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Foreword
The asset management industry has been on a positive growth trajectory in India and across
the world. Both AuM and profits have surpassed the 2007 levels in the aftermath of the
macroeconomic slowdown.
The Indian asset management industry particularly has witnessed notable growth despite
discontinuities in the recent years. The country’s GDP growth has been muted, primarily
triggered by a decline in industrial production. The current initiatives undertaken by the
government and regulatory bodies indicate a GDP growth rate between 6.5 to 8 per cent
could be attained over the next decade. The asset management industry can only benefit
from this and needs to ensure that it capitalizes on this momentum. However, several
challenges need to be resolved e.g., low consumer awareness and trust, distribution
restricted to top few centres, limited innovation in products.
Against this backdrop, CII partnered with McKinsey & Company to identify new areas
of growth in terms of products and markets in the form of a report to be unveiled at
CII’s 11th mutual fund summit. We looked at upcoming trends in the industry globally to
derive directional cues on where we might be heading. Customer service and the use of
technology can play a critical role in the expansion of the industry. With increased use of
digital services across industries, the asset management industry could also explore how
it can benefit from this. The Mutual Funds industry globally has innovated significantly on
products and some of those innovations and learning can be adopted in India. Deeper
penetration of mutual fund products and services could also help unlock the potential of
the growing Indian opportunity. This could be done through engaging smaller towns and
middle-class families across the country.
This report summarises some of our observations and recommendations.
We thank our colleagues from various AMCs and RTAs for sharing their views on the
industry and the changes required. Specifically, we thank the Ministry of Finance and SEBI
for the tremendous support they extended to us.
We thank McKinsey & Company for being our knowledge partner and devoting time and
resources to this initiative.

Leo Puri
Chairman
CII Mutual Fund Summit
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Chapter 1

The case for agile asset
management in an everchanging market
The asset management industry had a record year in 2014. Assets under management
and profits surpassed 2007 levels in all regions for the first time in the last seven years. This
strong performance and record net flows helped the industry’s assets under management
(AuM) to surge by 10 per cent to an all-time high of USD 69.2 trillion, leaving behind other
financial services.
After a positive momentum for the last four years, net flows witnessed the highest levels
in 2014 and increased by 70 per cent compared to 2013. The global net flows have been
equally spread across North America (34 per cent), Western Europe (36 per cent) and
emerging markets (32 per cent)—quite a shift from the previous year when emerging
markets contributed 40 per cent of the global net flows. Three asset classes in particular
(active fixed income, multi-asset, and alternatives) account for around 82 per cent of positive
flows from 2009 to 2014.
To maintain this strong positive momentum, the industry must become more agile, given
an environment of uncertain interest rates coupled with the rapidly changing industry and
strong pressure on fees and cost. Of particular concern is the growing cost pool across all
sub-functions. It grew by 11 per cent in 2014. Despite the industry’s strong performance, it
has still not been able to crack the code on operating cost.

A RECORD YEAR FOR THE INDUSTRY
The year 2014 saw the industry perform very well, across assets under management, net
flows and profitability.
AuM and net flows hit record highs across regions
The industry’s total AuM reached an all-time high of USD 69.2 trillion in 2014, up USD 6.1
trillion from the previous year, thanks to strong market performance and healthy net flows of
3.3 per cent of total AuM (Exhibit 1.1).

Exhibit 1.1: Global AuM growth since 2007
Year-end AuM in USD trillion

Net flows as per cent of BoY AuM

Market performance
Net flows

-8.3

3.5

0.4
0.4

5.4

-0.2

-0.1
0.2

0.8

4.6

1.2

5.5

49.7

YE 2007
AuM

2.1

4.0

Net flows
account for
~35 per
cent of total
growth in
20141

2008

2009

2010

2011

2012

2013

2014

0.8%

0.9%

-0.4%

0.4%

1.5%

2.1%

3.3%

69.2

YE 2014
AuM

SOURCE: McKinsey performance lens global growth cube
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Developed markets accounted for more than 81 per cent of the AuM, while net flows were
split more or less evenly between North America, Europe and emerging markets (Exhibit 1.2).
This indicated a rebalancing of growth towards mature markets, after years of the emerging
market contributing a growing share of global net flows.

Exhibit 1.2: Net flows and AuM by region
2008–2014 Net flows by region, USD billion, includes money market
34% of
2014 global
net flows

North
America

232

708

36% of
2014 global
net flows

Western
Europe

35,236

20,649

10

Middle East/
Africa

520

15

1,445

83

154

2,449
668
7,667

3,645
1,646

260

232

412

3,954

1,999

2014 AuM

Japan

269
Emerging Asia

Latin America

2014 net flows

x

Emerging
markets1

767
72

X

32% of
2014 global
net flows

Central/
Eastern Europe

1,884

2008–14 net flows

X

Australia

392

49

2,035
1 Includes CEE, Emerging Asia, Middle East and Africa and LatAM
Note: Data includes Money Market funds, leading to the high inflows being witnessed in Emerging market, driven by China
SOURCE: McKinsey performance lens global growth cube

The asset management industry remains highly attractive in terms of returns to
shareholders, which are much higher than the returns of banking and insurance
firms (Exhibit 1.3).

Exhibit 1.3: The asset management industry remains highly attractive in
terms of valuations
Market capitalization
2015 versus 2002, indexed
2002

Valuation
2015 P/B
2015

Current performance
Growth expectations

Asset
managers

Banks

Insurers

P/E

100
516
100
313
100

16.1

11.3

14.8
231

1.3

1.8

-0.1 1.3

1.1

3.2

1.2

0.5 1.6

SOURCE: McKinsey research

Flows are up across regions, with developed markets leading the charge
In 2014, asset managers recorded the highest net inflows globally in seven years. Developed
markets returned as the major drivers of growth while the momentum slowed down in some
emerging markets.
In Europe, Italy (net flows 11 per cent) and Spain (10 per cent) continued to rebound
from several years of dramatic outflows. Investors moved from deposits to fixed-income
8
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and balanced products in the hunt for better returns as well as a push by distributors, in
particular banks, to generate more commission-based fees (Exhibit 1.4).

Exhibit 1.4: Europe enjoyed a very strong rebound driven by flows
Net flows as per cent of BoY AuM
United
Kingdom

France

Germany

X

6

2

-3

2

-1

-1

6

4

6

Italy

Switzerland

-4

-1

3

2

-3

-6

2011

2012

2

5

1

0

1

5

3

6

11

15

5

Spain

2014 AuM in USD trillion

9

10

2013

2014

1

3.5

3.1

8

1.7

8

0

1.6

16

Retail

5.5

5

0.5

Institutional

SOURCE: McKinsey performance lens global growth cube

Within emerging markets, China spearheaded AuM growth, with flows heavily concentrated
in money market funds (USD 301 of the USD 352 emerging market money market flows
were in China). Online platforms that offer direct distribution were the main drivers of these
flows (Exhibit 1.5).

Exhibit 1.5: The Chinese market is propelling the growth
in the emerging markets, thanks to money market boom

X

2014 AuM USD billion

X

Flows effect, excluding
money market

Net flows as per cent of BoY AuM

Emerging Asia

China

South
Korea

Taiwan

Singapore

Latin America

India

Brazil

Mexico

26

20

25

18%

15%

7%

0%

9

11

3

5

14%

10%

4%

-3%

12

1,425

14

8

12

7

15%

9%

12%

8%

12

5

4

11%

5%

5%

0
0%

6

6

2

4

6%

5%

1%

7%

5

5

2

0

6%

5%

6%

-2%

11

4

10

8

10%

5%

16%

20%

2011

2012

2013

2014

635

627

237

Money market
net flows
stood at 106
per cent,
primarily driven
by the boom in
the direct
channel push
for Money
market funds

206

1,060

297

SOURCE: McKinsey performance lens global growth cube

Profits at historical highs in all regions
Total profits in both developed and emerging markets reached record levels, despite falling
profit margins. In North America, profits were 29 per cent higher than before the crisis in
2007, reaching USD 36.5 billion. Western European players finally surpassed 2007 levels
Riding the wave of opportunity and optimism
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and reaped USD 13.6 billion in profits (5 per cent higher than 2007), and emerging markets
saw profits of USD 10.2 billion (79 per cent higher than 2007). In all regions, the increase
came from greater revenues as costs also rose (Exhibit 1.6).

Exhibit 1.6: Revenues, costs and profits by region
Traditional assets, USD billion1

2007

North America
Revenues

Costs

Profits
Profit margin
Bps

84.7

Western Europe

100.8

2013

2014

Emerging markets2

110.8

29.2

33.5

36.1

16.3

20.9

12.9
16.6

13.1

23.1

28.2

22.5

7.4

14.0

18.0

12.6

13.6

5.7

9.1

10.2

13.5

13.3

31.9

25.8

25.2

74.3

56.2

68.1

28.5

32.7

36.5

13.1

12.5

12.5

1 Refers to the traditional assets only, excluding alternatives
2 Refers to Emerging Asia (Asia ex-Japan) and Latin America
SOURCE: McKinsey performance lens global growth cube; McKinsey performance lens global asset management survey

RETAIL SEGMENT GAINING MOMENTUM, ASSET CLASSES DIVERSIFYING
With strong global flows, the retail segment has been picking up speed as the market
performs better. While the traditional asset classes continue to dominate AuM, considerable
diversification is also taking place.
Retail is still benefiting from strong flows globally
The retail sector in the US continues to be the largest segment in the world with robust
growth and inflows of 4.3 per cent. Flows in this segment have historically been strongly
correlated with market performance and this past year is no exception. In Europe and
emerging markets, both the institutional and retail businesses performed well. Defined
contribution (DC) continued to grow around the world, but at a slower pace than the retail
segment, which saw flows that were more correlated with market performance (Exhibit 1.7).

