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Preface

he Indian equity mutual fund industry has

witnessed spectacular growth in both unit

capital and Assets under Management

(AuM) in the last few years. This growth

has been much higher than the growth of
various market indices. Also, the equity mutual funds
are gaining broader consideration as a financial savings
instrument, as shown by growth in percentage share of
household savings and by the increased equity AuM to
market capitalization ratio.

We believe that the Indian equity mutual funds indus-
try is likely to continue growing rapidly for the next five
to six years given many favourable factors such as under
penetration, high economic growth rate, tax benefits
such as equity linked savings schemes, and enhanced
presence in household savings products.

This report focuses on equity mutual funds and is based
on detailed analyses of the equity mutual funds data

with CAMS from 2003 to 2010. CAMS accounts for about
57 percent of equity mutual funds AuM in the country
as per recent analysis. We also believe that the CAMS
data is representative of the industry, with a wide vari-
ety of asset management companies (AMCs) being rep-
resented in its portfolio. In addition to the CAMS data,
focused group discussions were conducted with inde-
pendent financial advisors (IFAs) in multiple cities. Un-
less specified, all years referred in the report should be
read as calendar years.

The intent of this report is not to develop detailed rec-
ommendations and strategy for the AMCs or policy ad-
vocacy for the regulator and government. Rather our
goal is to identify some key themes and to explain their
implications; doing so allows us to offer new insights or
to reaffirm existing beliefs. These themes and implica-
tions build the compass that can be used to chart the
future course.
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Executive Summary

he global asset management industry has

been growing steadily over the past de-

cade, with a 9 percent annual growth rate

from 2001 to 2007. During this phase, the

developing regions—specifically, Asia and
Latin America—have been demonstrating higher growth
rates than the rest of the world. The economic down-
turn in 2008 hit the global asset management industry
hard, resulting in an approximately 17 percent fall in the
total Assets under Management (AuM) and a more than
23 percent fall in retail AuM. The year 2009 has been
better, however, and the industry has partially bounced
back with approximately 12 percent growth.

In line with the global trends, the Indian asset manage-
ment industry demonstrated very rapid growth till 2007
and this industry growth stagnated for a year due to the
economic downturn. India too has done better in 2009,
and Indian AuM growth is back on track. During the
past decade, India’s asset management industry has
evolved dramatically in all key dimensions.

The journey so far: the coming of age of
the equity mutual funds

Equity mutual funds are increasingly gaining accep-
tance as a financial savings instrument by retail inves-
tors. Mutual fund investments as a percentage of gross
household savings have increased from a negligible 1.1
percent in 1994 to a more significant 7.9 percent in
2008. As an outcome, equity AuM as a percentage of
total market capitalization has increased from approxi-
mately 3 percent in 2004 to approximately 7 percent in
2009. This is because investors, as a group, have gener-
ally made money from their investments in equity mu-
tual funds. Our analysis shows that about 72 percent of

redemptions, during the period 2008-2010, were at a
profit.

Retail customers continue to dominate the equity mu-
tual funds with over 90 percent of the investment vol-
ume coming from ticket sizes of less than Rs 1 lakh.
And truly retail products like systematic investment
plans (SIPs) and equity linked savings scheme (ELSS)
have grown dramatically over the past few years to
become a substantial part of the AuM. In 2009, SIP
subscription inflows accounted for approximately 15
percent of total inflows in equity mutual funds com-
pared with approximately 2 percent in 2005. There are
nearly 40 lakh active SIPs today with a small ticket
size of about Rs 2,300. SIPs inflows are nearly immune
to market volatility and continue to grow even when
the rest of the market is flat or negative.

ELSS products have been growing rapidly over the past
few years and have created larger depth in the overall
market. This large pool of retail investors investing
through ELSS has ensured that the average duration of
total investments is long, approximately 30 months. How-
ever, the growth in equity AuM has not been backed up
by truly differentiated products. Large—cap and multi-cap
funds have grown rapidly and now account for 87 percent
of total AuM. And, not surprisingly, over 80 percent of all
schemes launched post 2003 have been multi—cap- or
large—cap—-oriented schemes. The other interesting trend
regarding equity mutual funds is that the inflows in a
scheme are not correlated with its long term performance.
In fact, we find that total inflows in equity mutual funds
are not even related to market movement.

On the distribution front, there are four key distributor
types—banks, national and regional distributors, inde-
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pendent financial advisors (IFAs), and direct. Interest-
ingly, while all the distributors are independent and can
sell products from all asset management companies
(AMCs), they typically sell three to four AMCs. IFAs
dominate in smaller cities and retail segments while
banks dominate in metros and high networth individu-
als HNI segments. We also observe stark differences in
the distribution mix across AMCs. Even with just four
major distributor types, the share of each distributor
type can range from X to 2X across different AMCs. IFAs
as a distributor type have gained share over the past few
years. If one disaggregates more, it is clear that large
IFAs are gaining share rapidly at the expense of the
small IFAs and other distributors.

The equity AuM is concentrated geographically, with the
top ten cities accounting for about 74 percent of the to-
tal AuM and Mumbai and Delhi accounting for about 45
percent of the total AuM. But this concentration of AuM
in the top cities is diminishing: the share of AuM beyond
the top ten cities increased rapidly from about 10 per-
cent in March 2003 to about 26 percent in March 2010.

Recent regulatory changes have caught most IFAs un-
prepared, and they are now looking to enhance their
capabilities so as to be able to offer better advice and
service. Some other regulatory changes have had a lim-
ited impact on the industry so far. For example, there
has been limited impact on the distributor category’s
share of gross equity inflows after the regulatory chang-
es. We also find that AMCs are paying 50-100 basis
points to distributors to compensate for their loss after
the removal of entry loads. And mutual fund transac-
tions are yet to gain momentum on stock exchanges.
These are early days, and some of these changes will
have a long-term impact on the behaviour of investors,
AMCs, and distributors.

The journey ahead for the industry

While the asset management industry has evolved sig-
nificantly over the past few years, it still has a long way
to go. In fact, there are many stark differences when
comparing the asset management industry with the
more mature and larger life insurance industry. On each
of the dimensions, life insurance is at least ten times
bigger than the asset management industry. The asset
management industry also has to keep the regulatory
changes in perspective and consider their implications

on the business. The big regulatory change that has al-
ready happened is the removal of entry load for all
schemes and transparency in payments of commissions
to distributors. This is a recent phenomenon, and the
true impact of this change still has to play out.

In this context, the ten commandments of success for
the AMCs in future are:

1. Develop a plan to get ‘retail’ long term money in a
cost—effective manner.

2. Define a city footprint strategy, keeping in mind pro-
gression of the equity AuM market share beyond the
top ten cities.

3. Define the optimal distribution mix and put in place
a plan to get the maximum throughput from all dis-
tributor types.

4. Build a value proposition for IFAs to increase share
of contribution from IFAs.

5. Define the value proposition for banks and distribu-
tors to increase share of wallet by being a preferred
fund for private/foreign banks and regional/national
distributors.

6. Invest in public sector banks as a distributor type as
the share of PSU banks grows and becomes substan-
tial.

7. Communicate to increase customer awareness and
build confidence with a larger untapped investor
community, leveraging the fact that most investors
have made money from equity mutual funds.

