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NOTES

Greater Mutual Fund
Transparency in India: Enhanced
Disclosure Protection for India’s
Mutual Fund Unitholders in a
Time of Market Volatility

ABSTRACT

India has been one of the darlings among emerging market
economies over the past decade. It has experienced dizzying
economic growth that has lifted great numbers of Indians out of
poverty and changed the economic outlook of much of its
populace. For the first time, many Indians have excess funds to
save or invest, and the Indian mutual fund industry has
enjoyed an explosion in popularity as a result of this economic
boom, particularly among first time mutual fund investors.

One of the most important mechanisms for investor
protection in any capital market is the provision of information
to investors by market participants. The Securities and
Exchange Board of India (SEBI), India’s mutual fund
regulator, has developed an information disclosure regime that,
for the most part, has evolved along with the industry’s
explosive growth. However, SEBI’s requirements have failed to
keep pace with the industry’s torrid growth in certain key areas.
Changes to this regime are particularly important given the
market turmoil that has occurred in India recently, the likes of
which many first time Indian mutual fund investors have likely
never have experienced before. To that end, this Note proposes
substantial modifications to the Indian mutual fund regulatory
regime’s information disclosure requirements in certain key
areas in order to maximize protections for Indian mutual fund
investors, as well as to assuage their collective concerns.
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I. INTRODUCTION

The Indian economy has enjoyed unprecedented explosive
economic growth since the late 1990S and, at least thus far, has not
been nearly as badly impacted by the world’s current economic
situation as some other emerging markets.! This rapid growth has
resulted in an increased standard of living and greater material
prosperity for many of India’s billions of people.2 This economic surge
has also changed the monetary outlook of many Indians and the uses
to which the Indian populace has begun to put its savings.? Formerly
content to let their savings accrue nominal rates of interest in a bank
account, an increasing number of Indians have turned to other
avenues in their search for greater returns than a savings account
can provide.4 The result has been a large rise in the level of assets
under management in the Indian mutual fund industry and a new
wave of enthusiasm for and interest in Indian mutual fund products.

For the most part, the Indian regulatory scheme has evolved at a
steady pace along with the increased popularity of mutual funds
among Indian citizens. The Indian mutual fund regulator, the
Securities Exchange Board of India (SEBI), was created in 1988.5
The first set of comprehensive regulations governing the mutual fund
industry were promulgated by SEBI in 1993 and substantially
revised in 1996.5 SEBI has continued to periodically modify and
streamline those regulations in an attempt to keep the investor
protections that are at the heart of the Indian regulatory framework
current as the industry continues to evolve and become more
complex.” For the most part, SEBI's efforts to maintain the
maximum level of investor protection possible have been well-thought

1. See Heather Timmons, India Maintains Sense of Optimism and Growth,
N.Y. TIMES, Mar. 2, 2009, at B1 (“While most of the world grapples with a crippling
financial crisis and a recession, optimism reigns in much of India as its economy
continues to grow.”).

2. See infra Part IL.A (discussing falling poverty levels and the creation of a
new middle class).
3. Rama Lakshmi, India’s Savers Turn to Investing: Mutual Funds Take Off

Among Middle Class, WASH. POST. Apr. 14, 2008, http://www.washingtonpost.com/wp-
dyn/content/article/2008/04/13/AR2008041302073.html.

4, 1d.

5. RESEARCH D1V., SEC. & EXCH. BD. OF INDIA, GLOSSARY OF CAPITAL MARKET
5 (2003), available at http://www.sebi.gov.in/bulletin/glossarycover.pdf.

6. Infra Part ILF.

7. See Annual Report 2007-2008, 2008 SEC. & EXCH. BD. OF INDIA 1, 1,
available at  http://www.sebi.gov.in/annualreport/0708/Annrepo08.html  (“SEBI
continued its endeavor to remain committed to achieve the . . . protection of the
interests of the investors . . ..").
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out and effective. However, there are several areas in which the
Indian securities regulatory apparatus needs substantial modification
and improvement, particularly in light of the ownership structure
and nature of the Indian mutual fund industry.

Information disclosure figures prominently in the Indian mutual
fund regulatory regime in a variety of forms. Every Indian mutual
fund is required to file an offer document with SEBI before selling
units to the public and every mutual fund scheme is required to make
a number of mandatory yearly and half-yearly disclosures.® SEBI has
specifically prescribed disclosure of a number of important pieces of
information and characteristics by every mutual fund in an Annual
Report.? Among these requirements is a report by the fund trustees
on fund performance and expenses over the course of the year.1?
SEBI has received praise from a number of quarters for its disclosure
requirements, but has also faced criticism from several constituencies
for not mandating enough of the right kinds of disclosure of
information crucial to Indian investors.!!