Exhibit 1.7: AuM and net flows by market segment
2014 AuM and net flows, USD trillion, per cent

Net flows >3%

Net flows 0–3%
Net flows <0%

Retail

DC

Institutional

North
America

18.2
4.3%

6.1
0.6%

10.9
-0.3%

Western
Europe

5.1
6.1%

1.9
4.4%

13.6
3.3%

Emerging
Asia

1.4
20.0%

0.2
5.2%

2.3
8.6%

Latin
America

0.7
1.3%

0.2
1.1%

0.5
1.1%

SOURCE: McKinsey performance lens global growth cube
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Specific asset classes drive growth as money flows out of active equity
Traditional asset classes continued to dominate overall AuM, but specific product categories
drove growth. Since 2009, just three asset classes have driven most inflows: active fixed
income (USD 2.82 trillion), multi-asset (USD 1.74 trillion), and alternatives (USD 1.28 trillion).
Passive funds—both fixed income and equity—continue to attract inflows. However, these
are predominantly in North America, with emerging market activity less pronounced. Money
market funds and active equity suffered net outflows (USD 0.82 trillion and USD 2.87 trillion
respectively), though active equity remains the largest single asset class in terms of AuM,
with USD 16.39 trillion in AuM or 24 per cent of the total (Exhibit 1.8).

Exhibit 1.8: Global net flows and AuM by asset class
Average annual net flows 2009–14
Per cent of 2009 AuM

Per cent, USD trillion

6–10%

2009–2014E flows
2.82

Multi-asset

1.74

Altenatives

1.28
0.89

Passive equity

0.36

Money market
Active equity

<0%

2014E AuM

Active fixed income

Passive fixed income

0–5%

-0.82
-2.87

14.4
8.5
8.9
3.9
6.9
5.3
16.4

Note: Includes only 20 largest asset management countries, accounting for ~95 per cent of the AM market
SOURCE: McKinsey performance lens global growth cube

REGULATORY PRESSURE AFFECTING FEES, COSTS CONTINUE TO SOAR
Costs, however, remain an area of concern with regulatory pressures and a growing
cost base.
Long after the financial crisis, asset management industry still faces regulatory
pressure on management fees
Regulatory initiatives across Europe have created a volatile atmosphere across regions,
and started requiring down fees. Post retail distribution review (RDR), the average
management fee in the UK fell far more than in the rest of Europe (7.3 per cent from 2013
to January 2015 in UK for Equity Funds excluding ETFs versus 3.8 per cent in the rest of
Europe). A very similar trend has been registered in the Netherlands, where the retrocession
ban brought down average management fees on equity funds (excluding ETFs) by 5.3 per
cent (Exhibit 1.9).
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Exhibit 1.9: Regulatory initiatives have started to push down fees,
as seen in the UK and the Netherlands after RDR and rebate ban
2013

Post RDR and rebate ban, the average management fee in UK and
Netherland fell much strongly compared to the rest of Europe

-3.8%

-7.3%

Management
fees, equity
funds (excl.
ETFs)
Bps

107

Management
fees, overall
funds1(excl.
ETFs)
Bps

99

2015

100

-6.4%

83

92

72

UK

-5.2%

125

121

78

-7.4%

89

64

-3.5%

86

Rest of W.Europe2

Netherlands

SOURCE: McKinsey performance lens global asset management survey

Asset managers have also materially increased their cost base
Recent growth has been robust, and revenues up, but asset managers have also materially
increased their cost base (Exhibit 1.10), which now stands 29 per cent higher than it did in
2010, and jumped 11 per cent since 2013. This persistent increase in costs, which affects all
functions to a similar degree, could bring additional challenges to asset managers if market
conditions were to deteriorate and revenues to fall.

Exhibit 1.10: Growing global cost pools by function
Costs, global third-party business, traditional assets,
per cent, indexed (2010)

100

Growth in cost
2013-2014 (per cent)

106

108

24

25

116

129

11.0%

30

11.4%

48

10.6%

25

11.0%
11.4%

27

Sales and
marketing

22

Fund
management

37

39

39

IT & Ops

21

22

21

23

Management/
Admin/Others

21

22

22

24

26

2010

2011

2012

2013

2014

43

SOURCE: McKinsey performance lens global asset management survey

Costs have grown across geographies. In Western Europe, absolute costs have increased
at a faster pace than the US, with the largest increase occurring in IT and operations, driven
by investments in new processes as a result of the regulatory avalanche (Exhibit 1.11).
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Exhibit 1.11: WE costs have increased at a faster rate than the US since 2010
Costs, third-party business, traditional assets, per cent, indexed (2010)

Growth in cost
2013–2014
(per cent)
123

117

132

7.4%

26

5.0%

44

7.7%

100

105

22

23

32

33

25

26

30

32

36

12.2%

21

23

23

25

26

3.1%

127

9.0%

106

108

26

8.5%

19

22

24

Fund
management

40

42

49

8.7%

38

IT & Ops

19

20

19

21

22

7.5%

24

24

23

26

28

11.4%

2010

2011

2012

2013

2014

Sales and
marketing
Fund
management
IT & Ops
Management/
Admin/Others

100

Sales and
marketing

Management/
Admin/Others

25

26

41

38

116
24
45

SOURCE: McKinsey performance lens global asset management survey

GEARING UP FOR GROWTH
The growing variations in key trends between regions highlight how each region adapts
differently to new and existing uncertainties in the industry. Given the current level of
uncertainty, asset managers need to be agile and wisely think of the new opportunities
expected to drive the future growth.
To prepare for growth, correctly choosing “where to play” (geographies, products,
categories, channels) is key, based on thoughtful analysis across the following dimensions:
1. End of cheap money—Building new product capabilities
An uptick is expected in the US interest rate (Exhibit 1.12) and might result in a more
turbulent environment, pushing institutional investors to shift back into fixed income, giving
higher yields, and tapering spillover to emerging markets (bond outflows).

Exhibit 1.12: Is cheap money coming to an end? US interest rate uptick expected
FED Funds rate expectation
March 2015 Federal open market committee meeting
Per cent, rounded average

3.7
3.2

2.0

0.8

2015

2016

2017

Longer run

SOURCE: Fed open market committee
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As investors move between asset classes, a growing share of global flows is accruing to
new products (Exhibit 1.13). The continued uncertainty on interest rates makes the product
development function even more critical. It is important to track the number of new products
that succeed, and to understand the reasons for success.

Exhibit 1.13: Are you ready for “Solutions”?
USD billion

Total
Revenue pool

36

Absolute return

22

Risk mitigation

68
45

4

7

Liability driven
Investing

6

10

Fiduciary
management

4

6

2014

2020

SOURCE: Expert interviews

2. Accessing more growth arenas by tapping new client segments
Given the cyclical trends that have helped players to achieve strong growth, it is imperative
to sustain the momentum and look out for spots which will drive future growth. Unlocking
the retirement opportunity can be a game changer for players given the strong demand
and the current pension gap across regions. The call of the moment is to “follow the
money” (Exhibit 1.14).

Exhibit 1.14: Follow the Money – where will it be?
Where’s the money?
(UK) DC and
retirement

(US) Affluent

Window open now… but closing
21 pp gap to average OECD replacement rate of 54 per cent
Pension act and auto-enrollment
Post RDR distribution landscape

Mass market asset
allocation

Direct lending

Advice gap
Lack of product innovation

SOURCE: Expert interviews

3. “Where to play”: Identifying high growth areas
Due to fundamental shifts in the global economic balance, the role of emerging markets is
affecting mature markets and emerging market players in unprecedented ways. Although
flows slowed down significantly in 2014 against previous years, emerging markets—
especially Asia—are catching up with the other regions in volumes (Exhibit 1.15). It becomes
essential, therefore, to explore opportunities both in manufacturing and distribution and
to choose markets carefully but boldly based on the future outlook and openness of each
individual market. Asset managers have to adjust to local needs as flows are gathering in
different classes across the main emerging markets.

14
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Exhibit 1.15: Asia is catching up in absolute terms
AuM, 2014
USD trillion

Net flows, 2013–14
USD billion

1,092

North America

1,078

Europe

671

Asia
Rest of the
World

35
21
10

444

4

SOURCE: McKinsey performance lens global growth cube

4. New channels to explore: Digitalisation
Investor behaviour during a purchase decision has changed substantially. People often use
digital channels for intense research before making their investment decisions (Exhibit 1.16).
Distributors and manufacturers must therefore use such channels to forge a real-time
connect with investors. Delivering a differentiated customer experience through digitized key
processes is a core focus area in the current market scenario.

