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Provides higher returns with a reasonable degree of safety

Retail investors have ignored a more remunerative option, viz liquid funds, and continued to park their
surplus cash in savings bank accounts. Not only does the former offer higher post-tax returns, it also
offers a reasonable degree of safety in terms of the principal invested. Moreover, these investments are
highly liquid. Most retail investors, though, are either unaware of this or averse to liquid funds owing to
concerns of probable capital erosion. According to the Association of Mutual Funds in India (AMFD), of
the Rs 2.22 trillion assets under management (AUM) in liquid funds as on April 30, 2011, retail investors
constituted less than 1% share while the rest was held by high net-worth individuals, corporates, banks
and financial institutions. On the other hand, the size of savings bank deposits has continued to grow
despite yielding only a nominal rate of return. The quantum of money in savings bank accounts in
scheduled commercial banks was Rs 11.36 trillion' as on March 31, 2010, as a majority of Indians
continue to view savings bank deposits as the safest option for parking liquid cash.

Liquid funds vs similar options available from banks

Liquid funds are mutual fund schemes where the primary objective is to invest in debt instruments with
maturities of less than 91 days, generating optimal returns while maintaining safety and high liquidity.
Liquid funds primarily invest in money market instruments such as certificates of deposits (CDs),
commercial papers (CPs) and government treasury bills. Such a portfolio helps liquid funds provide high
liquidity to investors. Accordingly, redemption requests are processed within 24 hours.

Table 1: Comparison of savings deposit, fixed deposit and liquid funds

Savings deposit Fixed deposit Liquid funds

* The interest rate varies with the tenor of the deposit

**1-year returns as on April 30, 2011 of CRISIL Mutual Fund Ranked schemes (for quarter ended March 31, 2011)
" plus 3% cess

AA plus 5% surcharge and 3% cess

@ 10% without indexation or 20% with indexation whichever is lower plus 3% cess

' RBI data

* Earlier banks calculated interest on savings account at 3.5% p.a. on the lowest available balance between the 11th of the month
till the end of the month. From April 1, 2010, interest is calculated on the available balance on a daily basis. This way, savings
account holders earn interest on every rupee deposited. Further, from May 2011, the interest rate has been increased to 4%

® In the case of most banks, the depositor would receive 1% less for any premature withdrawal
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Liquid funds, although not backed by any principal guarantee, are relatively safe instruments as the
portfolios of liquid funds mostly comprise ‘P1+’ rated CPs and CDs (highest rating for these types of
securities) with a maximum maturity of 91 days. CRISIL’s rating of ‘P1+f signifies “very strong” protection
against losses from credit defaults.

However, the marginally higher risk in liquid funds as compared to a savings deposit is compensated by
superior returns of liquid funds. CRISIL has analysed the performance of liquid funds vis-a-vis returns
offered by a savings deposit (see Chart 1). During the period under review, returns from liquid funds (1-
year rolling returns) were always higher than the interest offered on a savings bank account. Moreover,
during periods of rising inflation, returns from a liquid fund were typically higher, thereby reducing the
effect of inflation. This was not so in the case of a savings bank deposit where the returns were constant.
Therefore, during a high inflation cycle, investors have been better off investing in liquid funds.

Chart 1 - Returns offered by liquid funds vs savings bank deposits

* From April 1, 2010, interest is calculated on the available balance on a daily basis. Prior to this, banks
calculated interest on savings account at 3.5% p.a. on the lowest available balance between the 11th of
the month till the end of the month.

Source: Ministry of Commerce and Industry for Inflation rates, RBI for savings bank deposit rate,
CRISIL Mutual Fund database for liquid fund returns

The tax advantage

There are two options of investing in a liquid fund: i) growth option and ii) dividend option. The
difference between the two options is that there are intermittent cash flows by way of dividends in the
case of the latter, while the growth option is cumulative in nature. The dividend option also has various
dividend frequencies, viz daily, weekly, fortnightly, monthly, quarterly and half yearly.

In the case of growth option, returns from liquid funds would attract short term capital gains if redeemed
within a year (as per the investor’s income tax bracket) and long term capital gains if redeemed after a
year (10% without indexation and 20% with indexation plus cess).

In the case of a dividend option, although dividends are tax-free in the hands of the investor, there is a
dividend distribution tax (DDT)* which is paid by the mutual fund house before the dividend is

* As per Union Budget 2011-12, the DDT rate in the case of institutional investors has been raised to 30% from 25%
(plus 5% surcharge and 3% cess). This would take effect from June 1, 2011. There would, however, be no impact on
retail investors who would continue to be charged DDT of 25% (plus 5% surcharge and 3% cess).
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distributed to unit holders. Investors who are not in need of frequent cash flows can opt for the ‘dividend
reinvestment plan’ so that these cash flows are reinvested into the same liquid fund.