SEBI has not fully utilized disclosure as an effective tool for
investor protection. SEBI has failed to utilize disclosure as effectively
as is necessary, particularly considering the fact that India has so
many first time mutual fund investors.!2 Although the economic
turmoil currently occurring in India is less pronounced than in other
markets, even the muted economic downturn in India is likely
causing considerable anxiety among novice investors who are
completely unused to market downturns. SEBI should immediately
begin to take steps to provide for an enhanced Indian mutual fund
disclosure regime. Several additional disclosure requirements are
needed in order to maximize the effectiveness of disclosure as a
method for protecting Indian investors. This Note will advocate nine
essential reforms to the Indian mutual fund regulatory regime that
should be immediately enacted by SEBI.

Part II of this Note describes India’s economic history in the
second half of the twentieth century and notes its impressive
economic growth towards the later stages of that period. Part II also
provides background information on the Indian mutual fund
industry, describing the structure and characteristics of Indian
mutual funds, reviewing their rapid increase in popularity during the

8. Securities and Exchange Board of India Mutual Funds) Regulations, 1996,
paras. 28, 54-55, 59, 594, Gazette of India, pt. I, § 3(ii).
9. Id. paras. 54-56.

10. Id. para. 54.

11. Annual Report 1997-1998, 1998 SEC. & EXCH. BD. OF INDIA 1, 17, available
at http://www.sebi.gov.in/annualreport/9798/ar9798.html; Rajesh Gajra, Investing in
Transparency: Sebi Needs to Act Fast on Mutual Fund Disclosure Standards,
BUSINESSWORLD, Nov. 21, 2008, http://www. businessworld.in/index.php/Markets-
Finance/Investing-In-Transparency.html; infra Part IV(b).

12. Lakshmi, supra note 3.
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past twenty years and some of the reasons for that increasing
popularity and then describing the Indian mutual fund regulatory
framework. Part III describes the specific disclosure requirements
with which Indian mutual funds must currently comply. Part IV
provides a critical evaluation of these disclosure requirements, and
Part V provides nine specific recommendations for enhanced mutual
fund disclosure in India that should immediately be enacted by SEBL
Those specific recommendations are (i) disclosure and independent
verification of the asset management company’s (AMC) annual
returns, (ii) the banning of assured return schemes, (iii) an increased
standard of adequacy, (iv) increased enforcement, (v) enhanced risk
disclosures, (vi) fee transparency, (vii) greater data access, (viil)
greater use of languages other than English for fund disclosures, and
(ix) mandatory disclosure of large fund shareholders. Part VI
concludes by offering some remarks on the ease and utility of
adopting the nine specific proposals that are presented in this Note.

II. BACKGROUND
A. India’s Economic Rise and Its Results for India’s People

After gaining independence from Britain in 1947, India had a
centralized, highly controlled economy with particularly onerous
exchange and capital controls that enabled the government
bureaucracy to retain tight control over the country’s economy for
many years.!> As is often the case in the developing world, a
financial crisis in 1991 precipitated the Indian government’s decision
to liberalize its formerly stringently planned economy.l4 A balance of
payments crisis became so severe that India was forced to request an
emergency loan from the International Monetary Fund (IMF).1® The
stringent conditions imposed on the loan eventually led to the
adoption of much-needed extensive liberalization measures.'® Many
consider the 1991 restrictions imposed by the IMF as the starting
point of a revolutionary series of reforms that led to India’s economic
boom!’"—reforms that included cutting taxes and scrapping a system
of industrial controls known as the “license raj.”18

13. Gerald Epstein et al., Capital Management Techniques in Developing
Countries: Managing Capital Flows in Malaysia, India, and China, in CAPITAL
MARKET LIBERALIZATION AND DEVELOPMENT 139, 154 (José Antonio Ocampo & Joseph
E. Stiglitz eds., 2008).

14. Id. at 154-55.

15. Id. at 155.

16. Id.

17. P. Hanumantha Rao & Vijay Kr. Mishra, Mutual Fund: A Resource
Mobilizer in Financial Market, 12 VIDYASAGAR U. J. COM. 109, 109 (2007) (India).

