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DISCLAIMER: Although every effort has been taken to make sure that there are no mistakes,

there might be still, some mistakes inadvertently crept in the article. Please notify the same @

author’s email: drbhavdeep@gmail.com or Call/Whatsapp: 98761-93039 and they will be

corrected ASAP.

As mentioned previously, I have been dealing in the past few issues with an in-depth detail

about a few terms and concepts used very commonly in the arena of Mutual Funds. In the

last issue, I dealt with – Sharpe Ratio, Treynor Ratio, Benchmark, Alpha and Beta in

Mutual Funds, PE / Price to Earnings Ratio, ROI – Return on Investment and Active Vs.

Passive Portfolio Management and some concepts associated with all of them. I hope the

above terms and concepts don’t seem alien to you as I move further.

YES Bank Fiasco
As I was writing the second part of the above issue – one of the largest (fourth) private sector

lenders’ (Bank) of India, Yes Bank got embroiled itself in a fiasco. On March 5, 2020, the

Reserve Bank of India (RBI) imposed a 30-day moratorium (till April 3, 2020) on YES Bank,

superseded the bank’s board and appointed Mr. Prashant Kumar, who was serving as chief

financial officer and deputy managing director at State Bank of India (SBI), as an administrator.

Under the terms of the moratorium, deposit withdrawals were capped at Rs. 50,000 per person.

The central bank proposed a reconstruction scheme under which SBI will take a maximum of

49% stake in the restructured capital of the bank.
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What led to the crisis at YES Bank?

The bank’s loan book on March 31, 2014, was Rs. 55,633 crore and its deposits were Rs. 74,192

crore. Since then, the loan book has grown to nearly four times as much, at Rs. 2.25 trillion as on

September 30, 2019. While deposit growth failed to keep pace and increased at less than three

times to Rs. 2.10 trillion. The bank’s asset quality also worsened and it came under regulator

RBI’s scanner. YES Bank has a substantial exposure to several troubled borrowers, including the

Anil Ambani-led Reliance group, DHFL and IL&FS. The tipping point came when one of the

bank’s independent directors Uttam Prakash Agarwal, resigned from the board in January 2020

citing governance issues.

Here are several reasons behind the crisis at this new-age private-sector bank:

1. NPAs: Non Performing Assets – YES Bank ran into trouble following the central bank's

asset quality reviews in 2017 and 2018, which led to a sharp increase in its impaired loans

ratio and uncovered significant governance lapses that led to a complete change of

management. The bank subsequently struggled to address its capitalization issues. YES Bank

suffered a dramatic doubling in its gross NPAs between April and September 2019 to Rs.

17,134 crore.

2. NBFC crisis: Non Banking Financial Company – The crisis in India's shadow-banking space

started with the unraveling of Infrastructure Leasing & Financial Services (IL&FS) and then

extended to Dewan Housing Finance Limited (DHFL). YES Bank’s total exposure to IL&FS

and DHFL was 11.5 per cent as of September 2019. In April 2019, the bank had classified

about Rs. 10,000 crore of its exposures, representing 4.1 per cent of its total loans under

watch list, as potential non-performing loans over the next 12 months.

3. Governance issues: YES Bank faced several governance issues that led to its decline. On

January 10, independent director Uttam Prakash Agarwal quit citing deteriorating corporate

governance standards and compliance failure at the lender. In 2018-19, the bank under-

reported NPAs to the tune of Rs. 3,277 crore, prompting RBI to dispatch R. Gandhi, one of

its former deputy governors, to the board of the bank. Rana Kapoor, who was instrumental in

building YES Bank from scratch, was asked to step down as chief executive in January 2019.

4. Excessive withdrawals: YES Bank’s financial condition dissuaded many depositors from

keeping funds in the bank over a longer term. The bank showed a steady withdrawal of

deposits, which burdened its balance sheet and added to its woes. The bank had a deposit

book of Rs. 2.09 trillion at the end of September 2019.

What next for YES Bank?