Post tax, liquid funds yield better returns vis-a-vis savings deposits, where the interest earned on the latter
would be taxed based on an individual’s tax slab. Investment in a fixed deposit would also attract tax on

returns as per the investor’s tax-bracket (maximum of 30% plus cess).

Table 2: 1-year returns across investment types (as of March 31, 2011)

Investment type Investment Indicative Pre-tax Tax rate Post-tax Post tax

amount (Rs) yield returns (Rs) (highest) returns (Rs) yield

*State Bank of India fixed deposit rate for 181 days to less than 1 year
" 1-year returns of CRISIL Fund Rank 1 Liquid Funds
** Assuming an investment of 1 year and 1 day

@ Indexation benefits have resulted in nil tax

As illustrated in Table 2, an investor who falls under the highest tax bracket would have earned 1-year
return of 6.34% (post tax) if invested in CRISIL Fund Rank 1 Liquid Funds (growth option) as against
5.36% through 1-year fixed deposit and 2.8% from savings bank account.

Choosing a liquid fund

Choosing an appropriate liquid fund can be a challenge as there are more than 40 funds offered by
various fund houses. Further, most liquid funds have very little differentiation. However, the variation in
returns between the best performing and worst performing scheme is almost 2% on an annualised basis.
Hence, it is important for investors to assess the various schemes before investing. Some factors such as
fund house and scheme vintage, overall AUM, consistent performance over a longer period and
comparison with appropriate benchmark can be looked at for fund selection. A more informed investor
can also consider the fund manager’s history, number of times the fund has given returns below the risk-
free rate, and portfolio attributes such as instruments, company concentration and credit quality to
understand the risks in the scheme in greater detail.

Liquid Fund (Growth Option) Savings Account
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Alternatively, investors, especially retail, may refer to CRISIL’s quarterly Mutual Fund Rankings which
covers 453 schemes across 22 categories, including 22 liquid funds. CRISIL’s quarterly Mutual Fund

Ranking’ uses various net asset value and portfolio attributes to rank liquid funds. These parameters
include:

AUM

Returns

Volatility (a measure of risk)
Tenor of funds

Company concentration
Liquidity

Asset quality

CRISIL’s methodology is time-tested and robust as it not only looks at returns (which may be similar
across liquid funds) but also at the portfolio attributes to judge the safety and quality of the fund. Top
schemes in this category have consistently excelled over longer time frames.

Increasing retail investor participation in liquid funds

It is important to understand why retail investors are ignoring liquid funds. One of the primary reasons is
awareness. Today, even the salaried class is unaware of the benefits of liquid funds. Further, most fund
houses do not have a presence in smaller cities and towns. Also, distributors are not interested in selling
these schemes due to the low commissions. Hence, some steps which can be implemented by the mutual
funds to increase retail investor participation in liquid funds include:

e Informing and educating salaried individuals to make regular monthly transfers to liquid funds for
enhanced returns.

e Holding investor education programmes, especially in the premises of large employers (both PSU
and private sector), to communicate the advantages of liquid funds.

e Educate investors to effectively use systematic transfer plans (STPs) or switch options to make
investments in equity or debt funds from their liquid funds. For bank-run mutual funds, investors
may transfer a regular surplus to a liquid fund account, which in turn would transfer money into
systematic investment plans (SIPs).

Liquid funds are very popular in the US as they have cheque writing facilities similar to a bank account;
this has been a key factor behind the rapid growth of liquid funds in the country. Given the cheque
writing facility, many corporations could credit salaries directly to the liquid fund accounts of their
employees. In India, AMFI has also requested the Reserve Bank of India to permit liquid and money
market mutual funds to issue cheque books. If this is accepted, it could revolutionise the mutual fund
industry.

Conclusion

Liquid fund is an alternate investment avenue for individuals to park their short term surplus funds. While
bank deposits (fixed and savings) are easier to access and offer some degree of principal protection, the
higher yield combined with the liquidity and taxation benefits make liquid funds an attractive option.

However, liquid funds are not risk-free, and an investor must carry out basic checks before investing.
Further, investors must spread their savings across fixed deposits, savings bank account and liquid funds,
thereby enjoying the benefits each of these avenues have to offer.
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