8. Explore product innovation as a means of better
serving customer needs.

9. Develop a plan to take advantage of the upsurge in
demand as the market moves up.

10. Create the support mechanism for the small IFAs as
industry and nurture large pool of small IFAs to en-
able IFAs with potential to morph into large IFAs
with enhanced investor base.
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Introduction

The Full Compass

he asset management industry globally
has shown a steady growth trajectory.
Analysis from The Boston Consulting
Group (BCG) shows that global Assets un-
der Management (AuM) has increased at a
compounded annual growth rate of approximately 9
percent from 2001 through 2007. This growth, as one
would imagine, has not been uniform across the re-
gions, and the developing regions have shown much
larger growth, albeit from much smaller absolute AuM.
As Exhibit 1a shows, Asia (excluding Japan and Austra-

lia), Latin America, and Middle East and South Africa
have outgrown the rest of the regions during the same
period. Asia grew at approximately 40 percent and Lat-
in America grew at approximately 21 percent per an-
num in the same period. The economic downturn in
2008 clearly hit the asset management business, and
we observed a sharp fall of approximately 17 percent in
AuM. Again, this fall was not uniform—Latin America
and Asia were largely flat, while the rest of the markets
declined dramatically; the market in North America, for
example, fell by 21 percent.

Exhibit 1a. Steady increase in global Assets under Management (AuM)

AuM evolution over 2001-2009 (In $Trillion, fixed exchange rates)
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3Asia includes China, Hong Kong, India, South Korea, Singapore, Taiwan.
4Latin America includes Brazil and Mexico.
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The year 2009 has been better, and the industry has
clearly bounced back with double-digit growth of nearly
12 percent. As in the past, Asia and Latin America have
outgrown the rest of the market and registered 22-25 per-
cent growth in 2009. This global growth has been across
all customer segments, retail as well as institutional, as
well as across the retail and institutional subsegments, as
shown in Exhibit 1b. All the retail subsegments (mutual
funds, unit-linked insurance, unit-linked pensions, pri-
vate banking) as well as the institutional segments (insur-
ance, pension, nonprofit, government, banks, corpora-
tions) have shown a similar trend. The other interesting
trend is that institutional funds are linked less to the mar-
ket as compared with retail funds. As a result, retail funds
fell more in 2008 and grew more in 2009 compared with
institutional funds.

The Indian story is completely consistent with the global
story. India has demonstrated a very rapid growth in its
asset management business over the past few years. The
equity mutual fund (MF) AuM grew at an compounded
annual growth rate of about 61 percent from March 2005
through March 2008. The cumulative equity mutual fund
units grew by about 20 times (CAMS data only) from

March 2003 through March 2008, as shown in Exhibit 1c.
Then the economic downturn took over and the industry
growth stagnated. A look at the equity MF units reveals
that there has been no net unit capital addition since
2008 and that the total number of units has remained
nearly the same since early 2008.

Consistent with the global experience, India has done
better in 2009, specifically the second half of 2009, and
equity AuM growth is back on track. After a really steep
drop from the cliff in 2008, when equity AuM fell by near-
ly 50 percent, 2009 has seen a remarkable turnaround,;
the AuM has nearly made up in 2009 for the drop in 2008,
as shown in Exhibit 1d. (This analysis is based on CAMS
data alone.)

The wind is behind the sails of Indian equity mutual
funds as the industry here continues its long-term jour-
ney of increase in the share of mutual funds as a percent-
age of household savings and an increase in the ratio of
equity AuM to market capitalization. As shown in Exhib-
it 1e, mutual funds have started coming of age and mu-
tual fund investments as a percentage of gross household
savings have increased from a negligible 1.1 percent in

Exhibit 1b. Widespread rebound across client segments
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Exhibit 1c. Cumulative equity mutual fund units largely unchanged after January 2008

Indexed data
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Sources: CAMS data; BCG analysis.

Exhibit 1d. Growth in equity mutual fund AuM has outpaced the market growth
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Exhibit 1e. Growth of equity AuM in relation with key indices

Mutual fund investments gaining share
as percentage of gross financial savings

MFs as % of gross financial savings
8-

FY 1994 FY 2000

FY 2006

FY 2008

Sources: RBI; AMFI; NIFTY; CAMS data; BCG analysis.

financial year (FY) 1994 to a more significant 7.9 percent
in FY 2008. The trend is clear and indicates the increasing
acceptance of mutual funds as a financial savings instru-
ment. Similarly, equity AuM as a percentage of market
capitalisation has more than doubled over the past six
years, from 3.4 percent of NIFTY market capitalisation in
March 2004 to 7.2 percent in March 2010.

The equity mutual funds industry has come a long way
in its evolution over the past decade. In addition to the
growth in numbers, there has been a momentous shift in
multiple key dimensions:

Equity AuM as percentage of NIFTY
market capitalisation also gaining share

AuM as % of NIFTY market cap

8 -
6 -
4
2
0
March March March
2004 2007 2010

1. Customer behaviour

2. Evolution of products

3. Distribution mix

4. Deepening geographic reach

This report analyzes equity mutual fund industry trends
on the basis of the dimensions given above and develops

a compass for AMCs as they plan and craft their strate-
gies to navigate the future.
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The Customer Compass

The Coming of Age of the ‘Retail’ Customer

he Indian equity mutual fund investor is
maturing. The investor is increasingly con-
sidering and accepting mutual funds as an
instrument of savings. National Accounts
published by the Reserve Bank of India
(RBI) indicate that the share of mutual funds in house-
hold savings has increased to 7.9 percent in financial
year (FY) 2008 from less than 1.1 percent in FY 1994.

Retail products such as systematic investment plans
(SIPs) and equity linked savings scheme (ELSS) are in-

creasingly gaining traction with the retail investors. These
products are helping the industry to bring in small inves-
tors and investors from outside of the top ten cities.

‘Retail’ consumers dominate equity AuM

The small retail investor clearly dominates the invest-
ment volumes, based on our analysis of investment vol-
ume by different ticket sizes of investment. Over 90 per-
cent of the investment volume is in ticket sizes of less
than Rs 1 lakh, and nearly 99 percent of the investment
volume is in ticket sizes of less than Rs 5 lakh. Obviously,

Exhibit 2a. Equity AuM by customer segment and city as of March 2010

% share of retail in

equity AUM
% equity AuM by different investor segments
32% 12% 31% 15% 9% 1%
100
30 30
80 - 40
56
66 67
60 - 22 21
21
40 -
24
2 2 .
4 20 20 [ Retail < 1 lakh
19 15 [ Retail < 5 lakh
20 H_ [ HNI< 100 lakh
13 3 [ HNI> 100 lakh
0 - 7 [ Institutions
0 20 40 60 80 100
Mumbai New Next Next Next  Beyond
Delhi 8 cities 20 cities 70 cities 100 cities

Sources: CAMS data; BCG analysis.
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share of AuM by value is quite different. As Exhibit 2a
shows, nearly 40 percent of the AuM is through ticket
sizes of less than Rs 1 lakh, and nearly 60 percent of the
AuM is through investments in ticket sizes of less than Rs
5 lakh. The remaining approximately 40 percent of the
AuM is through ticket size investments of greater than Rs
5 lakh.

Average tenure for the equity money is about
30 months, with nearly 50 percent of the AuM
with tenure greater than two years

We estimate that on average the tenure for the equity
money is about 30 months. As shown in Exhibit 2b, more
than 50 percent of the equity AuM has a tenure of more
than 24 months across all channels except the direct
channel. And nearly 70 percent of the equity AuM has a
tenure exceeding 12 months. Hence, only 30 percent of
the AuM has a tenure of less than 12 months. Investors
seem to prefer long-term investments. The preference
toward long—duration assets may reflect the growing im-
portance that retail investors are attaching to equity mu-
tual fund investments as a savings tool. The popularity
of ELSS and SIP has also contributed to the enhanced
duration of equity AuM. In any case, this customer be-

haviour is clearly favorable for the overall market and
the investors.