Exhibit 1.16: Retail customers are showing up with a different state of mind,
are you and your distributors prepared?
Customer behaviour
Approach

Information

Advice

Purchase

Service

Call to advisor

Client meeting to
convince customer
(PUSH)

Contract signed up
on conclusion of
meeting

Branch as main
point of contact

Simplified closing

Easy management

Yesterday
Client-initiated

Purchase decision
Tomorrow
Demand created
(PULL)

Self-directed
information gathering

Clients already
“convinced”

Purchase decision
SOURCE: Expert interviews

These trends offer tremendous opportunities if thoughtfully approached. Significant untapped
value is at stake. Asset managers who proactively anticipate and capture growth spots with
agility are arguably way ahead of the competition already, and set to reap growing benefits.
This analysis is based on McKinsey Performance Lens Global Asset Management Survey,
a global benchmarking effort with data collected from more than 300 firms worldwide
representing 60 per cent of global industry AuM, from the US, Europe, Asia and Latin
America; as well as from McKinsey’s Performance Lens Global Growth Cube, a global
database tracking asset pools and flows at the level of countries, channels and asset
classes over time.
* * *
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Chapter 2

Beyond India’s top 15 cities:
Conquering the next frontier for
mutual funds
The last two decades have seen the Indian financial services sector undergo a
transformation. Liberalisation and other government and regulatory reforms aimed at
expanding and deepening the Indian financial services market have also brought about
greater financial inclusion. India today has one of the highest savings rates in the world and
is increasingly channelising its savings into basic financial products such as bank deposits
and insurance. The second-rung cities and less urban states of India in particular have seen
significant accumulation of wealth and an eagerness to avail basic financial services. In fact,
much of bank deposits, life insurance investments and non-life insurance investments in
India in recent years have come from these locations.
The mutual fund market, however, has been unable to fully harness this momentum in
financial services growth and penetration. This is primarily due to limited awareness
and sub-optimal distribution strength, emerging in part from stringent restrictions in
communicating the value proposition. Though the mutual fund industry has bounced back
from the financial crisis of a few years ago, it has been unable to capitalize on the rapid
accumulation of savings and wealth in the cities beyond the top 15 cities of India. It is the
need of the hour to address the awareness, distribution and communication challenges in
this industry through meaningful initiatives by asset management companies (AMCs) and
more targeted regulatory measures to unlock the growing potential of this segment.

GROWING MUTUAL FUND INDUSTRY CONCENTRATED IN BIGGER CITIES
The Indian asset management industry has in recent years regained normalcy after the
global financial crisis. As emerging economies start looking attractive again, and the
market appreciates on the back of economic optimism, the growth of India’s mutual fund
market has accelerated. A study of the trend of assets under management (AuM) over the
past decade indicates a sharp recovery from the dip that accompanied the crisis, with
approximately a 20 per cent CAGR in the four years between 2012 and 2015 (Exhibit 2.1).

Exhibit 2.1: Indian asset management industry has grown at a 20 per cent
CAGR in the last four years
AuM in India
INR '000 crore

~1,189

~748
~538

~232

FY’06

~817
~700

~665

11

12

20%
CAGR

~905

~493

~326

07

08

09

10

13

14

FY’15

SOURCE: AMFI
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Despite overall industry growth, however, the distribution of assets is unequal among
various Indian cities. A close comparison of the distribution of AuM between the top 15 cities
by GDP1(T15) and the remaining cities over the last four years reveals that the share of B15
cities (those below the top 15), such as Udaipur, Patna, Nagpur, Nasik, Alwar, Kozhikode
etc., has been stagnant, at 14 to 16 per cent of the industry’s total AuM. Even within the
T15 cities, the top five alone contribute to approximately 72 per cent of the total AuM at
present (Exhibit 2.2).

Exhibit 2.2: Share of B15 cities has remained stagnant at 14–16 per cent
City-wise split of AuM
Per cent

Top 5

Next 20

Next 10

Next 75

71%

74%

73%

72%

14%

13%
6%
5%
3%
13

13%
6%
5%
3%
14

6%
5%
3%
FY 2015

7%

6%
3%
FY 2012

Others

14%

SOURCE: AMFI

INDUSTRY AND MARKET REALITIES RESTRICTING GROWTH
Sharp growth in the overall mutual fund market has clearly been unable to achieve the allied
goal of increased penetration in the B15 market. A deeper investigation of reasons for limited
expansion beyond the top cities highlights certain fundamental challenges in the B15 cities,
ranging from the basic industry structure to customer behaviour:
 The active distribution network in the B15 cities remains limited. Retail channel
brokers (IFAs) are doing little to promote mutual funds due to the low AuM contribution
of these locations. Though the B15 market has about 53 per cent (35,584 registered
IFAs) of the pan-India retail distributor count, only a third of them are productive (defined
as having average assets more than INR 50 lakh). This 53 per cent contributed to only
28 per cent of the retail IFA channel AuM in FY 2015 (Exhibit 2.3).

Exhibit 2.3: 53 per cent of total retail channel IFAs are in B15 cities but they
contribute to only 28 per cent of the total retail channel AuM
Distribution of total retail channel registered IFAs
xx%

AuM/IFA

B15 cities

xx%

Per cent of total retail
channel AuM

T15 cities

>1 crore

13%

50 lakhs–1 crore

5%

10–50 lakhs

12%

<10 lakhs

24%

Total

53%

27%
1%
1%
0%
28%

13%
4%
12%
18%
47%

70%
1%
1%
0%
72%

SOURCE: CAMS
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The 2012 SEBI regulation allowed a new cadre of distributors to sell units of simple and
performing mutual fund schemes. This cadre includes postal agents, retired government
and semi-government officials, retired teachers, retired bank officers and other persons
(such as bank correspondents). The additional members are expected to boost
distribution strength in the B15 market.
 AMCs are yet to tap into the widespread banking network for the distribution
of mutual funds, especially in Tier 2 and Tier 3 cities. As per RBI Data for Q3, FY 2015,
84 per cent of the Scheduled Commercial Bank branches are in B15 locations. As per
CAMS data, however, the B15 market contributed to only 10 per cent of the banking
channel AuM in FY 2015 (Exhibit 2.4).

Exhibit 2.4: B15 cities contribute to 84 per cent of bank branches, but only
10 per cent of the banking channel AuM
Split of bank branches1 between T15 and B15 cities
Per cent

Contribution to total
bank channel AuM
Per cent

B15 cities

84

10

T15 cities

16

90

Bank branches
1 Only Scheduled Commercial Banks considered for calculating no. of branches
SOURCE: RBI; CAMS

 Brokers do not perceive selling mutual funds in B15 markets as an
economically attractive proposition, which also limits distribution. Considering the
FY 2015 AuM and retail IFA count across B15 and T15 cities with fresh flows contribution
of 20 per cent, and assuming average equity (2.35 per cent up front and 0.75 per cent
trail in B15 locations and 0.85 per cent upfront and 0.75 per cent trail in T15 locations)
and non-equity (1 per cent upfront and 0.35 per cent trail across B15 and T15 locations)
commission payout in these locations, individual IFAs can only expect to earn a little
over INR 4 lakh per annum in B15 locations against over INR 21 lakh per annum in the
T15 locations.
SEBI is already trying to rectify this issue by offering monetary incentives to distributors
selling in the B15 market. While the regulator has capped the maximum commission
that AMCs can pay up front to distributors at 100bps, additional incentives provided to
distributors in smaller towns are exempt from this cap. The impact of these regulatory
incentives, however, is yet to be fully captured in the market.
 AMCs themselves might not be fully incentivized to promote sales in the B15
market, given the open architecture of the mutual fund distribution channels. An open
or non-tied architecture implies that the benefits of any investment in expanding the
distribution network are unclear, as compared to the banking or insurance industries.
This, coupled with the current inequality in market share of players in the B15 market,
holds AMCs back from creating investor awareness or distribution networks. An analysis
of the current retail gross flows from cities beyond the top eight indicates a significant
gap in the flows from the AMC with the largest versus the smallest flows. This gap exists
across large, medium and small players, with the sharpest gap (9.5 per cent) in the
medium players segment (Exhibit 2.5).
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Exhibit 2.5: Beyond the top 8 cities, there is significant difference in retail flows
between players across large, medium and small players segments
Retail gross flows across cities beyond top 8
FY 14, INR Billion
Large
players

145
55

-2.6x

38

Medium
players

4

-9.5x

25

Small
players

3
Largest by flows

-8.3x

Smallest by flows

1 Large players: AuM >INR 350 billion, Medium Players: AuM <150 …>350, Small Players AuM <INR 150 billion
SOURCE: McKinsey AM benchmarking

SEBI’s regulation allowing AMCs to charge an extra 0.3 per cent to total expense ratio
(TER) if they garner 30 per cent flows from B15 cities, with a proportionate charge-back
in case of less than 30 per cent flows is a step in the right direction to resolve the incentive
issue for AMCs
 Limited consumer awareness and the perception of risk in investing in mutual
fund products largely hinders the industry’s penetration in B15 cities. Investors
from B15 cities prefer to invest in gold and property, which they perceive as more stable
and secure assets. Estimates from research conducted in 2014, indicate 47 per cent of
the individual wealth in India is held as physical assets (primarily gold and real estate),
and another 22 per cent in fixed deposits.The mutual fund share is only around 3 per
cent2. SEBI has taken steps to overcome this challenge by making it compulsory to
invest in investor education and awareness initiatives to the order of at least two basis
points on daily net assets, within the maximum limit of TER. Though AMCs have started
arranging such investor awareness programs more frequently after the SEBI regulation,
such targeted events remain few and far between. Another important change in
regulation permits AMCs to accept cash payments of up to INR 50,000. This is expected
to incentivize retail investors living in smaller cities who prefer investing in cash.
 Much of the population beyond the T15 cities struggles with the lack of formal
documentary proof (such as PAN cards) for Know Your Customer (KYC) requirements.
This deters mutual fund investments. Once SEBI’s uniform KYC regulation is fully
implemented, these processes will be simpler, since a person who is registered for any
financial service (such as a bank account or life insurance) will be able to invest in mutual
funds without providing additional documentation.

