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February Journal Letter from Noel Maye,
CEO, FPSB LTD.
It is hard to believe that February is already upon us. I trust
it’s not too late to wish you every success for the year ahead,
or too early to celebrate the prospect of returning to a more
connected world. As we anticipate our governments and
healthcare systems getting more control over the global
pandemic, I’d like you to think about the significance of new
beginnings. It was the legendary financier John Pierpont
“J.P.” Morgan, who famously said, “The first step towards getting somewhere is to
decide you’re not going to stay where you are.”

Although the global economy is recovering from the impacts of last year’s
pandemic, the landscape has changed dramatically for all of us. As the World
Bank noted in its January 2021 Global Economic Prospects Report, “Making the
right investments now is vital both to support the recovery when it is urgently
needed and foster resilience. Our response to the pandemic crisis today will
shape our common future for years to come.” 

Although challenged, COVID-19 didn’t keep the global or Indian financial
planning profession from reaching important milestones. I’ve heard from many
CFP professionals around the world about how they have turned obstacles into
steppingstones. Whether guiding clients on how best to navigate the volatility of
the markets or their personal financial situations, or helping them adjust current
strategies to stay on track for the future, CFP professionals deserve to be saluted
for showing up for and standing by their clients. 

As we look ahead to 2021, it’s important to remember that your clients will
continue to be looking to you for reassurance, for guidance, and for creative



solutions to financial and life goals in the year ahead. Let them know they don’t
have to make these decisions alone.

At FPSB, we are committed to carrying forward our vision for the financial planning
profession and CFP certification in India in 2021. I’m especially pleased about the
appointment of Rajesh Krishnamoorthy as Country Head of our India liaison office,
effective the 1st of February. 

If you haven’t already heard, Rajesh brings 20 years of experience in India’s
financial markets, including the last decade with wealth management fintech
platform iFAST Financial India Pvt. Ltd., as the founding employee, Managing
Director, and most recently Vice Chairman of the Board of iFast India Holdings,
Singapore. His areas of expertise include treasury, institutional sales, private
wealth management and personal finance-related technology, not to mention a
deep familiarity with the work of the Securities and Exchange Board of India and
the National Institute of Securities Markets.

Among the many initiatives Rajesh has planned, his main areas of oversight will
focus on strengthening FPSB operations and strategy; growing FPSB certification
programs; and building support to establish and grow the financial planning
profession in India, with CFP certification as its symbol of excellence.

As Rajesh settles into his new role, please take a moment to welcome him to the
FPSB family. And please know that we are all committed to supporting and
promoting you as you deliver best-in-class financial planning services to your
clients in 2021 and beyond.

All the best,

Noel Maye
Chief Executive Officer
Financial Planning Standards Board Ltd.



Welcome Message from Rajesh
Krishnamoorthy, FPSB Country Head,
India
To say that I’m excited to join the FPSB leadership
team would be an understatement. Over the course
of my career in the financial services profession,
I’ve always held the work of CFP professionals in
the utmost esteem. Your dedication to the highest
ethical standards and commitment to delivering
innovative solutions is well-known across the
financial industry, and I’m honored to contribute to
your ongoing success.

As an important next step, we must all work together to further our mission of
establishing financial planning as a global profession and the CFP marks as the
global symbol of excellence in financial planning. To this end, we will be taking a
closer look at how our operations and strategic vision support our organizational
objectives. In particular, we’ll examine what aspect of the organization need
improvement; and we’ll be working in close collaboration with you as we chart our
course for the future.

Another top priority for FPSB in the coming months is to grow and strengthen our
certification programs. The past 12 months have forced us to find innovative ways
to continue the important work we’ve been doing. As an organization, we have
risen to the occasion. But there’s still more we can do to make sure all of our
colleagues are able to virtually participate in our certification programs and to
access asynchronous continuing education opportunities.  

Meeting our strategic goals for the future means that we need to strengthen our



relationships with partner organizations, create thought leadership that reinforces

the importance of CFP certification, and continue advocating on behalf of CFP
professionals with regulators, legislators, and policymakers.

The journey of a thousand miles begins with one step; and I look forward to
embarking on this odyssey together.

Rajesh Krishnamoorthy
Country Head, India Liaison Office



About the Journal

The purpose of the Journal of Financial Planning in India is to expand the
knowledge base of CERTIFIED FINANCIAL PLANNERCM professionals and those
interested in the profession.

Future contributions will span a variety of areas including industry interviews,
viewpoint columns, insightful articles and peer-reviewed technical papers. We
wish to provide content that is interesting, original and, most importantly,
beneficial to CFPCM professionals and their work on behalf of their clients.

Journal of Financial Planning in India is published by Financial Planning Standards Board Ltd. (FPSB Ltd.)
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World Financial Planning
Day: Leveraging the
Strength of the Global
CFP Community
Last 7 October, thousands of financial planning professionals from across the
globe came together for the fourth annual World Financial Planning Day (WFPD),
organized by the Financial Planning Standards Board Ltd. (FPSB) and its global
network of affiliate organizations. Each year, WFPD coincides with World Investor
Week (WIW), an initiative coordinated by the International Organization of
Securities Commissions (IOSCO). 

In light of the market volatility of 2020 caused by the COVID-19 global pandemic,
the goal of WFPD was three-fold: to help raise awareness of the value of financial
planning during uncertain times, to highlight the importance of creating a financial
plan and to demonstrate why it’s critical to work with competent and ethical
financial planners who are committed to putting their clients’ interest above their
own.

During the campaign, Noel Maye, CEO of FPSB, also stressed the importance of
staying on course in these turbulent times, saying: “As we continue to deal with a
global pandemic, more people are feeling life and financial stress, looking to an
uncertain future while dealing with a volatile present. This year, it is more important
than ever to raise awareness of how financial planning can help people prioritize
and address short-term needs, framing those actions in the context of longer-term
goals.”

First-Ever Live Panel Event
This year’s WFPD also featured a live global panel event hosted by FPSB for
financial planning professionals to discuss one of the most pressing issues in



2020 - the Future of Financial Planning: Adapting to a New Normal. The two-hour
event featured presenters from seven countries - among them Hansi Mehrotra,
CFA, founder of The Money Hans based in India - to explore topics such as
adapting to a client’s changing needs, managing client relationships in the virtual
world and the myriad forces shaping the financial planning profession worldwide.

