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India's mutual fund industry has
been the cynosure of all eyes for
the past several weeks. After

capital market regulator Securities
and Exchange Board of India (Sebi)
announced a ban on entry load
from August 1 and declared parity
among all classes of unit-holders
while charging exit load, experts
believe mutual fund sales in the In-
dian market will not be the same as
before. Several asset management
companies, which run mutual
funds, are slowing new fund offers
(NFOs) following the ban on entry
load. 

Before the ban on entry load, in-
vestors paid an entry load of 2 to
2.25% at the time of investing
which covered the asset manage-
ment companies' selling and distri-
bution expenses, commission to
distributors. Now, an investor will
receive units for the entire amount
invested in schemes. They can now
decide the commission payable to
distributors in accordance with the
level of service. Earlier, several fund
houses paid an upfront commission
to distributors to sell their products.
Sebi's new proposals allow in-
vestors to directly make payments
to distributors for their services, in-
stead of mutual fund houses de-
ducting them from the investment
amount. 

Post October crises many fund
houses stayed away from launch-
ing the fund. However, Reliance
Mutual Fund mobbed up around Rs
2,350 crore in their Reliance Infra-
structure fund, which was
launched in the month of May,
2009. While ICICI Prudential target
fund collected Rs 800 crore, which
was started on April, 2009.   

Dhirendra Kumar, chief execu-
tive officer of Valueresearch Online,
said, "Earlier, fund houses used to
pass the entry load to the distribu-
tor, but now with ban we will see
less number of NFOs. Not that there
will be no NFOs, but the number
will certainly come down in the
next few months which will in turn
hit the profitability of fund houses." 

Sebi in its release also said, "The
upfront commission to distributors
shall be paid by the investor to the
distributor directly. The distribu-
tors shall disclose the commission,
trail or otherwise, received by them
for different schemes which they
are distributing or advising the in-
vestors." 

Some market players feel that in
the beginning the profitability of
the fund houses is likely to take a hit,
not only due to the ban on entry
load, but also due to the increased
spend on marketing, distribution
and administrative expenses. Sun-
deep Sikka, CEO of Reliance Mutu-
al Fund, says, "In the initial period,
there are likely to be some problems
(for the fund houses). But the regu-
lator's move will certainly empow-
er the investors and in the long run
we can certainly make good
amounts of profit." 

Sebi earlier had mandated zero
entry load in cases where investors
apply directly for the schemes of
mutual funds with effect from Jan-
uary 4, 2008, which received mod-
erately good response with about
4%-5% mutual fund applications
being made in this mode. 

But with ban on entry load, dis-
tributions houses are likely to take a
hit as some of the players believe
that it will be very difficult to con-

vince investor to pay a fee for the
service given. 

Sabapathy Iyer, CEO of JR Lad-
dha Financial, a Mumbai-based dis-
tribution firm, says, "In a bull
market there are chances that peo-
ple will pay us but during a bear run,

we fear the advisory fee will take a
huge hit. It will take some more time
for everything to settle down." 

After the ban on entry load, sev-
eral strategies were taken by differ-
ent fund houses such as giving
upfront commission to the distribu-

tors from their own pocket and in-
creasing the exit load from one-
three years from the earlier six
months to one year. An exit load is a
fee collected at the time an investor
withdraws money from a fund. 

According to one of the senior of-

ficial from the leading fund house,
"The main aim to increase the exit
load was only to make up for losses
from the ban on entry load. But now
with Sebi bring the parity among all
the classes of unit holders, we can't
do much at that end." Until now,

these firms typically charged up to
1% exit load for retail investors for
premature redemption and big tick-
et investors who invested above Rs
5 crore did not have to pay any exit
load. 

Sebi in its circular dated August 7
said, "It is observed that mutual
funds are making distinctions be-
tween the unit holders by charging
differentials exit load based on
amount of subscription. In order to
have parity among all the classes of
unit holder, it has now been decided
that no distinction among unit
holders should be made based on
amount of subscription while
charging the exit loads." 

Market participants believe that
this move will have more impact on
the big ticket investors rather than
retail investors. In fact now we
might witness a separate new
scheme floated for the institutional
investors by the fund house. 

"If a fund house come out with a
scheme stating that, no entry load
or exit load will be charged for the
investors investing minimum Rs 2
crore or above that, then Sebi will
not have any problem with that and
fund houses can also save their
clients," added Kumar. 

He further states that, apart from
that, some fund houses will reduce
the existing load structure. While
some might roll back the current
lock-in period of three years. With
the steps taken by the market regu-
lator, the fund industry is likely to
grow in the long term believes some
of the players. Currently asset un-
der management of fund houses
stand at Rs 689,946 crore for the
month of July, according to the as-
sociation of mutual funds in India.

Less than a year ago, Goldman Sachs
Group Inc rebranded itself as a bank
holding company, a move it cele-

brated by giving alumnus and New Jersey
governor Jon Corzine a logo-embla-
zoned toaster, according to the New York-
er magazine. 