2
20

Stakeholder interviews
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UNTAPPED B15 MARKET HAS SIGNIFICANT POTENTIAL
The challenges to mutual funds penetrating the B15 market and the current unequal
distribution of AuM do not necessarily mean that this market is poorer or less attractive than
the T15 cities. In fact, a closer analysis of the distribution of financial assets in the B15 market
reveals two compelling reasons to expand the presence of mutual funds there. One, a
significant accumulation of financial wealth, and two, a more favourable split of equity versus
non-equity mutual fund holdings in this segment.
Accumulation of financial wealth
Four trends indicate the growing financial strength of the B15 market:
 Savings in the B15 market are growing and now constitute a bulk of the total savings
in the country. As per RBI data for Q3, FY 2014, savings account balances in the
country show an almost equitable split between the T15 and B15 cities, with the latter
contributing to 47 per cent of the total savings account balances.
 Not just savings, but wealth, too, is growing in the B15 segment. Fuelled by robust farm
growth, rising rural wages and increased government spending, the rural segment in
particular has shown commendable growth. Industry sources suggest that some of the
biggest companies today generate almost a third of their business or consumers from
rural markets. One of the largest FMCG Company generates almost 40 per cent of its
total business from rural markets, while these markets contribute to about 30 per cent of
a leading food and beverage company and one of India’s largest automobile companies.
Similarly, approximately a third of the customers for a leading telecom player are from
rural India. The banking sector, too, has increased its presence in the less urban regions,
with some leading private banks having almost 50 per cent of branches in rural and
semi-urban areas today. An analysis of the ultra–high net worth individuals’ (ultra-HNI)
wealth in India also reveals that about 45 per cent of the ultra-HNI wealth today resides in
the non-metro cities. Further, 22 per cent of this total ultra-HNI wealth comes from cities
beyond the top 20 cities3 (Exhibit 2.6).

Exhibit 2.6: 22 per cent of the ultra-HNI wealth in India resides in cities beyond
the top 20
Distribution of ultra-HNI wealth in India

55%

22%

16%
7%
Metros

Next top 6 cities

11-20 cities

Rest of India

SOURCE: Kotak “Top of the Pyramid” report, 2014

 An analysis of insurance premiums across India indicates that most of the new life
insurance premiums per year continue to come from the B15 market. According
to IRDA data between 2010 and 2014, the less urban states (states other than
Delhi, Maharashtra, West Bengal, Andhra Pradesh, Karnataka and Tamil Nadu) still
contribute around half of all new life insurance premiums underwritten in India every
year (Exhibit 2.7). The same states also contributed to 42 per cent of the total General
Insurance Gross Direct Premiums in India in FY 2014.

3

Kotak “Top of the Pyramid” report, 2014
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Exhibit 2.7: Less-urban states contributed to 47–50 per cent of new life
insurance premiums underwritten in the period FY’10–FY’14
Split of new life insurance premiums FY’10–FY’14
Per cent
100% =
(Crores)

Metro/more-urban states

82,007

83,174

64,772

62,241

60,957

50

51

52

52

53

50

49

48

48

47

FY’10

FY’11

FY’12

FY’13

Other states

FY’14

1 Metro/more-urban states = Delhi, Maharashtra, West Bengal, Karnataka, Tamil Nadu, Andhra Pradesh; Other states = All remaining states
SOURCE: IRDA reports

 The mutual fund asset penetration as a per cent of deposits therefore drastically
decreases beyond the T15 cities—from an average of 15 per cent—to 8 per cent in the
next 35 cities and just 2 per cent in the cities beyond. This clearly demonstrates the
untapped potential in the B15 market (Exhibit 2.8).

Exhibit 2.8: Mutual fund penetration as per cent of bank deposits reduces
drastically beyond the Top 15 cities
MF assets1 as per cent of bank deposits
Per cent, Dec’ 2014

19

Mumbai
New Delhi

12

Bangalore

12

Chennai

15
16

Kolkata

24

Pune

18

Ahmedabad

6

Hyderabad

13

Next 9-15

8

Next 16-50
Others

15.2 (Top 15)

2

1 Excluding liquid funds
SOURCE: CAMS; RBI

More balanced split between equity and non-equity assets
The second indicator of the strong imperative to expand mutual fund penetration in the B15
market is the higher share of equity versus non-equity assets in this market. As per AMFI
AuM data in April 2015, B15 cities showcase a higher per centage of equity assets (ELSS,
other equity, Gold ETF, other ETF and balanced) in their retail AuM mix (71 per cent equity)
as compared to T15 cities (54 per cent equity) (Exhibit 2.9).
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Exhibit 2.9: B15 locations have a higher per cent of equity in their retail AuM mix
Split of equity1 versus non-equity retail AuM for T15 and B15 locations
Per cent

Non-equity

59

41
T15

39

46

61

54

B15

T15

April 2014

Equity

29

71

B15
April 2015

1 Equity defined as ELSS, Oher Equity, Gold ETF, Other ETF and Balanced
SOURCE: AMFI

Since equity products are typically more profitable for AMCs, this makes the asset base in
B15 cities more attractive to them. Recent media reports also suggest that wealth managers
expect a further shift in the T15 cities from fixed-income funds to more liquid funds in the
face of lower than expected rate cuts from RBI.

EXPANDING PRESENCE IN THE B15 MARKET
The B15 market therefore represents a significant opportunity for expansion. SEBI has
already embarked on the journey of regulatory incentives. With a few more, structured
interventions from the regulator and focused efforts from the AMCs we can hope that the
AuM share of B15 cities will significantly increase over the next few years. In this light, AMCs
can take multiple steps to secure their share in the B15 cities:
 Expand distribution network by better using existing channels in the B15 market:
—— Increase tie-ups with public sector banks and regional banks in the mid-tier cities to
leverage their extensive bank branch networks in Tier 2 and Tier 3 cities.
—— Capitalize on the trust and relationships the rural postal network and retired
government officials of the smallest cities enjoy in their respective areas by drawing
them into the mainstream retail advisor or distributor network.
—— Target a set of customers that were initially unbanked using the opportunity inherent
in the emergence of payments banks. In fact, the cost economics of payments
banks suggest that it would be critical for such standalone banks to tie up with
mainstream banks and enter into the distribution of MF products, insurance, etc., to
maximize profits.
—— Consider tying up with NBFCs to further promote simple SIP products to the
target population.
 Develop and inculcate a new set of distributors/IFAs. Apart from empanelling existing
IFAs, AMCs should also explore creative ways to incentivize or develop fresh IFAs,
especially for the smallest cities. This could include holding educational and awareness
programs as well as setting up training institutes. For example, in the rural areas, AMCs
could encourage and support self-help groups to identify, train and create a new set of
licensed IFAs.
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 Expand the network of AMC branches in the smaller towns. These branches should
especially focus on selling simple, low-risk products. Service architecture in these
branches should aim to simplify processes and attract first-time investors.
 Tap the huge potential to leverage digital channels and activate mutual fund sales
on the phone. AMCs can use the digital platform to increase direct access to
customers (through mobile phones) and improve the selling process (through sales
enablement tools).
—— India has seen a surge in digital penetration, especially mobile phones, over the last
few years. Smaller cities, in particular, have seen high growth. TRAI data from 2010
to 2014 reports a faster increase in the number of mobile phone subscribers in the
smaller telecom circles (6.8 per cent CAGR) as compared to the metro/larger circles,
which have seen a 4.1 per cent CAGR in the same period (Exhibit 2.10).
Exhibit 2.10: Number of mobile phone subscribers is growing faster in the circles
covering the smaller cities
Mobile subscribers by circle
Millions

Larger circles1

752

893

865

886

298

284

288

595

581

Dec’ 11

Dec’ 12

260

492

Dec’ 10

944

Smaller circles1

CAGR
2010–14,
per cent

305

4.1

598

639

6.8

Dec’ 13

Dec’ 14

1 Larger circles = Delhi, Mumbai, Kolkata, Karnataka, Tamil Nadu, Andhra Pradesh; Smaller circles = All remaining circles
SOURCE: TRAI