The other interesting facet is that in spite of differences
amongst the organization and structure of various dis-
tributor types, there is similarity in AuM investment ten-
ure across distributor types. This implies that customer
behaviour is independent of the distributor. Possibly, an
average investor makes entry and exit decisions, based
on his or her understanding of the market and personal
choice. This again augurs well for the industry because it
suggests that the investors are getting knowledgeable and
have a mind of their own.

‘Retail’ investors have significantly longer
holding duration than HNIs

There are significant differences in investment duration
by type of investor. While the average tenure across the
industry is about 30 months, retail and mass customers
(not surprisingly) have longer tenure AuM than high net-
worth individuals (HNIs). As per Exhibit 2c, investors
with ticket sizes of less than Rs 1 lakh had 79 percent of
their investment with a duration of over 12 months as
compared with HNI investors with ticket size over Rs 100

Exhibit 2b. Equity AuM by tenure and distributor type as of March 2010

% AUM
durati 6
duratiors

% AuM by duration (Mar 2010)
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Private banks

Sources: CAMS data; BCG analysis.
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Exhibit 2c. Ageing of Equity AuM by investor type as of March 2010

% AUM
duration> “
12 months, @@
% of AUM
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[1>24 months
[ 12-24 months
80 41 32 [ 6-12 months
54 51 50 [ 3-6 months
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Sources: CAMS data; BCG analysis.

lakhs, who had only 45 percent of their investments with
a duration of over 12 months.

As a result, the average tenures of equity AuM for these
investor segments are starkly different. We estimate that
the average tenure for the retail segment with investment
ticket size of less than Rs 1 lakh is about 33 months while
that for the HNI segment with investment ticket size
greater than Rs 100 lakh is about 20 months. There are
many reasons for this difference in holding duration, as is
evident as we consider different investor segments.
Small-ticket-size investors account for a large part of
ELSS and SIP investments, which are inherently long
term. Most of these investors are likely to have done their
own research and are comfortable investing in products
for a longer duration. Also, return expectations of these
investors are likely to be different from the expectations
of larger—ticket—size HNI investors. HNIs, on the other
hand, have access to sophisticated and active advice and
thus they are able to re—allocate their portfolios faster,
generally without even getting involved in the choice of
specific schemes. It is important for AMCs to consider
these different aspects when finalizing plans to target dif-
ferent investor segments. Some useful cross-selling op-

Retail <5 Lac

Domestic Overseas

HNI HNI HNI
<25Llac <100 Lac >100 Lac institutions  Corp.

portunities may be available for AMCs on the basis of
these trends.

Equity investors on the whole have made
money from their investments, but less from
new fund offers (NFOSs)

Investors as a whole have made money from their invest-
ments in equity mutual funds, as shown in Exhibit 2d. We
analysed the total redemption in equity mutual funds
over the past two years, from April 2008 through March
2010. The analysis shows that over 72 percent of the re-
demptions were at profit, with only about 28 percent at
aloss—even during a generally turbulent period. Hence,
investors on the whole have stood to gain from equity
mutual fund investments. And it is interesting that in the
case of retail investors (less than Rs 5 lakh investment
ticket size), the percentage of customers redeeming at
profits is greater than 80 percent, while for the HNIs
(greater than 5 lakh investment ticket size) the percent-
age is approximately 63 percent.

A few hypotheses could explain this trend. Firstly, small
investors are less risk averse and have the patience to
hold on to their investments even during bad times. Sec-
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Exhibit 2d. Total outflows from April 2008—-March 2010 by different investor segments

%
redeemed
at profit

Outflows (Rs cr)

8,000 1
[ value redeemed at loss
[ value redeemed at profit
6,000 -
4,000 -
2,000 -
0 1 T 1 T T
HNI HNI HNI Retail Retail
>100 lakh <100 lakh < 25 lakh <5 lakh <1lakh

Sources: CAMS data; BCG analysis.

ondly, they have likely invested for a longer duration, thus
giving themselves a larger window of opportunity to re-
deem at profit. Unlike retail, for HNI investors, the mar-
ket uncertainty and active management could be the
main reason for comparatively larger proportion of re-
demptions at losses.

However, investors’ experience is significantly different
with redemption from NFOs. Out of the approximately Rs
7,000 crore redemptions over the same two-year period
between April 2008 through March 2010, only about 50
percent of that volume was redeemed above par value,
as shown in Exhibit 2e. And within the remaining 50 per-
cent redeemed at profit, nearly 22 percent was redeemed
at a net asset value (NAV) of less than Rs 11, implying a
return of less than 10 percent. Thus we infer that inves-
tors’ experience within NFO redemptions has not been
encouraging.

Equity inflows are not linked to scheme per-
formance and overall market movement

Conventional wisdom would suggest a high correlation
between inflows in a scheme and the long-term perfor-
mance of that scheme. However, there is no correlation

between inflows in a scheme and the scheme perfor-
mance as shown in Exhibit 2f. We compared the long-
term returns (five-year returns) of select schemes (having
similar investment objective) with the inflows in those
schemes in the following year,. And that revealed no cor-
relation. This is quite intriguing and seems to imply that
once a scheme belongs to a particular set, then either
investors do not fine—tune their choice or they are more
comfortable with other factors such as brand image of
the AMC.

We then posed a question trying to establish a correlation
between change in gross inflows and change in market,
using NIFTY as a proxy for the market. As shown in Ex-
hibit 2g, the change in gross inflow has been plotted with
a period of one-month lag against the change in NIFTY.
Out of 82 months plotted, we observe that for 50 months
the direction of change in gross inflow, lagging by a peri-
od of one month, was in the same direction as the change
of NIFTY and it was the opposite for 32 months. With a
very poor R? of 8 percent, it is safe to assume that there
is no meaningful correlation between the gross inflows
and market movement. This chart offers other interesting
perspectives as well. There appears to be a floor in the

14
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Exhibit 2e. NFO redemptions at different NAVs (April 2008—March 2010)

% of NFO investment redeemed during Apr 08—Mar 10 (Rs cr)
8,000 -
~49% redeem ~22% redeem ~29% redeem
at loss at minor profit at appreciable
profit
6,000 - 12%

17% 6,993

4,000

2,000 -

X<9.5 9.5<X<10 10<X<10.5 10.5<X<11 11<X<12 X>12 Total

Redemption NAV (X)

Sources: CAMS data; BCG analysis.

Exhibit 2f. Multicap scheme inflows not correlated with its five-year performance

5-year return of a scheme

50%

30% T T T )
0 1,000 2,000 3,000 4,000

Gross inflows in the scheme in the following year (Rs cr)
Sources: CAMS data; BCG analysis.
Note: Each bullet type represents a particular year.
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Exhibit 2g. Relation between gross inflows and NIFTY change (2003-2010)

Change in gross inflows (month X+1)

3004
Gross inflows increased
when NIFTY moved
down

2004

1004

Months when inflows moved: ® Opposite to NIFTY movement

Sources: CAMS data; BCG analysis.

negative change in gross inflows. Irrespective of the sharp
drop in NIFTY, the inflows don’t drop beyond a certain
level. This may be happening because of increased sub-
scriptions of SIPs and value buying by investors at time
of dips. The top righthand box indicates somewhat better
correlation between gross inflows and NIFTY movement,
suggesting that in ‘exuberant times’ investors are willing
to be more open to investing in equity mutual funds.