The RBI has a draft reconstruction plan for YES Bank which proposes that depositors’ funds

would be protected. The employees would also have the same service conditions, including

remuneration, at least for one year. However, in the case of key managerial personnel, the new
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board would be empowered to take a call. The SBI, which has received a board approval to

invest in YES Bank, will pick up to a 49% stake, according to the scheme, at a price that is not

less than Rs. 10 for each share having a face value of Rs. 2. SBI also can not reduce its holding

below 26% before the completion of three years from the date of infusion of the capital.

New lease of life for YES Bank?

Yes Bank has got a second lease of life on March 18, 2020 after the Reserve Bank of India lifted

the moratorium two weeks ahead of the proposed deadline of April 3, 2020. With this, customers

of the troubled lender could heave a sigh of relief as the withdrawal limit on the accounts was

also lifted and normal banking operations resumed at 6 PM. The RBI had imposed moratorium

on the bank in wake of rising bad loans. A withdrawal cap of Rs 50,000 was also put in place to

check panic cash outflow. Ahead of Yes Bank’s moratorium period end, shares closed at Rs.

60.80 apiece, gaining 3.67% from the previous close on BSE. The shares had nosedived to Rs.

5.55 apiece and touched 52 week low after RBI imposed moratorium on the Rana Kapoor

founded bank.

Let us continue with our discussion on Mutual Funds from where we left

it in Part 16 of the series.

Portfolio Management – Objectives, Importance, Process, Risk Profile

It is always better to make some investments to secure our future but it is even better if we can

ensure that we get the maximum out of them. For that, an active interest from our side to track

and manage our financial portfolio is mandatory. Initially, it may not come easy to us, but by

following these below 10 tips, I hope all of you find portfolio management easier and interesting:

1. Diversification is essential: A tried and tested way to evade or minimize losses as much as

possible is to keep our investment portfolio well-diversified. A good mix of equities, debt /

securities and money market instruments – so that when one underperforms, the rest can

make up for it and negate the loss. Diversification is instrumental in keeping the portfolio

healthy.

2. Get a grip on expenditures: At the risk of sounding granddad-ish, I would always suggest

that a rupee earned is a rupee saved. Don’t just check the past returns; keep an eye out for

expense ratios and other charges too. There are other ways to cut down costs. For instance,

if one is not interested in direct plans, go for an intermediary that levies a flat fee rather

than frequent commissions per transactions.

3. Understand the risk profile: How much risk can one take? A million dollar question,

indeed! It mainly depends on the age – to determine what our investment horizon is along

with the current income. If one is 30 years old, the investment horizon is 30 years
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(assuming that one plans to retire at age 60). One can afford to stomach more risk than

somebody in their 40s or 50s. How much money is one comfortable shelling out towards

investments every month? Have prospective losses been considered? Remember, share

market / mutual funds are associated with risks and one must invest only if it doesn’t land

us in a deeper pit when there is a market low.

4. Start at a young age: Age is not just a number when it comes to investing. It is natural to

want to enjoy the new found financial freedom when one is fresh out of college and has just

started earning. However, financial experts can’t stress enough on the importance of

starting early and having a wide investment horizon. The younger one is, the more mental

and emotional stamina one will have to bear higher risks and enjoy bigger returns.

5. Understand debt and equities: At every phase of financial planning and investing, we

will have 3 choices – debt, equity or a mix of both. Example, bonds are debt schemes that

promise capital protection while paying us a steady income (albeit with low returns).

Money market instruments like FDs too offer lower returns but keep the capital safe.

Putting money in equities, instead, makes us an owner of the portion of the company – the

share/s we ‘bought’. If the company does well, we will mint money like anything as

dividends or corpus but if the profit falls, so will our returns as well.

6. Study the market and observe some more: If one is new to investing, it is prudent to

keep a bulk of the investments in debt and money market securities at first. Equity

investments are for those well-versed with finance market. Knowing the trends can help us

make an informed decision. Remember that equity takes long-term to give us maximum

benefits.

