemes and 

plans. 

7.1  Cut Off Timing 

7.1.1 Liquid Schemes & Plans - Subscriptions  

 The following NAVs are to be applied: 

 Where the application is received upto 2.00 p.m. on a day and funds are available for 

utilization before the cut-off time without availing any credit facility, whether, intra-day 

or otherwise - the closing NAV of the day immediately preceding the day of receipt of 

application; 

 Where the application is received after 2.00 p.m. on a day and funds are available for 

utilization on the same day without availing any credit facility, whether, intra-day or 

otherwise - the closing NAV of the day immediately preceding the next business day; 

and 

 Irrespective of the time of receipt of application, where the funds are not available for 

utilization before the cut-off time without availing any credit facility, whether, intra-day 

or otherwise - the closing NAV of the day immediately preceding the day on which 

the funds are available for utilization. 

“Business Day” does not include a day on which the money markets are closed or 

otherwise not accessible. 

 For allotment of units in respect of purchase in liquid schemes, it has to be ensured that: 

 Application is received before the applicable cut-off time. 

 Funds for the entire amount of subscription/purchase as per the application are 

credited to the bank account of the respective liquid schemes before the cut-off time. 

 The funds are available for utilization before the cut-off time without availing any 

credit facility whether intra-day or otherwise, by the respective liquid schemes. 

 For allotment of units in respect of switch-in to liquid schemes from other schemes, it has 

to be ensured that: 

 Application for switch-in is received before the applicable cut-off time. 

 Funds for the entire amount of subscription/purchase as per the switch-in request are 

credited to the bank account of the respective switch-in liquid schemes before the 

cut-off time. 

 The funds are available for utilization before the cut-off time without availing any 

credit facility whether intra-day or otherwise, by the respective switch-in schemes. 
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7.1.2 Liquid Schemes & Plans - Re-Purchases 

 The following NAVs are to be applied: 

 Where the application is received up to 3.00 pm - the closing NAV of day 

immediately preceding the next business day, and 

 Where the application is received after 3.00 pm - the closing NAV of the next 

business day. 

7.1.3 Other than Liquid Schemes & Plans - Subscriptions 

 The following NAVs are to be applied: 

 Where the application is received up to 3.00 pm with a local cheque or demand draft 

payable at par at the place where it is received - closing NAV of the day on which the 

application is received. 

 Where the application is received after 3.00 pm with a local cheque or demand draft 

payable at par at the place where it is received - closing NAV of the next business 

day. 

 Where the application is received with an outstation cheque or demand draft which is 

not payable on par at the place where it is received - closing NAV of day on which 

the cheque or demand draft is credited. 

In respect of purchase of units in Income/ Debt oriented schemes (other than liquid fund 

schemes and plans) with amount equal to or more than ` 1 crore, irrespective of the time 

of receipt of application, the closing NAV of the day on which the funds are available for 

utilization is applicable. 

 For allotment of units in respect of purchase in income/debt oriented mutual fund 

schemes/ plans other than liquid schemes, it has to be ensured that: 

 Application is received before the applicable cut-off time (3 pm). 

 Funds for the entire amount of subscription/purchase as per the application are 

credited to the bank account of the respective schemes before the cutoff time (3 pm). 

 The funds are available for utilization before the cut-off time (3 pm) without availing 

any credit facility whether intra-day or otherwise, by the respective scheme. 

 For allotment of units in respect of switch-in to income/debt oriented mutual fund 

schemes/ plans other than liquid schemes from other schemes, it has to be ensured that: 

 Application for switch-in is received before the applicable cut-off time. 

 Funds for the entire amount of subscription/purchase as per the switch-in request are 

credited to the bank account of the respective switch-in income/debt oriented mutual 

fund schemes/plans before the cut-off time. 

 The funds are available for utilization before the cut-off time without availing any 

credit facility whether intra-day or otherwise, by the respective switch-in income/debt 

oriented mutual fund schemes/plans. 
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7.1.4 Other than Liquid Schemes & Plans - Re-purchases 

 The following NAVs are to be applied: 

 Where the application is received up to 3.00 pm - closing NAV of the day on which 

the application is received; and 

 An application received after 3.00 pm - closing NAV of the next business day. 

7.2  Official Points of Acceptance (POA) 

 In order to ensure transparency in capturing the timing, SEBI has mandated official points 

of acceptance for receipt of these applications. Application from investors are to be 

received by mutual funds only at the official points of acceptance, addresses of which 

have to be disclosed in the SID and on Mutual Funds‘ websites. 

 The Official PoA are typically offices of the AMC and RTA. Offices of the DP can also be 

an Official PoA for re-purchase transactions. Offices of stock exchange brokers can be 

Official PoA for transactions routed through the stock exchange. 

7.3  Time Stamping Requirements 

 For every machine, running serial number has to be stamped from the first number to 

the last number as per its capacity before repetition of the cycle. 

 Every application for purchase is to be stamped on the face and the corresponding 

payment instrument is to be stamped on the back indicating the date and time of 

receipt and the running serial number. The application and payment instrument 

should contain the same serial number. 

 Every application for redemption has to be stamped on the face and on the investor‘s 

acknowledgment copy (or twice on the application if no acknowledgment is issued) 

indicating the date and time of receipt and running serial number. 

 Different applications cannot be bunched together with the same serial number. 

 Blank papers should not be time stamped. Genuine errors, if any, are to be recorded 

with reasons and the corresponding applications requests are to be preserved. 

 The time stamping machine should have a tamper proof seal and the ability to open 

the seal for maintenance or repairs must be limited to vendors or nominated persons 

of the mutual fund, to be entered in a proper record. 

 Breakage of seal and/or breakdown of the time stamping process has to be duly 

recorded and reported to the Trustees. 

 Every effort should be made to ensure uninterrupted functioning of the time stamping 

machine. 

In case of breakdown, the mutual funds have to take prompt action to rectify the situation. 

During the breakdown period, mutual funds need to adopt an alternative time stamping 

method that has already been approved by the Board of the AMC and the Trustee(s). 
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 An audit trail should be available to check and ensure the accuracy of the time 

stamping process during the said period. 

 Any alternate mode of application that does not have any physical or electronic trail 

needs to be converted into a physical piece of information and time stamped in 

accordance with the time stamping guidelines. 

 Mutual Funds need to maintain and preserve all applications/ requests, duly time 

stamped, at least for a period of eight years. They should be able to produce them as 

and when required by SEBI or auditors appointed by SEBI. 

 Points to remember 

 If investors are permitted to subscribe to new units of a scheme at a price lower than 

their intrinsic value, then the prior investors lose out. 

 Similarly, if investors are able to offer their units for re-purchase at a price higher 

than their intrinsic value, the investors who continue in the scheme are cheated. 

 If investors subscribe to or re-purchase units at their intrinsic value, then neither the 

prior investors nor the continuing investors are adversely affected. 

 The applicable NAV for a transaction depends on whether or not the investor‘s 

application for subscription / re-purchase was received before the specified ―cut-off‖ 

timing. This is applicable to all mutual funds. It is to be uniformly applied to all 

investors. The only exceptions are: 

 International funds 

 Transactions in mutual fund units undertaken on a recognized Stock Exchange 

 Where the application is received in a liquid scheme by 2.00 p.m. and funds are 

available for utilization before the cut-off time on the same day, units will be allotted 

based on the closing NAV of the day immediately preceding the day of receipt of 

application. 

 Where the application is received in a liquid scheme after 2.00 p.m. and funds are 

available for utilization on the same day units are allotted based on the closing NAV 

of the day immediately preceding the next business day. 

 Irrespective of the time of receipt of application in a liquid scheme, where the funds 

are not available for utilization before the cut-off time, units are allotted at the closing 

NAV of the day immediately preceding the day on which the funds are available for 

utilization. 

 Where re-purchase application is received up to 3.00 pm, it is effected at the closing 

NAV of day immediately preceding the next business day. 

 Where re-purchase application is received after 3.00 pm, it is effected at the closing 

NAV of the next business day. 
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 Where the application is received in a non-liquid scheme up to 3.00 pm with a local 

cheque or demand draft payable at par at the place where it is received, units are 

allotted at the closing NAV of the day on which the application is received. 

 Where the application is received in a non-liquid scheme after 3.00 pm with a local 

cheque or demand draft payable at par at the place where it is received, units are 

allotted at the closing NAV of the next business day. 

 In respect of purchase of units in Income/ Debt oriented schemes (other than liquid 

fund schemes and plans) with amount equal to or more than ` 1 crore, irrespective of 

the time of receipt of application, units are allotted at the closing NAV of the day on 

which the funds are available for utilization. 

 Where re-purchase application is received for a non-liquid scheme up to 3.00 pm, it 

is effected at the closing NAV of the day on which the application is received. 

 If re-purchase application is received for a non-liquid scheme after 3.00 pm, it is 

effected at the closing NAV of the next business day. 

 In order to ensure transparency in capturing the timing, SEBI has mandated official 

points of acceptance for receipt of these applications. 

 The Official PoA are typically offices of the AMC and RTA. Offices of the DP can also 

be an Official PoA for re-purchase transactions. Offices of stock exchange brokers 

can be Official PoA for transactions routed through the stock exchange. 

 Mutual Funds need to maintain and preserve all applications/ requests, duly time 

stamped, at least for a period of eight years. 

 

 

 

 

 

 

 

 

 



 111 

Chapter - 8     Investment in Mutual Funds 

    Through NSE 

National Stock Exchange (NSE) offers a low-cost distribution reach across the country. 

Therefore, the role of brokers in mutual fund distribution has been increasing. The involvement 

of NSE brokers in different contexts is discussed below. 

8.1  Listed Schemes 

 Under SEBI regulations, close-ended schemes are to be mandatorily listed. This is 

equally applicable for debt and equity schemes. The only exception is Equity Linked 

Savings Schemes (ELSS) schemes, which are not listed during the first three years after 

NFO. This is because investors in ELSS are not permitted to sell their units for three 

years. 

 The difference in transactions between open-end and close-ended schemes is important 

to understand: 

 Acquisition of Units by the Unit-holder 

 In an open-end scheme, the units are newly created by the scheme. This is 

called a ―sale‖ transaction. It happens at the NAV. 

 In a close-ended scheme, the pre-existing units change hands. It happens at a 

price that is discovered in the stock exchange. 

 Extinguishment of Unit-holding 

 In an open-end scheme, the unit-holder offers his units for ―re-purchase‖. This  is 

effected at the NAV less Exit Load (if applicable). On re-purchase, the units are 

cancelled. 

 The exit load, in percentage terms, is frozen when the unit-holder acquires the 

units. It may be different for different investors. For the same investor, the 

percentage may be different for various unit holdings in the same scheme, 

depending on when they were acquired. 

 Suppose an investor acquired 100 units of a scheme at ` 12 per unit on January 

1, 2010 when the applicable exit load was 1%. 50 units were redeemed on June 

6, 2011, when NAV was ` 15; balance was redeemed on October 5, 2011, when 

NAV was ` 17. 

 The redemption price on June 6, 2011 for this investor would be ` 15 less 

1% i.e. ` 14.85 per unit. The exit load is ` 0.15 per unit. 

 The redemption price on October 5, 2011 for the same investor for the units 

(that were bought on the same day as the previous lot of units) would be ` 
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17 less 1% i.e. ` 16.83 per unit. The exit load is ` 0.17 per unit. To clarify, 

the exit load is frozen in percentage terms, and is applied on the NAV on the 

re-purchase date. 

 On the same day, another investor may have offered units for re-purchase. 

Suppose these units were acquired on a date other than January 1, 2010. 

On the acquisition date, the applicable exit load was 0.20%. The re-

purchase price for this investor would be ` 17 less 0.20% i.e. ` 16.966 per 

unit. 

 In a close-ended scheme, the unit-holder sells the units to some counter-party at 

a price that is determined in the stock exchange. The units continue to exist. Only 

the name of the unit-holder changes in the scheme records. 

 Listed schemes (typically, close-ended) are traded through NSE‘s trading 

system, like any other securities. Buyers and sellers enter their orders through 

their respective Trading Members (TM). The system matches orders based on 

price and time priority. If a match is found, a trade is generated. The TM earns a 

brokerage as per the terms of the contract with the client. 

 NSE‘s Mutual Fund Service System (MFSS, discussed below) facilitates order 

collection (sale and re-purchase) for open-end schemes. 