New website for WFPD boosts visibility and engagement
This past year, FPSB upgraded www.WorldFPDay.org to improve engagement
with the FPSB Network’s WFPD campaigns and programs. Among the
enhancements, we implemented the “Live Your Today. Plan Your Tomorrow”
branding, upgraded the navigation menus, added a comprehensive campaign
toolkit for FPSB Affiliates, and featured a variety of consumer-oriented articles and
resources focused on four topic areas: Financial Planning is For Everyone, Plan to
Reach Your Goals, Protect Your Financial Future and Get the Help You Need. 

Our work paid off - leading to a considerable increase in web traffic and user
engagement, particularly among our audience in India. To illustrate, compared to
the previous year, web traffic from India in 2020 increased by 10% (i.e., visitors
entered the URL directly); organic search traffic increased by 131%; the number
of first-time users increased by 29%; overall page views increased by 23%, with
unique page views going up by 27%; and the total number of sessions increased
by 32%. Indian CFP professionals were extremely engaged on social media as
well, posting and sharing WFPD content from both FPSB global and FPSB India
social platforms.

Keeping up the momentum from 2020
We want to encourage you to continue visiting www.WorldFPDay.org to access all
of the valuable information available - and not just from the event, but resources
that can also support your ongoing work with clients. Learn how to fight financial
stress during uncertain times, for example, from the articles and resources that
are available, and make sure to stay connected with our global network of CFP
professionals.

Stay tuned for more information about World Financial Planning Day 2021! 

http://www.worldfpday.org/
http://www.worldfpday.org/
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Decoding the Time Value Concept
By Varadarajan R, CFPCM

The primary responsibility of a financial planner is to identify
the needs or financial goals of the client and to translate
them to identifiable monetary values. Mastering the skills and
comprehending time value of money (TVM) becomes
essential for a successful financial planner.  In this article,
our focus would be to answer certain puzzling questions we
face while solving the questions related to TVM.

Time Value of Money 
We are all well aware of the fact that money has time value. A Rupee in hand
today is more valuable than the promise of a Rupee at a later date – say five
years. An investor expects to receive something more than what he or she had
invested in view of the following:

Sacrifice: The person who parts with the money sacrifices the pleasure of
spending it today, and they need compensation
Inflation: Due to inflation, the price of the item he or she could buy today
could be higher later
Risk : Regardless of where someone invests, there is an element of risk of
default for which they would expect some compensation – i.e. a risk
premium.

All these aspects decide the amount of compensation, which is expressed in the
form of percentage known as the rate of interest. The period of time for which an
investor would like to part with his money is called tenure.

The amount this investor is willing to part with (i.e. investment or savings), together
with the rate of interest and tenure determines the level of compensation an



investor expects to receive. The subject of TVM deals with all these aspects. An

investment amount could be either made in one lump sum, or in periodical
investments or a combination of both.

The investments or savings are made either towards a financial goal or without
any goal. In either case, the idea is to utilise or withdraw the accumulated funds
generated through investments at a future date for a desired purpose. The
withdrawal could be either lump sum or a series of payments to meet periodical
requirements or a combination of both.

The future value (FV) of a single instalment or the present value (PV) in today’s
term of amount receivable on a future date, can be represented mathematically as
under:

Where PV is the single investment made initially, FV is the accumulated future
value, r is the rate of interest and n is the period of investment.

Since the investments or savings could be either single payment or equal periodic
instalments, the FV is calculated either with a financial calculator or spreadsheet
to get the values quickly, instead of cumbersome calculations. Below, we shall
restrict ourselves to the use of Excel spreadsheets. The terms or the notations
used in the computation are listed below:



For example, at the rate of 10% per annum, if an investment of 50000 is made
today together with annual investments of Rs.5000 at the start of the year, the
accumulated amount at the end of the period would be Rs.114103.55.

One can think of a plethora of investment and interest payments besides the
tenure and we shall elaborate how these are to be incorporated so as to arrive at
the correct result.

Rate : Rate of interest could be either nominal, effective or applicable – and it
changes according to the frequency of compounding/interest payment as well as
the investment.

Let us assume, the rate of interest in percentage is “r“ and the tenure is  “n“ in
years.

Note: In case the frequency changes to every six months or quarterly instead of
monthly, we shall be using 2 or 4 instead of 12 in all the above cases. Now, let’s
add a twist. What do we do if the interest is compounded quarterly and the
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investment is made monthly? Simple. Convert the interest to an annual effective

interest and then use the nominal formula on that interest rate as explained in the
table above.

Example: If the nominal rate of interest is 10% per annum. compounded quarterly,
and the periodic investment is made monthly, then,

Step 1 : Find the effective interest = EFFECT(10%,4) = 10.381%

Step 2 : Use monthly interest with nominal formula = NOMINAL(10.381%,12)/12 =
0.8265%

Nper would be in terms of number of months.

What do we do if the interest is compounded monthly, while the investment is
made quarterly? Simple, again. Find the quarterly effective interest and use the
number of quarters in the Nper.

Example : If the nominal interest is 10% per annum compounded monthly and the
periodic investments are made quarterly, then,

Step 1: Find the effective interest = EFFECT(10%,12) = 10.471%

Step 2 : Use the quarterly rate =

Nper would be in terms of number of quarters.

Nper : This  represents the number of periods for which the investment is made,
and changes according to the frequency of the investment , as indicated in the
table above.

Pmt: Denotes the equal periodical payments made towards investment or
withdrawal from a corpus repayment of a loan. Payment could be monthly,
quarterly or every six months. The rate (r) and tenure (Nper) should be used as
discussed in the earlier paragraph to match the frequency of payment.

PV/ FV:  PV is the initial investment or it is the value of future receipts in today’s
terms. FV is the accumulated value of a single investment or a series of



investments, together with interest. Alternatively, we can find the one time
investment required to get a specified corpus at later date, given tenure and the
interest rate called the “discount rate”. One can either accumulate funds through
single investment (PV) or a series of equal payments (Pmt), in the accumulation
phase, and/or he can withdraw the accumulated corpus through single payment
(FV) or through a series of equated payments called annuities (Pmt) in the
distribution phase.

Present Value is used to find:

The Insurance amount required based on the income/expense replacement
The amount to be invested in a lump sum to reach a goal specified as FV
The corpus required to receive a specified annuity for specified tenure

When the investment horizon differs from the tenure at when funds are required for
a specified goal, then, the best option would be to use the present value concept
for both these to so as to match the horizons.

