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EXPLORING NEW FUND OFFERS: DEVOPOLOPMENT IN
INDIAN MUTUAL FUND: ECONOMY: PAPER 111

Mutual funds have become a preferred investment vehicle for individuals seeking to grow their
wealth. They provide a convenient way for investors to pool their resources, entrusting professional
fund managers to allocate these resources across various financial instruments.

Among the different types of mutual funds, a new and intriguing category gaining attention in the
Indian market is the quant fund. The recent New Fund Offer (NFO) by SBI Mutual Fund
highlights the growing interest in this innovative approach.

What is a New Fund Offer (NFO)?

A New Fund Offer is the first-time subscription offer for a new mutual fund scheme. Through an
NFO, mutual fund companies introduce new schemes to investors, inviting them to participate at
the initial offer price, typically X10 per unit. It is akin to an Initial Public Offering (IPO) for stocks
but for mutual funds.

NFOs often aim to target a specific investment theme or strategy, providing investors with
opportunities to diversify their portfolios. They may include equity funds, debt funds, hybrid funds,
or other innovative offerings like quant funds.
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Types of Mutual Funds

Before diving into the specifics of quant funds, it is essential to understand the broader categories of
mutual funds:

e Equity Funds: These invest predominantly in stocks and are ideal for long-term capital
growth.

o Debt Funds: Focused on fixed-income instruments, they suit conservative investors
looking for steady returns.

o Hybrid Funds: These combine equity and debt to balance risk and return.

o Thematic and Sector Funds: These target specific sectors or themes, such as technology
or healthcare.

e Quant Funds: A relatively new entrant, these rely on mathematical models and
algorithms for stock selection and portfolio management.

What Are Quant Funds?

Quant funds are a modern breed of mutual funds that adopt a systematic, rules-based approach to
investment. Unlike traditional funds, where fund managers play a central role in decision-making,
quant funds operate largely on pre-set mathematical models and algorithms. These models analyze
large datasets, applying specific filters to identify stocks that meet predetermined criteria.

As Arun Kumar, head of research at FundsIndia, aptly compares, quant funds are like self- driving
cars—autonomous in operation with minimal human intervention, stepping in only when
unexpected situations arise.

How Quant Funds Work
The functioning of quant funds involves a structured, step-by-step methodology:

1. Stock Universe Definition: Quant funds first define the universe of stocks they will
consider. For example, they may only include stocks with a proven five-year track record
and specific financial metrics like a minimum return on equity (RoE).

2. Stock Selection Filters: Filters based on valuation ratios, profitability growth, and
liquidity narrow down the selection. Stocks that pass these filters become part of the
fund's portfolio.

3. Portfolio Weighting: Individual stocks' weights are determined by their adherence to
criteria such as price performance and valuation.

4. Periodic Rebalancing: Portfolios are regularly rebalanced at predetermined intervals to
align with the fund's strategy.

5. Rule-Based Exits: When a stock no longer meets the set parameters, it is removed from
the portfolio.
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This systematic, unbiased approach eliminates emotional biases, ensuring a consistent investment
strategy.

Significance of Quant Funds

Quant funds bring several advantages to the table:

o Objectivity: By eliminating human biases, these funds ensure that investment decisions
are purely data-driven.

« Consistency: Unlike traditional funds, quant funds maintain a uniform style, reducing
the risk of strategy changes during periods of underperformance.

« Better Sell Discipline: Stocks are removed based on clear signals, preventing emotional
hesitancy during exits.

e Lower Costs: Due to minimal human intervention, quant funds typically have lower
expense ratios.

These features make quant funds attractive to investors seeking a scientific and disciplined approach
to investment.

Who Should Invest in Quant Funds?

Quant funds may not suit every investor. They are ideal for:

o Data-Driven Investors: Individuals with a quantitative bent of mind who prefer analysis-
based decisions.

e Long-Term Wealth Builders: Investors with a higher risk tolerance and a focus on long-
term capital growth.

e Cost-Conscious Individuals: Those looking for funds with lower expense ratios.

« Experienced Investors: Those who understand the complexities of stock markets and
appreciate a systematic methodology.

Experts recommend that investors wait for a quant fund to develop a track record of at least three
to five years before committing. Funds with frequent rule changes or excessive human
intervention should be avoided.

Potential Challenges of Quant Funds
While the advantages are compelling, quant funds are not without limitations:

« Rigid Models: Strict adherence to rules can hinder adaptability, especially in dynamic
markets.

e Model Quality: The success of a quant fund depends heavily on the robustness of its
underlying model. Flawed or outdated rules can lead to poor performance.
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« Execution Challenges: Market realities like stock liquidity issues can disrupt the fund's
functioning.

e Limited Track Record: Many quant funds are relatively new, making it difficult to
assess their long-term performance.

Investors should be cautious, as back-tested data used to market new funds may not always translate
to real-world success.

Impact of Quant Funds on the Indian Market

The rise of quant funds in India marks a significant shift in investment trends. By leveraging
technology, these funds introduce a level of sophistication that was previously rare in the retail
investment space. As awareness grows, quant funds are likely to attract a niche audience of tech-
savvy investors.

Moreover, the emphasis on rules-based investing promotes a culture of disciplined and objective
decision-making. This can potentially influence the broader mutual fund industry, encouraging
innovation and the adoption of advanced tools like artificial intelligence and machine learning.

Conclusion

The launch of SBI Quant Fund’s NFO highlights the growing relevance of quant funds in India’s
financial ecosystem. With their data-driven, objective approach, quant funds cater to a specific
audience of investors seeking systematic investment strategies. While they come with their set of
challenges, their potential to deliver consistent, risk-adjusted returns over the long term makes
them an intriguing option for the right investor.

For those considering quant funds, patience and due diligence are key. Waiting for a proven track
record and selecting funds with robust models and minimal human intervention are crucial steps.
As the Indian mutual fund market evolves, quant funds are set to play a pivotal role in shaping the
future of investment, offering a blend of technology and finance that aligns with the aspirations of
modern investors.

Main Practice Question:

Descriptive Question

""Discuss the significance of quant funds in the mutual fund industry, highlighting their
operational methodology, advantages, limitations, and potential impact on the Indian
financial market.”
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Answer Guidelines

1. Introduction (30-40 words):
> Briefly explain what quant funds are and how they differ from traditional mutual
funds. Mention their systematic, rules-based approach using mathematical models
and algorithms.
2. Operational Methodology (40-50 words):

» Discuss how quant funds define their stock universe, apply filters like
valuation ratios, and rebalance portfolios periodically. Highlight the role of
pre-set rules in stock selection and sell discipline.

3. Advantages (40-50 words):

> Elaborate on objectivity, consistency, elimination of emotional biases, better sell
discipline, and lower expense ratios. Mention how these features appeal to
investors with a long-term horizon.

4. Limitations (50-60 words):

» Analyze challenges such as rigidity in adapting to dynamic markets, the
dependence on robust models, execution issues like liquidity, and limited
historical performance due to their relatively new presence.

5. Impact on the Indian Market (40-50 words):

» Highlight their influence in promoting disciplined investment strategies and the use
of advanced technologies like Al. Discuss their potential role in diversifying
investment avenues and complementing traditional mutual funds.

6. Conclusion (20-30 words):

» Summarize their growing relevance while emphasizing caution for investors and the

importance of a long-term perspective in evaluating their performance.
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