8.2  Exchange Traded Funds (ETFS) 

 Like any share or close-ended scheme, ETFs are listed on the exchange. Therefore, 

Trading Members at the NSE can help clients buy and sell ETFs as part of their normal 

services. 

 Besides, market makers in ETF can benefit from two other streams of income: 

 The buy-sell spread arising out the market making operations. If the market maker 

buys units from investors at ` 50.00 per unit, and sells units to investors at ` 50.60 

per unit, a spread of ` 0.60 is earned for every unit so traded. 

 Large investors subscribing to the ETF directly with the scheme, or offering their 

units for re-purchase to the scheme, will need to give or receive index securities in 

the same proportion as the index. There is scope to earn a brokerage, when these 

investors buy or sell index securities as part of the subscription or re-purchase. 

 Each ETF unit is defined to be equivalent to a certain proportion of the underlying index. 

For example, 100 ETF Units = 1 Nifty. In that case, if the Nifty is at 6,000, then the 

intrinsic value of each ETF Unit is ` 60. 

 Since large investors may choose to transact directly with the scheme, the trading 

volumes in the exchange can get low in the case of some ETFs. Low liquidity disrupts the 

price discovery mechanism, on account of which the ETF units may trade at a price that 

is not in synch with its intrinsic value. The risk involved in buying ETF units at prices 
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higher than its intrinsic worth needs to be recognized, so also, selling ETF units at prices 

lower than its intrinsic worth may lead to opportunity loss. 

8.3  Mutual Fund Service System (MFSS) 

 NSE launched India‘s first Mutual Fund Service System (MFSS) on November 30, 2009. 

Using NEAT MFSS, an investor can subscribe or redeem units of a mutual fund scheme, 

through eligible members of NSE. 

 Trading members of NSE who are ARN holders, and who have passed the Mutual Fund 

Distributor certification examination of National Institute of Securities Market (NISM 

Series VA MFD) are eligible to participate in NEAT MFSS. They are called participants. 

 NEAT MFSS is open for trading between 9 a.m. and 3 p.m. on all business days of the 

capital market segment. Participants can make the service available for their registered 

clients. 

 Participants need to open a separate Bank account with any of the Clearing Banks 

identified by the Clearing Corporation. This will be the designated bank account for 

transactions under MFSS. Pay-in of funds for subscription is to be done through the 

designated bank accounts on T+1 basis, as per time lines specified by the Clearing 

Corporation. 

 Participants can choose between Physical mode and depository mode while capturing 

subscription / redemption requests on the MFSS. Securities settlement is effected 

through the RTA (if physical mode) or through the Depository (if Demat mode). 

 The steps in the transactions are as follows: 

8.3.1 Subscription (Physical mode) 

 T-Day activities 

 Investor has to submit the following documents/details along with clear funds to the 

Participant: 

 Completed and Signed respective scheme Application Form 

 Copy of PAN Card of first holder 

 Copy of PAN Card of each additional holder in case of joint investment /either or 

survivor basis 

 Copy of KYC acknowledgement of all holders 

 Copy of Guardian‘s PAN Card in case investment is on behalf of minor 

 Folio No. in case the subscription is an additional purchase. 

 The Participant verifies the application for mandatory details including PAN details 

and KYC compliant acknowledgment issued by CVL. 

 After completing the verification, Participant enters the subscription order on the 

MFSS front-end system with the option of ‗Physical‘ settlement. 
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 The folio No (if available) is captured on the MFSS front-end. 

 The MFSS identifies each scheme uniquely in terms of Symbol & Series. 

 Subscription orders are created in terms of Amount.  

 Once the order is created, system generates a unique confirmation No. for the 

order. 

 The investor receives a confirmation slip from the Participant. It contains unique 

confirmation number and date and time stamp of order entry generated from the 

MFSS system. Till the Participant provides allotment details to the investor, the order 

confirmation slip is proof of the transaction. 

 On allotment, the investor will receive Statement of Account from the RTA 

directly. 

 The Participant writes the unique confirmation number on the physical documents 

and delivers the same at any of the RTA /AMC offices as may be intimated from time 

to time. 

 Exchange validates the transactions on T day evening with the RTA, and any 

discrepancy in the transaction details is informed to the Participant on the same day 

evening. 

 The Clearing Corporation provides the Participants with funds obligation report end 

of day for all the valid transactions. 

 T+1 Day activities 

 The Clearing Corporation of the Exchange debits the designated clearing bank 

account of the Participants for the required funds obligation on T+1 morning. 

 In case of shortage, the concerned Participant is provided an opportunity to identify 

transactions and provide details of the transactions for which payments have been 

received and transactions for which payments have not been received. 

 The fund collected from the bank account of the Participant is compared with the 

details provided by the Participant on the payment received status. 

 If the funds collected from the bank account of the Participant covers the details  

of the payments received as provided by the Participant, the same is further 

processed. 

 Wherever the funds collected from the bank account falls short of the amount 

indicated in the details provided by the Participant, the details are considered 

defective and are not further processed. In such cases, the funds collected, if 

any, are returned to the designated bank account of the Participant. 

 The Exchange / Clearing Corporation takes appropriate action including penalty 

on participants who fail to fulfil their funds obligation as required. 

 The Exchange notifies RTA for all such defective transactions and rejections due 

to non-payment of funds. 
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 The RTA reverses such transactions for respective Participants. Transactions for 

other Participants who have fulfilled their funds obligations are processed by the 

RTA. 

 The RTA intimates the allotment details for accepted transactions including folio 

numbers. 

 Allotment information is provided to the Participants so that they can provide 

allotment details to the investor. 

8.3.2 Subscription (Demat Mode) 

 T-Day activities 

 The order is placed like a normal secondary market activity. The investor provides 

the depository account details along with PAN details to the Participant. KYC 

performed by DP is considered compliance with applicable requirements. 

 Participant enters the subscription order on the MFSS front-end system with the 

option of ‗Depository‘ settlement. 

 MFSS identifies each scheme uniquely in terms of Symbol & Series. 

 Subscription orders are created in terms of Amount. 

 Once the order is created, system generates a unique confirmation number for 

the order. 

 The investor receives a confirmation slip from the Participant. It contains unique 

confirmation number and date and time stamp of order entry, generated from the 

MFSS system. Till the Participant provides allotment details to the investor, the order 

confirmation slip is proof of the transaction. 

 Demat statement given by depository participant is deemed to be adequate 

compliance of the requirement of Statement of Account. 

 Exchange validates the transactions on T day evening with the RTA as well as the 

depository. Any discrepancy in the transaction details is informed to the Participant 

on the same day evening. 

 The Clearing Corporation provides the Participants with funds obligation report 

end of day for all valid transactions. 

 T+1 Day activities 

 The Clearing Corporation of the Exchange debits the designated clearing bank 

account of the Participants for the required funds obligation on T+1 morning. 

 In case of shortage, the concerned Participant is provided an opportunity to identify 

transactions and provide details of the transactions for which payments have been 

received and transactions for which payments have not been received. 

 The fund collected from the bank account of the Participant is compared with the 

details provided by the Participant on the payment received status. 
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 If the funds collected from the bank account of the Participant covers the details 

of the payments received as provided by the Participant, the same is further 

processed. 

 Wherever the funds collected from the bank account falls short of the amount 

indicated in the details provided by the Participant, the details are considered 

defective and are not further processed. In such cases, the funds collected, if 

any, are returned to the designated bank account of the Participant. 

 The Exchange / Clearing Corporation takes appropriate action including penalty 

on participants who fail to fulfil their funds obligation as required. 

 The Exchange notifies RTA for all such defective transactions and rejections due 

to non-payment of funds. 

 The RTA reverses such transactions for respective Participants. Transactions for 

other Participants who have fulfilled their funds obligations are processed by the 

RTA. 

 The RTA intimates the allotment details for the accepted transactions including folio 

numbers. 

 Allotment information is provided to the Participants so that they can provide 

allotment details to the investor. 

  RTA credits the units to the pool account of the Participant, who will credit the 

depository account of the investor if payment has been received. 

8.3.3 Redemption (Physical Mode) 

 T-Day activities 

 Investor has to submit the following documents/details to the Participant: 

 Completed and Signed redemption request, stating the folio number. 

 Copy of PAN Card of first holder. 

 Copy of PAN Card of each additional holder in case of joint investment. 

 Copy or allotment statement/holding statement/SOA displaying the scheme 

holdings to be redeemed. 

 Copy of Guardians PAN Card in case investment is on behalf of minor. 

 The Participant verifies the application for mandatory details, investor identity and 

verifies the signature on the application against the PAN signature of the signatory 

 After completing the application verification, the Participant enters the redemption 

order on the MFSS system with the option of ‗Physical‘ settlement. 

 The MFSS identifies each scheme uniquely in terms of Symbol & Series. 

 For physical orders the folio No is captured on the MFSS front-end. 

 Redemption orders are created either in terms of Amount or Quantity for physical 

settlement. 
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 Once the order is created system generates a unique confirmation No. for the 

order. 

 The investor receives a confirmation slip from the Participant. It contains unique 

confirmation number generated from the MFSS front-end system. This is proof of the 

transaction for the investor till the redemption proceeds are received from the 

registrar. 

 The Participant writes the unique confirmation number on the physical documents 

and delivers the same at any of the RTA /AMC offices as may be intimated from time 

to time. 

 Exchange validates the transactions on T day evening with the RTA and any 

discrepancy in the transaction details in terms of folio number etc. is informed to the 

Participant on the same day evening. 

T+1 Day activities 

 RTA carries out the redemption processing at its end and provides final redemption 

information to the Exchange on T+1. 

 The file contains information about valid and rejected redemption orders. 

 For successful redemptions, the file contains the redemption NAV, units 

redeemed, redemption amount, STT (if any). 

 Redemption information is provided to the Participants through flies so that they can 

provide Redemption details to the investor. 

 The redemption proceeds are directly sent by RTA through appropriate payment 

mode such as direct credit, NEFT or cheque as decided by AMC from time to time, 

as per the bank account details recorded with the RTA. 

 It is the primary responsibility of the Participant to ensure completeness of the 

documents including filling up of the all Key fields by the investor before accepting 

the same for processing. 

 It is also the responsibility of the Participant to ensure identity and authentication of 

signature affixed based on the original PAN shown at the time of accepting the 

redemption application form. In case of joint holding, this is to be ensured by the 

Participant for all holders. 

 In case the subscription application form has not reached to the RTA, the redemption 

request for such subscription will not be taken by the RTA and shall be rejected. 

8.3.4 Redemption (Demat Mode) 

 T-Day activities 

 Investor places order for redemption as currently followed for secondary market 

activities. The investor provides their depository account details along with PAN 

details to the Participant. The investor also provides their Depository Participant with 
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Depository instruction slip (a copy of which is to be provided to the participant at the 

time of placing the redemption request) with relevant units to be credited to Clearing 

Corporation pool account same day before 4.30 p.m. 

 The Participant enters the redemption order on the MFSS system with the option of 

‗Demat‘ settlement. 

 The MFSS identifies each scheme uniquely in terms of Symbol & Series. 

 Redemption orders are created only in quantity. 

 Once the order is created system generates a unique confirmation No. for the 

order. 

 The investor receives a confirmation slip from the Participant. It contains unique 

confirmation number generated from the MFSS front-end system. This is proof of the 

transaction for the investor till the redemption proceeds are received from the 

registrar. 

 Exchange validates the transactions on T day evening with the RTA and any 

discrepancy in the transaction details in terms of DP Id etc. is informed to the 

Participant on the same day evening. 

 Subsequent to the validation, Clearing Corporation will provide valid orders to 

depository to validate the delivery instructions (DIS) received from the investor and 

accept units received if they are equal to the valid transactions. The units thus 

received will be credited to the beneficiary account of the AMC(s) by the Clearing 

Corporation. 

 For all units received through the depository system as above, the Exchange will 

inform the RTA same day with details of the addresses and bank mandate as 

captured on the depository system. 

 T+1 Day activities 

 RTA carries out the redemption processing at its end and provides final redemption 

information to the Exchange on T+1. 

 The file contains information about valid and rejected redemption orders. 

 For successful redemptions, the file contains the redemption NAV, units 

redeemed, redemption amount, STT (if any). 

 Redemption information is provided to the Participants through files so that they can 

provide Redemption details to the investor. 

