DEBT MUTUAL FUNDS

Match holding period with the specific strategy you choose

VISHALDHAWAN

THE RECENT downgrade of a bond held by
two schemes of a major fund house has
broughtrisks invalved in debt mutual funds
Back into the limelight. The episode has
shifted the focus on how fixed income mu-
tual funds work and how they should be
used in a portiolio,

It is believed that robust portiolio con-
struction { how you allocate your money
across different debt mutual funds cate-
gories)is the most crucial element to be put
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in place betore buying debt mutual funds or
reviewing the funds that you have in your
portfolio. Awell balanced debt mutual fund
portiolio needs to have different elements
combined together to deliver supenor risk
adjusted returns. There are 3 things to re-
member while building a MF portfolio:

DO NOT FOCUS ON RETURNS ALONE:
Fixed income instruments suffer fromanan-
choring effect, the need for amini mum fixed
returnonthe investment Thisanchoring ef-
fect isespecially evidentfor fixed income in-
vestments in India as the country has wit-
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nessedahigh interest-rate high inflation en-
vironment for aconsiderable perod of time,
Thus there has been an anchoring of return
expectations to9-10 per cent annually from
debt. Evenasinterestratesandinflation have
started to come down in the last few quar-
ters, the anchoring effect has meant that
there continues the desire to derive a9-10
percent annual retum from a fixed-income
portfolio. This has resulted in higher risks be-
ing taken to generate the level of return.
Ideally retumexpectations should be set at 1-
2 percent over inflation rates for the next few
years to balance the nsk return tradeofE

COMBINE DIFFERENTSTRATEGIES: Debt
mutualfunds serve different purposes — lig-
uid and ultrashort-term unds are for park-
ingtemporary surpluses, and tend to outper-
form savings/current accounts in banks
where short-term surpluses are typically
kept. Accrual oriented funds tend to buy
shorter term bonds for a period of 1-3 years
and could invest in acombination of higher-
and lower-rated bonds. Duration oriented
strategies tend to buy longer term bonds to
try to take advantage of falling interest rates
and createcapital appreciation for irvestors.
Dynamic bond funds have the flexibility to

decide how the fund manager wishes to al-
locate the money across the mentioned
strategies, In addition, there are also fixed
maturity plans { IMPs) which hold bonds to
rmaturity to try to lock into a certain rate of
interest. A clear understanding of each of
these strategies is critical, and to combine
them together to create a well diversified
portfoliois imperative.

ALWAYS KEEP TIME HORIZON IN MIND:
Each of the above strategies is suited for a
certain holding period and itis therelore crit-
ical to match the penodwith the strategy. A

mismatch in holding period expectations
and portiolio constructioncould cause asig-
nificant challenge,

Factors like modified duration and aver-
age maturities of the portfolio, exit load
structures and compositionof underying se-
curities must be monitored. Also remember
that long-term capitalgain benefitson taxa-
tion onmutual fundskick inafter a penod of
three years
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