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By Sanket Dhanorkar

at will youdo if water seeps
through the roof or cracks de-
velop onawall of your house?
Will you wait for some time, or
fix the problem at the earliest?
We are conditioned to keep an eye out for such
wearand tear. But very few among us bring
thesame vigilance in our investments. If yvou
look closely at your portfolio, you might spot
several leaks and gaps that need your immedi-
ateattention. Youmay be incurringahigh tax
liability on your investment gains. Or losing
profits trying to time the markets. Likewise,
youmay be paying a hefty toll by investing
in high-cost products, or your portfolio may
berunning hugerisk gaps due tomismatch
inyourrisk tolerance and actual risk embed-
ded in individual investments. The liquidity
profile of your investments may also be at
odds with your needs. Ifnot addressed in time,
these niggles might cateh you off-guard. This
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These five leaks and gaps in your portfolio may be

e hurting your finances. Plug them before it gets worse.

week's cover story we outline five common
portfolioleaks and gaps that should not be
ignored.

Invest in tax efficient products

Higher tax outgo is a common point of leakage.

Few investors run a tax-optimised portfolio.
Often, the portfolio is riddled with tax-ineffi-
cient investments, such as fixed deposits and
bonds. Amid low interest rates, this isadouble
whammy. A3-vear bank FD yielding5.4%
actually yields post-tax returns of 4.32% and

3.78% inthe 20% and 30% tax brackets, respec-

tively. If adjusted for inflation, the real yield
is negative. Instead, why not consider a tax-ef-
ficient alternative like debt funds? “With debt
funds, this tax leak can be plugged as accumu-
lated profits are only notional and not taxed
until you redeem,” points out Kalpesh Ashar,
Founder, Full Circle Financial Planners.
Further, ifexiting after three years, gains are
taxed at 20% only after adjusting for inflation
during the holding period. This is termed as
indexation benefit. For example, if the infla-

Debt funds more tax-efficient than FDs

Indexation benefit in debt funds reduces tax liability considerably.

invested amount (z) 5,00,000 5,00,000
Interest Rate/Returns (%) 6% 6%
Holding period 5 years 5 years
Final value (2) 6,69,113 6,69,113
Pre-tax gains (z) 1,69,113 1,69,113
g%sitn?:‘altr;ggs{ir}nent after adjusting for 5,00,000 6,38,141
Taxable Returns 1,69,113 30,972
Tax rate (assuming highest tax slab) 30% 20%
Total tax payable 50,734 6,194
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Tax loss harvesting can help cut your tax liability
Dont ignore any losses from investments as these can be set off against gains for up to next eight years.
Below is a hypothetical example of set off and carry forward over mulitiple years

STCG/STCL in debt funds -25,000 -10,000
LTCG/LTCL in debt funds 0 15,000 0 0 0
STCG/STCL in equity funds 50,000 0 -30,000 -20,000 0
LTCG/LTCL in equity funds 0 -30,000 40,000 25,000
Loss brought forward 0 0 -15,000 -5000 -25,000
Total loss available for set-off -25,000 -30,000 -45,000 -25000 -35,000
Total capital gain during the year 50,000 15,000 40,000 0 25,000
Set-off availed -25,000 -15,000 -40,000 0 -25,000
Net capital gains 25,000 0

tionrate during the holding period is 4%,
adebt fund fetching 5.4% will be taxed at
20% only on the inflation-adjusted gain of
1.4%, translating into a post-tax yield of
5.12%. Prableen Bajpai, Founder, FinFix
Research & Analytics, bats for using SWP
indebt funds for regular income in a more
tax-efficient manner. “In a SWP, tax is pay-
able only onthe gains. If withdrawals start
after three years, actual tax liability can go
down substantially owing to indexation,”
shesays.

Apartfrom this, investors leak taxes by
not taking advantage of certain tax provi-
sions available underlaw. Couples can
minimisethe overall tax liability by divid-
ing investments between husband and
wife. For instance, gifting money to spouse
for investment in tax-exempt investments
like PPF isa way to maximise tax-free
guaranteed income without falling foul of
clubbing provisions.

Harvesting tax losses is another provi-
sion available at your disposal. “Tax liabil-
ity arising from capital gains in a year can
bereduced by setting it off against losses in
other investments,” observes Ashar. Long
term capital gains can be set off against
both long-term and short-term capital
losses. But short-term capital gains can
be set off only against short-term capital
losses. The bestthing is, there isnoasset
classrestriction on such set off. So gains
inequities can be set off againstlossesin
debt, gold or real estate. If vou do not have
any capital gains to offset, vou can simply
carry forward such losses for setting off
capital gains over next eight years. But
losses can only be carried forward ifthat
year'sreturn isfiled by the due date.