Example : Suppose the educational expenses are required annually after 10 years
for 7 years and the monthly investments are made towards this from now till the
10th year or 9th year, then we need to bring all these expenses as well the value
of periodical investments to PV.

Future Value is used to find:

Inflation adjusted income after specified period
Corpus generated from a single investment or periodical payments
To calculate the maturity value of a unit-linked insurance plan (ULIP)

Type 1 or 0:  The concept of “type”, which identifies when the investments are
made plays a vital role in the entire calculation process since an incorrect concept
could affect the outcome significantly. Logically, if the investments are made at the
beginning, the resultant corpus could be higher than the situation where the
investments are made at the end of the period since there would be an element of
interest for one period. The choice of “Type1” or “Type 0” needs to be made on a
case-by-case basis, where we can broadly categorize the selection as under:



TYPE 1 or BEGIN Mode:
We generally use “Type 1” or “Begin” mode in the following cases:

When we need to calculate the FV in cases where the indications are
“investment”, “invests immediately” or “invests from today”
When we are calculating the “retirement corpus” required for the periodical
post- retirement expenses.
When we need to calculate the “annuity due” from a corpus or annuity policy
When calculating the tentative maturity value of an insurance premium or
return on the investment part of the ULIP or endowment policies based on
the premiums, since premiums are paid in advance
When calculating the “insurance needs” or “quantum of insurance required”
based on the current income and/or the future needs
When we need to assess the specified financial goals like “annual/periodical
educational expenses” or “vacation expenses”
When we use rent receipts and reverse mortgage receipts  for certain cash
flow-related calculations as these are generally presumed to be received at
the beginning of the period

Type 0 or END Mode:
We generally use “ Type 0” or “ End” Mode in the following cases:

When we need to find the corpus of FV through periodical “savings”
When we need to calculate the EMI or repayment of a loan as all the loan
repayments are expected to be happening at the end except in the case of
deferred repayment schedules.
When we have to calculate the “ordinary annuity” or “ immediate annuity”
from a Corpus.
In the case of bonds, coupon receipts are expected to be receivable at the
end of the coupon payment term.
The interest receipts from banks and financial institutions are assumed to be
happening at the end of the period.

Other Issues
Net Present Value (NPV): In all the cases discussed above the periodical cash



flows or payments are equal and regular. In the case of certain investments, we

cannot expect equal or regular returns. We could even see a negative return. NPV
is used to evaluate the value of the investment and its suitability. NPV is given by
the formula:

Where Co is the initial investment/outflow, Cn is cash flow in the subsequent years

and r is the required rate of interest or discount rate. NPV is nothing but the sum
of Cash outflows and inflows discounted to their present value The positive NPV is
suitable and higher the NPV, better is the investment.

While using the NPV formula in the Excel, remember to exclude the cash flow of
the first year in the formula and add the first year cash flow to the result since, the
formula assumes that the cash flows happen at the end of the year.

Internal Rate of Return (IRR) : Internal rate of return ( IRR ) is used to compare
the advantages between different project or investments where the investments
are made and returns are received periodically and the investment is held till the
end. To compare the investments or projects, the entire set of cash flows are
discounted to arrive at the present value. IRR is that discount rate at which the
intervening cash flows are to be reinvested so as to make the NPV of the set of
cash flows to zero.

Suppose r is the IRR then,

Higher IRR indicates that the project or investment is better.

IRR and XIRR: The calculation of IRR assumes that the cash flows occur every
year on the same date as the first flow. Since this may not be the case always, the
concept of XIRR comes to our help, as it takes into account the various dates the



cashflows occur and the interest component for the fraction of the year.  Even if
there is a single cash flow with a different date, it would be prudent to use XIRR to
avoid confusing results.

Future Value : If we need to find the future value of the savings which happen
annually and quantum increases at a fixed percentage, we use the growing
annuity formula, which is given by:

Where A = First Instalment, R = Rate of Interest, g = rate of increase and  n = 
investment period.

The formula assumes that the periodical payments happen at the end of the year. 
In case the investments happen at the beginning, the first term A should be 
substituted by A*(1+R)

Real Rate of Return (RRR): Whenever the concept of inflation is to be taken into 
account, like inflation-adjusted payments for retirement corpus, we need to use 
the Fisher’s equation to find the RRR and use this rate instead of ROI. Fisher’s 
Equation is given by

RRR =

where “R” is the Rate of Interest and “i” is the Inflation.

Conclusion
We have discussed some of the essential aspects of TVM. This is an important 
concept in financial mathematics – one that is related to topics such as 
discounting, asset pricing, portfolio management and risk management.

Financial Mathematics is a branch of applied mathematics where the 
mathematical techniques are used in the field of finance for efficient financial 
management – a field that has grown into its own separate academic wing over 
the past few decades Given the rapid growth of domestic and international



financial markets, it should come as no surprise that many of these topics are 
relevant today in the field of financial planning.



Equity Valuation Models - Simplified
By Srikrishna, CFPCM

Understanding the basic concept of value investing
is simple. Buy a stock when its price is less than its
intrinsic value, and hold it for the long term. Intrinsic
Value, also known as fundamental value, is the
price that an investor who is fully aware of its
characteristics would pay for the stock.

But, how do we actually determine this intrinsic
value of a stock?

That was the first and the most important question I faced after reading all the
popular books and articles on value investing out there.

In this article, I have tried to explain the three popular equity (stock) valuation
models, how and when to use them, and their various shortcomings. These are
the Discounted Cash Flow (DCF) Model, the Multiplier Model and the Asset Based
Model.

Before we do that, here is a list of assumptions that must work in our favour for
any of these valuation models to work:

Some stock prices vary significantly from their fundamental value
This mispricing is not an indication of some underlying characteristics of
which we are unaware
We are confident in the quality of the estimated inputs used
We believe that the price will move towards the fundamental value within our
investment time horizon



DCF Model
In the DCF model, the intrinsic value of a stock is the present value of cash flows
expected from the stock (dividends / free cash flow to equity - FCFE) discounted
at the required rate of return. FCFE is the cash available after the firm meets its
capex and other obligations. Also, free cash flow to equity can be used when the
dividend payment estimates are uncertain, and earnings growth rate can be
reasonably predicted.