AMCs could use this mobile channel to sell simple products in the smaller towns.
They could either develop mobile application-based sales systems (which would
require internet access) or offer simple SMS-based investment and redemption
options to tap the lower end of the B15 population. Many AMCs have already started
exercising these options.
Further proof of the digital readiness of the B15 population lies in the fact that,
contrary to expectations, the Tier 2 and Tier 3 cities have been fuelling e-commerce
growth in India. The eBay Census 2014, which analysed all transactions by Indians
on eBay between January 2013 and June 2014, revealed that compared to 10 metro
cities that are seeing traction in e-commerce, there are 3,133 Tier 2 and 3 cities and
2,133 rural hubs that are fast adopting the digital channels.
—— IFAs can also use digital media to better serve investors during a sale. For example,
sales enhancement tablets can advise on the “correct” product for customers based
on their needs. This would help immensely to build trust amongst the target investors,
who usually treat mutual funds as “risky” products.
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 Explore customized product marketing as another high-potential option. Developing
and actively marketing simple products is the need of the hour in the mid-tier and smaller
cities. This would also require AMCs to first invest in investor awareness programs to
target product knowledge before advertising the brand. Supporting IFAs in organising
these events might go a long way in winning favour and loyalty from the IFAs during
sales. Last but not the least; customized marketing collateral and information in
vernacular languages are critical to engage customers on these products.
While these are suggestions for the AMCs, SEBI, too, could take some additional steps to
make the industry more conducive for expansion in B15 cities:
 Allow a “tied” architecture in the Tier 2 and Tier 3 cities for a defined period of time to
incentivize AMCs to invest in creating networks.
 Relax licensing requirements in the B15 markets for the IFAs selling only simple products
such as SIPs.
 Consider further incentivising distributors for long-term assets, as is allowed in
the insurance sector. In this case, the target products could be explained through
illustrations as is done in insurance.
 Offer additional incentives for AMCs that have more than a certain per cent of AuM from
B15 cities, e.g. additional TER benefit.
 Aggregate investor awareness funds at the industry level and launch targeted programs
for meaningful education and awareness-building, similar to the financial literacy and
awareness-building programs promoted by the banking sector through NABARD
 Revisit and simplify the guidelines on restrictions on AMC/distributor communication
of value proposition, since an over-cautious industry might curb sales and prevent
knowledge and awareness dissemination. For example, IRDA might consider allowing
AMCs to compare performance returns between mutual funds and other financial
products in order to offer the asset management industry a level playing-ground with
other financial services industries.
The government, too, could consider promoting investments in mutual funds—with a
focus on SIP and long-term wealth accumulation—through promotional programs similar
to the Jan Dhan Yojana in the banking sector which have been remarkably successful in a
short time.
* * *
Tremendous potential is locked away in the B15 market, and the mutual fund industry is
yet to tap it. Strategic and focused initiatives by the AMCs and the regulatory body SEBI
can help to penetrate this market and create a mutually profitable economic environment.
This could possibly transform the face of smaller towns in India and unveil a new horizon of
growth and opportunity.
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Chapter 3

New growth opportunities:
Alternative products and markets
The global alternatives market is a USD 10 trillion sophisticated industry comprising four
major asset classes—real assets, private equity, direct hedge funds and mutual fund–
related alternatives. This market has grown significantly at a 9.4 per cent CAGR over the
last nine years. Growth was robust in the mutual-fund related asset class at 9 per cent
CAGR (2005–2014), which in turn was primarily driven by exchange-traded funds and equity
real-estate investment trusts (ETFs and REITs). By contrast, the traditional investments
market has grown only at 6.1 per cent CAGR over the same period. The growth trend in the
alternatives industry is expected to continue, driven by the lookout for alpha returns and
increasing allocations by institutional investors.
The Indian alternatives market, on the other hand, is a significantly underdeveloped USD
40 billion industry with investments in only two asset classes—private equity and mutual
fund-related alternatives. Of these, only the latter is available to retail investors. The industry
faces several regulatory and strategic challenges, such as lower return on investments
compared to traditional investments and absence of a robust regulatory framework across
most products. However, the industry has experienced positive momentum over the last five
years, driven by a strong uptake in exchange-traded funds (CAGR of 42 per cent from FY
2010–2015) by institutional investors. Strong positive growth is expected to continue due to
increasing HNI wealth, current low penetration levels of alternative products and increase
in allocations to alternative products through allowances from regulatory bodies (e.g., IRDA
has allowed insurance companies to allocate funds to ETFs and the labor ministry is allowing
5-15% of EPFO corpus to be invested in equity through ETFs). This trend, however, can
only be sustained by systematic strategic actions from both asset management companies
(AMCs) and regulators.

GLOBAL ALTERNATIVES INDUSTRY
The global alternative investments industry has grown significantly at around 9.4 per cent
CAGR (2005–2014) and more than doubled in size since 2005. Traditional investments have
grown at three-quarter that rate in the same period, at 6.1 per cent (Exhibit 3.1). Alternatives
have contributed to about 14 per cent of the total global assets under management (AuM)
in 2014, as compared to 10 per cent in 2005. Industry experts believe that new flow into
alternatives, as a per centage of total assets, was about 6 per cent in 2014, far higher than
the 1 to 2 per cent rate for non-alternatives.

Exhibit 3.1: Alternative investments have grown at ~1.5 times as fast as
traditional investments since 2005
CAGR
2005–14

Global AuM, 2005–14
USD trillion

39.3
Traditional
investments
Alternatives1

35.1
4.2
2005

45.7

49.7

41.8

51.0

51.1

41.1

43.6

43.1

47.6

56.4

47.7

63.1

53.9

69.2

59.7

6.1%

9.4%

40.4

43.5

5.3

6.2

5.8

6.5

7.4

7.9

8.7

9.3

9.5

06

07

08

09

10

11

12

2013

2014

36.0

1 Includes ETFs and mutual fund-related alternatives
SOURCE: Preqin; HFR; McKinsey global asset management growth cube

Riding the wave of opportunity and optimism

27

Growth has taken place across every alternative asset class, but has been particularly
robust in real assets and direct hedge funds. Mutual fund–related alternatives sold through
registered vehicles like mutual funds and ETFs has also grown at 9 per cent over the last 9
years. This growth has been driven by a search for alpha and uncorrelated returns. However,
private equity—where assets had bounced back in a round of post-crisis fundraising—has
gone back to its crisis-level low (Exhibit 3.2).

Exhibit 3.2: Growth has been broad-based across alternative asset classes,
direct hedge funds and real assets accelerating the fastest
CAGR
2005–14

Global AuM of key alternative asset classes, 2005–2014
USD trillion
9.5

Total

9.4%

2.6

Real assets

10.9%

1.9

Private equity

6.3%

2.8

Hedge funds

11.1%

1.6

2.2

Mutual
fund-related
alternatives1

9.0%

2011

2014

7.9

2.1

5.8

1.6

4.0

1.0

2.3

1.9

1.1
1.1

1.4

0.8

0.9

2005

2008

2.0

1 Vehicles providing non-accredited investors with exposure to alternatives strategies via registered vehicles: mutual funds, closed-end funds, and ETFs
SOURCE: Preqin; HFR; McKinsey global asset management growth cube

The robust growth of 9 per cent from 2005 to 2014 in mutual fund–related alternatives has
resulted from two major products—ETFs and equity REITs. Both ETFs and equity REITs
contribute to 70 per cent of mutual fund–related alternatives and have grown at 18 per cent
and 16.5 per cent respectively from 2007 to 2014.
The global ETF market grew at 18 per cent, from 2007 to 2014, at 1.5 times the pace of the
mutual fund–related alternatives asset class. This was primarily driven by fixed income ETFs
which contributed to 15 per cent of the ETF market and grew at 33 per cent. Equity ETFs,
which contributed to 75 per cent of the ETF market, grew at 17 per cent (Exhibit 3.3).

Exhibit 3.3: Globally, ETFs have grown rapidly at ~18 per cent,
primarily driven by fixed income ETFs

ESTIMATES

CAGR
2007–14

Global ETFs1, 2007–14
USD trillion

Equity

Fixed income

Commodities
0.56

18%

0.44

17%

0.48
0.39
0.30

0.31

0.21

0.21

0.04

0.05

0.07

0.09

33%

0.04

0.04

0.05

0.03

0.03

14%

2010

2011

2012

2013

2014

0.23
0.17
0.15
0.01 0.01
2007

0.15

0.01
2008

0.27

0.17

0.12
0.02

0.03
0.03
2009

1 Includes only ETFs in alternate investments
SOURCE: McKinsey global asset management growth cube
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0.07

Global equity REITs accounting for more than 90 per cent of the total REIT market have
also grown at around 17 per cent (2007–2014), driving the growth in mutual fund-related
alternatives (Exhibit 3.4).

Exhibit 3.4: Globally, REITs have grown at ~17 per cent, primarily driven
by equity REITs
CAGR
2007–14

Global REITs, 2007–14
USD trillion

Equity

0.31
0.29

0.19
0.18

0.25

0.45

0.36

16.5%

0.85

16.6%

14.7%

0.61

0.54

0.27

0.91

0.67

0.60

0.39

Others

0.41

0.02

0.02

0.02

0.03

0.04

0.06

0.06

0.06

2007

2008

2009

2010

2011

2012

2013

2014

SOURCE: McKinsey global asset management growth cube

By contrast, traditional asset classes have struggled with limited positive flows in almost all
asset classes (Exhibit 3.5).

Exhibit 3.5: Traditional asset classes have seen low flows

ESTIMATES

Global asset management industry flows and AuM1
Per cent, USD trillion

Average annual net flows 2009–14
Per cent of 2009 AuM
6–10%

2009–2014E flows
2.82

Multi-asset

1.74

Altenatives

1.38

Passive fixed income

0.89
0.36

Money market
Active equity

<0%

2014E AuM

Active fixed income

Passive – equity

0–5%

-0.82
-2.87

14.4
8.5
8.9
3.9
6.9
5.3
16.4

1 Includes only 20 largest asset management countries, accounting for ~95 per cent of the AM market
SOURCE: McKinsey global growth cube

The trend for seeking uncorrelated returns—one of the big drivers of growth in the
alternatives industry—is expected to continue. The 2014 McKinsey Alternative Investments
Survey indicates that large and small institutional investors who have driven the growth
in alternatives are expected to increase their allocations over the next three years. The
investors surveyed expect alternatives to account for an average of 26.2 per cent of their
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total portfolio of assets by the end of 2016, up from 25.1 per cent in 2013 (Exhibit 3.6).
Institutions with at least USD 10 billion in AuM expect their alternatives allocations to top
29 per cent by 2016 (5% more than the 2013 level).