Don’t miss out on gains

[fyou are not careful, your portfolio could
beleaking profits due to your actionsor
lack ofit. Trying to time the markets—
stopping and restarting investments—is
one such activity which can take the bite
out of your portfolio. Investors who sell

at fresh market peaks anticipating a cor-
rection often rue their decision as mar-
kets keep scaling newer heights. Unless

Timing the market can often lead to sub-par returns

Returns drop exponentially if you miss the best days in the market.

flﬁonlj:}r:trtzi’ 60,94,454 | 39,58,806 | 30,92,492 | 21,83,885 | 8,22,493
Return gap (7} p NA 21,35,648 | 30,01,962 | 39,10,569 | 52,71,961
296
Returns (%) p
118

Number of best p None (remained

days missed invested) ?

Abowve illustration assumes investment from Jan 2009 till November 2021. |

Investing at market peaks can also fetch profits over time

Even though intermittent carrections may occur, remaining invested for long stretches can still pay off.

MARKET PEAK DATE SENSEX LEVEL

12 Sep 1994 4631
5,934

20,873

11 Feb 2000

8 Jan 2008

14 Jan 2020

41,952

Data as on 14 Feb 2022

vou need the money, it is best toremain
investedint t to capture the

side. Hemant Rustagi, CEO, Wiseinvest
Advisors, insists investors need not feel
compelled ta book profit if time horizon is
long. “Timing the market is futile. Returns
come in bursts and vou will end up com-
promising portfolio return if you are not

invested at all times.” However, it is best to
WeEH OUL CNTONIC UNOeT PerTorNers 1T oI

your portfoliointime. Keep reassessing
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fund performance every 2-3 vears and shift
away from persistent laggards to more
proven offerings. You may pay a huge op-
portunity cost if you remain invested in
sub-standard investments.

Your profits could also leak if you keep
investing in dividend plans (now known
as Income Distribution cum Capital
Withdrawal plans) of mutual funds. When
you opt for dividend plans, you are with-
drawing from vour fund instead of remain-
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inginvested. Ashar points out that divi-
dends are now taxable at the marginal rate,
which isa huge disadvantage. It is betterto
investinthe growth option and withdraw
money as per your needs.

Avoid risk you can't afford
Ifthey donot monitor their portfolios for
alongtime, investorsare leaving them
vulnerable to risk. The risk profiles of in-
vestments change with time. Mutual funds
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Riskometer tracks changes in risk profile of debt funds

Each security in a portfolio is scored on interest rate risk, credit risk and liguidity risk

MODERATE

Breakup of funds as per risk grade

Fund category uh%fn?"

Banking & PSU bond 0 0 0
Corporate bond 0 9 13 U 0 0
Credit risk 0 0 5 4 7 1
Dynamic bond 0 6 18 4 1 0
Floater 0 9 3 0 0 0
Gilt 0 5 23 0 0 0
Long duration 0 0 8 0 0 0
Low duration 0 18 5 0 0 1
Medium duration 0 6 7 7 1 1
Short duration 0 14 14 0 1 0
Ultra short duration 1 18 8 0 0 1

change mandates and cross over to another
category not aligned with the original risk
profile. Recently, several funds across cat-
egorieslike value, focused and even hybrid
schemes have added international equi-
ties to their portfolio. Such changes may
not suiteveryone. Eventhe NPS has seen
changes in investment norms—including
awider investible universe of stocks along
with the leeway to invest in IPOs.

Indebt funds, itis particularly impor-
tant to watch out for any deterioration in
theliquidity or credit profile. The last few
vears have thrown up too many instances
toignore such red flags. Sometimes, gaps
may be evident at the time of investing it-
self. For instance, some debt funds belong-
ingtoperceived safer fund categories like
low or short duration may carry exposure

to lower credit quality bonds. So even
though the interest rate or duration risk

in these funds may be aligned with your
risk appetite, the underlying credit profile
may leaveabig gap. “Youneed to be very
vigilant of changing risk profile in your in-
vestments,” remarks Rustagi. “Whilerisk
arising from style drift in mutual funds
has come down substantially post fund
categorisation and rationalisation by Sebi,
monitoring risks indebt funds remains
critical.” Investors can now rely on the new

It assesses debt fund on three key paramat-
ers— creditrisk, interest rate risk and
liquidity risk. The riskometer is updated
every month and will immediately flag if
any indicator deteriorates materially.
Abigrisk gap often emerges owingto
misplaced perception of one’s own risk
profile, observes Dilshad Billimoria,
Managing Director, Dilzer Consultants.
“If youdon't have the right handle on your
risk-taking ability, it can leave a big gap
with the actual risk embedded in your
investments.” Most bad investments stem
from anarrow understanding of own risk
tolerance. Further, your risk profile should
berevisited occasionally toreflect changes
incircumstances. The birth of achild, a
large inheritance or sudden illness ofa
loved one can alter one’srisk taking ability.