Example: Vedanta Ltd. is currently trading at Rs.144 and has recently declared a
dividend of Rs.18 per share. It has been paying dividends consistently over the
past few years and we assume that the company is going to pay dividends for at
least the next five years. Our required rate of return from equities is, say, 10% per
annum.

Case 1 : The dividend is expected to grow by 5% per annum and five years later
the stock price will be around Rs.230.

The discounted present value of the stock arrived at by using the DCF Model is 
Rs.221, but the stock is currently trading at Rs.144, which suggests that the stock 
is undervalued.

Case 2: The dividend of Rs.18 is expected to grow constantly at 5% per annum.



Intrinsic value of the stock = (next year's dividend) / (required return - growth rate) 
i.e. (18.90) / (0.10 - 0.05) = Rs.378

Readers may note that this formula will not work if the dividend growth rate is 
higher than our required rate of return.

Case 3: The dividend of Rs.18 is expected to be paid indefinitely and you do not 
wish to sell the stock.

Intrinsic value = dividend amount / required rate of return i.e. (18/0.1) = Rs.180

If we are not sure of the firm’s dividend paying capacity, we can replace dividends 
with FCFE per share and other calculations remain the same. We can also 
combine these formulas for a company that might experience extremely high 
growth rate at first, and then slow down to a constant percentage.

Limitations: This model is highly dependent on the quality of inputs and is also 
sensitive to changes in the estimates.

Multiplier Model
In this model, the valuation is determined by either a ratio of price to some 
fundamental metric or a ratio of enterprise value-to-EBITDA or revenue. The most 
common ratios are price-to-earnings, price-to-sales, price-to-cash flow and price-
to-book value. Enterprise value is simply the cost of acquiring the company as a 
whole today (i.e. the market value of its stock and debt minus its cash and short-
term investments).

This multiple is then compared to the historical averages of the same stock, or 
with stocks of the peer group / industry averages.

Example: ITC, at a market price of Rs.213, has a P/E multiple of 17.39x. This 
effectively means that we are paying Rs.17 for every Rs.1 of the company's 
earnings. Now let's assume that ITC’s historical P/E is around 18 and its 
competitors have an average P/E of 19. By this we may reasonably conclude that 
ITC is slightly undervalued.



Limitations: In this model, the ratios must be compared to either peer group
companies or to an industry average, which means these ratio are dependent on
the availability of peer group data / comparable firms. Even accounting methods
must be similar across companies for the comparisons to work. Also, the multiplier
approach may be inappropriate for cyclical firms.

Asset-Based Model
In this approach, the intrinsic value of a stock is calculated as the total asset value
less liabilities and preferred stock, as per the numbers reflected in the company’s
balance sheet. This approach is best suited for private companies with tangible
assets or assets whose market values are readily available.

Example: If a company X has assets of Rs.1000 million, liabilities of Rs.500 million
and 1 million outstanding shares, then the intrinsic value per share can be
calculated as (assets - liabilities) / (number of outstanding shares) i.e. (1000 -
500) / (1) = Rs.500.

Limitations: Most often the book values do not reflect the actual value. Also, this
model cannot be used when the firm has a high proportion of intangible assets.

Summary
It is always better to use multiplier models with different inputs and come up with
a range of possible values rather than a precise estimate. These methods can be
interesting to learn. But, as is the case with everything in life, only skill and
experience –  gained through years of trial and error – can help you judge the
actual intrinsic value.

Srikrishna, CFPCM is a Banker, Certified Financial Planner, Blogger, and an ACE
Certified Personal Trainer. Blog : www.thecuriouskrishna.com

http://www.thecuriouskrishna.com/
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Household financial management has s everaJ criteria of perfonnanre that

makes it po&Sib1e to evaluate the relative effectiveness of an individual in the 

particular job. To date, theTe bas been litt1e analysis of the myriad tasks and 

behaviors that are included in the role of a household financial manager, OT 

what we term household cbief financial officer (HCFO). Using tecl:miques 

from industrial psychology and personnel selection, namely job analysis, the 

current article p.rovides definitions of rate.gorie.s of critical tasks and behaviors 

of the HCFO job using two studies. The results of the studies identified the fre­

quency of engagement of financial tam across the two samples, and the 

importance of tasks as.sociated with financial success. 
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Acrumulating wealth over the course of one's lifespan is 
a common goal (Ameriks, Caplin, & Leahy, 2003). How 
do individuals succeed in the pursuit of this or any other 
financial goal? The search for an answer to this question 
has been at the root of numernu.s psychological and eco­
nomic stnclies (e .. g., Ameriks et al, 2003, Carducci & 
Wong, 1998; Grable, 2000; Klontz, Seay, Sullivan, & 
Canale, 2014). W

h
at is missing io the literature is the pro­

file de.scription of what might rightly be called a house­
hold chlef financial officer or HCFO. What tends to
emerge from previous studies are descriptions of psycho­
logical differences between and among high net worth 
and high income individuals, explanatiolJi.s of wealth 
acoomulation tied to financial litera.cy, and other narra­
tives describing th.e macroeconomic factors that shape 

Virealth inequality .. Few studies bave viewed the role of 
HCFO from an indusi:rial psychology perspective. 

In this article, ,1.-e present an example of how a job 
analysis can be applied to major financial life activities to 
id.entify (a) critical tasks associated with th0-se activities 
and (b) the frequency of performing those tasks within 
two �les. Particularly in the domain of household 
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financial management, where househoJds tend to man­
age da:y-to�ay financial management tasks indepen­
dently, job analysis provides a scientific approach to 
determining critical tasks and what HCFOs shouJd forus 
on in an eff'ort to imprmre household financial outcomes. 
Jn the context of the current study, we focused specifi­
call}' on identifying tam that are frequent and important 
for successful performance of the HCFO job as a first step 
to identifying predictors of financial success. 

l BACKGROUND

1.1 State of personal finan.ce in 
America 

Nearly all adu1t Americans manage some, if not all. of 
their household's day-to-d:ay financial decisions 
(Grnssbard-Shecbtman, 2003). Even so, both perceptioos 
of competence in and knowledge of what constitutes 
appropriate financial management alludes many Ameri­

c:an-s (Hilgert, Hogarth, & Beverly, 2003, Perry & Mo:rri.s, 
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Alternative Investments - Looking
Beyond Traditional
By Niti Guhathakur, CFPCM

Over the years, the range of investment products
available to the public has increased substantially.
While equities and bonds remain traditional options,
you should also know about the growing number of
alternatives that are available.