 The redemption proceeds are directly sent by RTA through appropriate payment 

mode such as direct credit, NEFT or cheque as decided by AMC from time to time, 

as per the bank account details recorded with the depository. 

 The units will be extinguished by the RTA from the beneficiary account of the AMC(s) 
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a)   The typical MFSS calendar is as follows: 

Activity Timings 

T day  

Order capture for subscription and redemption on 

the MFSS 

9.00 a.m. - 3.00 p.m. 

Subscription and redemption Order status report 

and Final funds obligation statement 

5.30 p.m. 

T+1 day  

Pay-in of funds 8.30 a.m. 

Payment received and payment not received 

indication by Participants to Clearing Corporation 

9.30 a.m. 

Allotment and redemption information from RTA 2.00 p.m. 

Credit in the depository account of the investor End of day process at 

Depository 

Redemption   credit   in   the   investor bank   

account/cheque dispatch 

As per the current Mutual 

fund time lines adhered to by 

the RTA 

 In case of any dispute between the Participant and the investor arising out of the MFSS, 

the Exchange provides support for speedy redressal of the dispute through the Investor 

Grievance Cell. 

 Points to remember 

 Under SEBI regulations, close-ended schemes are to be mandatorily listed. This is 

equally applicable for debt and equity schemes. The only exception is ELSS 

schemes, which are not listed during the first three years after NFO. 

 In an open-end scheme, the units are newly created by the scheme. This is called a 

―sale‖ transaction. It happens at the NAV. 

 In a close-ended scheme, the pre-existing units change hands. It happens at a price 

that is discovered in the stock exchange. 

 In an open-end scheme, the unit-holder offers his units for ―re-purchase‖. This is 

affected at the NAV less Exit Load (if applicable). On re-purchase, the units are 

cancelled. 

 In a close-ended scheme, the unit-holder sells the units to some counter-party at a 

price that is determined in the stock exchange. The units continue to exist. Only the 

name of the unit-holder changes in the scheme records. 

 Listed schemes (typically, close-ended) are traded through NSE‘s trading system 

(National Exchange for Automated Trading), like any share. Buyers and sellers enter 
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their orders through their respective Trading Members (TM). The system matches 

orders based on price and time priority. If a match is found, a trade is generated. The 

TM earns a brokerage as per the terms of the contract with the client. 

 NSE‘s Mutual Fund Service System (MFSS) facilitates order collection (sale and re-

purchase) for open-end schemes. 

 Like any share or close-ended scheme, ETFs are listed in the exchange. Therefore, 

TM in the NSE can help clients buy and sell ETFs as part of their normal services. 

 Trading members of NSE who are ARN holders, and who have passed the Mutual 

Fund Distributor certification examination of National Institute of Securities Market 

(NISM Series VA MFD) are eligible to participate in NEAT MFSS. 

 NEAT MFSS is open for trading between 9 a.m. and 3 p.m. on all business days of 

the capital market segment. Securities settlement is effected through the RTA (if 

physical mode) or through the Depository (if Demat mode). 

 In case of any dispute between the Participant and the investor arising out of the 

MFSS, the Exchange provides support for speedy redressal of the dispute through 

the Investor Grievance Cell. 
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Chapter - 9     Non-Resident Investment in 

    Indian MF Schemes 
 

Non-Resident Indians (NRI) and Persons of Indian Origin (PIO) have been allowed to invest in 

Indian mutual fund schemes for long. Foreign Institutional Investors (FIIs) registered with SEBI 

too are permitted to invest. The FIIs can open a sub-account to facilitate investment by other 

non-residents. 

In his budget speech in February 2011, the Hon. Finance Minister made the following 

announcement: 

―Currently, only FIIs and sub-accounts registered with the SEBI and NRIs are allowed to invest 

in mutual fund schemes. To liberalise the portfolio investment route, it has been decided to 

permit SEBI registered Mutual Funds to accept subscriptions from foreign investors who meet 

the KYC requirements for equity schemes. This would enable Indian Mutual Funds to have 

direct access to foreign investors and widen the class of foreign investors in Indian equity 

market.‖ 

In August 2011, SEBI, in consultation with the RBI, came out with the operating guidelines for 

such direct investment by foreigners in Indian mutual fund schemes. 

The provisions regarding investment operations by different kinds of non-residents are as 

follows: 

9.1 Investment by NRIS / PIOS 

 Mutual funds have general permission to offer units of Indian mutual fund schemes to 

NRIs / PIOs. 

 NRI is an Indian citizen or a foreign citizen of Indian origin (other than a citizen of 

Pakistan or Bangladesh) who stays abroad for employment, or for carrying on business 

or vocation or under circumstances indicating an intention to stay abroad for an uncertain 

duration. A person is deemed to be of Indian origin if he/she or either of his/her parents or 

any of his / her grandparents were born in undivided India. 

 No special permissions are required from RBI for NRIs / PIOs to invest or redeem the 

investments. However, the investor would need to comply with the KYC requirements. 

KYC compliant NRIs / PIOs may invest through either of the following routes: 

9.1.1  Repatriable basis 

  The investment needs to be in convertible currency. The NRI / PIO can invest through an 

inward remittance through normal banking channels, or by debit to Non-Resident External 

(NRE) or Foreign Currency Non-Resident account of the investor. 

  The re-purchase proceeds as well as dividends can be repatriated abroad. 
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9.1.2  Non-Repatriable basis 

  The investment does not need to be in convertible currency. Normally, the investment 

happens through debit to Non-Resident Ordinary (NRO) account of the investor. 

  The re-purchase proceeds cannot be repatriated. However, dividends can be repatriated 

abroad. 

  The non-resident can execute a power of attorney (PoA) in favour of a resident, to make 

it convenient to handle the paper work. The PoA would need to be notarized. Further, the 

granter (the non-resident granting the power) and the attorney (the resident to whom the 

power is being given) need to comply with KYC requirements. 

  Most mutual funds also provide the facility of investing online. To avail of this, the investor 

will need an internet-enabled bank account. 

9.2  Investment by Foreign Institutional Investors 

 FII means an institution established or incorporated outside India, which proposes to 

make investments in Indian securities and is registered with SEBI. 

 Pension Funds, Mutual Funds, Investment Trusts, Insurance or reinsurance companies, 

Banks, Endowments, University Funds, Foundations, Charitable Trusts or Charitable 

Societies based abroad are permitted to register as FIIs with SEBI. 

 Asset Management Companies, Institutional Portfolio Managers, Trustees and Power of 

Attorney Holders proposing to invest on behalf of broad-based funds too are eligible to 

register as FII. 

 Broad Based Fund means a fund established or incorporated outside India, which has at 

least twenty investors with no single individual investor holding more than 10% shares or 

units of the fund. 

 The institution has to apply for FII registration with SEBI, which will forward one copy of 

the application to RBI. On receipt of RBI consent, and subject to SEBI-registration, the FII 

can open a foreign currency denominated as well as rupee denominated bank account in 

India. It will also have to tie up with a domestic custodian. 

 SEBI-registered FIIs are permitted to invest, on repatriable basis, in units of mutual funds, 

securities in primary and secondary markets including shares, debentures and warrants 

of companies, dated Government Securities, derivatives traded on a recognized stock 

exchange and Commercial Papers. 

9.3  Investment by Qualified Foreign Investors 

 Foreign investors other than NRIs / PIOs and FIIs, who fulfil the norms for direct 

investment in Indian mutual fund schemes, are termed Qualified Foreign Investors 

(QFIs). They are allowed to invest in both debt and equity schemes. 

 QFI is defined to mean a person (not resident in India), who is resident in a country that is 

compliant with Financial Action Task Force (FATF) standards, and that is a signatory to 
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International Organization of Securities Commission‘s (IOSCO‘s) Multilateral 

Memorandum of Understanding (MMOU). 

 ―Person‖ under Section 2(31) of the Income Tax Act, 1961 includes: 

(i) An individual 

(ii) A Hindu undivided family 

(iii) A company 

(iv) A firm 

(v) An association of persons or a body of individuals, whether incorporated or not 

(vi) A local authority, and 

(vii) Every artificial juridical person, not falling within any of the preceding sub-clauses. 

 Under the Income Tax Act, 1961 an individual is said to be ―resident in India‖ for any 

previous year if he: 

(a) Is in India in that year for a period or periods amounting in all to one hundred and 

eighty-two days or more; or 

(b) Having within the four years preceding that year been in India for a period or periods 

amounting in all to three hundred and sixty-five days or more, is in India for a period 

or periods amounting in all to sixty days or more in that year. 

 A company is said to be resident in India in any previous year, if- 

(i) It is an Indian company, or 

(ii) During that year, the control and management of its affairs is situated wholly in India. 

 A Hindu undivided family, firm or other association of persons is said to be resident in 

India in any previous year in every case except where during that year the control and 

management of its affairs is situated wholly outside India. 

 ―Resident‖ in a country, other than India, means resident as per the direct tax laws of that 

country. 

 The FATF (www.fatf-gaf.org) is an inter-governmental body whose purpose is the 

development and promotion of national and international policies to combat money 

laundering and terrorist financing. It is a ‗policy-making body‘ that works to generate the 

necessary political will to bring about legislative and regulatory reforms in these areas. 

 The FATF has 36 members, including 2 regional organisations – European Commission 

(EC) and Gulf Co-operation Council (GCC). The full list of members is as follows: 

Argentina Greece Norway 

Australia GCC Portugal 

Austria Hong Kong, China Republic of Korea 

Belgium Iceland Russian Federation 

http://www.fatf-gaf.org/
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Brazil India Singapore 

Canada Ireland South Africa 

China Italy Spain 

Denmark Japan Sweden 

European Commission Kingdom of Netherlands Switzerland 

Finland Luxembourg Turkey 

France Netherlands United Kingdom 

Germany New Zealand United States 
  

 The IOSCO‘s objectives are: 

 To cooperate in developing, implementing and promoting adherence to 

internationally recognised and consistent standards of regulation, oversight and 

enforcement in order to protect investors, maintain fair, efficient and transparent 

markets, and seek to address systemic risks; 

 To enhance investor protection and promote investor confidence in the integrity of 

securities markets, through strengthened information exchange and cooperation in 

enforcement against misconduct and in supervision of markets and market 

intermediaries; and 

 To exchange information at both global and regional levels on their respective 

experiences in order to assist the development of markets, strengthen market 

infrastructure and implement appropriate regulation. 

 IOSCO‘s website (www.iosco.org ) features a list of its 115 ordinary members (including 

SEBI), 11 associate members (including India‘s Forward Markets Commission) and 75 

affiliate members (including NSE). Their MMOU sets an international benchmark for 

cross-border co-operation critical to combating violations of securities and derivatives 

laws. The website has a list of 80 signatories to the MMOU, including India‘s SEBI. 

 MFs have to ensure that QFIs meet the KYC requirements as per the FATF standards, 

Prevention of Money Laundering Act, 2002(PMLA) rules and regulations made there 

under, and SEBI circulars issued in this regard before accepting subscriptions from QFIs. 

They also have to deduct tax, as applicable, from the redemption proceeds of QFIs. 

 The investment ceiling applicable is as follows: 

 Total overall ceiling of US $10 billion for investment by QFIs in equity schemes 

 Total overall ceiling of US $3 billion (within the existing ceiling of USD 25 billion for 

FII investment in corporate bonds issued by infrastructure companies) for 

investments by QFIs in debt schemes which invest in infrastructure debt of minimum 

residual maturity of 5 years. 

 For this purpose, the definition of infrastructure under the RBI‘s ECB guidelines 

would be applicable. 

http://www.iosco.org/
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 Once the QFI investment reaches US$ 8 billion in equity schemes and US$2.5 billion 

in debt schemes, the remaining limit is proposed to be auctioned by SEBI through a 

bidding process. 

 QFI investment is permitted through two routes as follows: 

9.3.1 Direct Route (Demat) 

 Three parties are envisaged in this route - the QFI, qualified DP and the MF. 