7. Having and sustaining discipline is the key: For a portfolio to grow towards its fruition, it

needs to be ‘fed’ regularly. Some months may be good and we may have no problem

shelling out the decided amount towards our investment. Some months may leave us

financially-crunched and it can be tempting to skip or withdraw. One way to manage this is

to automate payments to be made at the beginning of the month (salary day). This will

enable us to plan our monthly finances better. These savings will be our lifeblood in case of

contingencies like a job loss or medical emergency.

8. Don’t invest and disappear – check the progress regularly: Yes, we may have opted for

regular funds and have an intermediary looking after the portfolio for a fee. However, it

doesn’t absolve us, the investor, of all responsibilities. Keeping a track of our invested

company’s market position and learning when to cut losses and switch is also equally
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important. Be aware of company news alerts, profit announcements and company’s general

mission.

9. Leave emotions and impulsiveness at the door: When one investor panics or becomes

overconfident, it often means good news for another. Because when we are either, we tend

to make decisions we will regret later. One common example is when investors impatient

to make the most of the current positive market situation borrow heavily to invest. This is a

big mistake as it can lead to the double burden of loss as well as paying off dues. Keeping a

cool head even when others get anxious or greedy can be advantageous to us in making

non-biased and sharp decisions.

10. Don’t forget tax: Mutual fund gains are subjected to taxation. Long-term gains from debt

funds (3+ years) are taxed at 20%, while short gains are added to our current income. So,

we should remember to take this into consideration when we are in the planning phase. For

instance, ELSS is the only tax-saving mutual fund in India as per 80C.

In the nutshell, managing portfolio is an art. But it also needs a scientific and detached approach

– a game that needs us to apply heart and brain with the same vigour. If all this seems too much

for any one, start reading before you invest. Have a good knowledge and use your brain or

professional advice to select handpicked funds from top fund houses, selected by them, based on

the risk profile and requirements.

How to Build a Portfolio of Funds

A portfolio of funds is a set of investments made in various mutual fund schemes that are in line

with our financial goals and risk appetite.

Why Portfolio building is good for us?

Investing our hard-earned money is arguably one of the most critical financial decisions we will

ever make. Stocks, bonds, fixed deposits or mutual funds; the mere thought of investing puts our

mind into a dilemma. Mutual fund investors find it particularly challenging to choose from the

vast array of available funds. This becomes even more complicated when an investor has to build

a portfolio of funds. If one invests in mutual funds, then building a portfolio will do them good

only. Exercising due-diligence before investing is usually not enough to ensure that the

investment performs as expected. Regular monitoring and managing the investments is the key to

ensure that our money is working for us. A portfolio allows us to do just that – look at our

overall financial standing, buy or sell units if they are not in sync with our expectations and

avoid terrible losses. At this juncture, it becomes essential to understand the concept of

rebalancing, which involves bringing back the skewed asset allocations to the original target

asset allocation. One would re-align the weights of the assets of the portfolio. We may



Dr. Ahuja : FINANCE for DENTISTS – Part 17

www.wjasr.in World J Adv Sci Res Vol. 3 No. 3 May - June 2020 187

periodically sell units of assets whose weight has increased in the portfolio and buy units of those

assets whose proportion has reduced owing to market movements.

Suppose the original target asset allocation in equity: debt was 50:50%. Due to a recent

market rally, the stocks performed well and the stock weighting increased to 60%. Now the

investor may sell units of equity and buy debt instruments to bring the portfolio allocations back

to the original allocation. Many investors invest in a couple of funds and hold onto the units

regardless of their performance. This is usually counterproductive for a range of reasons:

a. No diversification & enhanced risk – All the eggs are being kept in one or two baskets.

b. Opportunity Loss – Different sectors of the market outperform the others at different times.

So, building a portfolio that fits in with our goals and regularly monitoring it can make a lot of

difference to our returns.

(Image Courtesy: Google)

How to tie our portfolio to our financial goals?