TISKOMIELET 10 EEED TraCk Of SUCH CT ianges.

Note: Above risk grades are as of January 2021

Plug the gaps in liquidity
Perhaps the most overlooked part in creat-
ingand maintaining an investment port-
folio is the liquidity it affords. Investors
tend to obsess too much about returns or
safety, ignoring liquidity. At any point of
time, your portfolio must have adequate
liguidity—assets must be readily convert-
ible into cash without havingtosellata
discount. Younever know when a financial
emergency will hit vou. The pandemic has
brought into focus the importance of hav-
ingenough liguidity at all times. Large
sums tied up in traditional plans or real es-
tate will not come to vour aid at such criti-
cal junctures. Investments such as PPFand
EPF offer liquidity only on fulfilling cer-
tain conditions, Investments in tax-saving
equity fundsand Ulips are subjecttoa
lock-in of three and five vears, respectively.
Keep in mind that every SIP in tax-saving
equity funds gets locked-in for three years.
Toensure liguidity, keep in check
yvour exposure to illiquid investments,
Billimoria exhorts, “Avoid high skew
towards non-financial assets. Further, do
not link such investments towards criti-
cal financial goals.” Itisalso important to
review your liquidity position periodically.
The liguidity should not be confined only
to the emergency corpus. A sizeable por-
tion of your regular portfolio should also

Traditional
insurance
plans come
atavery
steep cost

Regulations permit
insurers to charge
up to 90% of the
first-year premium
as expenses on
these palicies

| Premium payment term 3 5-7 years

bereasonably liquid. Shares, bonds, equity
funds and bond funds areallliguid in na-
ture—proceeds will get credited within 2-4
business days. Atthe same time, avoidan
overkillin liquidity. Keepinglarge sums in
asavings account, fixed deposits and even
liquid funds will hurt portfolio returns.
Further, you must match your liquid-
ity needs with appropriate investments.
When investing for regular income, the fre-
quency of interest payout must match your
cash flow requirements. If saving for your
daughter’s higher studies, don’t investonly
in the Sukanya Samriddhi Yojana. The ac-
count allows only partial withdrawal of up
to50% of the account balance after the girl
turns 18. The balance can be withdrawn
only when the account matures in 21 years.

High costs also cause leaks
Don’t ignore the embedded costs in popular
investmentavenues. Traditional insur-
ance plans come at asteep cost thateata
chunk ofthe premium in the initial vears.
Costscanbeashigh as 70-90% of the first
year premium and eat up to 15-20% at
everyrenewal. On top of all that, these
plans come with heavy surrender penal-
ties that makes early exits very costly.
Bajpaiargues, “Hefty charges in tradi-
tional plans leave very little on the table
for investments, resulting in sub-optimal

Ils

Ilslza

8-9 years Over 10 years
Source: (RDAI

returns. Once invesied in the plan, you
have toremain committed for along time
as you cannot make it right by exiting.”
Comparatively, Ulips now come with much
lower embedded costs.

Surprisingly, however, costs of insur-
ance plansdon't get as much attention as
in mutual funds. Actively managed funds
have been panned for underperforming the
index even as they charge a tidy expense
ratiofor beating it. Investors have started
taking favourably topassive investing
partly attracted to their lower costs. The in-
dustry hasalso gone into overdrive launch-
ingaslew of index funds and ETFs. The
latter now charge as low as 0.05%, which
islower than whateven the average index
fund charges. But ETF also attract broker-
age costs, apart from taxes and depository
charges. There can be other invisible costs
too. Barring afew, trading volumes of most
KETFsare very poor. This lack of liquidity
often creates wide divergences between the
fund NAV and the price at which it can be
bought or sold. What you save in expense
ratiois more than nullified by this impact
cost. Comparatively, index funds do not
face such issues.

: Please send your feedback to
o etwealth@timesgroup.com
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