Implications for AMCs

The maturing Indian equity mutual fund investor raises
a set of questions for the AMCs:

1. What is the plan to get ‘retail’ money in a cost—effec-
tive manner? How can AMCs get longer-term inves-
tors?

o While HNI money is concentrated it also has the
lowest duration. Is there a sweet spot with respect
to investor segments?

Gross inflows reduced
when NIFTY moved up

10 20 30
Change in NIFTY (month X)

In sync with NIFTY movement

2. How can AMCs leverage the fact that investors have
stood to gain from equity mutual fund investments,
with over 70 percent AuM redeemed at profits?

o How best can AMCs use this information and com-
municate more to build confidence with a larger
untapped investor community?

3. If scheme performance is not the driver of customer

choice, what is? AMCs need to truly understand cus-
tomer choice and act on the same. Considering the
potential linkages to market movements, AMCs should
be prepared to take advantage of the upsurge in de-
mand as the market moves up.

4. While NFOs may be a good way to mobilize money,

mis-selling may be involved. AMCs may need to re-
consider their NFO strategy and communication.
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The Product Compass

Going ‘Retail’

he growth in equity mutual funds has been

spectacular. As discussed in the introduc-

tion chapter, between March 2003 and

March 2008 the number of Indian equity

mutual fund units grew by over 20 times;
in comparison, the market index grew by approximately
5 times. The evolution of equity mutual fund products
has been a story of savings and simplicity, as the prod-
ucts have been aligned with the needs of small investors
via systematic investment plans (SIPs) encouraging in-
vestments even at really small ticket sizes, even less
than Rs 1,000. The rapid growth of SIPs and equity
linked savings scheme (ELSS) products is a measure of
the movement toward savings. And the proliferation of
large—cap and multi—cap funds points to the simplicity
of the equity mutual fund product evolution story. (Note
that exchange traded funds (ETFs), which constitute
about 0.5 percent of equity assets, have not been in-
cluded in this study.)

SIPs are rapidly gaining share as percentage
of inflows

SIPs are fast gaining currency amongst the investor com-
munity. This is best observed in the division of inflows
share between SIP and non-SIP subscriptions, shown in
Exhibit 3a. From a modest share of about 2 percent in-
flows in 2005, SIPs accounted for about 15 percent of
inflows in 2009. Their impressive march continues: SIPs
accounted for about 19 percent of inflows in the first
quarter of 2010. This translates into an impressive growth
of roughly 50 percent in volumes through SIP subscrip-
tions. One of the key reasons for this growth has been
sustained campaigns by many asset management com-
panies (AMCs) promoting investments through SIP sub-
scriptions. Other reasons include positive investor expe-
rience, third—party recommendation by a large number

of financial planners, and similarity of the products to
other hugely popular and acceptable saving products
such as recurring deposits. We believe that SIPs will con-
tinue to grow in share and this bodes well both for the
investors and for the industry.

SIP inflows are nearly immune to market
volatility

SIP inflows have had continuous growth over the last
four years and seem to be almost immune to general
market volatility. In the period from January 2006 to
January 2010, but specifically from September 2008 to
February 2009, SIP inflows have grown continuously, as
shown in Exhibit 3b. In comparison, overall gross inflows
in equity mutual funds have been volatile. To reiterate
the point, despite the sharp downturn in the equity mar-
kets from January 2008 onwards, the fall in inflows from
SIP subscriptions was observed only from September
2008. This is attributable to investor behavior associated
with SIP subscriptions. Most of these investors have lon-
ger-term investment horizons and do not get rattled by
market volatility. This SIP inflows trend has a very posi-
tive impact on the industry.

SIPs are a truly small savings product, with
small ticket size, distributed electronically

SIPs have grown dramatically in the past few years; the
number of live SIPs has multiplied many—fold. In March
2010, there were over 22 lakh live SIPs with CAMS alone.
This figure was a paltry 32,000 in 2004 and about 8 lakh
in 2006. And this is just the number of SIPs with CAMS.
Extrapolating based on CAMS’ share, we estimate that
there are nearly 40 lakh live SIP accounts in the Indian
market. Most of this growth has come from the small
savings investors. This assertion is supported by the de-
creasing average size of subscription. The average ticket
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Exhibit 3a. SIP steadily gaining popularity as an investment vehicle

% of inflows through SIP and other modes
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Sources: CAMS data; BCG analysis.
First quarter of 2010.

Exhibit 3b. SIP inflows less volatile compared with overall inflows

Indexed SIP inflows, gross equity inflows, and NIFTY from January 2006 to January 2010

Indexed data
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Sources: CAMS data; BCG analysis.
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size of the SIPs has marginally decreased over the last
few years, as shown in Exhibit 3c. In 2006, the average
ticket size was approximately Rs 2,700; it is now approxi-
mately Rs 2,300. The fact that sub—Rs 1,000 SIP subscrip-
tion accounts for more than 58 percent of live SIP ac-
counts clearly points to the use of SIPs for small savings.

Sustaining SIPs at this small ticket size is clearly an eco-
nomic challenge. But the AMCs have realized that the
only way growth will come is through the small ticket
sizes. As a result, most AMCs have stipulated the mini-
mum subscription limit for SIP subscriptions at levels
below Rs 1,000. And they are sustaining this through au-
tomation and electronic means. This has led to a mate-
rial change in the way investors subscribe to SIPs. In
2004, less than 10 percent of SIP subscription inflows
were subscribed electronically. By 2009, this proportion
had risen to 97 percent, as shown in Exhibit 3d. This al-
lows a significant reduction in transaction costs for SIP
subscriptions.

AMC s will need to continue identifying appropriate chan-
nels and servicing models as they tap and continue to
grow this investor segment to ensure sustainability.

ELSS inflows are growing strongly and creat-
ing depth in the market

ELSS products are another big success story for the Indi-
an equity mutual funds industry. ELSS inflows grew at an
annual rate of approximately 200 percent between 2004
and 2008, backed by tax incentives provided by the gov-
ernment of India. In 2007 and 2008, ELSS inflows were
over Rs 4,500 crore for schemes managed by CAMS alone.
Given the strong linkage with tax incentives provided,
there is a clear seasonality in the inflows of ELSS schemes
and March is the peak month for ELSS inflows. Sensing
this need and behaviour, many AMCs put their selling
force behind ELSS schemes during the months of Janu-
ary, February, and March.

ELSS is primarily a ‘retail’ product because of the tax
benefits. Nearly 75 percent of all ELSS inflows are in tick-
et sizes lower than Rs 1 lakh, and nearly 95 percent are
in ticket sizes of less than Rs 5 lakh. Another interesting
facet is the depth in geographical reach created by ELSS.
Exhibit 3e provides details of ELSS inflows distribution
between the top ten cities and other locations. The share
of ELSS inflows from beyond the top ten cities has steadi-
ly increased, from 20 percent to 38 percent in the period

Exhibit 3c. Small ticket size SIPs continue to dominate

Average ticket >

size (Rs) 3,984
Cumulative live
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% of application with different sizes
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Sources: CAMS data; BCG analysis.
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Exhibit 3d. Increasing adoption of electronic payment for SIP subscriptions

Electronic mode has gained prominence over the years as a payment mode for SIPs

% of inflow by payment mode
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Sources: CAMS data; BCG analysis.
IMandates include all kinds of instructions such as ECS, debit mandates, standing instruction, etc. except cheque.
2First quarter of 2010.