Exhibit 3.6: Over the next three years, demand for alternative investments will
remain robust, with large and small institutions alike boosting allocations
Overall asset allocation1

Alternatives allocation by institution size1

Average per cent of total portfolio AuM

Average per cent of total portfolio AuM
USD 0.5 billion to USD1 billion total AuM

Fixed
income

31.9

30.0

27.0

29.0

Equity

43.0

43.9

2013

2016E

>USD 10 billion total AuM

29.4

24.4
Alternatives

25.1

26.2

2013

2016E

2013

2016E

1 Survey results exclude institutions with less than 10 per cent of portfolio investing in alternative assets
SOURCE: 2013/14 McKinsey alternative investments survey

Indian alternatives Industry
The Indian alternatives industry is relatively underdeveloped. It is a USD 40 billion industry
(Exhibit 3.7) with its presence limited to a fledgling private equity and mutual fund– related
alternatives asset class. This is due to the many challenges before it, namely, relatively lower
returns than in the global market, limited distribution horsepower, investment restrictions
(e.g., minimum investments), regulatory challenges concerning tax benefits and other
operational activities.

Exhibit 3.7: Since 2008, retail and institutional alternative assets have been
growing at a rate of 3 per cent and 4 per cent respectively
CAGR
2008–14

Indian alternatives AuM
USD billions
34.3

32.3

32.9

Retail

4.8

7.4

Institutional

27.5

25.5

27.9

2008

2009

2010

38.0

38.2

4.8

4.8

33.1

33.5

31.8

2011

2012

2013

6.4

36.7
4.9

40.1

4%

5.6

3%

34.5

4%

2014

SOURCE: McKinsey global growth cube

The private equity asset class in India has not grown significantly—unlike its global
counterpart—due to one predominant issue: low returns compared to the corresponding
global asset class (Source: AVCJ Research, VCCEdge, Preqin). Several factors have
contributed to low returns on PE investments: limited investment options as India offers
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relatively lower growth stage options compared to BRIC peers, narrower exit options across
sectors, limited influence on governance of portfolio companies due to minority positions,
and a challenging macroeconomic environment following a fall in GDP growth.
Recently, though, things have been different (Exhibit 3.8). From 2009 to 2014, the
number of Category II Alternate Investment Funds (which include private equity) have grown
from 45 to 61 and the funds invested have risen from around USD 270 million to around
USD 730 million.

Exhibit 3.8: Private equity industry showing signs of maturity with increasing fund
manager experience and several first time funds becoming inactive
Fund activity for India located funds
Number of funds, USD million raised

XX Funds raised in USD billion
Experienced funds outnumber first time funds

Large amounts of capital
raised by first time funds

98
76

51
12

39
12

65
10

21

31

27

84

30

40

Inactive

46

43

First fund
raised
& active

46

49

54

Second or
more funds
raised & active

32

44
38

32

36

34

28

23

13

122

107

137

131

36

24

28

24

30

37

06

07

08

09

10

11

12

13

2014

5.2

7.7

7.4

1.8

3.2

4.1

3.4

4.2

1.7

14

16

2005
4.3

1 Covers only India located funds
2 GP classified as inactive if not invested in either the current or previous year
SOURCE: Preqin

Mutual fund–related alternatives are the only relevant alternatives asset class for retail
investors in India. This asset class predominantly comprises ETFs, which have lagged in the
domestic fund industry so far. Three reasons underlie this lag
 ETFs offer lower returns compared to active funds
Nifty- and Sensex-linked ETFs have generated significantly lower 1-year, 5-year and
10-year returns compared to other actively managed large cap funds (Exhibit 3.9).

Exhibit 3.9: ETFs have generated ~16 per cent lower returns over the last
10 years compared to actively managed large cap funds
ETFs have given lower returns compared to the alpha returns generated by large cap funds
Large Cap Funds

25.1

ETFs

-34%

18.4

16.5

-16%

15.4

13.5

-24%

10.2

1 Year

5 Year

10 Year

SOURCE: McKinsey analysis
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 Lower liquidity creates a huge difference between the trading price and NAVs
Liquidity in the ETF industry is also low compared to other exchange-traded stocks. For
example, the largest ETF has a daily average trading of about 60,000 units compared to
the largest stock with a daily average trading volume of about 15.5 million units4. This is a
big hindrance for institutional investors, who invest in a large number of units, as any-time
redemption/sale of units might not be feasible.
 Distributors give low priority to selling ETFs because they expect lower
commissions (driven by lower expense ratios)
Further, the expense ratios for ETFs (0.6 per cent) are significantly lower compared to
open-ended equity funds (2.7 per cent) and index funds (1.2 per cent). While this lower
expense ratio is an advantage to direct investors, distributors receive proportionately
lower commissions and therefore refrain from promoting ETFs.
Despite these setbacks, ETFs have been growing at a CAGR of 42 per cent (FY 2010 to FY
2015), driven by institutional investments. Retail investments, however, have seen a slump in
the last 2 years (Exhibit 3.10).

Exhibit 3.10: ETF assets are growing consistently driven by institutional
investments
CAGR
20010–15

Indian ETF assets under management1
USD millions
2,198

2,212

1,036

930

998

1,163

1,282

FY12

FY13

FY14

1,925

1,159

927

582

Retail
Institutional

427
264
163

577

FY 2010

FY11

2,465

42%

854

26%

1,611

58%

FY 2015

1 Exchange rate of 59.7 for USD conversion
SOURCE: AMFI

Gold ETFs had been the major contributors to ETFs till FY 2014 (more than two-thirds).
However, other ETFs (equity, money market and PSU ETFs) have caught up in FY 2015
(Exhibit 3.11).

Exhibit 3.11: Gold ETFs have been the major contributor to the ETF assets while
other ETFs are also catching up fast
CAGR
20010–15

Indian ETF assets under management1
USD millions
1,925
1,159
Gold ETF
Other ETF

427
266
160
FY 2010

422

269

247

FY11

FY12

FY13

SOURCE: AMFI
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1,951

2,212

Source: NSEIndia, ValueResearch
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2,465

42%

1,115

33%

1,350

53%

1,453

737

1 Exchange rate of 59.7 for USD conversion

4

1,656

2,198

759

FY14

FY 2015

Portfolio management services (PMS) have also not taken off in India due to two main
reasons: a minimum investment amount in PMS of INR 25 lakh (up from INR 5 lakh in 2010),
and the relative confusion and debate on taxation rate on gains from PMS due to conflicting
rulings by the judiciary. The difference of opinion on taxation is whether gains from PMS
should be considered as business income and consequently taxed at around 30 per cent
or as a capital gain (similar to mutual fund investments) and consequently taxed as per the
STCG/LTCG rules for debt and equity products. Further, while PMS are unique in offering
a certain level of customisation, the PMS offered by AMCs are considered to be just an
extension of other funds offered and not specially customized to an investor’s needs. These
concerns notwithstanding, PMS AuM has grown at 25 per cent CAGR over the last 5 years
due to a sustained growth in discretionary ETFs.
Following the announcements in the July 2014 budget, REITs were expected to boom in the
Indian market. A year later, a few regulatory clarifications are still pending, e.g., regarding
taxation for end customers. Further, the post-tax rate of return is expected to be low (9 to 10
per cent) for a minimum investment of INR 2 lakh. Moreover, no rating mechanism has been
defined to make the risk and credit-worthiness of the enterprise offering REITs transparent.
There is also no guarantee on the dividend levels and a lack of control over the assets that
will be purchased.
With some clarifications provided (e.g., on the taxation for sponsors, which is now equivalent
to an IPO) the industry is now gearing up to offer REITs in the near term (Exhibit 3.12).

Exhibit 3.12: REITs are increasingly becoming an attractive product – However,
the regulatory framework is still to be established
Brief description/attractiveness

Industry quotes

REIT investment returns in Asia are
about 6-12 per cent, higher than the
yields on government bonds; REITs in
Japan, Hong Kong and Singapore offer
dividend yields that are over 5 per cent
higher than 10-year government bonds
“I intend to provide necessary
incentives for REITs, which will have
pass through for the purpose of
taxation”
– Arun Jaitley, Finance Minister

“REIT-funded assets may reach USD20 billion by 2020, of which
as much as USD12 billion could be raised in the first three to
five years,”
– Commercial real-estate broker
“There are some 376m square feet of Grade A office space in
India’s top seven cities, half of which will be listed in the next two
to three years. That means assets worth USD10 billion to USD12
billion are poised to hit the market in the coming years as Reits
are established in India,”
– Country Head, Global real estate services firm
“Changes suggested by Sebi in the final REITs guidelines are
definitely encouraging, particularly the two developments are
noteworthy – requirements of minimum asset size have been
halved and allowing foreign investments in REITs,”
– Partner, real estate firm
“We are actually gearing up because we feel the pace the
government is moving at is faster than what we would want, so it
is better to be prepared much earlier than later”
– Chairman, Indian property development company

SOURCE: SEBI; Press search (Economic Times)

The path ahead
The Indian alternatives landscape is expected to improve significantly. Retail alternatives are
expected to benefit because of the growing need for portfolio diversification and increased
online penetration. As distributors make low margins on alternative products like ETFs, they
are not motivated to promote these products. With increasing online penetration, investors
will have a robust investment vehicle for investing in alternatives (Exhibit 3.13).
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Exhibit 3.13: Direct has seen a sharp increase in asset management in
last three years
Industry is also witnessing online push in direct channel
Direct online share
~2.5 per cent

Direct
channel share
in retail AuM
Per cent

11.3

10.1

6.5

FY13

FY14

FY15

SOURCE: Asset management roundtable survey, 2014

Moreover, the combination of rising HNI wealth in India, expected to grow at 17 per cent
and the currently low penetration of alternatives in HNI assets (2 per cent in 2013 versus 25
per cent in North America and 18 per cent in Western Europe) is expected to drive up retail
investment in alternatives in India (Exhibit 3.14).

