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ABSTRACT

M utual fund industry in India  has em erged  as a dom inant financial intermediary in Indian 

capital market. The industry is m anaging  financial assets o f  over Rs 1537 billions 

(Septem ber 2004) contributed by  estimated 15 to 20 millions investors. Further, the 

popularity o f  m utual funds can be assessed looking at the growth o f  financial assets under  

their m anagement. The assets have grown at an astronomical com pounded annualised 

growth rate o f  48 per cent over a period o f  four decades (1965-2004). D uring the period 

(1993-2002) o f  this study, the financial assets o f  mutual fund industry have witnessed 

almost s teady com pounded  growth rate o f  23 per cent. This m am m oth  growth, inter-alici, 

can be attributed to the entry o f  commercial banks and the private players in the mutual 

fund industry.

In 1987, nationalised banks w ere allowed to set up their mutual funds. As a result, 

the m onopoly  o f  UTI as the sole p layer in m utual fund industry had com e to an end. The 

m onopoly  o f  public  sector mutual funds ended soon with the setting up o f  private sector 

mutual funds during 1992-1993. In fact, the real competition in m utual fund industry m ay 

be said to have began from 1993. The private players started swiftly with a share o f  6.7 

per cent o f  total assets under m anagem ent o f  mutual fund industry during 1999 and 

swung into action thereafter to garner a share o f  75.2 per cent o f  industry total o f  Rs 1396 

billions o f  assets under m anagem ent at the end o f  March, 2004.

The future o f  the m utual fund industry depends on the financial returns made 

available by  the mutual funds to their investors. In general, the equity  mutual funds are 

expected to earn h igher returns, vis-a-vis, the risk-free return and return on market 

portfolio. Further, the funds are expected to cam  returns in tunc with risk exposure o f  the 

portfolio. H igher is the portfolio risk, m ore will be the expected return by  the investors.

The present study uses above fram ew ork to evaluate the financial perform ance o f  

equity mutual funds in India. The sample consists o f  36 equity mutual funds existing 

prior to April 1999 so that the fund has at least three years track record o f  performance as 

on M arch 2002. The size o f  the equity funds has been determ ined based on the average



quarterly assets m anaged  by them  during 1999-2000. The sample comprises o f  17 public  

sector undertaking (PSU) and 19 private sector m utual funds. The perform ance o f  each o f  

the ownership-class has been evaluated. The sam ple o f  equity mutual funds represents 

more than three-fourths in term s o f  assets under m anagem ent as on 31'sl March 2002. The 

sam ple has been drawn from 21 assets m anagem ent companies (A M C) out o f  31 A M C s 

affiliated to Association o f  M utual Funds o f  India (AMFI). Thus, it m a y b e  considered as 

true representative o f  the universe. The sample has been regrouped into small funds (21), 

m edium  funds (10) and large funds (5) based on the size o f  assets under their 

management. The financial perform ance o f  each o f  the size-class has been evaluated 

during the period (1993-2002) o f  the study. The performance has also been evaluated for 

two types o f  funds, namely, open-ended and close-ended funds.

Return on 364 days T-bills has been taken as surrogate measure o f  risk-free return 

and return on B om bay  Stock Exchange 100 National Index (BSE 100 index) has been 

taken as proxy for m arket return.

The financial perform ance o f  the sample equity mutual funds in terms o f  (i) rates 

o f  return, vis-a-vis, risk-free return (ii) benchm ark comparison, (iii) risk-adjusted returns 

(Sharpe and T rey n o r’s m easure o f  performance), (iv) Jensen ’s alpha measure o f  

perform ance {.stock selectivity  abilities) and (iv) market-timing  parameter, have been 

evaluated. The study also has covered contem porary  fund m anagem ent practices pursued 

by the assets m anagem ent com panies operating in India to get insights into the various 

factors influencing their equity investm ent decisions.

The study show s that perform ance o f  equity mutual funds in terms o f  rates o f  

return has been far from satisfactory. Only one-fourth o f  the sample equity funds could 

earn returns better than risk-free returns. Out o f  these, large num bers w ere open-ended, 

small sized and private sector equity  funds. N one o f  the public sector fund could produce 

returns better than risk-free returns. Nearly  one-ha lf  (47 per cent) o f  these funds earned 

negative returns during 1993-2002 indicating abysmally poor perform ance o f  the PSU 

equity funds, in general.
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H ow ever, the sam ple equity  funds had  shown better perform ance in term s o f  

benchm ark comparison. Three-fifths (61 per cent) o f  the sam ple equity  funds perfo rm ed  

superior to the m arket portfolio. The study  further revealed that all the private  equity  

funds (foreign, dom estic  and jo in t  venture funds) have  posted better perform ance except 

IDBI-Principal Equity  Fund com pared  to the m arket portfolio. The perform ance o f  open- 

ended funds and small sized funds have also been better com pared to their counterparts  in 

close-endcd and m edium  / large sized category.