A portfolio should be created by mapping the financial goals to our investments. Financial goals

are the dreams which we aspire to achieve and invest accordingly. Goals can be short-term or

long-term. Buying a car or going on an exotic vacation tend to be short-term goals. While wealth

creation, tax saving, capital preservation and retirement corpus are some of the most common

long-term investment goals. Once our investment objectives are in place, the portfolio can be

built to ensure that we are on track to realizing our aspirations. A goal-based portfolio is always

better than investing randomly. Goals act as a yardstick to indicate how far we have been

successful in our investment journey. These help in focussed investing and prevent any

digressions and waste of time. Most of the times investment is guided by fund performance. But

not every fund is meant for everyone. If the fund outperformed the benchmark but didn’t meet

our target rate of return, then it is similar to non-performance on the whole. Thus, linking goals

to the portfolio provide clarity and choice of appropriate products.

How many funds should I have in a portfolio?

We all come across many colleagues and friends who as investors loosen their purse strings at

first sight of the next ‘shiny thing’ in the investment market. Such investors usually end up with

10-15 different fund schemes in their portfolio. This happens due to the lack of a plan. Investors
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need to understand the principle of diversification to keep fund returns in line with their

expectations. It is accomplished by having various fund categories in the portfolio which would

help in building the core components of the portfolio. Diversification is based on the basic

premise of not to put all the eggs in one basket. We may know that different securities react

differently to a particular market situation. A rise in equity component may lead to a fall in the

debt component or vice-versa. At any point in time, with diversification as a tool, a mix of assets

in the portfolio enables cushioning to keep the overall portfolio return intact. It can be viewed as

a situation wherein a fall in mid-caps may be cushioned by the stability of large-caps. A portfolio

with 3-5 mutual fund schemes across different market caps and/or asset classes is ideal.

Remember, like most things in life – too much diversification leads to lack of control.

Minimalistic is the way to go.

How do I choose the funds for my portfolio?

As is true for any investment, choosing funds for our portfolio should be based on our

investment goals, risk tolerance and duration of the investment. A diversified portfolio is what

investors strive for keeping their objectives in focus and inherent risks in check. We can start by

identifying the category of funds that we want to invest in. Once the category is finalized, we can

look at various schemes available across different fund houses. Consider the age, income and

financial goals before zeroing in on a programme. A word of caution – be wary of the ‘one size

fits all’ approach.

How to Invest in Mutual Funds?

Investing in Mutual Funds is very easy and we can do it in a direct way as well and the other

modes (Although Earlier Explained in Part 10 of this series).
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Investment Horizon

The period over which investors stay invested in an investment option is referred to as the

investment horizon. This investment horizon decides their desired exposure to risk and income

needs, all of which contribute towards the selection of securities. Determining the investment

horizon is one of the crucial steps an investor must take when creating a portfolio. As an investor,

remember that our choice of level of risk and the investment horizon will play a significant role.

Make sure that safer debt investments fund our medium and short-term goals. Bank deposits are

a good investment, as are liquid funds that can help us reach our short-term goals of a few

months to a year. For goals that span a couple of years, we may choose from short-term debts to

bank deposits. If our investment horizon exceeds five years, then equity is a good bet. When our

investment horizon extends in length, the equities bring a higher risk-adjusted return as

compared to income securities of fixed nature or cash. In short, investment horizons and equities

tend to get riskier as an asset class because there are higher levels of volatility attached to them.

Mutual Funds classified based on Investment Horizon

Depending on the type of mutual funds, the investment horizon for the same can be classified as

short-term, long-term and medium-term funds:

1. Short-Term Mutual Funds: These funds usually have an investment horizon of 1-3 years.

A period of fewer than 36 months for debt funds and less than 12 months for equity and

balanced funds is defined as a short-term investment horizon.

2. Medium Term Mutual Funds: These funds have a longer investment horizon of more than

36 months (3 years), and the investors typically stay invested for 5-7 years. Debt funds with

an investment horizon of 1-5 years and equity funds with a tenure of 3-7 years fall into this

category.