18. Storm-Clouds Gathering, ECONOMIST (London), Dec. 13, 2008, at 8.
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market and only those with sound investment principles survive.”211
Other commentators have also supported this idea.2'2 AMFI is an
important source of information regarding Indian funds, but relying
on the industry to provide every bit of information that investors
want and need is not a good solution. Indeed, relying on funds to
provide accurate critical evaluations is rife with conflicts of interest,
because neither a fund nor the industry trade group is likely to
voluntarily say negative things about itself or any of its members,
and thus cause a drop in that fund’s flows. Independent, professional
evaluation of funds by an Indian version of Morningstar and the
requirement of mandatory disclosure of AMC returns would help
achieve this goal and benefit Indian mutual fund investors.

2. Ban Assured Return Schemes

SEBI should ban the assured return schemes that have been
popular in India. Assured return schemes present both informational
and general operational problems.?213 In terms of information,
“operational transparency of mutual funds is reduced if they promise
guaranteed rates of return, a practice that has been followed in some
countries, most notably India, but is frowned upon by experienced
practitioners and regulators.”214

Under the current regulations, a guaranteed return scheme
cannot be offered unless the promised returns are truly guaranteed
and a statement appears in the offer document that informs investors
who is guaranteeing the scheme and how that guarantee will be
met.2®> However, India has had several past scandals involving
guaranteed return schemes that call their viability into question.216
In one instance, a fund sponsored by Canara Bank “failed to meet its
commitments of paying at a NAV price as stated in its prospectus and
ultimately had to be bailed out by its Sponsor,” but only at the
strenuous urging of the Reserve Bank of India and SEBI.217 Other

211. Id
212.  GUPTA, supra note 29, at 17.

Evaluating historical performance of mutual funds is important both for
investors as well as portfolio managers. It enables an investor to asses as to
how much return has been generated by the portfolio manager and what risk
level has been assumed in generating such returns. Further, an investor can
also appraise the comparative performance of different fund managers.

Id.

213.  See Klapper et al., supra note 76, at 2 n.3 (pointing to a reduction in
transparency in assured-return schemes).

214. Id.

215.  Securities and Exchange Board of India (Mutual Funds) Regulations, 1996,
para. 38(a)—(c), Gazette of India, pt. II, § 3Gii).

216.  See GUPTA, supra note 29, at 72 (describing several such scandals).

217. Id.
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instances ended in the same result—the sponsor was forced to make
up the shortfall.21® Despite the fact that SEBI has strengthened its
protections for guaranteed return scheme investors,?19 it should ban
such offerings because of the ease with which they deceive investors.
A ban would keep investors from “fali[ing] prey to the marketing
gimmicks of mutual funds.”?20 In addition, first time investors who
believe that a scheme will offer a guaranteed return might pay even
less attention to the information available on such a scheme if they
conclude on first glance that there is no way they can lose money.
Furthermore, the number of assured return schemes that cannot
meet their stated return will likely increase in times of market
volatility like the present.

3. Increased Standard of Adequacy

According to Indian mutual fund regulations, the offer document
must contain disclosures that enable an investor “to make an
informed investment decision.”?2l In addition, investors must be
given such disclosures as are “essential in order to keep them
informed about any information which may have an adverse bearing
on their investments.”??2 Regulations also require that investors be
given a “true and fair view of the operations of the mutual fund.”223
However, it is not entirely clear what triggers a duty to disclose under
these standards and what constitutes a “true and fair” view of a
fund’s operations. For example, in at least one high profile example a
fund completely and utterly failed to inform shareholders of material
developments in a fund.22¢ In 2003, there were rumors that Alliance
Capital Mutual Fund was going to be sold, but the AMC and sponsor
made no public statements on the matter so shareholders were left in
the dark.225 Only after media speculation on the lack of material
disclosures by the fund regarding its intention did the fund go public
with its desire to remain in business in India.226 Eventually,
however, SEBI charged the former Chief Investment Officer of the
fund’s AMC with a slew of charges, including insider trading and

218. Id.

219.  Securities and Exchange Board of India (Mutual Funds) Regulations, 1996,
para. 38(a)—(c), Gazette of India, pt. II, § 3(ii).

220.  GUPTA, supra note 29, at 72.

221.  Securities and Exchange Board of India (Mutual Funds) Regulations, 1996,
para. 29(1), Gazette of India, pt. II, § 3(ii).

222.  Id. para. 60.

223.  Id. para. 56(2).

224. S. RAMANATHAN, DISCLOSURE STANDARDS IN CORPORATE INDIA—SCOPE FOR
IMPROVEMENT 2 (2003), http://www.icsi.eduw/Programmes/NationalConvention/31National
Convention/Souvenir/tabid/1553/Default.aspx.

