Time to encourage
fee-based

financial planning

Wealth management, rather than
product sale, can help MF's grow
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HE equityandreal estate
I markets have been wit-
nessing a bullish trend
since the pastfewyears. All the
stakeholders of these markets,
be it the product manufactur-
er, the distributor or the ulti-
mate investor, are enjoying the
benefits of this trend. Most of
us, too, are satisfied. Hence, no
questions are being raised on
how these investment prod-
uctsare beingdistributed. But,
what will happen if the trend
changes? .
EveryonetalksabouttheIn-
dianeconomydoingwell, high
savings rate, higher wealth
creation, increase in the high
net-worth individual (HNI)
population,whichhasgoneup
by 15%in 2004 as per the Mer-
rill Lynch-Capgemini report.
But, have asset management

companies (AMCs) taken ad-
vantage of this additional
wealthcreation?

The assets under manage-
ment (AUM) of AMCs in the
12-month period (May-end
2004 to May-end 2005) has
grown by 10%, while the
weighted average return
from various asset classes
is 11% during the period,
which is an indication
of no increase in fresh assets.
On the other side, the
gross sales figures of mutual
funds have gone up. The
number of offerings from
the mutual fund (MF) indus-
try has increased and all
these are getting a huge
response.

This trend shows that the
size of the industry has not
been increasing in the true
sense. However, the success of
initial public offerings (IPOs),
increase in gross sales, in-
creaseinthe number of distrib-
utors, are clearly signs of
higher churning in the MF in-
dustry. But, then. this churn-
ing only helps the distributor

community, as it increases

theirincome. Itisactuallyneg-
ative for the investor, as the
transaction cost or taxation
cost goes up. While, for AMCs,
the effect of the churning is
neutral.
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I[fchurningisactually going
against investor interest, why
isithappening?

Asthe space of wealth man-
agement is gaining impor-
there is_ increased
circulation of manpower. The
shift happens at a higher
compensation for a relation-

ship manager, hence, the

higher target pressure on
him/her. Thus, relationship
managers, who want to justify
their position in their respec-
tive organisation, get into a
conflict  situation.  They
need to either increase their
AUM or churn the existing
portfolio. Thelatterisaneasier
route. Eventhough these man-
agers have loyalties towards
their customers, target or
growth pressures or organisa-
tion loyalties supersede cus-
tomer loyalty, and thisleadsto
churning.

In this process, the con-
sumer doesnotrealise heisthe
loser, as moving out of one
product and entering into an-
other increases transaction
costs in terms of entry or exit
loads. Many a time, investors
get the impression that they
are priority clients for an advi-
soriftheir portfolio is churned
too often. If the investor/dis-

tributorchurnsthe portfolioto
time the market, itcan be high-
ly risky, as timing is hard to
achieveinthelongrun.

There is also a myth that
the IPO of a MF is the best op-
tion, asinvestors feelitis avail-
able at par (and hence
cheaper), and fund managers
may trytotime the markets for
them, etc. The distributor
community derives the maxi-
mum advantage from these
sentimentsandleadsinvestors
toahigherchurnlevel, bymak-
ing them enter an IPO and sell
theunitsonlistingand getinto
anotherIPO.

For a distributor, there is a
clear incentive, but the in-
vestorshouldrealise thediffer-
ence between an IPO of a
company and that of a ME En-
tering into an IPO of fund A or

an existing scheme of fund B

would entail entering at the
same levels. Assuming that
the fund manager does a good
job, the returns from both the
funds should be similar. How-
ever, there may be a higher ex-
penseratio foran PO scheme,

- as initial marketing expenses

are normally levied to the
scheme.

Hence, there is definitely a
need to change the manner in
which investment products
are being distributed. Educa-
tion or training could convert
the productdistributorintoan
advisor. Since this is a knowl-
edge industry, following a
wealth management process,
rather than selling products,
would help the industry grow
onasustainablebasis.Itwould
help AMCs to increase the
AUM. Theregulator couldalso
look at making norms strin-
gent for advisors. A minimum
qualification of certified or
associate financial planner
should be imposed on an advi-
sor. In addition, the investor

should have the right to know
the amount of money made by
an advisor from him/her.
Fee-based financial planning
should be encouraged. Quali-
fied professionals should be
exemptfromservicetax, asthis
would encourage distributors
to acquire knowledge. Be-
sides, educational institutes
should be encouraged to in-
corporate financial planning
in their syllabi at the gradua-
tionlevel,
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