| FiXED MATURITY PLANS

REFORMED FMPs BACK IN DEMAND

With interest rates likely to move up, investors are once again turning towards Fixed Maturity Plans of mutual
funds. Sebi's reforms in the wake of the 2008 crisis have made them more robust ,

SANJAY KR SINGH

HILE Fixed Ma-

turity Plans

(FMPs) have had

a poor run since

the begmnmg of this financial
year, now with interest rates

_ poised to move up demand for
these plans has revived. Of the
12 FMPs launched since April,

nine have been launched in Sep-

tember and after. And of the Rs
1,600 crore mobilised by FMPs
this financial year, Rs 1,400 crore
has been collected since Sep-
tember. After investors burnt
 their fingers during the 2008 de-
bacle (see box: The crisis), these
products had fallen into dis-
favour. Why then are they back
oninvestors’ radar screens now?

The turnaround

INTEREST RATES POISED TO MOVE
UP. With inflationary pressures
increasing due to escalating food
prices, interest rates are ex-
pected to harden. Economists
believe that the Reserve Bank of
India will first tighten liquidity
with a CRR (cash reserve ratio)
hike and then follow up with
repo and reverse reporate hikes.
These could come anytime be-
tween January and June 2010.

When interest rates move up,’

the net asset values (NAVs) of
long-term debt funds get eroded.
Investors then have two options
—either to stay put and wait for
the interest-rate cycle to turn, or
to move to instruments like
FMPs that enable them to cap-

ture the gains from risingrates.

PREDICTABLE RETURNS. For a
part of their portfolio investors
want predictability in the returns
they will get on maturity. Today
that predictability comes in the
short term from deposits, bank
or corporate, and in the longer
term from a few insurance prod-
ucts. FMPs are another category
that offers predictable returns
over theshort term.
HIGHER RETURNS. Liquid funds
offer returns of around 4 per
cent, ultra short-term debt funds
around 5 per cent, and short-
term debt funds around 6 per
cent (over a one-year horizon).
Over a similar horizon FMPs
would give youreturns of 6.5 per
cent or slightly more (depending
on type of paper).
TAX ARBITRAGE. What makes
FMPs attractive, espe-
cially to investors
in the highest

tax bracket, is the tax arbitrage
available on them. If you invest

_inabank deposit, then the inter-

est earned is taxed at the mar-
ginal tax rate, which in the case
of a person in the highest tax
bracket works out to slightly
over 30 per cent. In the case of
FMPs, the long-term capital
gains tax rate (on investments of

‘more than one year) is lower —

either a flat 10 per cent or 20 per
cent with indexation. If your in-
vestments are spread over three
financial years, then you be-
come entitled to double-indexa-
tion benefit (see box for more),
which makes them even more
tax efficient.

When will you need
the money?

Before investing in an FMP, con-
sider your liquidity needs. Ac-
cording to Mumbai-based finan-
: cial planner

Vishal Dhawan,
“Only investors who

are sure that they will

|‘ keep their money in-

vested for the entire tenure
- should invest in an FMP.

_‘Don’t:bank on the liquidity

avmlable through exchange list-

ing.” Trading volumes in listed
FMPs are likely to be low (as
has been the experience with
most exchange-listed
funds). And with interest
rates likely to move up,
they will in all proba-
* bility trade at a dis-

count. If there is a
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chance that you
may need the
money before the
12-14 month hori-
zon, invest in a

fundinstead, sug-
gests Dhawan.

Right
investment
horizon

FMPs with ten-
ures ranging fro-
m five months to
five years are

available. Accord-

ing to Dhawan, “In-
terest rates are likely to go up. Put

60 to 70 per cent of your money

allocated for these products in

shorter-term FMPs of less than
one year and the balance in

FMPs of more than one year.”

For the latter, Dhawan suggests

that while the tenure should be

more than one year, they should

mature before April 1, 2011. “A

newtax code is being devised that

could lead to changes in the way

FMPs are taxed. We are asking

investors to be cautious about

FMPs that mature beyond April

1,2011,” he says.

If your investment horizon is

less than a year, then the divi-

dend option is most tax-efficient.

For FMPs of over a year opt for

the growth plan and avail of the

indexation benefit.

Choosing the right FMP

houses are not supposed to offer
indicative yield on FMPs, nor
can they reveal an indicative
portfolio at the time of launch.
So choosing the right FMP has
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become harder.

Though anindicative portfolio
is not disclosed, the offer docu-
ment talks about the kind of risk
the portfolio will carry — low to
medium, or medium to high.
Look up this document. Says
Sitaraman Krishnan, director,
Crisil Fund Services: “If you are
ahighly risk-averse investor, you
might want to invest in FMPs
that only invest in triple-A pa-
per.”

Next, decide the duration for
which you can spare your money
and look for FMPs that are of
matching duration.

Thereafter, check the pedigree
of the fund house. Choose one
that has a conservative style and
does not court unnecessary risk.

Next, youwould perhaps like to
determine - the. likely: returns.
Once you have decided on the
tenure, check what yield triple-A
bonds are offering over that time
horizon. An FMP’s expenses
would be in the range of 25-50 ba-

sis points. Reduce this from the
yield on triple-A paper. This will
giveyou an estimate. Over aone-
year horizon, a triple-A FMP to-
day is likely to give returns of
around 6.5 per cent. FMPs invest-
ing in lower-quality securities
wouldyield slightly more.

Some FMPs come with a rat-
ing from agencies like Crisil (but
this is not mandatory). If rating
isavailable, lookit up.

While FMPs will not right
away capture their former glory
—theyhad touched an AUM of
Rs 1.4 lakh crore in the latter
half of 2008 — more FMPs are
likely to get launched in the sec-
ond half of the year. Says Sitara-
man: “Today the credit quality of
portfolios is looking better than a
year earlier. Now FMPs don’t
typically have real estate expo-
sure. That is a clear differentia-
tor.” Investors looking for higher
post-tax returns may invest in
these reformed products. ¢

sk.singh@ expressindia.com
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