3. Long-Term Mutual Funds: These funds have the most extended investment horizon that

can last up to 10 years or more. Debt funds with tenure between 5-20 years and equity funds

with an investment horizon of 7-20 years fall under this category.

How do Investment Time Horizons affect our Portfolio?

If we want our investment portfolio to have proper diversification, then we must ensure that it

comprises of various asset classes. We can look at a longer investment horizon and be able to

take more risk as this allows the market many years to recover.

1. If we are looking at long-term investments of say, more than 10 years, then our portfolio

should have a significant portion dedicated to investments in equities. (Even within the

equity class, we can allow a bigger portion of our portfolio to riskier assets. This could

include options like a small-cap, mid-cap and even international stocks. Generally speaking,

about 70% to 100% of our long-term investment horizon portfolios should be in the form of

equities and the remaining in fixed income).
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2. With the time horizon reducing, there can be adjustments made to the portfolio as and when

needed. This way, we can move more of our portfolio into fixed income from equity

investments.

3. The things about fixed-income investments are that they offer us certain stability of

principal even though they give us a much lesser return in the longer run. There should be

provisions of about 30% to 70% of our portfolio to include equities if we are aiming for a

mid-term investment horizon. The remaining portion can be invested in fixed income.

4. When investing in portfolios of short-term investment horizon, allot about 70% to 100% of

our assets to fixed income and the remaining in equities.

5. When we are nearing the end of our investment horizon, to minimize risk, we must allow

most of our investments towards fixed-income investments. This will help protect our

portfolio from the severe downfall of the equity markets and also keep the principal amount.

(Image Courtesy: Google)

Time Horizon for Other Investments

Certain investment options have a structure with their own time horizons. For the long-term

investor, stocks are considered ideal as small-cap stocks are known to be risky: For the long-

term investor, stocks are considered ideal as small-cap stocks are known to be of a risky nature.

1. In the case of a bond, it has a maturity date associated with it and once it reaches its

maturity, the investment gives us the par value of our investment.

2. There is a maturity period attached to Certificates of Deposits (CDs) as well. Like bonds,

CDs on their maturity offer investors the par value.

3. In the case of a fixed annuity, the time is set by the insurance company when the interest

rate is paid to the annuity owner. On the expiration of time, the owner has the option of

either continuing with the new interest rate or surrenders the contract.

Investing in mutual funds is subject to market risk, read instructions carefully before investing.

Importance of Long-Term Investment in Mutual Funds

Investing with a long-term horizon is good in the long run. It instills financial discipline and

gives our investments more time to accumulate enormous wealth. Investing with a long-term

horizon is extremely important for equity-linked investors. It mitigates the risk of market

volatility to a greater extent.
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1. Investing with a Long-Term Horizon in Mutual Funds: Compounded growth is one of the

significant benefits of investing in mutual funds. Compound interest is basically the interest

on interest. With long-term investments, our mutual funds are compounded for more number

of times which enhances the returns earned. Hence, investing with a long-term horizon not

only mitigates market volatility and risk but also helps in maximizing the profits.

2. Investing with long-term horizon unleashes the power of compounding: Let us

understand this with an example. Imagine we invest Rs. 1 lakh every year from the age of 25

years till we retire. Let us say the retirement age is 58 years; then we invest Rs. 34 lakhs by

the time we retire. If we were to invest in an instrument that offers simple interest at a rate of

10%, then our returns would be Rs 3.4 lakhs. Our investment portfolio would read Rs. 37.4

lakhs (principal amount Rs. 34 lakhs + interest earned Rs 3.4 lakhs = Rs. 37.4 lakhs) at the

time of maturity. Let us analyze this scenario with mutual funds (re-invest option), which

offer compounded interest at a rate of 10%. By investing Rs. 1 lakh in the first year, our

principal would be enhanced to touch Rs. 1.1 lakh (principal of Rs. 1 lakh + interest earned

Rs. 10,000 = Rs. 1.1 lakh) in the second year and so on. Our investment corpus would touch