Exhibit 3.14: India’s HNI wealth is expected to grow by ~17 per cent by 2020
providing an opportunity for higher alternate penetration in the asset mix
Growth of Indian HNI wealth

Asset mix of private banking AuM

HNI personal financial assets
USD billion

Asset mix, 2013
Per cent

1,517

365

427

2011 12

504

13

592

14

15

810

16

30

1,295

+17% p.a.

693

Cash

949

17

1,108

18

19 2020

FI

26

Equities

26

Alts/
others

18

WE

25

21

16

20

34

37

30
52
16
16

5
25

NA

22

27

38

16

LATAM Middle Asia
East

14
32

52

2
India

Low alternate penetration at 2 per cent
for Indian in the private banking AuM
SOURCE: McKinsey global pool 2014

With the IRDA allowing insurance companies to invest in ETFs from March 2014 and the
Labour Ministry allowing 5 to 15 per cent of EPFO corpus to be invested in equity through
ETFs, institutional ETF assets are expected to grow at a phenomenal pace. The private
equity industry is also expected to benefit from improving business sentiment, a growing
recognition among Indian enterprises of the strategic benefits of private equity and a proreform government.
In order to bolster these positive trends, various stakeholders must take concrete steps to
sustain long-term relevance across products. Private equity investments can be reinforced
through a supportive regulatory framework that addresses several priorities raised by
industry leaders:
 Helping to mobilize additional domestic capital (for instance, by allowing provident and
pension funds to invest in private equity)
34
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 Creating an enabling environment for offshore funds (e.g., removing the withholding tax
of 10 per cent for global pension funds)
 Facilitating exits from investments within a reasonable horizon (e.g., by not classifying
PEs as promoters in portfolio companies)
Different stakeholders can do a lot to promote ETFs apart from educating retail investors on
the advantages of holding these funds in their portfolios:
 AMCs can invest in product innovation, as unique ETF strategies (like the gold ETF which
provided an alternative to holding physical gold) are known to work better
 Regulators can evaluate the potential of other commodity ETFs, real-estate ETFs,
etc. to become market drivers as they have been major drivers of growth in the ETF
industry globally
 In addition to the steps already taken, regulators can explore the possibility of
encouraging other government organisations/pension funds to increase their allocation
to ETFs, which in turn will bring liquidity into the market.
Portfolio management services can be reinvigorated by a focused approach from both
asset managers and regulators:
 AMCs need to offer more customized products and investment strategies to investors,
which will require AMCs to be internally committed to promoting PMS through
assigning star fund managers to manage PMS and provide them with access to all
relevant research.
 Regulators can evaluate creating a sub-category with a lower threshold to encourage
investments in PMS (after ensuring other safety measures are in place to avoid misuse of
funds by portfolio managers).
 The income tax authority can be of great help by clarifying the rules for taxation of gains
(as income vs. capital gains) from PMS investments.
For REITs to perform well in India, the regulator has two tasks. First, define a robust
regulatory framework assuring the credit-worthiness of the enterprise providing REITs. And
second, address concerns over inefficiencies of capital deployment in a portfolio structure,
operating expenses of the portfolio and the REIT.
* * *
After several years of stagnation, the alternatives industry in India is on the rise. To capitalize
on this growing trend, asset managers and regulators have to launch several strategic
initiatives. This could potentially transform the investment space in India for both retail and
institutional investors in the years ahead.
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Chapter 4

Has the time come to rethink
investor services?
“

Investor service has traditionally been a highly underrated element of the asset management
business model. Asset managers have not reached a clear consensus on whether customer
service can be a true differentiator vis-à-vis investment performance and/or distribution
muscle. One school of thought firmly believes that sales and
Fund performance will become
investor service in the mutual fund industry are two sides of the
same coin—as in any other industry that offers “intangibles”.
a commodity with time and
From a medium- to long-term perspective, fund performance for
customer service will emerge as the
similar products across asset management companies (AMCs)
differentiator for AMCs over time.”
varies within a narrow band. The experience of investors in dealing
– CEO at a top-5 mutual fund
with asset managers and intermediaries will determine investor
loyalty and long-term relations. Asset managers who recognize this opportunity and react to
investors’ service needs most efficiently will emerge winners.
A parallel school of thought suggests that investors make and will continue to make
investment choices based solely on fund returns (real or expected) and investors will be
willing to trade off minor service inconveniences in the process.
An analysis of social media messages from investors across three major funds suggests
that the post-purchase experience is important for customers, with most posts dedicated to
this stage than any other in the customer’s journey with the AMC (Exhibit 4.1).

Exhibit 4.1: 35–40 per cent conversations on social media regarding mutual fund
players are related to customer’s post-purchase experience
Customer
journey stages

Top-10 mutual fund 1
Per cent of total messages

Initial
consideration
Active
evaluation

Top-10 mutual fund 2
Per cent of total messages

13

13

12

20

7

Moment of
purchase
PostPurchase

Top-10 mutual fund 3
Per cent of total messages

7
Roughly half of these
messages pertain to
customer service

4

41

35

Not specific to
any stage

45

22

34

47

SOURCE: McKinsey social analysis

performance is prospective and a customer
“ Fund
doesn’t see it, but service is continuously
experienced. If a customer is dissatisfied with
service, he will definitely think of putting
additional funds somewhere else and would
also consider exiting his current investments
irrespective of fund performance.”

— Head, Investor Services at an asset management company
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Further, conversations with customers,
distributors and the field sales force clearly
highlight the downside of not investing in
customer service. Today’s investors are
financially literate and maturing financial markets
have provided easy access to various financial
instruments as well as sufficient liquidity in them,
tremendously reducing the cost of switching
investments. Customers who have had a poor
37

service experience will often redeem their investments with the asset manager at the earliest
exit opportunity, redirecting the funds to other investment options. AMCs are competing for
funds, not just within the industry, but with players across the financial services landscape,
making an enhanced customer experience critical for success.

Challenges for investors
Three primary issues hurt an investor’s experience with AMCs. These range from structural
(i.e., driven by the fact that there are multiple players/providers) to more tactical (i.e., driven
by process/policy design and execution by individual asset managers).
 No single view of portfolio: Mutual fund investors are, by default, treated as different
customers by different AMCs for different schemes. A typical affluent investor (with
investments of INR 25 lakh or more) will have investments in at least 10–15 different
schemes with at least four or five asset managers. However, the investor lacks a single
view of his portfolio of investments across schemes and funds, making it difficult to
evaluate performance over time. The industry has recognized this challenge and various
entities (distributors/Independent Financial Advisors (IFAs), Registrar and Transfer (R&T)
agents, AMCs through Mutual Fund Utilities (MFU) and depositories) have attempted to
aggregate information.
—— Consolidated statements provided by distributors/IFAs cover investments made
by investors through particular distributors. However, with most investors investing
through multiple distribution channels (e.g., a trusted IFA and their primary bank), a
consolidated statement does not reflect all investments.
—— SOA provided by R&T agents consolidates folio details based on PAN and
email address.
—— Aggregation by MFU requires the customer to make the effort of registering with MFU
and furnishing details of all past investments. The uptake has been slow with around
6000 to 7000 CAN applications over the 3 months it has been operational, a minute
fraction of the approximately 4.5 crore investors associated with the mutual fund
industry.
—— Efforts by depositories to aggregate investment details based on PAN seem to be
most promising but their reach is limited with NSDL and CSDL servicing nearly 2.5
crore accounts. For investors with no depository account, a PAN-based aggregated
statement is generated by designated agencies based on SEBI guidelines.
However, non-availability of PAN/contact details for all folios across fund houses hampers all
aggregation efforts as identification of related folios becomes difficult.
 Inconsistent servicing: AMCs have developed multiple channels for servicing
investors such as branch network, postal mail, call centre, website, app and SMS.
However, given the industry structure and inadequate communication to investors by
AMCs, servicing is, in effect, being managed by distributors/IFAs at the front end and
R&T agents at the back end. While R&T agents and large distributors have a wide reach
and are motivated to deliver the best service to customers, smaller distributors often
lack the infrastructure and the incentive to provide decent customer service. Further,
gaps in information transfer between channels reduce service quality. For example, an
IFA dealing with schemes from 10 fund houses with varying document requirements
for a request type can easily take unnecessary documents from some investors and
incomplete documents from others to process a request, creating inconsistent service
experience for customers.
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 Processing issues: Customers are inconvenienced by processing setbacks such as
being rejected for incomplete documentation, errors in data capture and delays in the
execution of requests.
—— The mutual fund industry has lagged among financial services players in adopting
digital technology for customer service with most requests made on paper (over
99 per cent of mutual fund requests are processed through physical submissions,
compared to banking where 67 per cent of cashless payment transactions are
physical). The absence of customer email/phone details with AMCs has further
impeded the shift to digital processes. This creates an inconvenience for customers
(as requests need to be submitted at the branch) and introduces data-capture errors
(multiple manual entries leading to wrong information entered in the system).
—— Non-commercial transactions (NCTs) such as change of bank, change of address,
etc., typically require the submission of additional documents due to their risky
nature. However, NCTs are not regulated in terms of document requirements, TAT,
etc., by SEBI, resulting in varying demands by AMCs. This has led to high rejection
rates among NCTs and more complaints with AMFI compared to commercial
transactions (Exhibit 4.2)