 A SEBI-registered DP has to fulfill the following conditions to become a qualified DP: 

 Paid up capital of ` 50 crore or more 

 Be either a clearing bank or clearing member of any of the clearing corporations 

 Have appropriate arrangements for receipt and  remittance of money with a 

designated Authorised Dealer (AD) Category - I bank 

 Demonstrate that it  has systems and  procedures to comply with  the  FATF 

Standards, PMLA and SEBI circulars issued from time to time 

 Obtain prior approval of SEBI before commencing the activities relating to 

accepting MF subscription from QFIs 

 Qualified DP shall open a demat account for the QFI only after ensuring compliance 

with all the requirements as per the PMLA, FATF standards and SEBI circulars. 

 A QFI is permitted to open only one demat account with any one of the qualified 

DPs. It shall subscribe and redeem through that DP only. 

 For the purpose of account opening, MF can rely on the KYC done by DPs. It has to 

obtain the relevant records of KYC/ other documents from the DP. Further, the MF 

has to comply with PMLA, FATF standards and SEBI circulars issued in this regard 

from time to time on an ongoing basis. 

 The qualified DP needs to open a separate single rupee pool bank account with a 

designated AD Category - I bank, exclusively for the purpose of investments by QFIs 

in India. 

 The subscription process is as follows: 

 The QFI places the order, mentioning the name of the scheme/MF, with its DP 

and remits foreign inward remittance through normal banking channel in any 

permitted currency (freely convertible), directly to the single rupee pool bank 

account of the DP maintained with a designated AD category - I bank. 

 The DP in turn forwards the order to the concerned MF, and remits the money to 

the MF‘s scheme account on the same day as the receipt of funds from the QFI. 

In case of receipt of money after business hours, DP has to remit the funds to the 

MF scheme account by the next business day. 

 In the event of a delay, the DP has to immediately return the money to the 

designated overseas bank account of the QFI. 
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 MF processes the order and credits the units into the demat account of the QFI. 

 If, for any reason, the units are not allotted, MF / DP has to ensure that the 

money is remitted back to the QFI‘s designated overseas bank account within 3 

working days from the date of receipt of subscription of money in the single rupee 

pool bank account of the DP maintained with a designated AD category I bank. 

 The redemption process is as follows: 

 The QFI can redeem, either through Delivery Instruction (physical/ electronic) or 

any another mode prescribed by the Depositories. 

 On receipt of instruction from QFIs, DP processes the same and forwards the 

redemption instructions to the MF. 

 Upon receipt of instruction from DP, MF processes the same and credits the 

single rupee pool bank account of the DP with the redemption proceeds. 

 The DP can make fresh purchase of units of equity and debt schemes of MF (if 

so instructed by the QFI) out of the redemption proceeds received, provided that 

payment is made towards such purchase within two working days of receipt of 

money from MF in the pooled bank account. 

 In case no purchase is made within the said period, the money has to be remitted 

by the DP to the designated bank overseas account of the QFI, within two 

working days from the date of receipt of money from the MF in the pooled bank 

account. 

 In case of dividend payout, the MF credits the single rupee pool bank account of the 

DP with the dividend amount. The DP in turn will remit the same to the designated 

bank overseas account of the QFI within two working days from the date of receipt of 

money from the MF in the DP‘s rupee pooled bank account. 

9.3.2 Indirect Route (Unit Confirmation Receipts - UCR) 

 There are four parties involved - the QFI, UCR issuer (based overseas), SEBI 

registered Custodian (based in India) and the MF. 

 MF appoints one or more UCR issuing agents overseas, and one SEBI registered 

custodian in India. UCR issuer appointed by MF acts as agent of the MF. 

 Entities fulfilling the following conditions can be appointed as UCR issuer: 

 The entity is able to demonstrate that it has proven track record, expertise and 

technology in the business of issuance of global depository receipts/ global 

custody agency. 

 The entity is registered with an overseas securities market / banking regulator. 

 MF has to seek no objection from SEBI before appointing any UCR issuer, and 

furnish the details and information sought by SEBI about the UCR issuer. SEBI 

reserves the right to seek additional information / clarification and direct specific 
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action, including non-appointment / revocation of appointment of that UCR Issuing 

Agent. 

 QFIs can subscribe / redeem only through the UCR Issuer. 

 The MF mandates the UCR issuer regarding the requirements for KYC, customer 

due diligence process and documents and information to be collected from the QFIs. 

 MF has to obtain the relevant records of KYC/ other documents from the UCR issuer 

in order to comply with FATF standards, PMLA and SEBI circulars. 

 The units of the MF, denominated in rupees, are held as underlying by the custodian 

in India in demat mode, against which the UCR issuer would issue UCR to the QFIs. 

 MF has to ensure that for every UCR issued by the UCR issuer, Custodian in India 

holds corresponding number of units against it i.e. there will be one unit of MF 

scheme for every unit of UCR. 

 MF will receive money from UCR issuer, either in a foreign country by opening bank 

account overseas (in accordance with the relevant FEMA regulations), or in Indian 

rupees in the respective MF scheme account held in India. 

 Units purchased and redeemed through a UCR issuer are to be settled on gross 

basis. Under no circumstances can they be netted against other investors of the 

UCR issuer. 

 If the MF opens a bank account abroad, the investor transactions are as follows: 

 UCR issuer forwards the purchase / subscription order of the QFI to the MF/ 

Custodian. Upon receipt and transfer of funds to India, the MF issues units to the 

custodian. The custodian in turn confirms to the UCR Issuer to issue UCR to the 

QFIs. 

 In case of redemption, the UCR issuer confirms receipt of redemption request to 

the MF and the Custodian. Upon receipt of instruction, the MF processes the 

same and transfers the redemption proceeds to the MF‘s overseas bank account 

for making payment to the designated overseas bank account of the QFI. 

 In case of dividend payout, the MF transfers the dividend amounts to the MF‘s 

overseas bank account for making payment to the designated overseas bank 

account of the QFI. 

 If the MF does not open a bank account abroad, the transactions would flow as 

follows: 

 UCR issuer forwards the purchase order to the MF and Custodian, and remits 

the funds into MF scheme account (in rupee terms). Upon receipt of funds; the 

MF issues units to the custodian. The custodian in turn confirms to the UCR 

Issuer to issue UCR to the QFI. 

 In case of redemption, the UCR issuer confirms receipt of redemption request to 

the MF & Custodian. Upon receipt of instruction, the MF processes the request 
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and remits the redemption proceeds to the UCR issuer, which in turn remits the 

redemption proceeds to the designated bank account of the QFI. 

 In case of dividend payout, the MF remits the dividend amount to the UCR 

issuer, which in turn remits the dividend amount to the designated bank account 

of the QFI. 

 In case of subscription, the MF has to allot units based on the NAV of the day on 

which funds are realized in the MF‘s scheme bank account in India. In case of 

redemption, units are to be redeemed on the day on which transaction slip/instruction 

is received and time stamped by the MF, as per the applicable cut off time. 

 The demat / UCR holding by QFIs is non-transferable and non-tradable. Systematic 

Investments/transfer/withdrawals and switches too are not permitted for QFIs. 

The MF/ DP has to: 

 Capture the bank account details of the QFIs designated overseas bank account, 

and ensure that all subscriptions are received from that overseas account and 

redemption proceeds are also transferred into the same overseas account. 

 Ensure that the overseas bank account which QFIs has designated for the purpose 

is based in countries which are compliant with FATF standards and are signatory to 

MMOU of IOSCO. 

 Ensure that units/ UCRs held by QFIs are free from all encumbrances i.e. pledge or 

lien cannot be created for such units. 

 Get QFIs to submit necessary information for the purpose of obtaining PAN. 

 Ensure compliance with laws (rules and regulations) of the jurisdictions where the 

QFIs are based. 

 Ensure that the interests of existing unit holders of the MF schemes are not 

adversely affected due to the issuance of UCRs/ demat units to the QFIs. 

Points to remember 

 Non-Resident Indians, Persons of Indian Origin, Foreign Institutional Investors and 

Qualified Foreign Investors are permitted to invest in Indian mutual fund schemes. 

 NRI / PIO can invest on repatriable basis through an inward remittance through 

normal banking channels, or by debit to Non-Resident External (NRE) or Foreign 

Currency Non-Resident account of the investor. 

 NRI / PIO can also invest on non-repatriable basis. The investment does not need to 

be in convertible currency. Normally, the investment happens through debit to Non-

Resident Ordinary (NRO) account of the investor. The re-purchase proceeds cannot 

be repatriated. However, dividends can be repatriated abroad. 

 Non-residents can execute a power of attorney (PoA) in favour of a resident, to make 

it convenient to handle the paper work. The PoA would need to be notarized. 
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Further, the granter (the non-resident granting the power) and the attorney (the 

resident to whom the power is being given) need to comply with KYC requirements. 

 FII means an institution established or incorporated outside India, which proposes to 

make investments in Indian securities and is registered with SEBI. SEBI-registered 

FIIs are permitted to invest, on repatriable basis, in Units of mutual funds 

 Foreign investors other than NRIs / PIOs and FIIs, who fulfil the norms for direct 

investment in Indian mutual fund schemes, are termed Qualified Foreign Investors 

(QFIs). They are allowed to invest in both debt and equity schemes. 

 QFI needs to be resident in a country that is compliant with Financial Action Task 

Force (FATF) standards, and that is a signatory to International Organization of 

Securities Commission‘s (IOSCO‘s) Multilateral Memorandum of Understanding 

(MMOU). 

 MFs have to ensure that QFIs meet the KYC requirements as per the FATF 

standards, Prevention of Money Laundering Act, 2002 (PMLA) rules and regulations 

made there under, and SEBI circulars issued in this regard before accepting 

subscriptions from QFIs. They also have to deduct tax, as applicable, from the 

redemption proceeds of QFIs. 

 QFI investment is permitted through direct route (demat) and indirect route (UCR - 

Unit Confirmation Receipt). 

 Three parties are envisaged in the direct route - the QFI, qualified DP and the MF. 

Qualified DP shall open a demat account for the QFI only after ensuring compliance 

with all the requirements as per the PMLA, FATF standards and SEBI circulars. 

 There are four parties involved in the indirect route - the QFI, UCR issuer (based 

overseas), SEBI registered Custodian (based in India) and the MF. 

 In case of subscription, the MF has to allot units based on the NAV of the day on 

which funds are realized in the MF‘s scheme bank account in India. In case of 

redemption, units are to be redeemed on the day on which transaction slip/ 

instruction is received and time stamped by the MF, as per the applicable cut off 

time. 

 The demat / UCR holding by QFIs is non-transferable and non-tradable. Systematic 

Investments/ transfer/ withdrawals and switches too are not permitted for QFIs. 
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Chapter - 10    Investment by Indians in 

    International MF Schemes  
 

In the globalised world of investments, capital flows significantly and quickly between countries. 

Traditionally, India viewed itself as a capital-scarce and foreign currency-scarce country. 

Therefore, while investments from abroad into the country were welcomed, investments abroad 

by Indian residents were highly restricted. 

Post-liberalisation many of these restrictions have been eased. The policy framework and 

issues arising out of international investment are discussed here. 

10.1 Foreign Direct Investment and Portfolio Investment 

 When someone invests directly in a project abroad, it is called foreign direct investment. 

The investor normally takes an active interest in running or managing the business, 

appointing directors and key managerial personnel etc. Foreign direct investment creates 

real value in the physical economy in terms of output, employment etc. and tends to be 

long term. Therefore, governments encourage such investment. 

 Portfolio investors trade in securities with a view to benefit from changes in their value, 

rather than to create value through projects. The liquidity and foreign currency they bring 

in, and the consequent valuation gains in the market can help the economy. However, 

since the investor may not be committed to the project – the money itself may go to some 

other investor in the company, rather than the company itself – portfolio investment 

holding period is often shorter than what is seen with foreign direct investment. 

 Investments in mutual fund schemes are in the nature of portfolio investment. 

10.2 Investing In International Mutual Fund Schemes 

 The tools and techniques discussed earlier for investing in local mutual fund schemes are 

equally applicable while investing in international mutual fund schemes. Some additional 

issues to consider are as follows: 

10.2.1  Need to understand the international financial market 

 It is important to understand the market where money is being invested. Thus, an investor 

in a mutual fund scheme that proposes to invest in Thailand needs to be sure that the 

Thai market is an attractive investment destination. 

10.2.2  Need to understand regulations regarding permissible investment 

 The regulations of both, India and the investee country need to be understood. In the 

earlier example, the Thai regulations should permit investment by the Indian investor. 