It has also observed that financial perform ance o f  the sam ple funds in term s o f  

rate o f  return, vis-a-vis, risk-free return and m arket returns have been  better during  phase  

2 (1998-2002) com pared to phase 1 (1993-1998) o f  the study period. Phase  2 

characterises general buoyancy  in the  stock market, impressive corporate  perform ance, 

robust econom ic growth, continued im proved  economic fundamentals, com fortable  

foreign exchange reserves, political stability, etc.

The perform ance in terms o f  r isk-adjusted return has also been found to be far 

from satisfactory, both in terms o f  Sharpe as well as Treynor’s index. T he  vast m ajority  

(75 per cent) o f  the sample funds have posted  negative indices. A nother  notable 

observation has been related to risk-retum  characteristics. N early  three-tenths (28 per 

cent) o f  the funds have been able to post h igher returns than the m arket return assum ing 

lower risk than the m arket risk.

Further, the P SU  equity  funds failed to perform  superior than private scctor equity  

funds even in terms o f  risk-adjusted returns. D ifferences in perform ance have also been 

noted due to the differences in size-class. Small sized funds have perform ed better than 

medium and large sized funds. Com paring  category-wise perform ance, it is inferred that 

open-ended funds have performed better than their elose-end counterpart.

Perform ance o f  equity funds during 1993-2002, in terms o f  stock selectivity 

(Jensen’s alpha) and m arket timing (timing param eter) abilities, has shown that the 

m ajority o f  the funds have posted positive values o f  Jensen ’s alphas and timing 

parameters, which indicates better perform ance due to slock selection and tim ing abilities

iv



by the funds. It has been further noted that large num ber o f  positive alphas and tim ing 

parameters were not found to be statistically significant.

The survey on fund m anagem ent practiccs revealed that different assets 

m anagem ent com panies follow varied fund m anagem ent practices. For instance, some 

AM Cs use fundamental and some combination o f  fundamental and technical analysis as 

input o f  their investment decisions; likewise, some opined high effect o f  fundamental 

macro-cconomic / m icro-econom ic factors on equity investment decisions and some 

moderate cflcct. Further, influence o f  stockbroker’s recommendations on equity 

investment decisions has found to be moderate in the case o f  private mutual funds. The 

PSU mutual funds take longer time to review and reshuffle their portfolio compared to 

private funds has been yet another m ajor finding. Therefore, it is suggested that the PSU  

fund managers need to be m ore prom pt in portfolio review and reshuffle using advanced 

tools and techniques.

Given the unsatisfactory financial performance o f  the equity mutual funds, the 

mutual fund m anagers should explore the means by which it is possible for them to post 

better rate o f  return for their investors. Their better financial performance will go a long 

way in achieving their basic objectives o f  mobilizing savings o f  the small investors on ihe 

one hand and to m ake them available the benefits o f  equity investment on the other.



CONTENTS
Page No.

A ckn ow led gem ent i
Abstract. ii
List o f  Contents vi
List o f  Figures vii
List o f  Tables viii
List o f  A nnexures xvii

PART 1 T H E  B A C K G R O U N D

Chapter 1: Introduction 2

Chapter 2: Literature Review  22

Chapter 3: M utual Fund M anagem ent System 41

PA RT 2 P E R F O R M A N C E  A N A L Y SE S

Chapter 4; Rate o f  Return Analysis 61

Chapter 5: Risk Analysis 113

Chapter 6: R isk-A djusted Rate o f  Return Analysis 162

Chapter 7: Performance. Evaluation:
200
‘Stock Selectivity’ and ‘M arket T im in g ’ M odels 

PA R T 3 O P E R A T IO N S O F M U T U A L  FU N D S

C hap te rS :  M utual Fund M anagem ent Practiccs 232

Chapter 9: Case Studies 253

PA R T  4 C O N C L U SIO N S

Chapter 10: Concluding Observations 270

Bibliography 288

Bio -  Data 303

vi