225. Id.

226. Id.
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price manipulation charges that arose while he was attempting an
unsuccessful management buy-out of the fund,??” and the fund was
eventually acquired by a competitor.228

This unfortunate example highlights that small Indian investors
are on the losing end of an informational asymmetry problem,22®
which SEBI needs to rectify. Alliance Capital investors were forced
to speculate about the fate of their money until the fund’s acquisition
nearly a year later, without receiving any information except
misleading statements from their AMC during that period.23 SEBI
should clarify the current disclosure standards to require the
disclosure of any information that could have any bearing on the price
of fund units, with a presumption that the AMC leaves information
out at its peril. SEBI should back up this standard with steep
penalties for non-compliance. The acquisition of a fund by a rival
AMC is certainly a material development, as are charges against a
member of the AMC’s senior management team—fund houses should
be required to disclose such information to their investors.

One commentator has also suggested that funds should provide
information regarding why a fund manager picked a particular stock
or what the fund’s general philosophy is in picking stocks.23! While
requiring a disclosure as to why the fund manager selected each
individual stock might be going a bit far, it would certainly benefit
investors to know what philosophy the custodian of their savings will
be using to grow those savings. Under the regulations, the fund,
AMC, trustee, custodian, or sponsor has to make any disclosure or
submit any document that SEBI calls upon it to furnish,?$2 which
would be a perfect vehicle for mandating these types of disclosures.

4., Increased Enforcement

There are also issues related to compliance with the regulations
that India currently has in place. In the public company context, one

297. Research Desk, Alliance Sold, Finally, VALUE RES., Oct. 18, 2004,
http:/iwww.valueresearchonline.com/story/h2_storyView.asp?str=7716.

228. Id.

229.  See RAMANATHAN, supra note 224, at 2.

Large institutional investors and corporate [sic] have the wherewithal to get
prior information well in advance and they can navigate their decisions quite
quickly in such circumstances. What about the common investor? Is it not the
duty of the fund houses to keep them in confidence? There were no official
disclosures on the subject till the media reported these developments in the
Press [sic].

Id.

230. Id.

231.  Gajra, supra note 11.

232.  Securities and Exchange Board of India (Mutual Funds) Regulations, 1996,
para. 58(1), Gazette of India, pt. II, § 3(i).
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commentator has noted that financial disclosure norms in India are
generally better than in most other Asian countries, but
noncompliance with such norms “had been rampant and even the
failure of auditors’ reports to conform to the law attracted only
nominal fines and little punitive action.”233 There is also an issue
relating to compliance with the spirit, but not the letter, of some of
India’s fund disclosure requirements. While funds might disclose
everything required of them as it relates to risk and return, among
other things, there is some doubt as to whether the funds then
actually consider those disclosures binding upon them.234

SEBI should take great pains to make sure that there are teeth
behind the tiger, so to speak. One commentator has lamented how
weak SEBI's current enforcement powers are, saying that “no penal
provisions are provided against officers, employees, key personnel or
directors of an AMC or trustees of a mutual fund are found to be
guilty of violating the provisions” and that “[iln the absence of
initiation of action against such erring persons who indulge in
fraudulent and unfair practices, interests of the investors cannot be
said to be safeguarded.”?3® In addition, the monetary penalties that
SEBI is able to levy against offenders under the SEBI Act of 1992 are
miniscule.23¢  One commentator specifically recommends not only
linking the fines that SEBI is allowed to levy with the wrongdoing of
the offender, but also to allow for prison terms for particularly
egregious offenses.?37 SEBI should be given increased powers to fight
for investor protection and should also step up its enforcement efforts
to ensure that funds are complying with the spirit as well as the
letter of all applicable norms and regulations.

SEBI should be given the opportunity to pursue criminal
sanctions against AMC staff or any other persons or organizations
that flout regulations as well as the ability to levy much larger fines
against non-compliant funds and fund personnel. The penalties

233.  Chakrabarti et al., supra note 199, at 63.

234.  See GUPTA, supra note 29, at 208 (“The results indicated that risk and
return characteristics for the Indian mutual fund schemes are not in conformity with
their stated objectives.”).

235. Id.at 83.

236. Seeid.

Under the SEBI Act, 1992 the penalties for capital market offences are a
maximum of a fine of only Rs. 5 lac irrespective of the magnitude of the offence.
Thus, there is not an enough [sic] deterrent on the market players who can
make crores by manipulating the stock market norms or the law as such a fine
is a mere pittance.

Id.

237.  See id. (“Apart from the need to drastically raising [sic] the penalties in
monetary terms and linking (sic] them with the magnitude of economic offences there
should also be a provision for a prison term. SEBI should therefore be given more
punitive powers to be a more effective market regulator.”).
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should be steepest for willful and knowing noncompliance because

industry players will only comply if there are strong deterrents
against certain actions.

