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Why should debt
funds be a part of
your portfolio?
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Over the past several months, there
hasbeena flurry ofbad news comingin

. on bonds, ranging from companies
havingtheirbonds downgraded to the
continued pressure on certain corpo-
rates in servicing their loans, bond
interest and principal repayments,
With the sharp economic slowdown
resulting in widespread questions on
whether the adverse NPA cycle of
banksislikely to get furtherextended
duetolower profits and growth of cor-
porates, this concern onbonds has had
aruboffeffect on debt mutual funds as
well.

Debt mutual funds investin bonds of
various types, and are therefore sus-
ceptible to the fall in NAV when the
capital values of bonds fall due to the
badnewsinacertain corporate whose
bonds the mutual fund owns, This con-
cern has got accentuated as the alter-
natives that a large number of inves-
tors look at instead of debt mutual
funds, that is, bank deposits havealso
seenafallininterest rates, and equity
market sentiment hasalso turned neg-
ative. Thereareafew clear benefitsof
investingin debt mutual funds:

POSSIBLE CAPITAL
APPRECIATION

Unlike bank deposits where the rate of
interestis fixed, debt fundscan seecap-
ital appreciation when interest rates
fall, as the capital value of the bond
increases. The long the tenor of the
bond or the modified duration of the
debt mutual fund scheme, the higher
thegain. Thus investorscould find that
over a period of time as interest rates
fallin countries, debt mutual fiunds can
giveinvestorsthe opportunity totake
advantage of falling interest rates,
Investorsalsoneed to remember that
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as interest rates go up debt mutual
fundscanseetheir valuereduce as the
capital value of the bond decreases.
Thus, it'scritical toselecttheright cat-
egory of debt mutual fundsand keepa
track ofthem onaregular basis,

TAXARBITRAGEFOR HIGHER
INCOME INVESTORS
Interestincomeisadded tothe overall
incomeand taxedat the marginal rate.
Inaddition, therecould bea tax dedue-
tion at source, resulting in a reduced
compoundingimpactonfixed income
investmentsyearonyear, thus reduc-
ingoverall returns.

Inthe case ofdebt mutual funds, for
investors holding for a long term
period, thatis, more thanthree years,
thereisa benefit of indexation that is
applied, and thelong term capital gains
taxrateis 20%. Thus, the effective tax
rate is significantly lower, which can
be very helpful for higher income
investors, who are already burdened
withmultipletaxesand surcharges. As
thetaxisbepaidonly atthetime of sale
and not on an annual basis, the com.
poundingbenefit of the investment ig
availableto the investor,

IMPACT OF PORTFOLIO
CUSHIONING
Investors tend to get carried away by
the high growth rates of assets like
cquity and real estate, and forget the
inherent risks of those assets in terms
of possible price depreciation ang
liquidity at bad times. Debt mutual
ﬂmdscanstep'mtnpmvidehothstabil-
ity and downside protection in those
times, as youwould have noticedin the
last few months, To avold majoracci-
dents.investorsindebtmutual funds
shouldavoid chasing the highest vield-
ing funds, and look for debt mutual
fundswith highqualitybonds and well
diversified portfolio,
Vishal Dhawzan is a certified financial Pplanner,
andfounder and CEQ of Plap Ahead
Wealth Advisors, a SEg) registered
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