Rs. 2.7 crores at the time of redemption (maturity). The difference between the returns

offered by simple interest and compound interest instrument/s is vast. This enormous

difference is noticed only when the investments are made with a long-term horizon. The

following table shows how powerful the compounding is when investments are made with a

long-term horizon:

Age in years Amount in the portfolio

25 Rs. 1,10,000

26 Rs. 2,31,000

27… Rs. 3,64,100

…36… Rs. 23,52,271

… …

…56 Rs. 2,21,25,154

57 Rs. 2,44,47,670

58 Rs. 2,70,02,437

(Table Courtesy: Cleartax.com)

3. Starting Early is the Key: Let us understand this with the following example: Our brother

starts investing in mutual funds at the age of 35 years and he invests Rs. 1 lakh a year till his
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retirement age of 58 years. He would invest Rs. 24 lakhs. He started investing 10 years later

than we did. At the time of redemption, our brother’s mutual fund portfolio would read Rs.

97 lakhs while ours would read Rs 2.7 crores. The difference of 10 years is huge in the

mutual fund industry. The following table compares the growth of our brother’s mutual fund

portfolio with us:

Age

(years)

We started at the age of 25

years

Our brother started

at the age of 35 years

25 Rs. 1,10,000

26 Rs. 2,31,000

27….. Rs. 3,64,100

…..35 Rs. 20,38,428 Rs. 1,10,000

36 … Rs. 23,52,271 Rs. 2,31,000

… .. …

… 56 Rs. 2,21,25,154 Rs. 78,54,302

57 Rs. 2,44,47,670 Rs. 87,49,733

58 Rs. 2,70,02,437 Rs. 97,34,706

(Table Courtesy: Cleartax.com)

4. Starting Early Beats Inflation: While compounding enables our investments to grow

faster, inflation is the opposite of it. Inflation engulfs our profits. Consider the following

example to understand the effect of inflation: Rs. 60 lakhs may now be good enough to buy a

2BHK house in the city centre. 12 years later, Rs. 30 lakhs may not be good enough to

purchase even a piece of land of dimensions 20 by 30 sq. ft. as money loses its value with

time. Inflation at the rate of 8% can make our capital of Rs. 1 lakh reduce to half its value

over a time frame of eight years. If we are to realize the actual returns on our investment,

then our investment should necessarily offer inflation-beating returns. If not, then inflation

would sink our returns. Considering the effect of inflation on investments, it is wise to invest

in mutual funds. Only mutual funds offer inflation-beating returns. Starting early helps our

investments grow to a more significant extent.

Before we move ahead, let us discuss in brief about Inflation and Deflation
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Inflation & Deflation – Definition, Causes, Effects, Basics

Inflation happens when the price of goods and services increase, while deflation takes place

when the price of the goods and services decrease in the country. Inflation and deflation are the

opposite sides of the same coin. Maintaining the balance between these two economic conditions,

i.e. inflation and deflation is essential as the economy can quickly swing from one condition to

the other as a result of these two conditions. The Reserve Bank of India keeps an eye on the

levels of price changes and controls deflation or inflation by conducting monetary policy, such as

setting interest rates in India.

Inflation

Inflation is the rate at which the prices for goods and services increase. Inflation often affects the

buying capacity of consumers. Most Central banks try to limit inflation in order to keep their

respective economies functioning efficiently. There are certain advantages as well as

disadvantages to inflation. Inflation refers to the increase in the prices of the goods and services

of daily use such as food, housing, clothing, transport, recreation, consumer staples, etc. Inflation

is measured by taking into consideration the average price change in a basket of commodities

and services over a period of time. Inflation is calculated in India by the Ministry of Statistics

and Programme Implementation. A simple example would be, suppose a kg of apples cost Rs.

100 in 2019 and they cost Rs. 110 in 2020; then there would be a 10% increase in the cost of a

kg of apples. In the same way, many commodities and services whose prices have risen over

time are put in a group and the percentage is calculated by keeping a year as the base year. The

percentage of increase in prices of the group of commodities is the rate of inflation.

