Unit 2 — Mutual Fund Products

1. Equity Mutual Funds

Equity funds are a type of mutual fund that primarily invests in stocks or shares of
companies. These funds aim to generate high returns by capitalizing on the growth potential
of the stock market. Equity funds can be further classified into various categories based on
their investment objectives, market capitalization focus, investment strategy, and
geographical focus.

Key Features of Equity Funds
1. Growth Potential:

o Equity funds aim for capital appreciation over the long term. They invest in
companies with strong growth prospects.

2. Diversification:

o By investing in a diversified portfolio of stocks, equity funds reduce the risk
associated with investing in individual stocks.

3. Professional Management:

o Managed by professional fund managers who analyze market trends, company
performance, and other factors to make informed investment decisions.

4. Liquidity:

o Equity funds offer high liquidity, allowing investors to buy and sell fund units
on any business day.

5. Risk and Return:

o These funds carry a higher risk compared to debt funds or balanced funds but
also offer the potential for higher returns.

Types of Equity Funds
1. Based on Market Capitalization:

o Large-Cap Funds: Invest in large, well-established companies with a high
market capitalization. These funds are generally more stable and less volatile.

o Mid-Cap Funds: Invest in medium-sized companies with potential for
significant growth but also higher volatility.

o Small-Cap Funds: Invest in smaller companies with high growth potential but
also higher risk and volatility.

2. Based on Investment Strategy:

o Growth Funds: Focus on companies that are expected to grow at an above-
average rate compared to other companies.



o Value Funds: Invest in undervalued companies that are trading below their
intrinsic value.

o Dividend Yield Funds: Focus on companies that pay high dividends, providing
a regular income stream in addition to capital appreciation.

3. Based on Sector or Theme:

o Sector Funds: Invest in a specific sector of the economy, such as technology,
healthcare, or finance. These funds are more volatile due to their concentrated
exposure.

o Thematic Funds: Invest based on a specific theme, such as infrastructure,
consumption, or environmental sustainability.

4. Based on Geographical Focus:
o Domestic Funds: Invest in companies within the investor's home country.

o International Funds: Invest in companies outside the investor's home country,
offering exposure to global markets.

o Global Funds: Invest in both domestic and international markets.
5. Based on Management Style:

o Active Funds: Fund managers actively select stocks to outperform the market
or a specific benchmark.

o Passive Funds: Track a specific index, such as the S&P 500 or Nifty 50, and
aim to replicate its performance.

Advantages of Investing in Equity Funds
1. Potential for High Returns:

o Equity funds have the potential to generate higher returns compared to other
types of mutual funds, such as debt or balanced funds, especially over the long
term.

2. Professional Management:

o Investors benefit from the expertise of professional fund managers who
conduct thorough research and analysis to make investment decisions.

3. Diversification:

o Equity funds invest in a diversified portfolio of stocks, which helps spread risk
and reduces the impact of poor performance by any single stock.

4. Convenience:

o Investing in equity funds is straightforward and accessible, often requiring low
minimum investments. They also offer systematic investment plans (SIPs) for
regular investing.



5. Liquidity:

o Investors can redeem their units on any business day, providing flexibility and
easy access to their investments.

Disadvantages of Investing in Equity Funds
1. Market Risk:

o Equity funds are subject to market risk, meaning their value can fluctuate
based on stock market movements.

2. Management Fees:

o Actively managed equity funds often have higher expense ratios due to the
costs associated with research and active management.

3. Potential for Losses:

o There is no guarantee of returns, and investors can experience losses,
especially in the short term or during market downturns.

2. Index Funds

Index funds are a type of mutual fund or exchange-traded fund (ETF) designed to replicate
the performance of a specific market index, such as the S&P 500, Nifty 50, or FTSE 100.
These funds aim to provide broad market exposure, low operating expenses, and consistent
returns over the long term.

Key Features of Index Funds
1. Passive Management:

o Index funds are passively managed, meaning the fund manager does not
actively select stocks but instead replicates the holdings of a specific index.

2. Diversification:

o By tracking a broad market index, index funds inherently provide
diversification across a wide range of sectors and companies.

3. Low Costs:

o Index funds typically have lower expense ratios compared to actively managed
funds because they require less research and trading activity.