 With most countries, foreign investment in financial markets is more liberalised than 

foreign investment in real estate. 
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 Besides, the investment should be permissible under Indian regulations. Indian residents 

are presently permitted to remit upto USD 200,000 in every financial year for investments 

and other specified purposes. Since the limit is per individual, families can transfer higher 

amounts every year. 

10.2.3  Need to understand regulations regarding taxation 

 The objective underlying investments is to earn a post-tax return. Therefore, tax 

implications of the investment need to be understood. Besides a tax withheld in the 

investee country, the income may be liable to an assessment-based tax in India and / or 

the investee country. India has signed Double Taxation Avoidance Agreements (DTAA) 

with some countries. The investor needs to check if any benefits are available under such 

agreements. 

10.2.4  Need to understand regulations regarding repatriation 

 For an Indian investing abroad, the investment cycle is complete when money is brought 

back to India. Some countries are easier to invest in, but not so easy to repatriate the 

money back. 

 The possibility of change in regulations in future too, needs to be factored. The 

investment may be repatriable at the time of investment; but if the country runs into 

economic trouble, it may limit the repatriability for foreign investors. 

10.2.5  Foreign currency risk 

 An investor investing abroad is exposed to foreign currency risk. It is not adequate for the 

financial market abroad to gain value; the exchange rate of the country too is to be 

considered. 

 For example, suppose an Indian invested in the US when the S&P was at 1,200. Later, 

the S&P went up to 1,500 – a gain of 25%. 

 Suppose an investor invested USD 120,000, by buying USD from his Indian rupee bank 

account, when the USD was equal to ` 50.00. He would have drawn down his bank 

account by USD 120,000 X ` 50 per USD i.e. ` 60 lakh, for buying the requisite USD to 

make the investment. 

 The investment would have grown to USD 150,000 – a gain of 25% in USD terms, in line 

with the market there. 

 If the investor were to sell the investment, and at that stage each USD had strengthened 

to ` 60.00 per USD, then he would have USD 150,000 X ` 60 per USD i.e ` 90 lakh. This 

represents a gain of 50% on the original investment of ` 60 lakh. The gain was 25% in 

USD terms, but because the USD strengthened, the return in Indian rupees was 50%. 

 On the other hand, if the rupee had strengthened (i.e. USD became weak) to ` 40 per 

USD, the investor would only receive USD 150,000 X ` 40 per USD i.e. ` 48 lakh. This 

represents a loss of 20% on the original investment of ` 60 lakh. The gain was 25% in 

USD terms, but because the USD weakened, there was a loss of 20% in Indian rupees. 
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 Any taxes on the transaction or profits would pull down the post-tax returns further. 

10.2.6  Transaction costs 

 The authorised dealer adds a margin at the time of buying or selling foreign currency. 

This foreign currency transaction cost needs to be borne by the investor. 

 Besides, there is the cost of any permissions for investing abroad, brokerage cost, demat 

cost etc. 

 All these transaction costs reduce the investor‘s returns. 

10.3 Why Invest Abroad? 

 Considering the issues mentioned earlier, direct investment in mutual fund schemes 

abroad is meaningful only for large investors. Many of them prefer to keep some of their 

moneys abroad for the following reasons: 

 Asset allocation 

 Allocating assets across different countries reduces the dependence on any single 

country‘s economic performance. However, in a globalised environment with free capital 

flows, markets across countries can move in tandem in the same direction. This can 

affect the benefits of asset allocation. 

 Country risk 

 As has been seen in the past, specific countries or regions can run into trouble. For 

example, Ireland and Greece in the recent past; south-east Asia in the late 1990s. 

Besides economic issues, war or internal strife can wreak havoc on markets, including 

real estate. Investors can hedge their portfolio against such scenarios by investing in 

other countries. 

10.4 International Fund of Funds 

 Investments ab road can be facilitated through a fund of funds structure as follows: 

 A feeder fund can receive money in India in Indian rupees. 

 A host fund abroad can be the target for the feeder fund to invest in. 

 In such a structure, the feeder fund operates like a fund of funds. Investors in the 

fund of funds will earn a return that is linked to the return that the host fund 

generates, as also the movement in currency exchange rate. The return profile is 

thus similar to direct investment in the fund abroad. Benefits of such a structure are: 

 Since the feeder fund receives money in Indian rupees, it becomes possible for even 

small investors to get exposure to international markets. 

 The Indian investor does not need to worry too much about the regulations and 

market structure abroad. 
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 The feeder fund being based in India, would be subject to SEBI regulations. 

 The investment being in Indian rupees, the investor‘s USD 200,000 foreign 

remittance limit is available for other purposes. 

 Points to remember 

 When someone invests directly in a project abroad, it is called foreign direct 

investment. On the other hand, a portfolio investor may not be committed to a 

project. The money itself may go to some other investor in the company, rather than 

the company itself. Portfolio investment holding period is often shorter than what is 

seen with foreign direct investment. Investments in mutual fund schemes are in the 

nature of portfolio investment. 

 Indian residents are permitted to remit upto USD 200,000 in every financial year for 

investments and other specified purposes. Since the limit is per individual, families 

can transfer higher amounts every year. 

 Before investing abroad, investors should understand the international financial 

markets, foreign currency risk and regulations regarding permissible investments, 

repatriation and tax. 

 International investments help in asset allocation and diversifying country risk. 

 Investments abroad can be facilitated through a fund of funds structure as follows:  

 A feeder fund can receive money in India in Indian rupees. 

 A host fund abroad can be the target for the feeder fund to invest in. 
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Chapter - 11    Mutual Fund Taxation  
 

In NCFM‘s Workbook titled Securities Market (Advanced) Module, taxation of mutual fund 

schemes was introduced. This chapter gets into the applicative aspects of the same. 

11.1  Mutual Fund Tax Provisions 

 The mutual fund trust (and therefore the mutual fund schemes) is exempt from tax. 

However, the trustee company and AMC pay tax, like any other company. 

 Despite the exemption to the mutual fund trust, investors in mutual fund schemes are 

impacted by income tax as follows: 

11.1.1  Securities Transaction Tax (STT) 

 This is applicable to equities and equity-oriented funds, but not to debt and debt-oriented 

funds. 

 An equity-oriented fund is a fund that invests at least 65% of its corpus in equities of 

domestic companies. Thus, international funds, gold funds and balanced funds with less 

than 65% allocation to equity do not qualify. 

 Applicable rates are: 

 STT on equity-oriented schemes of mutual funds 

On scheme‘s purchase of equity shares in the stock exchange 0.125% 

On scheme‘s sale of equity shares in stock exchange 0.125% 

On scheme‘s sale of futures & options in stock exchange 0.017% 

 STT on investors in equity oriented schemes of mutual fund 

On investor‘s purchase of the units in stock exchange 0.125% 

On investor‘s sale of the units in stock exchange 0.125% 

On re-purchase of investor‘s units by the AMC 0.250% 

11.1.2 Capital Gains Tax 

The difference between the selling price (of sale in the stock exchange or as re-

purchase of units by the scheme) and buying price of an investment is treated as a 

capital gain (or capital loss, if the selling price is lower). 

Since the mutual fund is exempt from tax, the scheme does not pay a tax on its capital 

gains. However, investors in mutual fund schemes are liable to be taxed on their capital 

gains. The nature of capital gain viz. long term or short term, makes a difference. If the 

investment (any type of mutual fund scheme) is held for more than 1 year, it qualifies to 

be a long term capital gain. Else, it is a short term capital gain. 
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Capital gains are taxed as follows: 

 Equity-oriented schemes 

 Long Term Capital Gains  Nil 

 Short Term Capital Gains  15% + Surcharge +Education Cess 

 Other Schemes 

 Long Term Capital Gains 

 The maximum tax rate is 10% + Surcharge + Education Cess. 

 Investor can bring down the taxation by taking the benefit of indexation. Cost of 

acquisition can be increased to the extent of inflation. Selling price being held 

constant, the adjusted capital gains would be lower. Tax would need to be 

calculated at 20% + Surcharge + Education cess on the adjusted capital gains. 

 Short Term Capital Gains 

 The income is added to the income of the assessee. Thus, it would be taxed at Nil / 

10%/ 20% / 30%, depending on the applicable tax slab. Further, surcharge and 

education cess would be applicable. 

11.1.3 Tax on Income Distributed 

 This is applicable only on dividend distributed by debt-oriented schemes. The applicable 

rate is: 

 Individuals & Hindu Undivided Families 

 25% plus surcharge plus education cess, for liquid schemes 

 12.5% plus surcharge plus education cess, for other debt schemes 

 Other investors 

 30% plus surcharge plus education cess for all debt schemes 

11.1.4 Tax Deducted at Source (TDS) / Withholding Tax 

 There is no TDS on dividend or re-purchase amount for resident investors. 

 Non-resident investors might have to bear withholding tax, which will reduce the amount 

they receive from the scheme as dividend or re-purchase amounts. They can however 

take the benefit of Double Taxation Avoidance Agreements, if India has signed such an 

agreement with the country of their residence. 

11.2  Compounding Wealth, Gross of Tax 

 Let us compare taxation of mutual funds with bank deposits, where people tend to keep 

significant amounts invested. 
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11.2.1 Bank Fixed Deposit 

 Interest on bank fixed deposits is added to the income of the assessee. Thus, it would 

be taxed at Nil / 10% / 20% / 30%, depending on the applicable tax slab. Further, 

surcharge and education cess would be applicable. This is similar to taxation of short 

term capital gains on non-equity mutual fund schemes. 

 In every financial year, upto ` 10,000 of interest income is exempt from TDS. Beyond 

that amount, tax would be deducted at 10%. Resident individuals can file Forms 15G or 

15H to claim exemption from TDS in specific situations. 

 An investor who is in the highest tax bracket, while fling the income tax return, is likely to 

find that the applicable tax on the bank interest income is 30% plus surcharge plus 

education cess. Accordingly, additional amount will have to be deposited with the 

income tax authorities on self-assessment basis. 

 Consider the case of a normal investor who is subject to TDS. If ` 100,000 has been 

invested in a bank fixed deposit yielding 10%, the amount that would be available for re-

investment at the end of Year 1 varies as shown in Table 11.1. 

Table 11.1 

Taxation applicable on Bank Fixed Deposits 

Tax Slab-> Nil 10% 20% 30% 

Fixed Deposit (`) 100,000 100,000 100,000 100,000 

Interest on Fixed Deposit (`) 10,000 10,000 10,000 10,000 

TDS (`) Nil @ 1,000 1,000 1,000 

Net FD Interest Received (`) 10,000 9,000 9,000 9,000 

Additional Self Assessment Tax* Nil Nil 1,000 2,000 

Net Interest Income for Year *(available 

for re-investment in next year) 

10,000 9,000 8,000 7,000 

@ Depositer may have filed 15G / 15H 

* Surcharge & education cess are applicable, but have been ignored in this calculation. 

The growth in the wealth of an investor in the 30% tax bracket would be as shown in 

Table 11.2. 

Table 11.2 

Growth in Wealth (Bank Fixed Deposits) 

Year-> 1 2 3 Total 

Fixed Deposit (`) 100,000 107,000 114,490  

Interest on Fixed Deposit (`) 10,000 10,700 11,449 32,149 
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TDS (`) 1,000 1,070 1,145 3,215 

Net FD Interest Received (`) 9,000 9,630 10,304 28,934 

Additional Self-Assessment Tax (`) * 2,000 2,140 2,290 6,430 

Net Interest Income for Year (Rs)* 

(available for re-investment in next year) 

7,000 7,490 8,014 22,504 

Value of Fixed Deposit after re-investment 

(`) 

107,000 114,490 122,504  

11.2.2 Mutual Fund 

 The mutual fund scheme does not pay a tax on its income every year. Taxation only 

comes in the specific situations discussed earlier in this chapter. 

 Suppose, the investor had invested in a scheme, which in turn invested in a bank fixed 

deposit that earned the same rate of interest of 10%. So long as the investor keeps the 

money invested in the scheme, taxation is avoided. Growth in wealth of investor 

(irrespective of tax slab) would be as shown in Table 11.3. 