5. Enhanced Risk Disclosures

SEBI should also specifically require greater disclosure in risks
faced by both mutual fund schemes and the underlying securities in
which they invest. SEBI should be congratulated for including both
standard and scheme-specific risk factors among the information that
must be provided in the SID, but there is still a risk that funds will
use boilerplate language in complying with these requirements and
that unsophisticated investors may not understand such boilerplate
language. One study concluded that Indian mutual fund “risk and
return characteristics are not in conformity with their stated
objectives” and “the investor should be cautious and must keep this in
mind while investing in mutual funds.”?38 For example, that study
found that tax-planning mutual fund schemes not only generated
negative performance but also had the highest level of risk among all
schemes in the sample,23% despite the surface impression that such
funds would likely be the least risky and offer the steadiest returns of
all types of fund schemes.

Even industry participants have acknowledged the need for
greater disclosure of a scheme’s risk factors.?4® The Prime Minister’s
Council on Trade and Industry in 2000 also recommended that
“Is]tandardized benchmarks and risk norms need . . . be specified for
different types of fund[s] to be used as the yardstick of comparison of
performance.”?41 For instance, in the United States a mutual fund
prospectus should “identify briefly the principal risks of investing in
the particular fund and . . . emphasize those risks reasonably likely to
affect the fund’s performance.”242

Due to the popularity of guaranteed return schemes in India,
investors may be completely ignorant of the possibility that they risk
losing money by investing in mutual funds. Enhanced risk

238. Id. at 135-36.

239. Id. at 173-74.

240. See Editorial, Mutual Fundamentals, TIMES INDIA (Delhi), Jul. 29, 2001,
http://timesofindia.indiatimes.com/articleshow/1987288626.cms. The editorial quotes
an industry executive as saying “One area where the industry could focus is the need to
go beyond the statutory risk factors in explaining the underlying roles of the products
and helping the investor set realistic expectations.” Id. (internal quotation marks
omitted).

241.  PRIME MINISTER'S COUNCIL ON TRADE & INDUS., supra note 209, § 8.3.7.

242. Registration Form Used by Open-End Management Investment
Companies, Securities Act Release No. 7512, Exchange Act Release No. 39,748,
Investment Company Act Release No. 23,064, 63 Fed. Reg. 13,916, 13,920 (Mar. 23,
1998).
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disclosures would better enable investors to choose the right product
for each investor’s particular risk tolerance. In the United States,
mutual fund prospectuses are required to prominently display a
legend noting that investments in the fund may lose value and are
not bank guaranteed,?43 an idea that would be excellent for SEBI to
adopt. In addition, it would be ideal for SEBI to have the power to
levy substantial penalties against noncompliant funds that do not
adequately describe the risks associated with each of their various
schemes, as well as funds that fail to conform with their stated risk
and return characteristics.

6. Greater Fee Transparency

The Indian mutual fund regulatory structure could also be
improved as it pertains to fees. In light of some of the unsavory sales
practices engaged in by the industry,244 mutual fund unitholders
need to see exactly where their money is going. While “SEBI cannot
ban the payment of a fee to an agent by the customer,” it can insist on
transparency.245 Two commentators have described the necessity of a
greater level of detail on mutual fund fees, noting that brokerage
customers purchasing securities in the Indian stock market are
routinely given such information.246 Indeed, those same
commentators have suggested, “statements sent by mutualfunds [sic]
to their customers should clearly unbundle the fees and expenses
charged by the mutual fund, as opposed to the core investment
performance, in a standardized format.”?47 The fees that a customer
pays to the distributor are coming directly out of the money that he
invests, which should be brought to his attention in a very
conspicuous manner. Investors should know that if the scheme is
beating the overall market but paying an outrageously high level of
fees to distributors it is, in effect, robbing shareholders from the
benefits of that fund’s performance.

Granted, SEBI has recently taken steps to deal with the issue of
mutual fund fees. On June 30, 2009, SEBI released a circular that
banned entry loads by funds and, more importantly, required a

243. Id. at 13,922.

Form N-1A currently requires a fund that is advised by or sold through a bank
to disclose on the cover page of its prospectus that the fund’s shares are not
deposits or obligations of, nor guaranteed or endorsed by, the bank, and that
the shares are not insured by the Federal Deposit Insurance Corporation
(“FDIC”) or any other government agency.