Exhibit 3e. Sizeable ELSS inflows coming from beyond top 10 cities

Share of cities in ELSS inflows

% of annual ELSS inflows
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Sources: AMFI; CAMS data; BCG analysis.
Mumbai, Delhi, Bangalore, Chennai, Kolkata, Pune, Ahmedabad, Hyderabad; Chandigarh, Jaipur.
2First quarter of 2010.

20 THE BOSTON CONSULTING GROUP « COMPUTER AGE MANAGEMENT SERVICES PVT. LTD.



Exhibit 3f. ‘Sectoral’ funds have lost significant share in product mix

% AuM by scheme type
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Sources: CAMS data; BCG analysis.

Exhibit 3g. Most manufacturers launched either large or multicap equity schemes

Type of schemes launched since 2003 by various AMCs
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Sources: CAMS data; BCG analysis.
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from 2003 to 2010. This 38 percent for ELSS compares
with approximately 26 percent for the overall equity
AuM. This clearly demonstrates that ELSS is reaching out
further and is getting more untapped investors into the
mutual fund fold.

Sectoral and mid cap funds have lost market
share

The growth in equity AuM has not, however, been backed
by truly differentiated products from the AMCs. The
unique sectoral and mid—cap funds have lost significant
market share and now represent only about 13 percent
of total AuM. Large—cap and multi-cap funds have grown
rapidly and now account for 87 percent of total AuM as
shown in Exhibit 3f. This is further supported by the fact
that out of 202 product schemes launched by different
AMCs since 2003 (with CAMS), 160 schemes were multi—
cap- or large—cap-oriented. And only 16 schemes were
sector-oriented. This is shown in Exhibit 3g. There are
many reasons for this outcome, including limited penetra-
tion in the Indian market and, more importantly, limited

understanding of the sectoral products by investors and
lack of proper advice to larger numbers of investors. The
key question remains whether AMCs can and will differ-
entiate themselves based on products.

Implications for AMCs

The product trends raise a couple of questions for
AMCs:

1. Given the attractiveness of SIPs (long retention and
low volatility), how should AMCs build their business
and distribution models to tap and grow small-ticket—
size savings—oriented products? Given the high accep-
tance of SIPs, should AMCs introduce new metrics in
their business, such as number of SIPs per investor or
per household?

2. Is there breakout growth opportunity for AMCs based
on product innovation?
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The Channel Compass

The Evolving Distribution Landscape

he Indian equity mutual funds industry has
four key channels, as shown in Exhibit 4a
and described here:

Independent financial advisors (IFAs):

Nearly 100,000 IFAs are registered with As-
sociation of Mutual Funds in India (AMFI )and nearly 80
percent of these IFAs sell other financial products in ad-
dition to mutual funds—for example, life insurance,
small savings, general insurance. Of the 100,000 IFAs reg-
istered, many are dormant and inactive; amongst the

remaining IFAs, many sell mutual funds part time to
supplement their families’ income. Most IFAs typically
sell mutual funds of three or four asset management
companies (AMCs).

Banks: Banks, especially private and foreign, have been
selling mutual fund products to their customers through
their branch network and wealth relationship managers.
While banks typically empanel funds of many AMCs,
most of them basically sell funds of three to five AMCs.
Public sector banks entered the distribution business

Exhibit 4a. Distribution channel mix as of March 2010
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late and are yet to establish themselves in this business.
Overall, banks contribute to a substantial part of AuM.

National and regional distributors: The national and
regional distributors typically have a more organised and
formal setup compared to IFAs with many of them hav-
ing their own branch network, salesforce, and online
channel. In addition, many of them aggregate some of
the sub-brokers’ business.

Direct: Direct channel refers to the sale of mutual funds
to the investor directly by the AMCs, through their of-
fices and through their online channels.

Channel mix is starkly different across
AMCs

While the above mix is the industry average mix, there
are stark differences in the channel mix across AMCs.
The range of differences in channel mix is highlighted
in Exhibit 4b. This exhibit has the distribution channel
mix for three specific AMCs. The share of bank ranges
from 19 percent to 38 percent, IFAs from 20 percent to
34 percent, and distributors from 29 percent to 42 per-
cent. Across channels, we observe an X to 2X variance

between different AMCs. This implies that AMCs have
significant differences in their approach to different
channels.

Large IFAs are gaining share rapidly, while
small IFAs are losing share

The evolution of channel mix has been interesting over
the past few years. On the one hand, there seems not to
have been much change, while on the other hand there
have been significant movements in the channel mix. As
Exhibit 4c shows, the change of channel share is minimal
over six years from 2004 to 2010. The only substantial
movement has been the growth in the share of IFAs from
about 18 percent in 2004 to about 29 percent in 2010.
Moreover, further probing reveals starker movement in
mix: the share of large IFAs (>1 crore CAMS AuM) has
increased from 10 percent in 2004 to 23 percent in 2010.

At the same time, the small IFAs (<10 lakh CAMS AuM)
are losing share. The total share of small IFAs has fallen
from about 6 percent in 2004 to less than 1 percent in
2010. Further analysis indicates that small IFAs are large-
ly inactive, with no sales recorded. On average, nearly 80
percent of all small IFAs are inactive every month. This

Exhibit 4b. Distribution channel mix for three AMCs as of March 2010

% AuM by channel (Mar 2010)
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Exhibit 4c. AuM share of different distributor categories over 2004-2010

% AuM contribution by distributor categories
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2Large IFA = CAMS AuM > 1 cr; Medium IFA = CAMS AuM between 10 lakh to 1 cr; Small IFA = CAMS AuM < 10 lakh.

implies that small IFAs are either growing bigger and
becoming medium IFAs (CAMS AuM between 10 lakh
and 1 crore) or quitting this business.

The growth in share of IFAs from 18 percent to 29 per-
cent is even more interesting given the fact that typi-
cally the services provided by IFAs are basic. As shown
in Exhibit 4d, most IFAs offer basic services and their
proposition is based on offering simple convenience to
investors.

IFAs are hurting with recent regulatory chang-
es and looking to enhance their capabilities

In the recent past, there have been many regulatory
changes regarding mutual fund distribution, the most pro-
found being the removal of entry load on all schemes and
introduction of transparency in payment of the commis-
sions. While all distributor categories have been affected,
the IFAs seem to have been impacted most negatively.
IFAs, especially medium and small IFAs, are struggling.
However, most of them are living in a denial mode. The
first reaction of many IFAs is to deny the magnitude of the
change, as indicated by their quotes in Exhibit 4e. This is
based on detailed discussions that were conducted with

IFAs of different sizes across different cities. However,
upon further probing, it is clear that the IFAs are awaken-
ing to the need for change and improvement; Exhibit 4e
illustrates this changing attitude as well.

As IFAs prepare for the future, they are looking to en-
hance their capabilities on four key dimensions, as shown
in Exhibit 4f.

© Business build, which covers improving selling capa-
bilities to convert leads into business and business into
relationships, as well as improving preparation for
meetings.

o Improved advisory, which includes developing the
ability to truly understand client needs and to offer
advice on portfolio allocation and ongoing portfolio
management.

o Ease of operations, which is about leveraging technol-
ogy and tools to make the administrative elements
easier so that the IFAs can spend more time on busi-
ness building and sales activities, as well as to help
reduce costs.
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Exhibit 4d. Current IFA value proposition is very basic

Current IFA value proposition...