As an exercise in deception, it was un-
beatable. The change in nomenclature
was solely to ensure Goldman could
clamp its jaws even more tightly around
the public nipple. It had zero discernable
effect on either Goldman's behavior or its
ability to generate the super-sized profits
and bonuses that are unthinkable at other
toaster-bestowing institutions. 

Goldman's record second-quarter
earnings of $3.44 billion helped incite a
burst of optimism that the global eco-
nomic recession is over. In the absence of
unambiguous signals from the economy,
it looks increasingly like investors may be
interpreting - or misinterpreting - the ap-
parent stability of the banks as a green
light for global growth. The alphabet has
shrunk; there's more talk of V-shaped re-
coveries than W's, and the L proposition
seems to have fallen by the wayside. 

The Bloomberg Professional Global
Confidence Index published on Wednes-
day showed that optimists outnumbered
pessimists this month for the first time
since the survey began in November
2007, with confidence climbing to a 22-
month high. 

The banking business could easily re-
lapse. Take any industry you like, elimi-
nate half of the combatants, and give the
remainder fat government guarantees,
free money and relaxed accounting stan-
dards, and JPMorgan Chase & Co's sec-
ond-quarter profit of $2.7 billion doesn't
look so remarkable. Even a US automaker
could make a buck or three under those
conditions. 

The truth is that the financial industry
all around the world is still hooked on gov-
ernment life support. It is impossible to
have any faith in predictions about the
economic outlook until central banks
start to implement the exit strategies that
they are currently only hinting at, and we
find out whether the patients can stand
unsupported. 

"What the US administration is doing
is precisely what it has always done when
faced with the natural economic cycle -
throw money at the problem regardless of
consequence," Roy Damary, an econo-
mist at Geneva-based brokerage firm
Bridport & Cie, wrote in a research report
last week. "Goldman Sachs and JPMor-
gan have survived with taxpayers' money,
still have access to cheap government
funding and, despite now officially being
commercial banks, have managed to con-
tinue deploying massive financial lever-
age." 

It's two years since money markets
froze and interest rates jumped higher, as
banks started to hoard cash to backfill the
holes appearing in their balance sheets.
Governments and their treasuries and
central banks have channeled trillions of
dollars into the financial industry. There
is scant evidence that any of it is making
further progress into the wider economy,
instead of sandbagging the banks against
crumbling real-estate loans and other
losses. Nor are the money taps being
turned off. 

Last week, the Bank of England
thought it prudent to add an additional
25 billion pounds ($41 billion) to its so-
called quantitative-easing programme,
boosting its potential bond purchases to
175 billion pounds. On Wednesday, Ger-
many's bank- rescue fund, called SoFFin,
said the nation's finance industry has
asked for 233 billion euros ($329 billion)
of aid, of which 153 billion euros has al-
ready been granted. Neither of these de-
velopments should give confidence that
the global economy has turned the cor-
ner. 

The credit market isn't bothered. US
corporate bonds yield an average of
about 183 basis points more than govern-
ment debt, down from a peak of 541 basis
points in December, according to indexes

compiled by Credit Suisse Group. In-
vestors are willing to lend to US compa-
nies at interest rates comparable to what
they were charging in January 2008. 

When capital markets and the global
economy are as bent out of shape as ours
have been for the past two years, maybe
even the absence of deterioration is cause
for celebration. At the risk of coining a re-
frain for a country-music record, when
you've been down this long, it's nice to be
reminded that there's also an up, no mat-
ter how short-lived the relief might even-
tually prove to be. 

"At the start of any day, week or month,
the most likely outcome is a further nor-
malisation of markets," as Deutsche Bank
AG strategist Jim Reid noted in a research
note this week. 

Even cardboard prices are rising.
Smurfit Kappa Group Plc, Europe's
biggest maker of cardboard boxes, said it
will raise its prices 25% starting next
month. The green shoots of recovery? A
sign that more of us will be living under
bridges in temporary accommodation?
Or perhaps, worst of all, the brown shoots
of inflation starting to poke through? 

(Mark Gilbert is the London bureau chief
and a columnist for Bloomberg News. The
opinions expressed are his own.)
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The recent credit market turmoil has
raised questions on the role of rat-
ing agencies in precipitating the cri-

sis. In this background, Vivek Kulkarni,
MD of Brickwork Rating Agency, the fifth
rating agency to start operation in India,
spoke to Bijith Rof The Financial Ex-
press on the role of rating agencies in the
recent crisis, lessons learned from it and
the additional due diligence that can be
taken. Excerpts.   

Post global credit market crisis, ques-
tions have arisen regarding the quality
of CRA ratings and the integrity of the
rating process. So, has the industry
been able to allay the fears of financial
market participants and what is your
take on it?