Getting to know alternative investments
Alternative investments, also known as
“alternatives,” is a broad term that is generally
understood to be an investment product other than traditional investments like 
shares or bonds. Alternative investments mainly include private equity, venture 
capital, hedge funds, structured products, real estate, gold, currency funds, wine, 
art or collectibles.

Alternative investments versus traditional investments
Alternative investments differ from traditional investments in terms of their low 
correlation with traditional asset classes, their compatibility with multidimensional 
trading strategies and the sheer range of instruments to choose from. They can 
be attractive because of their potential to create returns in excess of traditional 
investments, though they are relatively complex and sometimes illiquid in nature.

Benefits and risks associated with alternative investments
As alternative investments tend to behave differently as compared to traditional 
investments. Including them in your portfolio can provide broader diversification, 
enhanced returns and increased income levels. Investing in alternatives can also 



be a great way to diversify a portfolio.

But there are many things to consider before investing in alternatives. Higher
returns typically come with higher risks, as is the case with alternative
investments. Consequently, if you are considering alternative investments, it is
very important that you conduct thorough due diligence to determine which
investments are right for you. 

The truth is that there will always be risks associated with investing, which is why
it’s important that you conduct your own risk analysis and invest in accordance
with your risk profile. For instance, below are just a few important questions for
you to consider as you gauge your appetite for alternatives:  

Is this a liquid investment, where I can easily sell my position?
Would I be permitted to withdraw my funds should I need them?
Are there recurring fees; and if so, can I afford them? 

This list is by no means exhaustive. But it should help you begin thinking about
whether alternative investments are right for your portfolio and investment
objectives.

How to realize returns through alternative investments
Next, you should know the ways in which you can generate returns through
alternative investments.

Cash-on-cash return - This is the rate of return in real estate transactions
that calculates the cash income you earned relative to the cash you invested
in a property. 
Growth - Some investments may not generate income on periodic intervals.
Instead, they have the potential to appreciate in price over time. For
example, investments in gold coins, wines or art might fall into this category.
Balanced investment - This approach aims to seek a balance between
income and growth. For example, you might purchase a warehouse or
property that generates rental income and grows in value over time. 

Alternative investments for diversification



Over the years, I have seen clients allocate anywhere from 3% to 30% of their
portfolio to alternative investments. Options are a common starting point for
investing in alternatives. 

It is a common misconception that alternative investments are only for large
institutional investors or that they are too complicated for the average investor to
comprehend. Recent regulatory changes have made this universe of investments
open to a much larger audience, and I tend to think that the benefits outweigh the
risk. Unlike traditional investments, each alternative investment has a different risk
profile, exchange, regulatory framework and more. 

Let’s take a look at some of them.

Digital gold: An alternative to physical gold, digital gold currency (DGC) is a type
of “electronic currency” based on mass units of gold. What makes this a good
investment option? Digital gold doesn’t have high storage or maintenance costs.
Unlike physical gold, it is electronically secured and there’s an active market for
buying and selling. There are a number schemes that have been introduced by
Indian companies that allow you to invest in gold with a minimum investment of
Rs. 500. 

Commodities: Commodities are physical assets used to create products like
spices, metals, cotton, coffee and more. Investors can buy and sell commodities
directly on the commodities exchange or via derivatives such as futures and
options. Commodities can provide a hedge against inflation—as the demand for
commodities increases, the price will increase too. The real benefit is that they
provide a source of returns that is uniquely different from traditional stocks or
bonds. 

Diamonds: The word diamond derives from the Greek word “adamas,” which
means invincible or indestructible. Diamonds are quite expensive for most people.
But with the introduction of Diamond SIPs (staggered investment plans) by ICEX
(Indian Commodity Exchange Limited), it is now a lot easier to invest in this
precious stone.



Wine: While many people consider buying wine and aging it for future
consumption, very few people view wine strictly as a financial investment. In fact,
there are several disadvantages: there is no dividend payment in wine investing,
investors pay for its storage and realizing a return on your investment can take 15
to 30 years. However, it can also be said that investment-grade wine, on average,
provides positive returns and benefits from low exposure to market risk factors—
therefore, providing a very unique form of diversification for your investment
portfolio.

Alternative Investment Funds: Alternative Investment Funds (AIFs) are funds of
privately pooled investments from sophisticated investors, whether Indian or
foreign. These funds invest in alternatives like real estate, private equity, venture
capital and intellectual property. 

Art and collectibles: Investing in art and collectibles can be a rewarding
undertaking. Experts in this domain often study and invest directly in certain types
of art or rare objects, while others could invest in them through investment funds.
The key reasons for investing in art, in particular, are the potential for financial
gains and the “psychic return,” which is a term coined by economists that refers
to the benefits of investing in something that can be both experienced and
enjoyed. 

Real estate: Because real estate is something you can see and touch, some
investors find it more attractive than stocks and bonds. The main purpose of
investing in real estate is the stream of rental income and potential for price
appreciation that it provides. Real estate holdings can also help diversity your
portfolio.  

Hedge funds: This is the most popular alternative investment among institutional
investors and high net worth individuals. A hedge fund is an investment vehicle
whereby sophisticated investors pool their funds and entrust a hedge fund
manager to leverage their expertise to invest in a wide range of asset classes
using a variety of strategies. One of the primary reasons for including them in your
portfolio is because of the diversification and returns they can provide. 



Private equity (PE): Private equity can be debt or equity securities that are not
publicly traded. Private equity investments include venture capital, leverage
buyouts, mezzanine debt and distressed debt. Private equity firms serve as the
general partner (GP) while institutional investors and high net worth individuals
provide the bulk of capital as limited partners (LP). There are two main
characteristics of private equity as compared to public equity: 1) there is no liquid,
secondary market and 2) they have very restricted disclosure policies. The
partnership is expected to last for five to 10 years; and the partnership agreement
signed at the fund’s inception clearly defines the expected payments to GPs. The
success of PE firms is dictated by their ability to stay in business and to raise
funds every three to five years.

To conclude, as with any investment, one must consider the unique risks and
rewards associated with the various investment options available. You also have
to conduct extensive due diligence before you make a decision. But if you are
willing to take these necessary steps, you may find that alternatives can help you
realize your investment objectives by reducing your exposure to certain market
risk factors and providing your investment portfolio with the necessary level of
diversification.