...is basic

Most IFAs sell

Tell clients of benefits of MF returns
Market schemes to investor

Very few IFAs advise
On asset allocation based on risk
profiling

= On regular portfolio management

“Our advice is based on the business newspapers and television.
We also read AMC fact sheets.”

“Very few people need asset allocation, most of them are
investing in few equity schemes.”

“We mostly recommend 3-4 schemes and
do not spend much time on research.”

“Market correction is our mantra for when quizzed by clients.”

Most IFAs offer convieniece
* Investments and redemptions in MF
. Collection and delivery of account

statements/dividend cheques

Few IFAs, typically large IFAs, will also

Provide consolidated views

. Help in managing bank operations
» Helpin tax filing

Source: BCG interviews.

“We provide services to clients when they call us.”

“Most of the time services are related to redemption and lost
dividend cheques. Very few clients call us to know portfolio value.”

“Our clients are very lazy, many times they only call us to
understand account statements.”

“Our major service is ease of reach and personal touch.”

Exhibit 4e. IFA reactions to need for skill upgrading and providing better services and

advice

1
Improve

selling skills

More
time for
business

build

Provide
improved
services

Provide
more
advice

Many IFAs living in denial mode...

...and now realising need for change

“We are already very good at selling. Once we start
a conversation with the client most of the time we

leave with a signed cheque.”

“Most of my new clients | get through reference
hence | don’t need additional time for business
build.”

“We are freelancers and are never under time
constraint.”

“Our services are best in the town and a reason

for our clients to provide us more business.”

“I am confident my clients will come back to me as

they will not get services by going direct.”

“I am happy being a chemist; why do | need to
become doctor and provide better advice?

“Why do | need to do that when | recommend o
well doing schemes to clients?”

Source: BCG interviews.

“If we look and talk like a professional there is a better chance
of convincing clients.”

“We like to attend regular trainings by AMCs on new products and
how to talk in front of clients to get business."

“Currently | spend only 10 percent of my time with clients. It
surely makes sense to approach more clients and spend time in
talking to them rather than fill out forms.”

“My phone is always busy as | need to service so many clients. It
will be good to automate some activities.”

“Some of our clients are asking us whether we have a Web
site to check portfolio information.”

“Clients will be happier if we can provide them a consolidated
view of their portfolio.”

“Many clients are also reading newspaper and Web sites. They
only ask us to fill form and submit applications.”

“How do | convince my clients about losses in their portfolio? And
what to do next?”

nly 3-4
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Exhibit 4f. IFA dimensions to improve upon

IFA of future

o Business 9 Improved
build advisory
Improved Ability to
selling understand
capabilities client needs
Better Improved advice
pitch on asset
creation allocation
Better
investment
proposal
generation

9 Ease of o

Improved

operations client services

Professional Online account

client account

management Regular
performance
More time for reporting
business build
Investment
Reduction in back support

office costs
Single view of all
financial assets

Source: BCG interviews.

© Improved client services, which is again about leverag-
ing technology and tools to offer better services to cli-
ents—for example, offering clients an online account,
offering ongoing rebalancing support, providing regu-
lar performance updates, among other services.

It will be interesting to observe how AMCs, industry bod-
ies like AMFI, and other third—party service providers
rally around these needs and support and equip them for
the future.

Most distribution partners sell a select few
fund houses

Distributors, by definition, are independent and can tech-
nically sell funds of all the AMCs. But practically, most sell
products of only three or four AMCs. In fact, detailed con-
centration analyses of the top 1,000 distribution partners
shows that for 40 percent of these top 1,000 partners
(based on CAMS data), over 80 percent of their AuM
comes from just three AMCs, and for the next 40 percent,
over 60 percent of their AuM comes from just three AMCs.
Hence, in total, 80 percent of distribution partners garner
more than 60 percent of their AuM from just three AMCs,
as shown in Exhibit 4g.

This behaviour can be explained by the following reasons:

< Capabilities to understand products: Most sales chan-
nels like to focus on a few products. Considering the
fact that most AMCs have multiple schemes, channels
would be more comfortable restricting the number of
fund houses they sell so that they have fewer products
to understand and explain.

& Slab wise incentives: All AMCs have incentives based
on total volume of sales, and this incentivizes the chan-
nels to sell more of the same fund houses.

¢ Loyalty and relationships: Fund houses invest in chan-
nel management, and their sales teams work on devel-
oping relationships with channel partners based on
service in addition to commissions, which in turn re-
sults in loyalty.

IFAs are dominant in smaller cities and ‘retail’
segments, banks dominate in top cities and
the high networth individual (HNI) segment

The other interesting aspect concerned the prevalence of
channels of distribution by location and customers. On
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Exhibit 4g. AMC concentration in inflows for top 1,000 distribution partners (Based on

CAMS data)

% of inflows in their respective top three funds (Apr 2009-Mar 2010)
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inflows coming from only 3 AMCs
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Sources: CAMS data; BCG analysis.

the location front, not surprisingly, IFAs are much larger
in smaller towns. As shown in Exhibit 4h, while IFAs
make up only approximately 20 percent of AuM in Mum-
bai and Delhi and approximately 25 percent in the next
top eight cities, they have nearly 44 percent share among
the next 20 cities. Private/foreign banks have about a 30
percent share in the top ten cities and about 14 percent
in the next 20 cities. Interestingly, while PSU banks have
only about a 2 percent share in Mumbai and Delhi, they
hold approximately 9 percent of the market in all other
cities.

On the customer front, IFAs service 30 to 35 percent of all
retail investors (less than 5 lakh), while private and for-
eign banks service nearly 40 to 45 percent of the HNI
investments, as shown in Exhibit 4i.

Recent regulatory changes and their
impact on the industry

As mentioned earlier in this chapter, there have been a
number of regulatory changes in the recent past. One of
the biggest changes was regarding the removal of entry
loads on all schemes and transparency in payment of

600 800 1,000
Top 1,000 distributors by AUM

commissions to distributors. This is a major shift and the
full impact of this change will unfold over a longer time
period. Interestingly, in the short time period since the
announcement of the change in regulations removing
entry loads, there has been limited impact on the dis-
tributor category share of gross equity inflows, as shown
in Exhibit 4j.

In addition, it is quite interesting to look at the commis-
sions paid to the channel partners pre and post removal
of entry loads, as we do in Exhibit 4k. After the removal
of entry loads in August 2009, the commissions have
clearly reduced. The average commission paid was about
1.8 percent in 2008, which has come down to about 0.9
percent in 2010. Thus, even today in the no-load regime,
nearly 1 percent of upfront commission is being paid by
the AMCs out of their revenues.

The other important regulatory change has been the eas-
ing of the process for a customer to change distributors
on his or her existing investment, with the elimination of
the no objection certificate requirement in December
2009. The immediate reaction has been a six time in-
crease in the number of transfer requests and an increase
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Exhibit 4h. Channel mix by top cities as of March 2010

IFAs

% AuM by distributor categories as of March 2010
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Sources: CAMS data; BCG analysis.
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Exhibit 4i. AuM distribution across distributor categories & investor segments as of March

2010

% of AuM by distributor categories
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Sources: CAMS data; BCG analysis.
Large IFA = CAMS AuM > 1 cr; Medium IFA = CAMS AuM between 10 lakh to 1 cr; Small IFA = CAMS AuM < 10 lakh.
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Exhibit 4j. Gross equity inflows from different distributor categories in 2009-10

% Gross inflows Post regulatory change
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Sources: CAMS data; BCG analysis.
Large IFA = CAMS AuM > 1 cr; Medium IFA = CAMS AuM between 10 lakh to 1 cr; Small IFA = CAMS AuM < 10 lakh.