Id.
244,  Supra Part IV.B.
245.  SHAH ET AL., supra note 181, at 209.
246. Id.
247. 1d.
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number of mandatory disclosures about fees: (1) scheme application
forms must carry a disclosure that communicates that the upfront
commissions paid to distributors by the customer “will be paid by the
investor directly to the distributor” (a provision that includes
language hinting that the investor can pay the distributor whatever
fee he deems appropriate “based on his assessment of various factors
including the service rendered by the distributor”), and (i)
distributors must disclose to the investor the commission that the
distributor receives for each of the different mutual fund schemes
that are “being recommended to the investor.”?4® This goes a long
way towards the problem of distributors pushing products to the
investor that pay the highest fees to the distributor but are
unsuitable for the investor.

SEBI would do well to take this one step further and mandate
that every fund’s Annual Report disclose the level of fees paid to each
specific distributor used by that fund, as distributors are also
remunerated by the AMC out of fund assets for selling scheme units
to the investor.249 After all, AMCs are permitted to charge fund
schemes for marketing and selling expenses, a category that includes
commissions paid to distributors.?®® It would also behoove Indian
investors if SEBI were to require funds to provide the specific
percentage of the scheme’s net assets that go towards the payment of
commissions to fund distributors instead of lumping that information
in the category of marketing and selling expenses. This would enable
investors to see how much of their investment is going into the pocket
of distributors.

7. Increased Data Access

AMFT’s website?5! is a helpful starting place for any mutual fund
investor. However, SEBI needs to take the lead not just in requiring
what information has to be offered by the industry, but also in how
that information is presented to the public. The United States
Securities and Exchange Commission established its EDGAR system
as a central repository for all the information that a prospective
investor might need.252 SEBI should establish a similar type of
database in order to make it easy for a new investor to obtain all the
information and download the forms that he or she needs in one short

248.  June 30 Chojer Letter, supra note 183, para. 4(b), (d).

249. Id. para. 2.

250. Id.

251. AMFI Association of Mutual Funds in India, http:/www.amfiindia.com/
(last visited Jan. 4, 2010).

252.  See U.S. Securities and Exchange Commission, Search the Next-Generation
EDGAR System, http://edgar.sec.gov/edgar/searchedgar/webusers.htm (last visited Jan.
4, 2010) (providing investors access to information on public companies).
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Internet session. SEBI has recently taken a positive step in this
direction by requiring that soft copies of every fund’s SAI and SID be
provided to SEBI for posting on SEBI’s website.253 However, SEBI
should also require that Annual Reports and all other required forms
and disclosures also be included on its website. Establishment of
such a centralized repository would make it much easier for the
Investor to compare one fund versus another without the possibility of
getting lost searching for such information on the Internet.

Investors are currently only entitled to receive an Annual Report
or an abridged summary of the Annual Report, at the company’s
discretion.25¢ However, if investors receive an abridged summary
from the fund, they have to journey to the head office of the fund and
pay a fee in order to see the fund’s full Annual Report.23% Investors
should at least have easy, free access to all of the required disclosures
for each of their investments. Forcing them to travel to Mumbai and
pay money to save the AMC printing costs is ludicrous, particularly
when the AMC already receives fees from the fund schemes for
marketing and selling expenses. The AMC should at least be
required to send every unitholder an Annual Report, as the abridged
summary does not even provide a full fund portfolio breakdown.256 It
was an important step to require the fund to post unaudited half-
yearly financial results on its website,25?7 with one commentator
noting that “[w]ith the requirement of compulsory display of financial
results on the website SEBI has ensured that critical information is
quickly made available to the investors and the public at large.”258
After all, SEBI has a mission to “call[] for information from . . .
mutual funds.”25® In line with that mission, it should be organizing
and publicizing the information it calls for. In addition, it is a bad
idea to rely on the industry to decide how to comply with disclosure
requirements. For instance, SEBI was forced to come up with a
standard format for abridged annual reports in 2008 because of a

253.  Letter from Ruchi Chojer, Deputy Gen. Manager, Inv. Mgmt. Dep’t, Sec. &
Exch. Bd. of India, to All Mut. Funds, Asset Mgmt. Companies (AMCs) & Assoc. of
Mut. Funds in India (AMFI) para. 1 (Sept. 29, 2009).

254.  See Securities and Exchange Board of India (Mutual Funds) Regulations,
1996, para. 56(1)—(2), Gazette of India, pt. II, § 3(i1) (requiring an “Annual Report of
[the] mutual fund or an abridged summary thereof” be mailed to all unitholders).

255.  See id. para. 56(3) (requiring that where unitholders receive an abridged
summary, the full Annual Report must be made available at the mutual fund’s head
office for a nominal fee).