Exhibit 4.2: NCTs are a major concern area with rejection rates at 2x and
complaints at 5x of CTs
Complaint volumes
FY 2015

Noncommercial
transactions

Data correction in
Investor details

19,172

Non-receipt of SoA/
Discrepancies in SoA
Non-updation of
Investor details

4,634
2,605

Non-receipt of
dividend
Issues with switch
transaction

6-8%

5,421

Non-receipt of
redemption proceeds

Commercial
transactions

Rejection rates
Per cent

3-5%

1,750
901

Issues with interest
on delayed payments

252

Wrong or
excess charges

86

SOURCE: AMFI website; R&T data

Challenges faced by AMCs in service delivery
Enhancements in investor service quality have also been hampered by three
structural factors limiting the AMCs involvement:
 AMCs have limited control over the quality of service, since intermediaries traditionally
interacted with the end-customers on their behalf.
 AMCs today have little incentive to invest in innovative customer service due to limited
scale and easy replication. Service innovations across industries get easily noticed
and are quickly implemented by other players. In the current mode of functioning in the
industry, the onus of identifying and implementing new ideas falls on R&T agents and is
determined by their capabilities and resources.
 The physical branch channel—which dominates other channels in terms of service
requests handled—is a costly channel to maintain, requiring employees at all branches
to cater to customers’ needs. The cost of servicing has typically been high for asset
management players, reducing their capacity to invest in service delivery improvements.
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Imperative to focus on customer service
With fundamental shifts occurring in the broader business context and the industry’s
structure, it has become critical to focus on improving customer service.
 Role of other players and industries: The bar on customer service is not being set by
competition within the industry but by other industries such as retail, banking, hospitality
and airlines, that have reduced structural information asymmetry and given the customer
greater independence and control. Two trends are shaping customer expectations:
—— Service guarantee: Across industries, companies are offering ambitious service
guarantees and consistently meeting them, creating a sense of certainty for
customers and redefining the industry standards. Some examples are:
»» Food delivery: 30 minutes or free
»» E-tailing: Guaranteed same day delivery option with refund of delivery charges if
shipping terms are not met
»» Banking: Transaction-ready current accounts opened within 10 working days
with compensation for delayed processing, express transfer of forex remittances
within 24 hours or service charges reimbursed
In the asset management industry, service guarantees can play the dual role of
improving customer satisfaction and building trust among investors in mutual fund
investments (e.g., through timely communication of account statements for new
investments and quick redemption of funds).
—— Customer-centricity: Organisations today are striving to become more and more
customer-centric, prioritising their customers’ needs and creating offerings that address
them—a quality critical for success in this highly dynamic and uncertain environment.
In the financial services sector this has been achieved by offering customers choice
(e.g., choose your savings account number, multi-channel banking offering all services,
websites selling all products in a category), or by using analytics to predict needs to
create a tailored, more relevant user experience (e.g., customized website landing page
based on buying/browsing history). AMCs will very soon need to reimagine their service
models to remain relevant in this environment of rising expectations.
 Impact of social media: In today’s hyper-connected world, social media plays a critical
role in shaping customer opinions. Customers take to platforms like Facebook and
Twitter to share their “moments of truth” (Exhibit 4.3). In such a scenario, it is essential
for organisations to deliver high-quality service in every customer interaction, as a single
dissatisfied customer can rapidly destroy a reputation built over years.

Exhibit 4.3: ~40–70 per cent messages related to customer service are negative
as investors highlight issues on social media after poor experience
Positive

Sentiments with respect to customer service
Per cent of messages related to customer service
Top-10
MF 1
Top-10
MF 2
Top-10
MF 3

5

38

8

14

31

73

13

100%
SOURCE: McKinsey social analysis
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Neutral

Key themes leading to negative sentiments

57

61

Negative

▪
▪
▪
▪
▪
▪
▪
▪

Rejection of requested transactions
Errors in transaction execution
Incomplete communication to customers
No response from call center/online help
Issues with online services
Wait time and processing
Returns and income
Discussion related to specific schemes e.g.,
SIP, pension, retirement

Further, this trend highlights the necessity of managing online perception. Dissatisfied
investors vent their frustration on social media, which can easily influence potential
investors (Exhibit 4.4).

Exhibit 4.4: Quotes from customers
“The mutualfund3 website is permanently down. Have
tried at least 15 times over the last few weeks to check
my account status. It has always said "This webpage is
not available". Very poor customer experience!!”
– Facebook.com, 1/21/2015
“Local staff does not take pain to send an account
statement for 3 days even to a distributor. Why the
company hires such irresponsible staff, its better to
wind up the local office.”
–Facebook.com, 11/14/2014

“My online investment failed 3 times successively. Call
center said that bank account is not registered for online
purchase...Wondering how successful call centers in
India have been...they are totally out of order and
sync...another thing is that recently I added xx bank for
online purchase for which I went to mutualfund2’s office
close to 25 KM from home to submit the form...That work
too they didn’t complete. How do I address this issue?
Things doesn't work by personal visit, phone or post”
– Facebook.com, 11/11/2014

“mutualfund3 staff do not read the emails properly
before replying, impact of cost savings by hiring low
paid staff.”
– Facebook.com, 10/30/2014

“@mutualfund1 Pathetic service, trying to surrender an
account from 2 months but getting rejected for nonsense
reason Going to consumer affair”
– Twitter.com, 10/28/2014

“Hi mutualfund3, can you please look into request no.
xx. I have been waiting since 4 months to get my
money. Any update will be appreciated. Thanks.”
– Facebook.com, 12/9/2014

“I am trying to connect with your team online on chat as
well as on the toll free number but there is no response.
This is really urgent so please get back to me asap.”
– Facebook.com, 1/30/2015

SOURCE: Twitter; Facebook and other social media posts

 Customers going “direct”: As most of the business today is distributor-driven, the
service delivery effort gets distributed across AMCs and distributors, with the distributor
handling coordination with customers for submission of requests and necessary
documents. However, more and more customers are opting for direct plans with retail
direct sales (in equity and debt products) having doubled from INR 4,300 crore to
INR 10,000 crore5 between FY 2013 and FY 2015, now making up around 9 per cent
of total retail sales. As this structural shift plays out, the onus of customer service will
increasingly shift to the AMC. This represents both an opportunity as well as risks, as
AMCs can better control their customers’ service experience, and a threat, as AMCs
with poor service levels will eventually lose customers to other more competitive AMCs.

Potential Recommendations
Enhancing customer experience will require providing greater transparency and control to
the end customer, managing online opinion and strengthening the R&T backbone.
 Shifting customers to digital channels: Digital channels provide a low-cost medium
to service customers while being relatively error-free. These also give more control
to the investor through instant fulfilment of transactions and allow the execution of
trades at one’s convenience (last minute, weekend trades). While AMCs have set up
digital channels (websites, mobile apps), the next challenge is to shift customers to
these channels. AMCs could learn from banks how to promote self-service options to
customers (e.g., improved interfaces to simplify user experience, monetary incentives for
using online interfaces instead of physical channels).
 Awareness among investors: Currently, the investor awareness budget is mostly
spent on disseminating product information, with marketing being the primary objective.
A part of this budget could be invested in making investors aware of the plethora of
channels available to them and encouraging investors to update records with complete
details (particularly phone, email ID and PAN). This will have multiple benefits:
—— Investors will start contacting AMCs directly for their service needs through
alternate channels.

5

Stakeholder interviews
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—— With complete information updated, AMCs can proactively contact customers to resolve
their issues and deliver a consistent experience by employing a multi-channel approach.
—— Alternate contact information can be used to alert customers regarding transactions
in their folio, thus helping to control fraud.
—— It will also aid the industry’s efforts in providing a consolidated portfolio view
to customers—an important value-added service for today’s investor with
diversified investments.
 Social media management: Managing sentiment expressed by investors on social
media is essential for today’s businesses. It is important to proactively identify and
manage cases where service was poor. AMCs could learn from the hospitality industry.
A lot of hotels ensure that they respond to each comment posted regarding their service,
either with a note of thanks acknowledging the positive comment, or with an explanation
of reasons behind poor service. This interactivity builds confidence among customers
that their voice is heard and heeded. AMCs could look at hiring the right talent and
procure the necessary technical capabilities for continuous monitoring and proactive
management of online sentiment.
 Close cooperation between AMCs and R&T: R&T is a critical part of service
delivery and AMCs need to constantly collaborate with R&T to raise their service quality.
Identifying and implementing innovative solutions to enhance investor experience
requires AMCs and R&Ts to work in tandem, pooling data and expertise from various
sources. Transforming service performance requires investment in new technologies
such as hardware (servers and network infrastructure), business analytics, stringent
process controls such as six sigma to ensure consistent service and process redesign
to achieve lean, error-free operations. It is difficult for R&Ts to sustain these investments
on their own. AMCs need to bring their resources together and support them. To make
this AMC–R&T relationship effective, a strong foundation of performance contracts
that clearly articulate the responsibilities of each player, needs to be built to incentivize
continuous improvement and encourage innovation.
* * *
Investor services has traditionally not been an area of focus for mutual fund managers.
Service delivery is in effect being managed by distributors and R&T agents and asset
managers have little control over it. However, with rising customer expectations, growing
prevalence of social media and increasing adoption of direct plans by investors, asset
managers need to reflect on their customer service quality and explores innovative ways to
improve the overall experience for the customer.
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