The global credit crisis has exposed
weaknesses in many financial intermedi-
aries - reckless lending by commercial
bankers to sub prime borrowers, selling of
such loans by the investment bankers via
securitisation, loose monetary policy by
central bankers, loose investment guide-
lines by fund managers and soft auditing
by chartered accountants among others.
In particular the rating agencies helped
the issuers of such exotic securities to both
structure and also rate. In my opinion, the
rating agencies should not structure any
deals, but simply rate them. Some foreign
agencies grew over 800% in three years
and this abnormal growth resulted in
quality problems. 

We have learnt the lessons from the
mistakes other rating agencies commit-
ted in the past and have set up processes to
maintain the quality and integrity of rat-
ings. Most regulators around the world
have also responded in their own ways to
license new rating agencies and demand
more quality. 

What are the extra due diligences that
the rating agencies could potentially
bring in to be more accurate and unbi-
ased?   

IOSCO code of conduct that defines
the processes for rating agencies world
wide can be a good guide to adopt. If im-
plemented well, the rating could be more
accurate and unbiased. In addition, we
believe that external rating committees
act as an additional factor that can im-
prove the quality more effectively. The in-
ternal rating committees made up of
rating company executives could be bi-
ased towards issuer, who pays the rating
fees. The external committee that has no
business interest in the rating agency en-
hances credibility of a rating agency.

Learning from our previous experi-
ence, don't you think there is a need for
assessing the performance of rating
that the CRA has assigned?   

Performance of all financial interme-
diaries has to be measured and rating
agencies can not be an exception to the

rule. Rating is a business of credibility and
if the market comes to impression that rat-
ing is more for issuer and not for investor,
they lose credibility instantly. The market
continuously evaluates agencies and on-
ly credible ones can be successful. Large
and respectable companies prefer credi-
ble agencies. 

In India, grading has been made
mandatory for all IPOs, which are
based on their fundamentals. But past
experience shows that irrespective of
grading companies share prices have
fallen uniformly across the board. So,
is grading any longer relevant to in-
vesting community?   

The share prices of companies will de-
pend on market condition, liquidity, glob-
al factors and as such all stocks could go
down in tune with such factors showing
up simultaneously.  Any investor choos-
ing to invest in equity has to consider sev-
eral factors - the investment horizon, the
fundaments of the company, the risk pro-
file as well as possible return. The IPO
grading looks merely at the fundamentals
of the company and grades from 1 to 5 are
issued for each IPO, with 5 being the best
grade with strong fundamentals. The
fundamentals of the company consider
the business risk, industry risk, financial
risk as well as management risk. In India,
with scare information it is very hard to
define and distinguish bad management
quality. However we try to identify such
fundaments to identify strong companies
and eliminate fly by night operators. 

Over a period of time, fundamentals of
the company changes. Similar to debt
market, do you think there is a need for
a continuous grading of listed compa-
nies?   

IPO grading is valid just for initial of-
fering and we do not do any surveillance.
World over, the equity grading is not a
common practice, since discriminating
good and bad equity is highly complex.
Globally, grading is technically meant for

debt market as there is a fixed payment
obligation. Continuous rating is required
throughout the instruments maturity pe-
riod since the probability of default in
debt payment is always there. Distin-
guishing investment and speculative
grade debt is far better researched with
discriminant analysis models. 

However, the case of equity shares is
entirely different by its inherent nature.
But I believe grading equities could be a
good idea for Indian companies that do
not disclose mush information. Many
brokers do provide research often unso-
licited and also criticised for the inherent
bias in such reports that promote trading
income for brokerages. Many regulators
and stock exchanges all over the world
have promoted the concept of indepen-
dent research by third parties. In my view
periodical grading of equities by rating
agencies can serve the purpose of inde-
pendent research. 

We have seen a lot of regulatory mea-
sures and steps introduced to protect
the interest of investors in the equity
market. What is your sense of the IPO
market now? 

World over issuing new equity via IPO is
the last option. Most companies prefer
bank loans and corporate bonds. In India,
there is a feeling that the equity especially
IPO money is cheaper than bank borrow-
ings. Many promoters feel that the cost of
equity is just the cost of dividend yield, typi-
cally 2%. Such market psychology would
mean some fly by night operators; vanish-
ing companies take advantage of slight
bullishness and raise money via IPO. Indian
investors have already learnt lessons in the
past and I believe the investors are much
wiser now. In mid nineties we used to have
thousands of merchant bankers and
presently a fraction of those have survived. I
believe wise investors and relatively better
quality merchant bankers would bring fair
issues to the market. Every time we see the
signs of bullishness, it is time for regulators
and rating agencies to be more watchful. 

Rating agencies should not
structure deals, only rate them

Goldman toaster alone can’t
reheat global economy

Tough times ahead for mutual funds
Sebi’s ban on entry load from August 1 this year will take a toll on the new fund offerings of mutual funds, says Chirag Madia

The truth is that the financial industry all around the world is still
hooked on government life support

A television screen in a booth on the floor of the New York Stock Exchange shows the Fed
interest rate decision. AP