Niti Guhathakur is a CFP certificant and a SEBI Registered Investment Advisor.
She is the founder of Assetpie.com which is “a financial marketplace, tailored for
everyone.”

http://assetpie.com/


Solvency Margin for Insurance
Companies
By Joydeep Sen, CFPCM

It’s not uncommon for clients to question the
dependability of their financial institution. Doubts
can arise particularly when there is an adverse
event or negative press. Recently, in India, one
cooperative bank went bust, a leading private
sector bank was bailed out, few non-banking
finance companies (NBFCs) closed and there were
negative reports about two insurance companies.

Given the concerns in the marketplace, we should have a firm understanding of
the solvency ratio of insurance companies, which shows the capacity of an
insurance provider to service claims.

For starters, solvency margin is the margin of assets over liabilities. But I should
point out that it is the margin and not assets divided by liabilities. Assets of an
insurance company are fixed, investible assets, as defined by the Insurance
Regulatory and Development Authority of India (IRDAI).

Meanwhile, liabilities are future pay outs (e.g. claims, maturity benefits, etc.) But
liabilities are not the aggregate amount of coverage given. Instead, they represent
the estimate of claims and expenses as calculated by an actuary. For life
insurance business in India, the solvency margin required is 150% or 1.5 times.
But this does not mean having assets 1.5 times the estimated liability. It is the ratio
of the actual solvency margin (ASM) to the required solvency margin (RSM).



IRDAI, established in 1999, is the supervisory authority for insurance companies
in India. IRDAI was established to protect the interest of the general public, and to
promote free competition and the marketability of insurance products. For each
product class, depending upon the inherent risk of the product, IRDAI has
prescribed the required solvency margin (RSM).

Let’s say an insurance company has a liability of 100 and a required solvency
margin (RSM) of 10, as prescribed by IRDAI. This means assets have to be worth
at least 110. However, the requirement is more stringent. IRDAI prescribes a
solvency ratio of 150%, which means the insurance company need to maintain
115 instead of 110. Instead of having an excess of 10 over liabilities, it should be
1.5 times of 10 in this example.

To paraphrase, solvency margin is the minimum excess on an insurer’s assets
over its liabilities as per regulations. It is similar to capital adequacy requirements
for banks. The difference with banks, however, is the ratio of the amount of capital
to risk-weighted assets. In insurance, it is the excess of assets over estimated
liabilities.

Now let us look at some aspects of valuation for solvency ratio.

Valuation of assets and liabilities: Assets shall be valued at values not
exceeding their market or realizable value and the assets hereafter mentioned
shall be excluded to the extent indicated, namely:

a. agents’ balances and outstanding premiums in India, to the extent they are 
not realized within a period of 30 days

b. agents’ balances and outstanding premium outside India, to the extent they 
are not realizable

c. miscellaneous debts, to the extent they are not realizable
d. advances of an unrealizable character
e. furniture, fixtures, dead stock and stationery
f. deferred expenses

g. profit and loss appropriation account balances, and any fictitious assets 
other than pre‑paid expenses



h. such other asset or assets as may be specified by the regulations made in
this behalf.

Liabilities: a proper value shall be placed on every item of liability and liabilities in
respect of share capital, general reserve and other reserves of similar nature not
created to meet specific liabilities and investment reserve, reserve for bad and
doubtful debts, and depreciation fund shall be excluded and liabilities hereafter
mentioned shall be included to the extent indicated, namely:

a. provision for dividends declared or recommended, and outstanding
dividends in full

b. reserves for unexpired risks related to:
i. fire and miscellaneous business, 50%
ii. marine cargo business, 50%
iii. marine full business, 100% of the premium, net of re‑insurances, during

the preceding 12 months
c. estimated liabilities related to outstanding claims, in full
d. amount due to the insurance companies carrying on insurance business, in

full
e. amounts due to miscellaneous creditors, in full
f. provision for taxation, in full

g. such other liability that may be made in this behalf to be included for the
purpose of clause (ii).

Sufficiency of assets: Every insurer and re-insurer must maintain an excess of
value of assets over amount of liabilities of, not less than 50% of amount of
minimum capital as stated under Section 6 and arrived at in the manner specified
by regulations. The requirement is little different for general insurance business.

An insurer that does not comply with the provisions mentioned above shall be
deemed to be insolvent and may be wound up by the court. If, at any time, an
insurer does not maintain the required solvency margin (e.g. 150% solvency at all
times) in accordance with the provisions of this section, it shall, in accordance
with the directions issued by the authority, submit a financial plan, indicating a



plan of action to correct the deficiency to the authority within a specified period
not exceeding three months.

In case the solvency margin fails, there are other safeguards from the
policyholders’ point of view. For instance, Section 52A of the Insurance Act of
1938 empowers regulators to appoint an administrator for a life insurer if it feels
that it is acting in a manner that is prejudicial to the interests of policyholders.
Under Section 52B, this administrator can transfer the business to another insurer
or recommend winding up of the business.

Reasons for Changes in Solvency Ratios
Impact of regulatory changes: It has been observed that in the past, on account
of regulatory changes, the solvency ratio of general insurers has been
significantly impacted. For instance, in March 2011, IRDAI required all non-life
insurers –  including reinsurance companies –  to provide for liability of Motor TP
(third party) pool at 153% between fiscals 2007-2008 and 2010-2011. This
resulted in a sharp decline in the solvency ratio of non-life insurers. Subsequently,
IRDAI relaxed the solvency ratio to below 1.5 times for the years ending March 31,
2012, to March 31, 2014, in order to enable the insurers to absorb the impact of
higher reserve requirements.



Increase in claims: Substantial increases in claims due to aggressive underwriting
practices, geographical concentration, and higher exposure to riskier segments
can impact the solvency ratio. While the reserve requirement increases, assets
available for calculation decline as claims rise, resulting in a deterioration of the
solvency ratio.

Business growth: Business growth leading to significant increase in premiums can
also impact the solvency ratio of insurers. The required solvency margins and
reserve requirements increase on account of high premium growth leading to a
decline in the solvency ratio.

Conclusion
The regulator is keeping a watch on the fundamentals of insurance companies.
For your part, whenever you are recommending an insurance company to your
client, you may want to look at the solvency margin. It may not be a one-to-one
comparison because the company may be underutilizing its capital. But apart
from these small details, when you have a doubt or there is negative press, you
may want to look at solvency ratios as a reference point.