Exhibit 4k. Average commissions paid out (2005-2010)

Upfront commissions peaked in 2005-08 and have come down in last 2 years

% upfront commissions to distributors
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Sources: CAMS data; BCG analysis.
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Exhibit 4l. AuM transfer trends post regulatory changes (number and AuM), 2003-2010

Significant jump in transfer requests

in 3 months of 2010 Similar jump in AUM transferred
# of distributor change requests Total AuM transferred (Rs cr)
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Sources: CAMS data, BCG analysis.

Exhibit 4m. Gain and loss through transfers by channel (January—-March 2010)

AuM transfers Jan—-Mar 2010 (Rs cr)

R e AuM loser B D AuM gainer pemmmmm g
400 1
500
200
317
238 40
215 182
127
70
0' T T T T T T 1
Large Small Private Distributors National Medium Regional
IFA IFAt banks with distributors IFAt distributors
online
presence | B AUM gained  [] AUM lost|

Sources: CAMS data; BCG analysis.
Large IFA = CAMS AuM > 1 cr; Medium IFA = CAMS AuM between 10 lakh to 1 cr; Small IFA = CAMS AuM < 10 lakh.
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Exhibit 4n. MF transactions on BSE/NSE (2010)

Transaction and volumes
on NSE dropped since early weeks

Transaction and volumes
on BSE increasing in last few weeks
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Sources: NSE; BSE; BCG analysis.

in transfer AuM of nearly 2.5 times as shown in Exhibit
41. While the number of change in distributor code re-
quests has gone up significantly, there has been no dis-
cernable change in ownership of AuM by distributors. We
estimate that this is primarily the result of some pent-up
investor dissatisfaction demonstrating itself; internation-
al experience indicates that it is likely a short-term
trend.

If one looks at the movement of AuM, regional distribu-
tors are the ones that have gained the greatest share so
far (January-March 2010), while the small IFAs have lost
the most share, as shown in Exhibit 4m. Interestingly,
small IFAs had the largest volume of AuM transfers be-
tween January and March 2010.

Finally, the last key regulatory change has been the en-
abling of transactions through the stock exchanges in No-
vember 2009. While this facility has been available for the
last few months, mutual fund transactions are yet to gain
momentum on stock exchanges, as shown in Exhibit 4n.

# of transactions[]

—e— Total volume (Rs cr)

1,000 - 20

8001
L 15

600+
L 10

400-
200- _H H S
0- |_Io

1234567 8 910111213141516171819 20

Weekly Dec 09-Apr10

Implications for AMCs

The distribution landscape and its evolution raise a set of
questions for the AMCs:

1. What is the optimal channel mix for AMCs? Are AMCs
getting the maximum throughput from each of the
channels?

2. How can AMCs support and nurture small IFAs? What
value proposition can AMCs demonstrate to large and
medium IFAs to get a bigger share of contribution
from them?

3. How do AMCs ensure that they are among the top
AMC:s sold by the banks and distributors?

4. What are AMC’s plans for the public sector banks? Are
AMC s willing to invest early in these banks to benefit
as the public sector banks share gradually increases
and becomes substantial?
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The Geography Compass

Beyond Metros

he last key dimension in the equity mutual

fund industry is geography. We use the

word geography to refer to different cities,

ranked by the equity Assets under Manage-

ment (AuM) held by investors living in that
city. Elements of this dimension have been covered in
the previous chapters, along with customer and distribu-
tion dimensions. However, the geography dimension de-
serves a mention on its own because a large part of the
Indian population still lives in smaller cities and semi-
urban/rural areas, and there is a strong stated desire on
the part of the regulator for financial inclusion and en-
hancing retail participation in mutual funds across all
types of cities and locations in the country. We have
analysed the equity AuM spread along the following geo-
graphic categories:

¢ Mumbai

o Delhi

o Next 8 cities—Chennai, Kolkata, Bangalore, Hydera-
bad, Ahmedabad, Pune, Jaipur, and Chandigarh—

hence cumulatively adding up to the top ten cities

<o Next 20 large cities, cumulatively adding up to the top
30 cities

o Next 70 cities, cumulatively adding up to the top 100
cities

o Rest of India—beyond the 100 cities

Equity AuM is highly concentrated

Equity AuM is extremely concentrated, with the top ten
cities accounting for approximately 74 percent of the to-

tal equity AuM in March 2010, as shown in Exhibit 5a.
Mumbai and Delhi together account for about 45 per-
cent of total equity AuM, and the top 30 cities account
for about 90 percent of total equity AuM. It is no wonder
that these top 30 cities are the first port of call for asset
management companies (AMCs). However, as one would
expect, these markets feature heavy competition.

Locations beyond the top ten cities are gain-
ing share continuously...

The concentration of AuM in the top cities is falling as
total equity AuM continues to grow rapidly in cities be-
yond the top ten. The share of AuM beyond the top ten
cities has increased from about 10 percent in March 2003
to about 26 percent in March 2010, as shown in Exhibit
Sb. Since this is the share of AuM, the share of equity net
inflows is likely to be much larger. We estimate that the
share of gross inflows in cities beyond the top ten is al-
ready in the range of 30 percent for the equity mutual
fund industry.

...with large implications on AMCs’ footprint
strategy

This concentration of equity AuM and the unambiguous
movement away from concentration has large implica-
tions for the AMCs regarding their geographic footprint.
This is clearly visible in the different strategies of various
AMC:s for their cities footprint and presence.

Take the examples of three AMCs that are shown in Ex-
hibit 5¢c. AMC A has a truly distributed business coming
from a truly national footprint strategy, with Mumbai
and Delhi accounting for only 30 percent of their total
equity AuM vis—a-vis an industry average of 43 percent.
Further, AMC A has approximately 40 percent coming
from beyond the top ten cities vis—a-vis the industry av-
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Exhibit 5a. Equity AuM distribution by geography cuts (March 2010)

(%)
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Sources: CAMS data; BCG analysis.

Exhibit 5b. Equity AuM distribution by geography cuts (2003-2010)

Geographic concentration of equity AuM has decreased over the years ...

% of AuM by geography

100 A
80 A Mumbai
60 - New Delhi
40 Next 8 cities
20 7 Next 20 cities
Next 70 cities
0 Others

2003 2004 2005 2006 2007 2008 2009 2010

Sources: CAMS data; BCG analysis.
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Exhibit 5¢c. Equity AuM distribution by geography cuts for select players
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Sources: CAMS data; BCG analysis.

erage of 26 percent. This is the fastest-growing segment,
hence clearly positioning AMC A very well for the future.
AMC B has charted a different path with a clear focus on
the top ten cities. For AMC B, the top ten cities accounts
for approximately 87 percent of the AuM vis—a—vis the
industry average of 74 percent, and 13 percent comes
from outside the top ten cities vis—a—vis an industry aver-
age of 26 percent. AMC C, on the other hand, tracks the
industry average very closely.