Table 11.3 

Growth in Wealth (Mutual Fund Scheme) 

Year-> 1 2 3 Total 

Mutual Fund Investment (`) 100,000 110,000 121,000  

Interest earned by scheme (`) 10,000 11,000 12,100 33,100 

TDS (`) Nil Nil Nil Nil 

Net Interest Received (`) 10,000 11,000 12,100 33,100 

Additional Self-Assessment Tax (`) Nil Nil Nil Nil 

Net Interest Income for Year (Rs) (available 

for re-investment in next year) 

10,000 11,000 12,100 33,100 

Value of Mutual Fund Investment post-

interest (`) 

110,000 121,000 133,100  

  

 In the mutual fund investment, wealth of the investor is growing on gross basis i.e. 

without tax deduction each year. Thus, the investor‘s wealth is 8.65% higher than in the 

case of bank fixed deposit (` 133,100 as compared to ` 122,504). The difference of 

8.65% is a steep 86.5% of the 10% interest rate. 

11.3  Dividend Payout and Growth Options Within Schemes 

 Suppose the ` 100,000 was invested by an individual / HUF in a liquid scheme. Further, 

let us assume that the dividend payout option of that scheme pays off all its income as 
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dividend. The comparative position of the investor between the dividend payout and 

growth options is shown in Table 11.4. 

 A few points to note, from the table: 

 Although the quoted rate for dividend distribution tax is 25% for individuals / HUF 

investing in liquid schemes, the tax is applied on the income distributed (` 8,000). 

The tax of ` 2,000 is only 20% on the ` 10,000 earned by the scheme. Thus, the 

effective rate of dividend distribution tax is 20% (plus surcharge plus education 

cess), although the quoted rate is 25%. 

 Similarly, for individuals and HUFs investing in other debt schemes, the quoted 

dividend distribution tax rate is 12.5%, but the effective rate is only 11.11% (plus 

surcharge plus education cess). 

 For investors other than individuals / HUFs investing in debt schemes, the quoted 

dividend distribution tax rate of 30% translates to an effective rate of 23.08% (plus 

surcharge plus education cess). 

 The dividend distribution tax is applicable to all investors in debt mutual fund 

schemes, irrespective of their tax slab. Even a loss making investor, who would 

otherwise not pay a tax, bears dividend distribution tax (the scheme pays it when the 

dividend is distributed). 

 It stands to reason that for most investors in debt schemes, it is better to opt for 

growth option instead of dividend payout option. 

Table 11.4 

Dividend Payout v/s Growth (Individual / HUF in Liquid Scheme) 

Scheme Dividend 

Payout Option 

Growth Option 

Investment by mutual fund scheme (`) 100,000 100,000 

Interest earned by mutual fund scheme (`) 10,000 10,000 

Dividend Distributed by Scheme 8,000 Nil 

Dividend Distribution Tax at 25% on dividend 

distributed * 

2,000 Nil 

Net assets after the dividend 100,000 110,000 

Wealth of Investor (Net assets + Dividend 108,000 110,000 

*Surcharge & education cess are applicable, but have been ignored in this calculation 

 If the investor in the growth option were to redeem the investment, there will be no TDS 

on the capital gain for resident investors. The ultimate taxation would not be more than 

10%, if it is a long term capital gain. Only if the holding period is less than a year (leading 

to a short term capital gain) investors in the higher tax brackets might prefer the dividend 
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payout option, where the effective dividend distribution tax rate would be lower than their 

tax slab rate. 

11.4 Double Indexation 

 In the above example, if the investor invested in the growth option on March 30, 2009 

and redeemed the investment on April 2, 2010. 

 The investment happened in financial year 2008-09, for which the government has 

declared cost inflation index of 582. 

 The investor redeemed the investment in financial year in 2010-11, for which the cost 

inflation index is 711. 

 The capital gains is ` 110,000 minus ` 100,000 i.e. ` 10,000. 

 The holding period is 367 days, which is more than 1 year. Therefore, it is a long term 

capital gain. 

 The maximum tax the investor has to bear is 10% (plus surcharge plus education cess) 

on the capital gain of ` 10,000. Thus, the maximum tax payable would be ` 1,000 (plus 

surcharge plus education cess). 

 Investor can benefit from indexation. The indexed cost of acquisition is ` 100,000 X 711 

÷ 582 i.e. ` 122,165. This is higher than the selling price of ` 110,000. Thus, the investor 

ends up with a long term capital loss of ` 12,165. This can be set off against long term 

capital gains, as discussed in the next section. 

 Another point to note is that although the investor held the investment for slightly more 

than a year, the investor gets the benefit of indexation for two years viz. 2009-10 and 

2010-11. Hence the name ―double indexation‖ for such structures. 

 Mutual funds tend to come out with fixed maturity plans towards the end of every 

financial year to help them benefit from such double indexation. 

11.5 Setting Off & Carry Forward of Losses 

 The income tax act provides for five heads of income: 

 Salaries 

 Income from House Property 

 Profits and Gains of Business or Profession 

 Capital Gains 

 Income from other sources 

 Setting off losses in source of income against income in some other source of 

income is governed by the following conditions: 

 Loss under any source within any head of income, other than capital gains, is to be 

set off against income from any other source under the same head of income in the 

same assessment year. 
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 Loss under any source within any head of income, other than capital gains, is to be 

set off against income from any other source under any other head of income in the 

same assessment year. 

 Loss under the head Profits & Gains of Business or Profession cannot be set off 

against income from salaries. 

 Unabsorbed business losses in a previous year can be carried forward and set off 

against future Profits and Gains of Business or Profession, for 8 assessment years. 

 Losses from speculative business can only be set off against profits from speculative 

business. 

 Unabsorbed speculative losses in a previous year can be carried forward and set off 

against future speculative profit, for 4 assessment years. 

 Loss under the head Capital Gain, cannot be set off against any other head of 

income. 

 Short term capital loss is to be set off against long term capital gain or short term 

capital gain. 

 Long term capital loss is to be set off only against long term capital gain. 

 Unabsorbed losses (long term or short term) can be carried forward for set off 

against future capital gains for 8 assessment years. 

11.6  Dividend Stripping 

 Dividend received in the hands of the investor is tax-free for all mutual fund schemes. 

 Suppose an investor buys units within 3 months prior to the record date for a dividend, 

and sells those units within 9 months after the record date, and incurs a capital loss. 

 The capital loss will not be available for set-off against other capital gains to the extent of 

the dividend that was exempted from tax. 

 Suppose, the record date for a dividend of Re. 1 per unit is April 1, 2011. Investor buys 

the units at ` 15 and sells them at `12. 

 The dividend of `1 would be exempt from tax in the hands of the investor. 

 There is also a capital loss of ` 15 minus ` 12 i.e. ` 3 per unit. If the investor wants to set 

off this loss against other capital gains, then, either the units should have been bought 

before January 1, 2011, or they should have been sold after December 31, 2011. 

 If the investor buys the units during the 3 month period of January 1, 2011 to March 31, 

2011; and sells the units during the 9 month period of April 1, 2011 to December 31, 

2011, then out of the ` 3 capital loss, ` 1 will be disallowed because that is the amount 

the investor received as tax-free dividend. The balance capital loss of ` 2 will however 

be available for setting off against other capital gains. 
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 Points to remember 

 STT is applicable to equities and equity-oriented funds, but not to debt and debt-

oriented funds. 

 An equity-oriented fund is a fund that invests at least 65% of its corpus in equities of 

domestic companies. Thus, international funds, gold funds and balanced funds with 

less than 65% allocation to equity do not qualify. 

 STT on equity-oriented schemes of mutual funds is applicable as follows: 

 On scheme‘s purchase of equity shares in the stock exchange at 0.125% 

 On scheme‘s sale of equity shares in stock exchange at 0.125%  

 On scheme‘s sale of futures & options in stock exchange at 0.017% 

 STT on investors in equity oriented schemes of mutual fund is applicable as follows: 

 On investor‘s purchase of the units in stock exchange at 0.125% 

 On investor‘s sale of the units in stock exchange at 0.125%  

 On re-purchase of investor‘s units by the AMC at 0.250% 

 The difference between the selling price (of sale in the stock exchange or as re-

purchase of units by the scheme) and buying price of an investment is treated as a 

capital gain (or capital loss, if the selling price is lower). 

 Since the mutual fund is exempt from tax, the scheme does not pay a tax on its 

capital gains. However, investors in mutual fund schemes are liable to be taxed on 

their capital gains. 

 If the investment (in any type of mutual fund scheme) is held for more than 1 year, it 

qualifies to be a long term capital gain. Else, it is a short term capital gain. 

 Long term capital gains from equity mutual fund schemes are exempt from tax. 

 Short term capital gains from equity mutual fund schemes are taxed at 15% plus 

surcharge plus education cess. 

 The maximum tax rate on long term capital gains from non-equity mutual fund 

schemes is 10% + Surcharge + Education Cess. 

Investor can bring down the taxation by taking the benefit of indexation. Cost of 

acquisition can be increased to the extent of inflation. 

Selling price being held constant, the adjusted capital gains would be lower. Tax would 

need to be calculated at 20% + Surcharge + Education Cess on the adjusted capital 

gains. 

 Short Term Capital Gains from non-equity mutual fund schemes is added to the 

income of the assessee. Thus, it would be taxed at Nil / 10% / 20% / 30%, depending 
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on the applicable tax slab. Further, surcharge and education cess would be 

applicable. 

 Tax on Income Distributed is applicable only on dividend distributed by debt-oriented 

schemes. The applicable rate is: 

 Individuals & Hindu Undivided Families 

 25% plus surcharge plus education cess, for liquid schemes 

 12.5% plus surcharge plus education cess, for other debt schemes 

 Other investors 

 30% plus surcharge plus education cess for all debt schemes 

The effective rate of tax on dividend distribution is lower than these quoted rates. 

 There is no TDS on dividend or re-purchase amount for resident investors. 

 Non-resident investors might have to bear withholding tax, which will reduce the 

amount they receive from the scheme as dividend or re-purchase amounts. They can 

however take the benefit of Double Taxation Avoidance Agreements, if India has 

signed such an agreement with the country of their residence. 

 Wealth build up in a bank fixed deposit happens net of tax. Mutual funds offer the 

benefit of growing wealth on gross basis. The possibility of double indexation also 

exists. Thus, investor‘s wealth can grow faster through mutual funds. 

 The dividend distribution tax is applicable to all investors in debt mutual fund 

schemes, irrespective of their tax slab. Even a loss making investor, who would 

otherwise not pay a tax, bears dividend distribution tax (the scheme pays it when the 

dividend is distributed). 

It stands to reason that for most investors in debt schemes, it is better to opt for growth 

option instead of dividend payout option. 

 The income tax act provides for five heads of income: 

 Salaries 

 Income from House Property 

 Profits and Gains of Business or Profession 

 Capital Gains 

 Income from other sources 

 Loss under any source within any head of income, other than capital gains, is to be 

set off against income from any other source under the same head of income in the 

same assessment year. 
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 Loss under any source within any head of income, other than capital gains, is to be 

set off against income from any other source under any other head of income in the 

same assessment year. 

 Loss under the head Profits & Gains of Business or Profession cannot be set off 

against income from salaries. 

 Unabsorbed business losses in a previous year can be carried forward and set off 

against future Profits and Gains of Business or Profession, for 8 assessment years. 

 Losses from speculative business can only be set off against profits from speculative 

business. 

 Unabsorbed speculative losses in a previous year can be carried forward and set off 

against future speculative profit, for 4 assessment years. 

 Loss under the head Capital Gain, cannot be set off against any other head of 

income. 

 Short term capital loss is to be set off against long term capital gain or short term 

capital gain. 

 Long term capital loss is to be set off only against long term capital gain. 

 Unabsorbed losses (long term or short term) can be carried forward for set off 

against future capital gains for 8 assessment years. 

 Dividend received in the hands of the investor is tax-free for all mutual fund 

schemes. 

 Suppose an investor buys units within 3 months prior to the record date for a 

dividend, and sells those units within 9 months after the record date, and incurs a 

capital loss. 

The capital loss will not be available for set-off against other capital gains to the extent of 

the dividend that was exempted from tax. 
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Chapter - 12    SID, SAI, KIM & Fact Sheets  

12.1  Scheme Information Document (Sid) 

 The Scheme Information Document has all information specific to the scheme. It is to be 

updated within 3 months of the end of every financial year. Only if the scheme is 

launched in the second half of a financial year, the first update can happen within 3 

months of the end of the following financial year. 

 Changes until an update are incorporated in an addenda, and stapled to the SID. The 

changes are also advertised in an English newspaper and a newspaper in the language 

of the state where the registered office of the mutual fund is located. 