Causes of Inflation

Inflation is caused by multiple factors; let us see a few below:

1. Money Supply: Excess currency (money) supply in an economy is one of the primary causes

of inflation. This happens when the money supply / circulation in a nation grows above the

economic growth, therefore, reducing the value of the currency. In the modern era, countries

have shifted from the traditional methods of valuing money with the amount of gold they

possessed. Modern methods of money valuation are determined by the amount of currency

that is in circulation which is then followed by the public’s perception of the value of that

currency.

2. National Debt: There are a number of factors that influence national debt, which include the

nation’s borrowing and spending. In a situation where a country’s debt increases, the

respective country is left with two options:

a. Taxes can be raised internally.

b. Additional money can be printed to pay off the debt.

3. Demand-Pull Effect: The demand-pull effect states that in a growing economy as wages

increase within an economy, people will have more money to spend on goods and services.
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The increase in demand for goods and services will result in companies raising prices that the

consumers will bear in order to balance supply and demand.

4. Cost-Push Effect: This theory states that when companies face increased input cost on raw

materials and wages for manufacturing consumer goods, they will preserve their profitability

by passing the increased production cost to the end consumer in the form of increased prices.

5. Exchange Rates: An economy with exposure to foreign markets mostly functions on the

basis of the dollar value. In a trading global economy, exchange rates play an important

factor in determining the rate of inflation.

Effects of Inflation

When there is inflation in the country, the purchasing power of the people decreases as the prices

of commodities and services are high. The value of currency unit decreases which impacts the

cost of living in the country. When the rate of inflation is high, the cost of living also increases,

which leads to a deceleration in economic growth. However, a healthy inflation rate (2-3%) is

considered positive because it directly results in increasing wages and corporate profitability and

maintains capital flowing in a growing economy.

Steps to offset Inflation and its effects on Our Retirement

Factoring for inflation is an essential process for financial planning.

The question is how much will we actually need when we retire?

Here are a few ways we can retire financially sound keeping inflation in mind.

1. Invest in long-term investments: When it comes to long-term investments, spending money

now for investments can allow us to benefit from inflation in the future.

2. Save More: Retirement requires more money than one might imagine. The two ways to meet

retirement goals are to save more or invest aggressively.

3. Make balanced investments: Though investing in bonds alone feel safer, invest in multiple

portfolios. Do not put all the eggs in one basket to outpace inflation.

Deflation

Deflation is generally the decline in the prices for goods and services that occur when the rate of

inflation falls below 0%. Deflation will take place naturally, if and when the money supply of an

economy is limited. Deflation in an economy indicates deteriorating conditions. Deflation is

normally linked with significant unemployment and low productivity levels of goods and

services. The term “Deflation” is often mistaken with “disinflation.” While deflation refers to a

decrease in the prices of goods and services in an economy, disinflation is when inflation

increases at a slower rate.
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Causes of Deflation

Deflation can be caused by multiple factors:

1. Structural changes in capital markets: When different companies selling similar goods or

services compete, there is a tendency to lower prices to have an edge over the competition.

2. Increased productivity: Innovation and technology enable increased production efficiency

which leads to lower prices of goods and services. Some innovations affect the productivity

of certain industries and impact the entire economy.

3. Decrease in the supply of currency: The decrease in the supply of currency will decrease

the prices of goods and services to make them affordable to people.

Effects of Deflation

Deflation may have the following impacts on an economy:

1. Reduction in Business Revenues: In an economy faced with deflation, businesses must

drastically reduce the prices of their products or services to stay profitable. As reductions in

prices take place, revenues begin to drop.

2. Lowered Wages and Layoffs: When revenues begin to drop, businesses need to find means

to reduce their expenses to meet objectives. One way is by reducing wages and cutting jobs.

This adversely affects the economy as consumers would now have less to spend.

(Series to be Continued)

(We shall continue this Article on Finance in the Part 18 of this Series in Volume 3 Issue

3 – May–June 2020 Issue – Second Part with Mutual Funds)
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