256. Id. para. 56(2) & n.95.

257.  Letter from P.K. Nagpal, Gen. Manager, Mut. Funds Dep’t, Sec. & Exch.
Bd. of India, to All Mut. Funds Registered with Sec. & Exch. Bd. of India and Unit
Trust of India (Apr. 20, 2001), available at http://www.mutualfundsindia.com/seby/
april20.html.

258.  GUPTA, supra note 29, at 81.

259.  The Securities and Exchange Board of India Act, No. 15 of 1992, India Code
(1993), para. 11(2)(i), available at http://indiacode.nic.in.
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“lack of uniformity in the contents” of previous reports prepared by
the industry.260

8. Language Issues

Periodically, each fund and asset manager must either send a
complete statement of the scheme portfolio as well as its unaudited
financial results for that period to unitholders or publish such
information in one English-language daily newspaper that circulates
throughout the entire country, as well as a newspaper published in
the language of the region where the main office of the fund is
located.?6! This requirement serves to the detriment of shareholders
who cannot read (or speak) English, of which there are likely a
substantial number in India. In addition, as distribution networks
reach out to even more cities and to the rural countryside through the
post office,?62 an increasing number of investors will be in need of the
information that funds are required to provide to their investors. If
an investor in a rural province cannot read or speak English and the
home office of the fund in which he would like to invest is not in his
region, then 1t would seem that he is out of luck. This regulation has
even more bite considering that Mumbai houses a large majority of
the major Indian mutual fund industry players. This works to the
detriment of shareholders outside the greater Mumbai area because
every fund can comply with the requirement that it publish certain
information by doing so in the Mumbai area. SEBI should institute a
requirement that a fund must file copies of all required disclosures in
all of the major languages spoken in India as well as for any city in
which the fund’s distributors have a presence. If the city is important
enough for the fund to have a sales presence in, then it is certainly
important enough for the investors who live in or around that city to
have access to information about their investments in a language that
they comprehend.

9. Large Shareholders

Indian corporations have a substantial presence in the Indian
mutual fund market place, holding just over 50% of Indian mutual
fund shares as of March 2007.263 However, Indian mutual fund
investors likely have no idea whether their fellow shareholders are all
individuals of modest means or are all large corporations. As one
commentator notes: “[U]nit-holders have almost no clue about the

260. dJuly 24 Chojer Letter, supra note 154 para. A(2).

261.  Securities and Exchange Board of India (Mutual Funds) Regulations, 1996,
paras. 59, 594, Gazette of India, pt. II, § 3(ii).

262.  Supra Part ILD.

263. Kamiyama, supra note 25, at 58.
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concentration of unit-holdings. All they know is that any fund has to
have at least 20 unit-holders. Lack of information makes them
vulnerable to large outflows by a handful of corporate investors.”264
Another commentator favors “identifying large unit holders in order
to see if the mutual fund’s tax-exempt status is being misutilized by
the ‘not so small’ corporate investor’ because such a “situation also
exposes the real small investor to an inferior unit performance as the
corporate investments are volatile in nature and sudden pullouts may
lead to unplanned sales and lesser values being realized than
expected.”265

Listed public companies in India are required to disclose exact
details of promoter holdings, the aggregate stake of institutional
investors (corporate investors not qualifying as institutional
investors) and retail investors as well as the names of all non-
promoter shareholders holding over 1% of a company’s equity
securities.266 In addition, the mutual fund Code of Conduct
promulgated under SEBI's 1996 mutual fund regulations specifically
instruct that fund trustees and the AMC “should avoid . . . excessive
holding of units in a scheme among a few investors.”267 In 2003,
SEBI imposed a requirement that no single shareholder should have
a stake of more than 25% in a single scheme26® and that any single
blockholding of more than 25% would have to be included in the
required half-yearly disclosure.26 That was a positive step, but a
single blockholder can significantly harm small unitholders with less
than a 25% stake, and SEBI should require disclosure of all
shareholders that meet a lower threshold like 5 or 10% of a fund
scheme’s units. This is necessary in order to ensure that the average
retail investor is not faced with a situation in which he is notified in
the paper that his fund’s corporate majority shareholder just exited,
creating chaos for the remaining minority individual unitholders.

V1. CONCLUSION

India’s mutual fund industry has come a long way since 1963.
AUM has exploded to $139.6 billion as of December 2007,27¢ and the
country’s regulatory framework has, for the most part, evolved with

264.  Gajra, supra note 11.

265.  Amitabh Gupta, Mutual Funds: Agenda for Transparency and Disclosures,
ICFAI J. CORP. GOVERNANCE, Oct. 2004, 35, 37 (India).