Joydeep Sen is a trainer, academician and columnist. He has authored four
books, including one on fixed income, one on mutual funds and one on wealth
management.



Think Ahead, Post-Covid 19
Retirement Planning
Ms Kee Siew Poh, CFP®

Most people would need average 70% of their pre-retirement income to live
comfortably for retirement, but many do not have that much saved away, and
Covid-19 is about to make it worse. According to a survey done by OCBC, 2 in 3
Singaporeans and PRs do not even have sufficient savings to maintain their
current lifestyle beyond 6 months if they were to lose their jobs now. This being
the case, would Covid-19 ruin their plans for retirement? A crisis as sudden and
pervasive as this is bound to cause one to be concerned or worried.

How Covid-19 is affecting retirement

1. Delay in retirement
From the same OCBC survey, many who have either decreased or
stopped setting aside funds for retirement. This would inevitably result in



a delay in their retirement. This delay is further compounded with the

withdrawal of retirement savings to pay for current living expenses due 
to job loss.

2. Earlier than expected retirement

Unemployment may force an earlier than expected retirement for some,
especially those in the 50s. Second career may be hard to come by in
the pandemic economy with greater employment vulnerability.
In addition, because of the pre-mature unemployment, loss of medical
benefits through the corporate plan happens sooner than expected.
Additional premium or budget may need to be set aside to take care of
one’s medical plan. In event of pre-existing health conditions, new
application is not likely to cover pre-existing conditions which could
possibly be covered under corporate scheme.

Useful lessons & Insights from Covid-19

1. Plan early for retirement
Millennials need to future-proof themselves by planning early for
retirement
This means to start early, save more, invest more to enjoy the benefits of
starting early and letting time and the power of compounding to work its
magic
Younger investors also time on their side and hence a wider margin for
making errors

2. Cut back on expenses & invest additional savings

The Covid-19 pandemic has not affected all occupations equally. While
many employed in retail, food and beverage, hospitality, aviation had
lost their jobs or suffered pay cut, those employed in the healthcare,
education, finance, government & IT have been relatively unaffected.
The lockdown and WFH (work from home) can be a boon as it enables
us to easily cut back on shopping, eating out, everyday commute and
overseas travel. For those who do have any pay cut, this should



translate to additional savings which can be invested towards
retirement.

3. Review & refinance your housing loan

Interest rate on most housing loan has fallen tremendously over the past
few months. Mortgage payment is usually one of the biggest expenses
in one’s balance sheet and by cutting down on mortgage repayment,
these additional savings could be used towards retirement.

4. Rebalance your investment portfolio

Instead of adopting a “buy, hold and pray” approach in the hope that
your portfolio will grow in the long term, times like these would be best
to take a complete review of your asset allocation. You would want to
review and rebalance your portfolio periodically eg quarterly to best
take advantage of current market volatility and opportunity.

5. Have in place an Opportunity Account

The uncertainty when the virus became a pandemic has resulted in
volatility in stock markets, with some markets falling more than 20-30%
from their all-time highs. The last major financial crisis where markets
corrected very substantially was in 2008, 12 years ago. For some, it is
very likely this could be the last major financial crisis before their
retirement. In times of crisis, some will sell out of panic, because their
portfolio had dropped. Some will buy, as they see opportunity amidst
the crisis. What we do with our Investment Portfolio during a major
financial crisis can have a big impact on our retirement.
Thus beyond just having an Emergency Fund Account, it is important to
have some funds as Opportunity Account, to be able to buy in when
there is substantial market correction, to accumulate for the long term.

6. Review your Retirement Goals

If you are young and in the early phase of your career, you may be able



to quickly recover from a Covid-19 setback. Assuming you were made
redundant, it would not be too difficult to find next employment
opportunity and from there, start to save more or hope that over time
your income will grow faster.
But if you are a senior professional who is being retrenched, you may
need to consider delaying your retirement or adjusting your expectation
in terms of your retirement lifestyle. This is the hard truth, but it is better
to start making adjustment now than to be hit by unpleasant surprises
later.
A delay in retirement means less retirement funds required. By
continuing to work for another 5 years, the number of years you would
need to draw down the funds from your retirement portfolio will reduce.
You may be 50 and your original plan was to retire at 60. You only have
10 years of runway to accumulate and you need to provide for at least
20 years till say 85. When you delay your retirement by 5 years to 65,
you will have additional 5 years to accumulate, and your drawdown is
shorten from 20 years to 15 years. For some families, this delay in
retirement is inevitable because the savings accumulated by the
desired retirement age is insufficient to support their lifestyle, and they
do not wish to compromise on their retirement lifestyle.

Nevertiree & Post-Retirement Career
Not everyone wants to retire. There will be some who have the means to retire and
choose to work. They are called the ‘Nevertirees’. Instead of working full time in
pre-retirement occupation, what could be more feasible would be a part-time
employment or being self-employed in the period post-retirement. Instead of
waiting till then to plan, why not start planning now?

https://www.straitstimes.com/business/banking/2-in-3-here-dont-have-savings-to-
last-past-6-months-survey

https://www.straitstimes.com/business/banking/2-in-3-here-dont-have-savings-to-last-past-6-months-survey
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Benefit and Risk of Asset
Allocation, Insurance
Leverage
Life Insurance Products: Beyond Standard Asset Class for
Affluent Clients
by Mr Ron Miura Ryutaro, CFP®

First of all, what comes to your mind when you hear life insurance? Some people
may think selecting the right life insurance policies might be tedious and
complicated. Others might feel afraid of planning the worst-case scenario which
means either death or permanent physical disability. This topic on death and
permanent physical disability is considered a taboo in Asia. However, it is very



important to tackle this in a professional manner and it is a valuable asset class
for families.

Many people are familiar with how life insurance products work for personal
protection planning. It can be family protection known as income replacement
planning in case breadwinners are no more around. The death benefit would be
provided as a guarantee and the insurance proceeds would be distributed to
each beneficiary the client nominated under the insurance nomination. Life
insurance product is a valuable asset class due to surrender cash value and
liquidity. That’s because the life insurance is unfazed by stock market volatility and
it can function as asset diversification to hedge against investment volatility risk.
Moreover, residential property owners must have the mortgage insurance
planning by using term insurance policy. The purpose of this life insurance can be
protection from debts in case the house owner is no longer around. The rest of
family members do not have to sell their own residential property to offset
mortgage if they have sufficient life insurance coverage. Some affluent clients can
consider utilising life insurance as an estate equalization tool among family
members to maintain emotional family harmony. There are varieties of life
insurance product tools, such as term insurance, whole life, and universal life.
Clients need to select and construct the right personal insurance portfolio to
provide financial security and stability for their beloved ones.