4. Performance Tracking:

o The goal is to match the performance of the index being tracked, minus any
fees and expenses, rather than outperform it.

5. Transparency:

o The holdings of index funds are generally transparent and easy to understand,
as they replicate the composition of a well-known index.



Types of Index Funds
1. Broad Market Index Funds:

o Track large, comprehensive indices like the S&P 500, Nifty 50, or FTSE 100,
providing exposure to a wide range of companies.

2. Sector Index Funds:

o Focus on specific sectors such as technology, healthcare, or finance by
tracking sector-specific indices.

3. Bond Index Funds:

o Track indices composed of bonds, offering exposure to fixed-income
securities.

4. Customized Index Funds:

o Track customized indices created to meet specific investment criteria or
strategies.

Advantages of Index Funds
1. Low Fees:

o Due to passive management, index funds generally have lower management
fees and expense ratios compared to actively managed funds.

2. Diversification:

o By investing in an index fund, investors gain exposure to a wide range of
companies, which helps spread risk.

3. Simplicity:

o Index funds offer a straightforward investment approach, making them
suitable for both novice and experienced investors.

4. Performance Consistency:

o Index funds aim to mirror the performance of the index, providing predictable
and steady returns over the long term.

5. Tax Efficiency:

o With less frequent buying and selling of securities, index funds tend to
generate fewer capital gains, resulting in lower tax liabilities for investors.

Disadvantages of Index Funds

1. Market Risk:

o Since index funds replicate an index, they are subject to the same market risks
and volatility as the overall market.

2. No Potential for Outperformance:



o Index funds are designed to match, not beat, the performance of the index.
Investors seeking to outperform the market may find this limiting.

3. Large Cap Funds, Mid Cap Funds & Small Cap Funds

Large-cap, mid-cap, and small-cap funds are types of equity mutual funds that invest in
companies based on their market capitalization. Market capitalization (market cap) is the
total market value of a company's outstanding shares and is calculated by multiplying the
current share price by the total number of outstanding shares. These categories help
investors understand the size and potential risk and return characteristics of the companies
in which the fund invests.

Large-Cap Funds
Definition:

e Large-cap funds invest primarily in companies with large market capitalizations.
These are well-established companies with a strong market presence.

Characteristics:
1. Stability:

o Large-cap companies tend to be more stable and less volatile compared to
mid-cap and small-cap companies.

2. Established Businesses:

o These companies often have a long track record of performance and are
leaders in their industries.

3. Dividends:

o Large-cap companies are more likely to pay regular dividends, providing a
steady income stream for investors.

4. Lower Risk:

o Large-cap funds generally carry lower risk compared to mid-cap and small-
cap funds due to the stability of the underlying companies.

Examples:

o Companies like Apple, Microsoft, Reliance Industries, and Tata Consultancy Services
(TCS) are considered large-cap.

Suitability:

o Suitable for conservative investors seeking steady growth and income with relatively
lower risk.



Mid-Cap Funds
Definition:

e Mid-cap funds invest in companies with medium market capitalizations. These
companies are typically in the growth phase and have the potential to become large-
cap companies over time.

Characteristics:
1. Growth Potential:

o Mid-cap companies often have higher growth potential compared to large-cap
companies but with higher volatility.

2. Balanced Risk and Return:

o Mid-cap funds offer a balance between the stability of large-cap funds and the
high growth potential of small-cap funds.

3. Less Established:

o These companies may not have the same long track record as large-cap
companies but are usually past the early growth stages of small-cap
companies.

Examples:

e Companies like HDFC Life Insurance, Avenue Supermarts (DMart), and Adani
Transmission are considered mid-cap.

Suitability:

o Suitable for investors with a moderate risk appetite seeking a balance between growth
and stability.

Small-Cap Funds
Definition:

e Small-cap funds invest in companies with small market capitalizations. These
companies are typically newer and in the early stages of growth.

Characteristics:
1. High Growth Potential:

o Small-cap companies have significant growth potential but also come with
higher risk and volatility.

2. Less Established:

o These companies may not have a proven track record and are more susceptible
to market fluctuations and economic downturns.



3. Higher Risk:

o Small-cap funds carry higher risk due to the potential for significant price
swings and lower liquidity.

Examples:

e Companies like Deepak Nitrite, Aarti Industries, and Balaji Amines are considered

small-cap.

