Lifecycle Funds
As the concept of financial planning for retirement becomes more prevalent, we look at Lifecycle Funds, an option that's being lapped up in the US
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Wealth creation and wealth management are lifelong financial goals, though wealth management becomes more important as one approaches retirement. Traditionally, this process was simple: people invested in equity for growth. Government bonds, corporate bonds, Public Provident Fund and postal saving schemes were considered safe investments and held for the interest income. Gold and real estate were used as inflation hedges. Cash balances were maintained for daily needs. Insurance was also used as a tax planning and investment tool. 

Today investing has become more complex. New asset classes like mutual funds offer the small investor a chance to diversify his holdings and maximise returns over his lifetime. But for an ordinary person wanting to invest in mutual funds, matters are complicated by the wide variety on offer: equity funds, bond funds, balanced funds, mid-cap funds, large cap funds, index linked funds, unit-linked insurance schemes, growth funds, aggressive funds, conservative funds' The variations seem endless and, to the uninitiated, rather disconcerting. Investment without comprehension then takes on an ad hoc character that is not in the best interests of the investor. 

The 'Lifecycle' theory of investing - first deciphered 50 years ago by Italian born American economist Franco Modigliani - offers a logical framework for long-term investing. The theory says that each individual will go through various life stages, with different income levels and investment needs in each of these: the 'accumulation phase', between the age of twenty and thirty years; the 'consolidation phase', between forty and fifty; the 'decumulation phase', between ages 60 and 70, when the individual is no longer working and is living off the interest and dividend income and capital accumulated in the first two phases. The lifecycle theory recommends that the individual may hold high-risk bearing assets when young, but must move towards eliminating the risks of the portfolio, as he grows old. 

Elegant as the theory sounds, implementing it is a different ballgame altogether. For starters, investing for long-term financial goals is a high-involvement activity. First you arrive at a suitable asset allocation, then create a diversified portfolio by investing in various schemes, track each investment periodically, rebalance at regular intervals to stay tuned into the asset allocation, make adjustments based on market conditions, keep track of capital gains and losses, and so on and so forth. Not all investors have the financial smarts to do this. 


NEED FOR LIFECYCLE FUNDS
For such investors, Lifecycle Funds are a good option. Introduced in the US in the 1990s, the product has caught the fancy of investors there only in the last few years and is fast becoming one of the most popular tools for retirement planning. In India, Franklin Templeton is currently the only fund house that has a variation of a Lifecycle Fund to offer. That apart, such funds have not yet made an entry into the Indian market. However, it would help to be aware of its features, and take advantage of the same as and when they do appear.

The original Lifecycle Fund in the US is a fund of funds (i.e. it invests in other mutual funds) and is designed to make retirement investing easy. Typically, investors choose a fund based on their retirement date, or the year they turn 65. This is then rebalanced by fund managers as the investor gets closer to retirement, going from a growth stage (when the investor is young) to more of an 'asset-protection' stage as the years go by. As the investor ages, he holds assets that are most appropriate for his age profile. These funds are close-ended, which means the investor has no option to exit the fund before the stated date. It is thus a one-stop solution for retirement planning. 

According to the Financial Research Corporation, a research organisation in the US, assets held in Lifecycle Funds have ballooned to $ 255 billion in 2006 from $106 billion in 2003. Analysts are projecting a compounded annual growth rate of 23 per cent over the next five years. 

In India, on the other hand, Lifecycle Funds have hardly registered their presence. The only one available is Franklin Templeton's version of the original, and it's open-ended - the investor can quit the fund when he wishes. However, it rebalances the risk of the portfolio automatically. It's called Stage of Life Fund of Funds (FOF). When used for investment, it helps investors access a portfolio of various top-performing funds with a single investment; minimises worries about which fund to buy and sell (FOF does this, automatically, and in a tax-efficient manner); its in-built rebalancing feature ensures that market movements do not allow the asset allocation to change; and that there's diversification across asset classes and investment styles.

The age groups and the corresponding debt-equity mix FOF prescribes are based on the lifecycle theory mentioned above, but are not binding on the individual. "For instance, a person in his 40s who wishes to take a higher risk can invest in the 20s plan. Conversely, a young person with a low risk appetite can go for the 50s plan. If the investor wishes to stick to the age prescribed risk, he can switch out of one fund and into another as he moves to a different age group [see box]," explains Sukumar Rajah, Chief Investment Officer, Franklin Templeton India. Launched in 2003, FOF has had limited success - the total amount invested as on 31 October 2006 was Rs 306.82 crore. 

Given its user-friendly features and success in developed countries, one wonders why there is so little interest on part of other fund houses in offering 'lifecycle' products in India. An executive at Reliance Mutual Fund says that this is because retail investors have a very small presence in the Indian mutual fund market. "Those who would form the bulk of Lifecycle Fund investors still prefer to hold securities like government bonds, National Savings Certificates and post office savings," says Laxmi Iyer, vice-president and Head-Products Kotak Mahindra Securities. "It is only when the Indian market gains maturity and small investors accept mutual funds as an important component of retirement planning that the concept of Lifecycle Funds will catch on," adds Iyer. 

Mr Jaya Prakash, Head-Products at Franklin Templeton, says that investor psychology is also one of the reasons. "Indian investors might not be willing to keep their funds locked in for a period of 20-25 years or longer, which is typically required for a normal Lifecycle Fund. As the concept of financial planning becomes more prevalent and there is clarity on tax status, we could expect such products along with FOF gaining acceptance."

Till the time the concept of Lifecycle Funds takes further shape in India, investors who find the phased theory of investing attractive will have to allocate their assets or rebalance their financial portfolio themselves, preferably with the help of qualified investment planners.

	The Franklin Templeton Stage of Life Fund of Funds have five funds for persons with different risk appetites:

	Plan name
	Proportion of 
	Corpus(in Rs Crore)On 31 October 2006

	
	Equity
	debt
	

	The 20s Plan
	80%
	20%
	22.22

	The 30s Plan
	55%
	45%
	12.32

	The 40s Plan
	35%
	65%
	23.44

	The 50s Plan
	20%
	80%
	18.66

	The 50s Plus Floating rate Plan
	20%
	80%
	232.18