 The position of SID is clear from the following disclosures that are found in the cover 

page of any SID: 

 The Scheme Information Document sets out concisely the information about the 

scheme that a prospective investor ought to know before investing. Investors should 

also ascertain about any further changes to the Scheme Information Document after 

the date of this document from the mutual fund / investor service centres / website / 

distributors or brokers before investing in the scheme. 

 The scheme particulars have been prepared in accordance with the Securities and 

Exchange Board of India (Mutual Funds) Regulations, 1996, as amended till date, 

and fled with SEBI, along with Due Diligence Certificate from the AMC. The units 

being offered for public subscription have not been approved or recommended by 

the Securities and Exchange Board of India nor has Securities and Exchange Board 

of India certified the accuracy or adequacy of the Scheme Information Document. 

 The investors are advised to refer to the Statement of Additional Information (SAI) for 

details of the mutual fund, tax and legal issues and general information on the 

website of the mutual fund. 

 SAI is incorporated by reference (is legally a part of the Scheme Information 

Document). For a free copy of the current SAI, please contact your nearest Investor 

Service Centre or log on to the mutual fund website. 

 The Scheme Information Document should be read in conjunction with the SAI and 

not in isolation. 

 This Scheme Information Document is dated ______________.  The Cover Page 

also has the following information: 

 Name of the Scheme, type of Scheme (equity, balanced, income, debt, liquid, 

ETF, etc.; open-end / close-ended / interval), name of the AMC, classes of units 

offered for sale, price of the units, opening date, closing date and scheme re-

opening date (if applicable);. 
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 Names of mutual fund, AMC and trustee company, along with address and 

website details. 

 If the scheme is an assured returns scheme, then the name of the guarantor. 

The highlights section would have the following information: 

 Investment objective 

 Liquidity 

 Benchmark 

 Transparency / NAV Disclosure 

 Loads 

 Minimum Application Amount 

The definitions section explains all the terms used in the SID that are not explained in 

the regulations. 

Risk factors, to be disclosed in legible fonts, are grouped into standard risk factors and 

scheme specific risk factors. Some of these risk factors are as follows: 

 Standard Risk Factors 

 Investment in mutual fund units involves investment risks such as trading 

volumes, settlement risk, liquidity risk, default risk including the possible loss of 

principal. 

 As the price / value / interest rates of the securities in which the scheme invests 

fluctuates, the value of your investment in the scheme may go up or down 

(Mutual funds may also provide factors affecting capital market in general and 

not limited to the aforesaid). 

 Past performance of the sponsor / AMC / mutual fund does not guarantee future 

performance of the scheme. 

 The name of the scheme does not in any manner indicate either the quality of the 

scheme or its future prospects and returns. The sponsor is not responsible or 

liable for any loss resulting from the operation of the scheme beyond the initial 

contribution of made by it towards setting up the fund. 

 The present scheme is the first scheme being launched under its management. 

(This would be mentioned, if the AMC has no previous experience in managing a 

Mutual Fund). 

 The present scheme is not a guaranteed or assured return scheme (This is 

mentioned for all schemes except assured return schemes). 

 Scheme-specific Risk Factors 

 Arising from the investment objective, the investment strategy and the asset 

allocation of the scheme 
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 Arising from non-diversification, if any 

 Arising out of close-ended schemes, namely infrequent trading, discount to NAV 

etc. 

 In the case of assured returns schemes, the net worth and liquidity position of the 

guarantor and the source of the guarantee has to be disclosed. 

If the return is assured only for a specific period, then there needs to be a statement to 

the effect that there is no guarantee that such return may be generated for the remaining 

duration of the scheme. 

The due diligence certificate mentioned in the cover page has to be signed by the 

compliance officer, chief executive officer, managing director, whole time director, or 

executive director of the AMC. The certificate, which is included verbatim in the SID, has 

the following confirmations: 

 The draft Scheme Information Document forwarded to SEBI is in accordance with 

the SEBI (Mutual Funds) Regulations, 1996 and the guidelines and directives issued 

by SEBI from time to time. 

 All legal requirements connected with the launch of the scheme as also the 

guidelines, instructions, etc. issued by the government and any other competent 

authority in this behalf, have been duly complied with. 

 The disclosures made in the Scheme Information Document are true, fair and 

adequate to enable the investors to make a well-informed decision regarding 

investment in the proposed scheme. 

 The intermediaries named in the Scheme Information Document and Statement of 

Additional Information are registered with SEBI and such registration is valid, as on 

date. 

An important section of the SID is the scheme details, where the following information is 

include: 

 Type of scheme, i.e. open / close / interval, equity / debt / income / liquid / balanced / 

ETF, etc. 

 Scheme‘s investment objective and policies (including the types of securities in 

which it will invest) is to be clearly and concisely stated. 

 Scheme‘s proposed asset allocation, giving the broad classification of assets and 

indicative exposure level in percentage terms specifying the risk profile, as follows: 

Instrument Indicative Allocation  

(% of total assets) 

Risk Profile 

 Maximum Minimum High / Medium / Low 
  

 The asset allocation should be consistent with the investment objective of the scheme. 
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 If the scheme‘s name implies that it will invest primarily in a particular type of security, or 

in a certain industry or industries, the scheme should have an investment policy which 

requires that, under normal circumstances, at least 65 per cent of the value of its total 

assets be invested in the indicated type of security or industry. 

 Percentage of investment in foreign securities, derivatives, stock lending, securitized 

debt, etc. is to be indicated. 

 The types of instruments in which the scheme will invest and the concerned 

regulations and limits applicable 

 Various derivative products that the scheme will invest in, specifying (i) the 

instruments to be used and (ii) the applicable limits 

 The investment strategies of the scheme - Information about investment approach 

and risk control should be included in simple terms. 

 In case the scheme proposes to invest in derivatives, the various strategies to be 

adopted by the fund manager are to be disclosed. 

 Assured return schemes need to disclose: 

 How many schemes have assured returns, their number and corpus size? 

 The justification as to how the net worth and liquidity position of the guarantor 

would be adequate to meet the shortfall in these schemes. 

 Details of the schemes which did not pay assured returns in the past and how the 

shortfall was met. 

 The floors and ceilings within a range of 5% of the intended allocation (in %) against 

each sub asset class / credit rating, as per the following sample matrix: 

Instruments: Credit Rating-> AAA AA A BBB 

Certificate of Deposits     

Commercial Paper     

Non-Convertible Debentures     

Securitized Debt     

Any other     

 Portfolio turnover policy has to be disclosed, particularly by equity oriented schemes 

 In discussing its investment strategies, the scheme has to briefly discuss the 

probable effect of such strategies on the rate of the total portfolio turnover of the 

scheme, if such effects are significant, and also other consequences which will result 

from the higher portfolio turnover rate, e.g. higher brokerage and transaction cost. 

 Fundamental Attributes 

 Type of Scheme 
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 Investment Objective (Main objective & Investment pattern) 

 Terms of the issue 

 Provision for liquidity (Listing, Re-purchase, Redemption) 

 Aggregate fees and expenses 

 Any safety net or guarantee 

 Benchmark - The name and the justification (specific to the scheme objective) for the 

use of benchmark index with which the performance of the scheme can be compared 

with. 

 Name, age, qualification and experience of the fund manager to the scheme to be 

disclosed. The experience of the fund manager should include last 10 years of 

experience and also the name of any other schemes under his / her management. 

 All the investment restrictions as contained in the Seventh Schedule to SEBI (Mutual 

Funds) Regulations, 1996 and applicable to the scheme should be incorporated. 

Further, in case the fund follows any internal norms vis-à-vis limiting exposure to a 

particular scrip or sector, etc. apart from the aforementioned investment restrictions, 

the same need to be disclosed. 

 In case of equity schemes only equity related investment restrictions need to be  

disclosed, though the scheme would be investing a portion of the assets in bonds 

for liquidity or for other purposes. 

 In the case of a fixed income/debt schemes, only the investment restriction 

applicable to bonds is to be disclosed. 

 In the case of balanced schemes, all investment restrictions are to be disclosed. 

 Past performance of the scheme, as shown in the following table: 

[In case of a new 

scheme, this is not 

applicable. Hence give 

the statement-―This 

scheme is a new 

scheme and does not 

have any performance 

track record‖]  

Or  

Compounded 

Annualised Returns 

Scheme 

Returns % 

Benchmark 

Returns % 

Returns for the last 1 year   

Returns for the last 3 

years 

  

Returns for the last 5 

years 

  

Returns since inception   
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[In case of a scheme in 

existence, the return 

figures shall be given for 

that scheme only. For a 

scheme which is in 

existence for more than 

1 year, the returns given 

will be Compounded 

Annualised Returns and 

for scheme which is in 

existence for less than 1 

year, the returns would 

be absolute returns 

since inception. 

Absolute returns for 

each financial year for 

the last 5 years shall be 

represented by means 

of a bar diagram as per 

the adjacent format.] 

Year-wise returns for the last 5 financial years 

Last 5 Financial Years 

Scheme Returns (%) Benchmark Returns (%)

Yearwise Returns for the last 5 financial years 
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 The SID has the following details of the units and the offer, in general: 

 New Fund Offer (NFO) 

 Opening date, Closing Date, Offering Price, Minimum Application Amount, Minimum 

Target Amount, Maximum Amount to be raised (if any), Plans / Options offered, Dividend 

policy, Allotment procedure, Refund procedure, Who can invest, Where to submit 

applications, How to apply, Listing, Special facilities (e.g., SIP, SWP, STP), Restrictions 

on Transfer. 

 Ongoing Offer 

 Re-opening date, How sale and re-purchase price will be determined, Cut-off timing, 

Where applications are to be submitted, Minimum amount for transactions, Minimum 

balance to be maintained, Consequences of non-maintenance of minimum balance, 

Special facilities, Procedures regarding account statement, dividend, redemption and 

consequences of delay. 

 Periodic disclosures that will be made e.g. NAV. 

 Brief policies of the mutual fund with regard computation of NAV of the scheme in 

accordance with SEBI (Mutual Funds) Regulations, 1996. 

 Rounding off policy for NAV as per the applicable guidelines. 

 Policy on computation of NAV in case of investment in foreign securities. 
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 Fees, expenses and loads, which have a direct bearing on investors‘ returns are 

detailed as follows: 

 Initial Issue Expenses 

 For the scheme proposed to be issued, the nature of the issue expenses to be, such as 

advertising expenses, commission to agents or brokers, registrar‘s expenses, printing 

and marketing expenses and postage and miscellaneous expenses need to be 

described. The source for meeting these expenses may be disclosed. 

 Annual Scheme Recurring Expenses (as a percent of Average Weekly Net Assets) 

 Expenses chargeable to the scheme need to be quantified. This would include 

investment management and advisory fee, trustee fee, custodian fee, registrar and 

transfer agent fee, marketing and selling expenses, brokerage and transaction cost 

on distribution of units, audit fee, investor communications cost, investor servicing 

cost, fund transfer cost, insurance premium, winding up costs for termination, cost of 

statutory advertisement, etc. Some of these expenses can be clubbed together. 

 If there is more than one plan, then the expense is to be given separately for each 

plan. 

 The mutual fund has to update the current expense ratios on the website within two 

working days, mentioning the effective date of the change. 

 The maximum limit for management fee and annual scheme running expense as per 

SEBI regulations too are to be disclosed. 

Load Structure 

 Details of Exit Load, CDSC 

The SID also makes a reference to the investors‘ rights that are detailed in the SAI. 

Finally, the SID mentions penalties, pending litigation or proceedings, findings of 

inspections or investigations for which action may have been taken or is in the process 

of being taken by any regulatory authority against the mutual fund or AMC. 

12.2 Statement of Additional Information (SAI) 

The Statement of Additional Information features details that are common across 

schemes, such as: 

 Information about the Mutual Fund Sponsor, AMC and Trustee Companies 

 Constitution of the Mutual Fund 

 ABC (the ―Mutual Fund‖) has been constituted as a trust on__________in 

accordance with the provisions of the Indian Trusts Act, 1882 (2 of 1882) with 

XYZ, as the Sponsor and DEF as the Trustee. The Trust Deed has been 

registered under the Indian Registration Act, 1908. The Mutual Fund was 

registered with SEBI on _____________under Registration Code MF 
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 Sponsor 

 ABC Mutual Fund is sponsored by XYZ. The Sponsor is the Settler of the Mutual 

Fund Trust. The Sponsor has entrusted a sum of ` ________ to the Trustee as 

the initial contribution towards the corpus of the Mutual Fund. 