Suitability:

o Suitable for aggressive investors with a high - risk tolerance seeking substantial

capital appreciation over the long term.

Comparison of Large-Cap, Mid-Cap, and Small-Cap Funds

Feature Large-Cap Funds Mid-Cap Funds Small-Cap
Funds
Market Large (e.g., > Medium (e.g., Small (e.g., <
Capitalization INR 20,000 INR 5,000 - INR 5,000
crore) 20,000 crore) crore)
Risk Lower risk Moderate risk Higher risk
Return Moderate returns Higher returns Highest return
Potential than large-cap potential
Volatility Low volatility Moderate High volatility
volatility
Investment Suitable for Suitable for Suitable for
Horizon shorter to medium to long- long-term
medium-term term
Dividend Yield Higher likelihood Moderate Lower
of regular likelihood of likelihood of
dividends dividends dividends
Stability High stability Moderate stability Low stability

4. Sectoral Funds/ Thematic Funds

Sectoral funds, also known as sector-specific funds, are a type of equity mutual fund that
focuses on investing in a particular sector or industry of the economy. These funds
concentrate their investments in companies operating within a specific sector, such as
technology, healthcare, finance, or energy, aiming to capitalize on the growth potential within

that sector.




Key Features of Sectoral Funds
1. Sector Focus:

o Investments are concentrated in a specific sector or industry, providing
targeted exposure to that area of the economy.

2. Higher Risk and Return Potential:

o Sectoral funds can offer high returns if the chosen sector performs well, but
they also come with higher risk due to their lack of diversification across
sectors.

3. Active Management:

o These funds are typically actively managed, with fund managers selecting
stocks they believe will outperform within the sector.

4. Cyclical Nature:

o Sectoral funds can be highly cyclical, with performance closely tied to the
economic cycle and specific trends affecting the sector.

Types of Sectoral Funds
1. Technology Funds:

o Invest in technology companies involved in software, hardware, IT services,
and related areas.

o Example: Infosys, TCS, Apple, Microsoft.
2. Healthcare Funds:

o Focus on pharmaceutical companies, healthcare providers, biotechnology
firms, and medical equipment manufacturers.

o Example: Pfizer, Johnson & Johnson, Sun Pharmaceuticals.
3. Financial Services Funds:

o Invest in banks, insurance companies, brokerage firms, and other financial
institutions.

o Example: HDFC Bank, ICICI Bank, JPMorgan Chase, Goldman Sachs.
4. Energy Funds:

o Concentrate on companies involved in oil, natural gas, renewable energy, and
related services.

o Example: Reliance Industries, ExxonMobil, BP.
5. Infrastructure Funds:

o Invest in companies involved in construction, engineering, utilities, and
infrastructure development.



o Example: Larsen & Toubro, Adani Ports, Caterpillar.
6. Real Estate Funds:

o Focus on real estate developers, property management companies, and REITs
(Real Estate Investment Trusts).

o Example: DLF, Godrej Properties, Simon Property Group.
7. Consumer Goods Funds:

o Invest in companies producing consumer products, both discretionary (luxury
items) and staples (essential items).

o Example: Hindustan Unilever, Nestlé, Procter & Gamble.
Advantages of Sectoral Funds
1. High Growth Potential:

o If the chosen sector experiences strong growth, sectoral funds can provide
significant returns.

2. Expert Management:

o Fund managers with expertise in the specific sector can make informed
investment decisions to capitalize on opportunities.

3. Targeted Exposure:

o Allows investors to gain exposure to a particular sector they believe will
outperform.

Disadvantages of Sectoral Funds
1. Higher Risk:

o Concentration in a single sector increases risk and volatility, as poor
performance in the sector can negatively impact the fund's returns.

2. Cyclical Performance:

o Sectoral funds can be highly cyclical, performing well during sector booms
and poorly during downturns.

3. Lack of Diversification:

o Limited diversification can lead to higher risk compared to more broadly
diversified equity funds.

5. Arbitrage Funds

Arbitrage mutual funds are a type of equity mutual fund that aim to exploit price differences

between the cash and derivatives markets to generate returns. These funds take advantage of
arbitrage opportunities by simultaneously buying and selling the same or similar securities in
different markets or forms to profit from price discrepancies.



