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Fixed Maturity Plans
A superior investment option

Explore FMPs for better post-tax returns

Buy-and-hold strategy enables investors to lock into prevailing rates

Just like equity markets go through bull and bear phases, interest rates in the economy also go through
ups and downs. An uptrend in interest rates such as that prevailing in the Indian economy today
presents a good opportunity for investors with a fixed income orientation to lock into higher yields. But
while traditionally, most investors turn to bank fixed deposits in such a scenario, they might not be the
most optimum instruments to derive the benefits of high interest rates especially on a tax-adjusted
returns basis. Instead, investors can consider fixed maturity plans (FMPs) as a better investment option
to take advantage of the higher interest rates prevailing in the economy.

FMPs are close-ended debt funds that investors can only invest in or enter at the time of a new fund
offer (NFO) and exit after it matures. FMPs come with maturity tenures starting from three months to
five years and they invest in fixed income securities such as money market instruments, government
bonds and corporate bonds across the credit spectrum.

FMPs are structured in such a way that the maturities of the underlying securities match the fund’s
maturity. For instance, a three-year FMP will typically invest in securities that mature in three years or
less. More importantly, FMPs follow a buy and hold strategy, which means that all the debt securities
are held till maturity because of which, an investor can lock into the prevailing yields during the holding
period.

Difference between coupon rate and yield to maturity (YTM)

A bond’s coupon rate is the amount of interest it earns each year on its face value, while YTM is the
bond’s average return if it is held until maturity. The coupon rate remains the same over the course of
the plan, while YTM is inversely related to bond prices and changes as per interest rates scenario in the
economy.

For instance, if a bond has a coupon rate of 6% on Rs 1,000 face value, an investor will receive Rs 60
annually. At the time of issue, the coupon rate and YTM are the same. However, later if the bond is
traded at a premium of, say, Rs 1,200, its yield will be 5% (Rs 60 divided by Rs 1,200) while it will be
6.7% if the bond is traded at a discount of Rs 900.       

As FMPs lock-in the prevailing market yields, an investor can lock-in the higher yields in the current 
rising interest rate scenario (Chart 1). Further, these funds invest in bonds, which tend to provide
higher yields than the returns on traditional FDs (Chart 2). 
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Chart 1: Interest rate cycle
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Chart 2: Bond yields versus bank FD returns for three-year maturity
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FD rate represented by SBI term deposit rate for three-year maturity
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Indicative performance and no interest risk

Better post-tax returns
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Investors are comfortable with bank FDs because they know in advance how much interest they will
earn on their deposits, which is not the case with debt funds. However, FMPs are an exception among
debt funds as an investor can gauge the returns he can get by studying the indicative portfolio structure
of a FMP, which is disclosed by fund houses at the time of the NFO. For instance, for a three-year FMP
that invests in AAA rated bonds, an investor can gauge the indicative yields by studying the prevailing
yield levels of bonds with three-year maturities. This structure makes FMPs comparable to banks FDs.

Another big benefit that FMPs provide over and above their ability to optimise the high yield scenario
in the economy is that they generate higher tax-adjusted returns through the benefit of indexation
(adjusting gains after considering inflation) for holding periods of more than three years. Long-term
capital gains (LTCG) on all debt-oriented funds including FMPs are taxed at 20% after providing
indexation. In the case of FDs, on the other hand, an investor needs to pay tax on income as per his
tax slab. Indexation thus helps FMPs to generate higher post-tax returns for maturities over three
years (Table 2).

The biggest comfort that investors draw from FDs is guaranteed returns, while debt mutual funds are
exposed to two types of risk primarily – interest rate and credit risk. As bond prices are inversely
related to yields, the net asset values (NAV) of open-ended debt funds are sensitive to interest rate
changes in the market, making them volatile. However, investors in FMPs needn’t worry about interest
rate risk as the fund captures the current yields by holding the underlying securities until they mature.
Hence, an investor will get returns equivalent to the yields prevailing at that time despite the volatility
in interest rates during the holding period. 

However, while FMPs are not exposed to interest rate risk, they do face a credit risk. But an investor
can minimise this risk by investing in FMPs that largely invest in top-rated AAA bonds. Investors with a
higher risk appetite can get better yields by exploring FMPs that also take exposure in below AAA-rated
bonds.

Summing up
While FMPs can potentially generate higher post-tax returns vis-à-vis banks FD for periods of over
three years, investors should consider the credit risk of a default on the underlying securities and also
the liquidity aspect since these are close-ended schemes before investing in them. Although FMPs are
listed in the secondary market, they are thinly traded, which may result in an investor selling his FMP
at a big discount in case of an exit before the fund’s maturity. Needless to say, investments in FMPs
should be based on the investor’s risk profile. 

Table 2: Illustration

FMP
Investment

Period

Returns assumed

Maturity value

Inflation rate of indexation*

Indexed cost

Taxable income

Tax rate

Tax payable (Rs)

Post tax gains (Rs)

Post tax returns (%)

Bank FD
100,000

1100 days

7%

122,618

4%

112,486

10,131

20%

2,026

20,592

6.41% 5.00%

15,833

6,785

30%

22,618

-

4%

122,618

7%

1100 days

100,000

For illustration purpose only
based on cost of inflation in the last three years ended 2017-18
Assuming investor falls in highest tax bracket
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Disclaimer - CRISIL Research, a division of CRISIL Limited (CRISIL) has taken due care and caution in preparing this Report based on the information

obtained by CRISIL from sources which it considers reliable (Data). However, CRISIL does not guarantee the accuracy, adequacy or completeness of the

Data / Report and is not responsible for any errors or omissions or for the results obtained from the use of Data / Report. This Report is not a

recommendation to invest / disinvest in any entity covered in the Report and no part of this report should be construed as an investment advice.

CRISIL especially states that it has no financial liability whatsoever to the subscribers/ users/ transmitters/ distributors of this Report. CRISIL Research

operates independently of, and does not have access to information obtained by CRISIL’s Ratings Division / CRISIL Risk and Infrastructure Solutions

Limited (CRIS), which may, in their regular operations, obtain information of a confidential nature. The views expressed in this Report are that of CRISIL

Research and not of CRISIL’s Ratings Division / CRIS. No part of this Report may be published / reproduced in any form without CRISIL’s prior written

approval. CRISIL or its associates may have commercial transactions with the company/entity.
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