 Financial Performance of the Sponsor (past three years) is as follows: 

 Net Worth 

 Total Income 

 Profit after Tax 

 Assets Under Management (if applicable). 

 Trustees 

DEF (the ―Trustee‖), through its Board of Directors, shall discharge its obligations 

as trustee of the ABC Mutual Fund. The Trustee ensures that the transactions 

entered into by the AMC are in accordance with the SEBI Regulations and will 

also review the activities carried on by the AMC. 

Details of Trustee Directors as follows: 

 Name, Age, Qualifications, Brief Experience 

 Responsibilities and duties of the Trustee as well as the specific and general 

due diligence. 

 Asset Management Company 

STP Ltd. is a private limited company incorporated under the Companies Act, 

1956 on_____, having its Registered Office at ________________________. 

STP Ltd. has been appointed as the Asset Management Company of the -------- 

Mutual Fund by the Trustee vide Investment Management Agreement (IMA) 

dated__________ , and executed between DEF and STP. 

Details of AMC Directors as follows: 

 Name, Age, Qualifications, Brief Experience 

 State the Duties and obligation of the AMC as specified in the SEBI Mutual 

Fund Regulations. 

 Information on Key Personnel is as follows: 

 Name, Age, Qualifications, Brief Experience of CEO, CIO, Operations Head, 

Compliance Officer, Sales Head, Risk Manager, Investor Relations Officer. 

 The AMC may decide on the key personnel it wants to mention in the SAI in 

addition to the persons mentioned above. 

 Service Providers 

Details of Custodian, Transfer Agent, Statutory Auditor, Legal Counsel, Fund 

Accountant, Collecting Bankers. 
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 Condensed Financial Information about Schemes 

 Details to be given for all schemes launched by the mutual fund in last 3 fiscal years 

(excluding redeemed schemes) 

 NAV at beginning of year 

 Dividend 

 NAV at end of year 

 Annualised Return 

 Net Assets at end of period 

 Ratio of Recurring Expenses to Net Assets. 

 How to Apply? 

 Procedures and KYC Requirements 

 Rights of Unit-holders in Scheme 

 Investment Valuation Norms for Securities and Other Assets 

 Tax, Legal and General Information 

 Applicable tax provisions for Mutual Fund and for investments in Mutual Fund 

scheme. 

 Information on Nomination Facility, KYC Requirements, Requirements of 

Prevention of Money Laundering Act, Transfer and transmission of units, 

Duration of the scheme/Winding up, Procedure and manner of winding up, etc. 

 Information on Underwriting, Securities Lending and Borrowing by the Mutual 

Funds, Inter-scheme transfers, Associate Transactions, etc. 

 Documents available for inspection: 

The following documents will be available for inspection at the office of the 

Mutual Fund at __________________________________during business hours 

on any day (excluding Saturdays, Sundays and public holidays): 

 Memorandum and Articles of Association of the AMC. 

 Investment Management Agreement. 

 Trust Deed and amendments thereto, if any. 

 Mutual Fund Registration Certificate. 

 Agreement between the Mutual Fund and the Custodian. 

 Agreement with Registrar and Share Transfer Agents. 

 Consent of Auditors to act in the said capacity. 

 Consent of Legal Advisors to act in the said capacity. 
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 Securities and Exchange Board of India (Mutual Funds) Regulations, 1996 

and amendments from time to time thereto. 

 Indian Trusts Act, 1882. 

 Investor Grievances Redressal Mechanism 

Brief description of the investors‘ complaints history for the last three fiscal years for 

existing schemes, and the redressal mechanism thereof. 

The SAI should include data updated every two months on the number of complaints 

received, redressed and pending with the Mutual Fund. 

SAI is to be updated within 3 months of the end of each financial year. 

12.3 Key Information Memorandum (KIM) 

Key Information Memorandum is a summary of the SID and SAI. As per SEBI 

regulations, the KIM is attached to the Application Form. Being brief, it is easier to 

review. KIM is more commonly found in the market with distributors, investors etc. KIM 

has the following details: 

(Type of Scheme) 

KEY INFORMATION MEMORANDUM 

Scheme 

(______________________________________________) 

Offer for Units of `10 Per Unit for cash during the 

Initial Offer Period and at NAV based prices upon re-opening 
 

Initial Offer Opens on: 

Initial Offer Closes on: 

Scheme Re-opens for continuous sale and repurchase on: 
  

 This Key Information Memorandum (KIM) sets forth the information, which a prospective 

investor ought to know before investing. For further details of the scheme/Mutual Fund, 

due diligence certificate by the AMC, Key Personnel, investors‘ rights & services, risk 

factors, penalties & pending litigations, associate transactions etc. investors should, 

before investment, refer to the Scheme Information Document and Statement of 

Additional Information available free of cost at any of the Investor Service Centres or 

distributors or from the website www.    

 The Scheme particulars have been prepared in accordance with Securities and 

Exchange Board of India (Mutual Funds) Regulations 1996, as amended till date, and 

fled with Securities and Exchange Board of India (SEBI). The units being offered for 

public subscription have not been approved or disapproved by SEBI, nor has SEBI 

certified the accuracy or adequacy of this KIM. 
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Investment Objective  

Asset Allocation Pattern of 

the scheme 

 

Types of Instruments Normal Allocation  

(% of Net Assets) 

Equity and Equity Linked 

Instruments 

 

Debt securities  

Money market instruments  

Risk Profile of the Scheme 

 

Mutual Fund Units involve investment risks 

including the possible loss of principal. 

Please read the SID carefully for details on risk 

factors before investment. 

Scheme specific Risk Factors are summarized 

below: 

• 

• 

• 

• 

• 

Plans and Options   

Applicable NAV (after the 

scheme opens for 

repurchase and sale) 

  

Minimum Application 

Amount/ Number of Units 

Purchase Additional 

Purchase 

Repurchase 

Despatch of Repurchase 

(Redemption) Request 

Within 10 working days of the receipt of the 

redemption request at the authorised centre of the 

----------- Fund. 

Benchmark Index  

Dividend Policy  

Name of the Fund Manager  

Investment Objective  

Name of the Trustee 

Company 

 

 

[In case of a new scheme, the 

statement should be given 

―This scheme does not have 

Compounded 

Annualised 

Returns 

Scheme 

Returns % 

Benchmark 

Returns % 
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any performance track record‖]  

Or 

[In case of a scheme in 

existence, the return figures 

shall be given for that scheme 

only, as per the For a scheme 

which is in existence for more 

than 1 year, the returns given 

will be Compounded 

Annualised Returns and for 

scheme which is in existence 

for less than 1 year, the 

returns would be absolute 

returns since inception. 

Absolute returns for each 

financial year for the last 5 

years shall be represented by 

means of a bar diagram as per 

the adjacent format. 

Returns for the 

last 1 year 

 

  

Returns for the 

last 3 years 

  

Returns for the 

last 5 years 

  

Returns since 

inception 

  

Year-wise returns for the last 5 financial years 

Last 5 Financial Years 

Scheme Returns (%) Benchmark Returns (%)

Yearwise Returns for the last 5 financial years 
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Expenses of the Scheme 

(i)  Load Structure 

(ii)  Recurring expenses  

New Fund Offer 

Period 

Continuous Offer 

Entry load : ---- 

Exit load : ---- 

CDSC (if any) : 

Entry load : ---- 

Exit load : ---- 

CDSC (if any) : 

First ` 100 crores 

Next ` 300 crores 

Next ` 300 crores 

Balance : 

Actual expenses for the 

previous financial year: ---- 

(Not Applicable in case of a 

new scheme) 

Tax treatment for the 

Investors (Unit holders) 

Investor are advised to refer to the details in the 

Statement of Additional Information and also 

independently refer to his tax advisor. 

Daily Net Asset Value (NAV) 

Publication 

The NAV will be declared on all ----- days and will be 

published in 2 newspapers. NAV can also be viewed 

on www.______ and http://www.amfindia.com/ [You 

can also telephone us at --------- (optional)]. 

For Investor Grievances 

please contact 

Name and Address 

of Registrar 

Name, address, telephone 

number, fax number, e-mail 

id of -------- Mutual Fund 

http://www/
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Unitholders’ Information 

 

Frequency and the policy of the fund house for the 

providing the Accounts Statement, Annual Financial 

results and Half yearly portfolio to the investors. 
 

 Date:  N.B. Data and information shall be up-to-date but in no case older than 30 days 

from the date of KIM. 

12.4 Fund Account Statements / Consolidated Statement of Accounts 

The fund account statement gives the following details of the investor: 

 Name of investor, Folio Number, Account No. 

 PAN No. 

 Bank Mandate Details 

 Scheme including option 

 Number of units held at the beginning of the statement period, additional units 

purchased, any units sold / redeemed and the closing balance of units held 

 If investment has been made through a distributor, then the distributor‘s name 

 Cost of purchase, Dividends declared 

Unit-holders are entitled to account statements of their holdings and transactions, on an 

ongoing basis, as follows: 

 If there are no transactions, then once every 6 months. The AMC may: 

 Send it along with the Portfolio Statement or Annual Report of the scheme 

 Send a soft copy, instead of hard copy, if investor has given such a mandate. 

 In the case of SIP / SWP / STP: 

 The AMC shall send it once every quarter ending March, June, September and 

December within 10 working days of the end of the respective quarter. 

(However, the first account statement under SIP/STP/SWP has to be issued within 10 

working days of the initial investment). 

 The AMC has to provide it on Unit-holders‘ request, within 5 working days, without 

any charges. 

 AMCs have to issue consolidated account statement (across all mutual funds) for 

each calendar month, by the 10th of the following month, to investors in whose folios 

transaction(s) has/have taken place during that month. 

12.5 Fact Sheets 

 Although fact sheet is not mandated by SEBI, most AMCs come out with a monthly fact 

sheet. Some also come out with an annual fact sheet. 
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 The information commonly found in fact sheets is as follows: 

 Market round up and view on future direction 

 Scheme-wise details on:  

  Name of scheme 

  Investment objective 

  Options 

  Dividend frequency 

  Load structure 

  Minimum investment amount 

  Corpus 

  Key ratios such as portfolio turnover, Beta, standard deviation, alpha, Sharp 

ratio, weighted average maturity, duration 

  Benchmark 

  Inception date 

  Performance of the scheme as compared to the benchmark 

  Since inception 

  Year wise for the last 5 years 

 Current value of ` 10,000 invested in the scheme and in the benchmark 

 Portfolio details - Composition of net assets with details of securities, credit rating, 

sector etc. 

Readers are advised to visit the website of AMCs to review samples of SID, SAI, KIM 

and Fact Sheets. These are easily downloadable from the websites, free of cost. 

 Points to remember 

 The Scheme Information Document has all information specific to the scheme. It is to 

be updated within 3 months of the end of every financial year. 

 SAI is incorporated by reference (is legally a part of the Scheme Information 

Document). Risk factors, to be disclosed in legible fonts in SID, are grouped into 

standard risk factors and scheme specific risk factors. 

 The due diligence certificate has to be signed by the compliance officer, chief 

executive officer, managing director, whole time director, or executive director of the 

AMC. 

 Assured return schemes need to disclose: 

 How many schemes have assured returns, their number and corpus size? The 

justification as to how the net worth and liquidity position of the guarantor would 

be adequate to meet the shortfall in these schemes. 



 158 

 Details of the schemes which did not pay assured returns in the past and how the 

shortfall was met. 

 Statement of Additional Information features details that are common across 

schemes. It is to be updated within 3 months of the end of each financial year. 

 Key Information Memorandum is a summary of the SID and SAI. As per SEBI 

regulations, the KIM is attached to the Application Form. 

 If there are no transactions, unit-holders are entitled to account statements of their 

holdings every 6 months. 

 AMCs have to issue consolidated account statement (across all mutual funds) for 

each calendar month, by the 10th of the following month, to investors in whose folios 

transaction(s) has/have taken place during that month. 

 Although fact sheet is not mandated by SEBI, most AMCs come out with a monthly 

fact sheet. Some also come out with an annual fact sheet. 
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