Key Features of Arbitrage Mutual Funds
1. Low-Risk Strategy:

o Arbitrage funds are generally considered low-risk because they aim to lock in
risk-free profits by exploiting price inefficiencies.

2. Market Neutral:

o These funds are typically market neutral, meaning their performance is not
directly tied to the direction of the market. They aim to generate returns
regardless of whether the market is rising or falling.

3. Tax Efficiency:

o In many countries, including India, arbitrage funds are taxed as equity funds,
which can be more tax-efficient for investors compared to debt funds.

4. Liquidity:

o Arbitrage funds offer liquidity similar to other mutual funds, allowing
investors to buy and sell fund units on any business day.

Drawbacks of Investing in Arbitrage Funds
1. Limited Upside:

o The potential for high returns is limited compared to pure equity funds, as
arbitrage opportunities typically offer modest profit margins.

2. Dependency on Market Conditions:

o The availability of arbitrage opportunities can vary based on market
conditions, and during periods of low volatility, opportunities may be scarce.

3. Complexity:

o The strategies employed by arbitrage funds can be complex and may not be
fully understood by all investors.

6. Quant Mutual Fund

Established in 1996, Quant Mutual Fund is one of the oldest and pioneering mutual funds in
India with a legacy of over 22 years in the asset management industry across the country. It
offers a diverse set of investment products across asset classes.

The dynamic and active style of money management adapted by Quant mutual fund enables it
to generate alpha while safeguarding the interest of its investors. Its focus on 'Predictive
Analytics' has helped it sustain amidst adverse market conditions and to also emerge as one
of the top AMCs in India. An impressive philosophy agile asset allocation, multi-dimensional
research, and innovative product offerings have helped the fund house to generate a large
number of investor folios. Quant Mutual Fund offers a vast range of mutual fund schemes
across equity, tax-saving, debt, and hybrid categories.
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Key Features of Quant Mutual Funds
1. Quantitative Models:

o Investment decisions are based on mathematical models and algorithms that
analyze vast amounts of data to identify patterns and predict future
performance.

2. Data-Driven:

o Utilize historical data, market trends, financial statements, and other data
points to make informed investment choices.

3. Systematic Approach:

o Follow a disciplined and systematic investment process, reducing human
biases and emotions in decision-making.

4. Diverse Strategies:

o Can employ various strategies such as momentum investing, value investing,
arbitrage, and mean reversion.

5. Technology-Driven:

o Heavily rely on technology, including machine learning, artificial intelligence,
and big data analytics.

7. P - E Ratio Funds

The Price-to-Earnings (P/E) ratio is a financial metric used to evaluate the valuation of a
company's stock. It's calculated by dividing the current share price by the company's earnings
per share (EPS). For mutual funds and other investment vehicles, understanding the P/E ratio
can provide insight into the fund's valuation and growth prospects.

P/E Ratio in the Context of Mutual Funds:
1. Understanding P/E Ratio:

o A higher P/E ratio often indicates that the market expects higher future growth
from the company, while a lower P/E might suggest undervaluation or lower
growth expectations.

2. P/E Ratio Funds:

o P/E Ratio Funds are mutual funds that focus on investing in stocks with
certain P/E ratio criteria. These funds might target high P/E stocks (growth
stocks) or low P/E stocks (value stocks), depending on their investment
strategy.

o For instance, a growth fund might invest in companies with high P/E ratios,
reflecting expectations of substantial future growth. Conversely, a value fund
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might focus on stocks with low P/E ratios, suggesting they are undervalued
relative to their earnings.

3. Evaluating Funds Using P/E Ratio:

o Fund's P/E Ratio: You can look at the P/E ratio of a mutual fund's portfolio to
gauge its overall valuation. This is often reported in fund fact sheets or
financial reports.

o Comparative Analysis: Compare the fund's P/E ratio with its benchmark index
or peer funds. This helps determine whether the fund is investing in higher or
lower-valued stocks relative to the market.

Types of Funds Based on P/E Ratio:

1. Growth Funds: These funds typically invest in companies with high P/E ratios. The
high P/E ratio is justified by strong growth prospects and higher expected earnings.
Investors in these funds are often willing to pay a premium for the potential of higher
future returns.