266. Gajra, supra note 11.

267.  Securities and Exchange Board of India (Mutual Funds) Regulations, 1996,
sched. 5, para. 3, Gazette of India, pt. II, § 3(i1).

268.  Gupta, supra note 265, at 38.

269.  Securities and Exchange Board of India (Mutual Funds) Regulations, 1996,
sched. 12 n.3, Gazette of India, pt. IT, § 3(ii).

270. SHAH ET AL., supra note 181, at 183.
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the times. Disclosure protections for India’s mutual fund investors
have grown from where they were even five years ago,27! but they
still have further to go. Research has shown that the better a
country’s regulation of mutual funds, particularly in the case of
disclosure, the larger its fund industry.27?2 To that end, enhancing
disclosure requirements might serve both industry players and
investors in the long term.

There are nine major areas in which SEBI needs to reform
India’s mutual fund disclosure regime. The most important of the
suggestions advanced by this Note are requiring specific disclosures
and independent verification of the AMC’s returns; increased fee
transparency; and enhanced data access and increased risk
disclosures. The last item has taken on supreme importance in a
time of unprecedented market turmoil for the Indian capital markets.
Further breaking out the money that each investor is losing in fund
payments to distributors would provide a powerful statement to
investors as to what percentage of their money is actually being
invested by the AMC. Expanding SEBI’s website to make it a central
repository for Indian mutual fund related information like the SEC’s
EDGAR system would ensure timely access for all Indian mutual
fund investors to any information about their funds that they might
need from one centralized location. Finally, and perhaps most
importantly, the AMC is the real force behind every mutual fund
scheme. A scheme is only as good as its AMC, and investors deserve
to know more about the track record of each Indian AMC.

Assuaging the fears of India’s beginning investors is perhaps the
most important reason for the improved disclosure called for in this
note. India is notable for the dramatic surge in its economic growth
since the early 1990s, which has brought increased wealth for many
Indians and a huge increase in the number of mutual fund investors
in the country. However, the current worldwide recession has hurt
the Indian mutual fund industry: between the end of 2007 and mid-
2008, Indian mutual fund assets had shrunk by more than 5% after
growing more than four-fold over the previous five years.2’? Fund
inflows have also fallen.2’* In another worrying sign for the Indian
mutual fund industry, Indian investors are very skittish compared to
those in other, more mature markets.275

271.  See Krishnan, supra note 65 (“But the -regulatory framework, disclosure
norms and service standards have all changed beyond recognition, making mutual
funds one of the most investor-friendly avenues available today.”).

272.  Khorana et al., supra note 190, at 148.

273.  Kumar & Hodgson, supra note 62.

274.  See id. (“More ominously for future growth, equity fund inflows fell to their
lowest in June [2008] . . . and new stock funds have collected just Rs1,830 crore so far
in fiscal 2009, compared with Rs6,335 crore in the year-earlier period.”).

275.  See Mohanan, supra note 63, at 288.
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Considering that many Indian investors are first-timers means
that with the better, more comprehensive information that an
improved disclosure regime would provide, such investors might be
less likely to panic in today’s challenging market conditions. One
commentator has noted that the industry has not seen too many
“panic withdrawals so far, but the number of new investors has
slowed. Mutual fund companies are rushing to counsel nervous
investors against selling and telling them to learn to live with
risk.”27® However, that could quickly change, which could doom an
already crowded industry that has seen a profitability squeeze??” at a
time when it could ill afford such a possible loss of investor base. If
India is to succeed in permanently retaining the skittish investors
that may be scared off by tumultuous reductions in fund flows and
negative performance of the Indian mutual funds over the last
several years, then it needs to ensure that its investor protections are
world class. It is in the best interests of the industry to strengthen
existing disclosure standards in order to keep the customers they
currently have as well as to enhance their ability to attract new
investors. Indian investors might also be more likely to gravitate
towards funds with better disclosures that would give them a better
grasp on the investment and its risks.

Stephen P. Smith”

In India the investor profile is very short term and turnover of units by
investors is very high compared to the UK and the USA. The average length of
time an investor stays in a securities scheme, other than a money
market/liquid scheme, is one-fifth of the time that he would in the UK and two-
fifths of the time that he would in the USA.

Id.

276. Lakshmi, supra note 3.

277.  See Kumar & Hodgson, supra note 62 (“India’s fund industry has also found
operating margins squeezed by spiraling real estate and staff costs.”).
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