As the market evolves and the investors mature, this
trend will be magnified many times. The level of geo-
graphic concentration of different financial services
products is very different. As shown in Exhibit 5d, mu-
tual funds are at one end of the concentration with the
tier 1 cities accounting for about an 80 percent share;
savings deposits are at the other extreme, with the tier 1
cities accounting for only 30 percent of the overall mar-
ket for savings deposits. The rest of the financial services
products are somewhere in between these two extremes.
Life insurance, since it is seen primarily as a savings ve-
hicle by investors and meets the needs of most segments,
is, after savings deposits, the second most evenly distrib-
uted product. Wealth management and asset manage-

46%

32 Mumbai
New Delhi
Top 8 Cities

Top 20 cities

Next 70 cities
pthers

AMC C

ment, on the other hand, are clearly products used more
by high networth individuals (HNIs) and the affluent,
and hence are highly concentrated in large cities. As the
market and customers mature, the movement from the
right to the left is inevitable. This has already been dem-
onstrated in the equity mutual fund AuM over the past
few years and highlighted in Exhibit 5b.

Implications for AMCs

How should the AMCs think about their geographic and
cities footprint strategy? Considering the increasing share
among cities beyond the top 10 cities and even the top
30 cities, and the likely further movement, should AMCs
invest in distribution in these locations? What is the ap-
propriate balance for each AMC based on its starting
point and aspiration?

What are the most optimal business models to serve
these customers? Considering that these customers will
be present in large numbers beyond the top cities but
their investment will be in small ticket sizes. Which are
the best channel partners to service these new set of
customers in these locations and cities?
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Exhibit 5d. Financial services products concentration by city tiers (2008)

Share of total urban areas (%)
100% - 10/

80%
[]others
(~5,000 cities)
60%- )
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(31-100 cities)
40%- [ Tier 2
(11-30 cities)
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20% (Top 10 cities)

Savings Life insurance  Total bank  Retail broking Total bank Equity
deposits® premium deposits? turnover? credit3 MF AuM

Sources: City Skyline of India 2006; BSR data; Literature survey; BCG analysis.

Note: Tier 1 includes Delhi, Mumbai, Bangalore, Pune, Chennai, Ahmedabad, Hyderabad, Surat, Coimbatore, Kolkata; Tier 2 calculated as an average
based on 11-30 cities (Thane, Vadodara, Indore, Chandigarh, Jaipur, etc.); Tier 3 includes next 70 centers, typically small cities.

Turnover of retail stock broking.

2Customer deposits.

3RBI 2007 data.
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The Future

Charting your Course

he Indian asset management industry, along
with the equity mutual funds industry, has
evolved a lot over the past few years. Equity
AuM has grown at approximately 30 per-
cent yearly over the past decade. There is a
definite increase in the acceptance of mutual funds as a
savings vehicle. Equity MFs as a percentage of gross
household savings have grown from a negligible 1.1 per-
cent (approximately) in 1994 to about 7.9 percent in
2008. Retail investors (ticket size less than Rs 1 lakh) ac-
count for more than 90 percent of all volumes and are
longer-term investors, with an average duration of ap-
proximately 33 months, as compared with only about 20
months for High Networth Individuals (HNI) investors.

Interestingly, most investors made money, and over 70
percent of their investments were redeemed at a profit.
Products have evolved to keep pace with the customers’
requirements, and as a result, Systematic Investment
Plans (SIPs) as well as Equity Linked Savings Scheme
(ELSS) products have become quite substantial. And geo-
graphically, there has been a continuous shift of AuM
beyond the metros. The share of cities beyond the top
ten has increased from about 10 percent in 2003 to about
26 percent in 2010. The channel distribution is evolving
and has matured to a stage where banks, IFAs, and dis-
tributors are all equally significant. The share of large
IFAs has increased, and the small IFAs have almost dis-
appeared.

But the asset management industry still has a long way
to go. This is just the beginning. It is easier to visualize
the future if we compare the asset management industry
to the life insurance industry, as shown in Exhibit 6a. In
fact, the difference is stark. On each of the key dimen-
sions, the life insurance industry is at least ten times the

size of the asset management industry. For example, the
number of life insurance offices as an industry is about
ten times the number of asset management offices. The
life insurance industry has nearly 15 times the number
of employees and 30 times the number of agents relative
to the asset management industry

With its larger employee and agency base, the life insur-
ance industry has reached out much further and deeper
than asset management has. As discerned previously in
Exhibit 5d in Chapter 5, the reach of life insurance is
exemplified by the fact that approximately 45 percent of
the new premium comes from outside the top 100 cities,
compared with only 1 percent of the AuM in case of eq-
uity mutual funds. This can be explained by multiple
reasons, including customer awareness or the lack of it,
and the reach in terms of agents, branches, and employ-
ees beyond the top 100 cities.

As the asset management industry looks ahead, it also
has to keep in mind regulatory changes and their impli-
cations on the business. The big regulatory change that
has already happened is the removal of entry load for all
schemes and transparency in payments of commissions
to distributors. This is a recent phenomenon, and the
true impact of many of these changes still has to play out
fully.

One of the most profound trends is that the small IFAs
are being nudged out of the business. While that may
not hurt the industry in the short term, the key challenge
will be felt in the long run. These small IFAs were the
pipeline for the successful medium and large IFAs of to-
day. Also, the small IFAs mobilized small-ticket-size in-
vestments and got new investors into the MF industry.
Hence, as an industryj, it is critical to figure out how the
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Exhibit 6a. Comparing the asset management and life insurance industries

Employees Agents Offices Policies/folios
# employees ('000 ) # agents (lakh) # offices ('000) # policies/folios (cr)
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300 l 30 ~29 15- 45 ~42
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~17 - ~1.2 ~4.2
0 0+ 0 0+
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Mgmt. Insurance Mgmt. Insurance Mgmt. Insurance Mgmt. Insurance
AMFI IRDA

registered  certified
Sources: AMFI; IRDA; BCG analysis.

industry can support the small IFAs so that they can pro-
vide the pool for the successful IFAs of the future and so
that untapped smaller investors have access to mutual
funds.

In addition, the other key challenge for the industry is
economics. The profitability of the industry has been af-
fected by the withdrawal of the entry loads. Over the
past six months, since the new regulations took effect,
the manufacturers have taken some share out of their
earnings and paid distributors to make up for their loss.
And some big and organized distributors have been able
to charge the customers, while many of the smaller dis-
tributors have not been able to do the same. Going for-
ward, the industry will need to find a new equilibrium.

Charting your course with a compass—
The ten commandments of success for
AMCs:

1. Develop a plan to get ‘retail’ long—term money in a
cost—effective manner. Given the potential attractive-
ness of SIPs (high stickiness and low volatility), create
an SIP action plan.

. Define a geographic footprint strategy, keeping in mind

the progression of share beyond the top ten cities.

. Define the optimal channel mix and put in place a plan

to get the maximum throughput from all channels.

. Build a value proposition for IFAs to get a bigger share

of contribution from them. Be in the top three AMCs
sold by them.

. Define a value proposition for banks and distributors

to increase share of wallet by being a ‘preferred’ fund
for private/foreign banks and regional/national dis-
tributors.

. Invest in PSU banks as a channel to benefit in the

future as the share of PSU banks grows and becomes
substantial.

. Communicate to increase customer awareness and

build confidence with a larger untapped investor com-
munity—Ileverage the fact that most investors have
made money from MF investments, with more than
70 percent redeeming at profits.
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8. Explore product innovation as a means of better serv-
ing customer needs, keeping in mind that while New
Fund Offers (NFOs) may be a good way to mobilize
money, there may be mis—selling involved.

9. Invest in understanding customer behavior. Consider-
ing linkages to market movements, and develop a

plan to take advantage of the upsurge in demand as
the market moves up.

10. Create the support mechanism for the small IFAs as
an industry and nurture large pool of small IFAs to
enable IFAs with potential to morph into large IFAs
with enhanced investor base.
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