2. Value Funds: These funds focus on stocks with low P/E ratios, which are considered
undervalued compared to their earnings. The idea is to buy undervalued stocks and
hold them until the market recognizes their true value, potentially leading to capital
appreciation.

3. Blend Funds: Some funds use a combination of growth and value strategies. They
might invest in stocks with a mix of high and low P/E ratios, aiming to balance
growth potential with value opportunities.

8. International Mutual Funds

International mutual funds are investment funds that focus on stocks, bonds, or other
securities outside of your home country. These funds provide investors with exposure to
global markets, diversifying their portfolios beyond domestic investments. Here’s an
overview of international mutual funds, their types, benefits, and considerations:

Types of International Mutual Funds

1. Global Funds:

o Invest in securities from around the world, including both domestic and
international markets.

o Example: A global fund might invest in companies from the U.S., Europe,
Asia, and other regions.

2. International Funds:
o Focus exclusively on securities outside of the investor’s home country.

o Example: A fund might invest in European, Asian, or Latin American markets
but not in the U.S.

3. Regional Funds:
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o Invest in a specific region of the world, such as Asia-Pacific, Latin America, or
Europe.

o Example: An Asia-Pacific fund would focus on countries like China, Japan,
and India.

4. Country-Specific Funds:

o Invest in securities from a specific country.

o Example: A fund might invest solely in Indian stocks or bonds.
5. Emerging Markets Funds:

o Focus on investing in developing economies that have higher growth potential
but also higher risk.

o Example: Funds might invest in countries like Brazil, Russia, India, and China
(BRIC).

6. Developed Markets Funds:

o Invest in more stable, developed economies with lower growth rates compared
to emerging markets.

o Example: Funds might focus on countries like Germany, Japan, and Australia.
Benefits of International Mutual Funds
1. Diversification:

o Spreading investments across different countries and regions can reduce risk
and increase potential returns by diversifying across various economic and
market conditions.

2. Growth Opportunities:

o International markets can offer growth opportunities that might not be
available in domestic markets. Emerging markets, in particular, can provide
high growth potential.

3. Currency Diversification:

o Investing in international funds exposes you to different currencies, which can
provide additional diversification benefits and potentially hedge against
domestic currency fluctuations.

4. Access to Global Markets:

o International funds give investors access to a wide range of global investment
opportunities, including sectors and companies not available in their home
country.

Considerations When Investing in International Mutual Funds

1. Currency Risk:
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o Fluctuations in exchange rates can impact the returns on international
investments. A strong domestic currency relative to foreign currencies can
reduce returns, and vice versa.

Political and Economic Risks:

o International investments may be subject to geopolitical tensions, economic
instability, and varying regulatory environments.

Market Differences:

o Different countries have different market practices, regulations, and trading
hours, which can affect fund performance and liquidity.

Fees and Expenses:

o International funds may have higher management fees and expenses due to the
complexities of managing investments across various countries.

Tax Implications:

o Be aware of the tax treatment of foreign investments, including potential
withholding taxes on dividends and capital gains, which can affect overall
returns.

Fund Manager Expertise:

o The success of an international fund often depends on the fund manager's
ability to navigate global markets and make informed investment decisions.

9. Growth Schemes

Growth mutual funds are designed to invest in companies that are expected to grow their
earnings at an above-average rate compared to other companies. These funds typically focus
on stocks of companies that reinvest their profits into expanding their operations, developing
new products, or increasing their market share, rather than paying out dividends.

Key Characteristics of Growth Mutual Funds

Focus on High Growth:

o Growth funds invest in companies with strong potential for future growth,
often in emerging sectors or innovative industries like technology, healthcare,
and consumer discretionary.

2. Capital Appreciation:

o The primary objective of growth funds is to achieve capital appreciation rather
than income. Investors expect the value of their investments to increase over
time as the companies grow.

3. Higher Valuations:
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o Growth stocks often have higher price-to-earnings (P/E) ratios compared to
value stocks because investors are willing to pay a premium for future growth

potential.

4. Volatility:

o Growth mutual funds can be more volatile than other types of funds due to the
high expectations built into their valuations. The performance of these funds
can fluctuate significantly based on market conditions and company
performance.

5. Reinvestment of Profits:

o Companies in growth funds typically reinvest earnings into business
expansion rather than paying dividends. As a result, growth funds usually do
not provide substantial income.
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