It might not be a common knowledge for many buyers, yet some small-medium
enterprise (SME) owners should consider purchasing life insurance to leverage it
as a business insurance planning. Many SMEs in Asia are family-based
enterprise, which includes sole proprietorships. Which scenario requires business
life insurance? Business life insurance can be a risk mitigation strategy for
corporate debt obligation in case family business owners are no longer around.
Indeed, many SMEs have financial and manpower issues. Besides the family
business owners, company needs to ensure key employees are also insured by
business insurance as a keyman insurance. If key employees pass away while
still employed at the company, the insurance proceeds would be paid out to the
company. This pay-out can be used to replace new staff and offset the revenue
loss of company. To mitigate business risks and ensure business succession



planning, each business owners can invest in life insurance products. Even after

the demise of business owners, the insurance proceeds would be distributed to 
the beneficiaries to provide liquidity and maintain business longevity. This strategy 
is known as buy and sell agreement and usually It is written by the contract. 
Although universal life and whole life policy can be used for business succession 
planning, most of the business insurance is settled by simple yet cost-effective 
term insurance policy.

Many people do not realise life insurance products can be utilised as a 
predictable retirement income planning. Usually many tend to do retirement 
income planning by investing in properties, fixed income products, and dividend 
stocks to enjoy passive income stream during their retirement period. There is 
nothing wrong with this strategy, however these assets are subject to tenancy 
risks, interest rate volatility, and market volatility risks. Other people have too much 
cash reserves to sustain their retirement fund due to their risk averse attitude. They 
also would face inflation risk and their purchasing power would be eroded 
gradually. To mitigate tenancy, inflation, interest rates, and market risks; adding life 
insurance annuity can achieve the diversified retirement portfolio. Insurance 
annuity offers predictable and stable income stream. Life insurance annuity as a 
valuable asset allocation is not correlated with sudden market fluctuations and 
retirees can enjoy peace of mind. The ideal retirement portfolio should be 
constructed in a balanced and diversified method by using different asset class.

Life insurance products may be used as a philanthropic purpose by nominating 
the charity organisation as a beneficiary. As the part of a legacy planning, people 
can buy life insurance and appoint the charity organisation client nominated under 
the insurance nomination. Also, life insurance products can be a gift for beloved 
one appointed through nomination. Therefore, it would be obvious that 
characteristics of life insurance provide a flexible and efficient structure for policy 
owners.

Life insurance products can be invested with other’s people money. This strategy 
has been known as premium financing and people can use both cash outlay and 
borrow bank’s money to fund the life insurance premium from the financial 
institutions. As the process of estate equalisation planning, some affluent clients 
consider investing in universal life products by using cash and borrowing money



to enhance death benefit coverage and surrender cash value. Also, they can 
invest in life insurance annuity products to enhance annual cash benefit by 
borrowing money from the financial institutions. Before the client decide to invest 
in universal life or annuity products with premium financing, he needs to 
understand interest rate volatility risks. Although the current monetary policy is at 
lower interest rate, if the interest rate rises again, policy owners would have the 
burden of having additional interest payment costs.

In conclusion, it is fair to say that life insurance is simple, cost-effective yet 
powerful tool, and it can be a valuable asset class due to the surrender cash 
value and liquidity. Although life insurance planning is providing a lump sum 
money for others, it can protect others from unseen troubles and financial 
difficulties. Investing in right life insurance products can achieve asset 
diversification by constructing many different asset classes. Last but not least, the 
client has to be mindful of interest rate risks if he chooses to use financial 
leverage. Before you decide to invest in life insurance, please seek reliable and 
professional Certified Financial Planner (CFP) first. Let’s acknowledge your risk 
profile, liquidity situation and longer time horizon.



Five things worth knowing
about data analytics
Big data requires big analysis, or should that be big mining?
Read on to learn the difference
By Bethan Rees

Data analytics, according to our Professional Refresher module, is the "field of
applying qualitative and quantitative techniques to analyse large amounts of raw
data in order to draw conclusions and achieve gains for the organisation utilising
the information".

Data analytics uses sophisticated statistical and mathematical techniques to draw
useful conclusions from the data sets generated by society. It can answer



questions such as:

How will our customer demographics change over the next ten years?
How can we reduce our exposure to fraud?
How are ethical investing trends impacting our business and the sector as a
whole?
What is a reasonable prediction of our sales figures for the next quarter?
How can we increase our operational efficiency?

Here are five things worth knowing about data analytics, taken from our
Professional Refresher.

1. Types of information
Big data "describes the gigantic amount of data we now create … that is almost
impossible to manage and process using traditional business tools”. Within this
field of data, information tends to be categorised in three groups.

Structured data – "organised to a specific format with predefined fields", such as
daily stock prices sampled over ten years.

Unstructured data – no predefined structure or order, lacking "labels or other
descriptive information", such as social media posts or images. It can be more
complex to analyse.

Multi-structured data – combines structured and unstructured. from interactions
between people and

2. Types of data analysis
Descriptive – Aimed towards understanding the general characteristics of data,
such as summary data and including figures such as means, quantiles and
correlations.

Diagnostic – Attempts to explain why something happened. An organisation may
ask why sales in certain product lines increased while others fell over a time
period; a theory such as a change in consumer preferences may be put forth,



“then the analyst would search the existing data or seek additional inputs to see if
these support that theory”.

Predictive – Attempts to predict the future. More complex than both descriptive
and diagnostic, as it compares against behaviours or phenomena, which can be
unpredicatable. It can involve building a model created on the findings from
descriptive or diagnostic analysis, "which will take a set of inputs and attempt to
accurately predict some future event or state".

Prescriptive – Finding the best course of action based on all the information
available.

Once you have analysis for forecasting, you can plan for actions with better
outcomes.

3. Data mining
This is "a set of techniques or procedures used for the extraction of information
from large data sets". It could involve searching for patterns or relationships
among variables that aren't apparent. It uses tools and analysis techniques that
can study large data sets that are too big for manual processing. Cluster analysis,
for example, groups data together based on how closely associated it is.

"The difference between data mining and data analytics is a subtle one. Data
mining attempts to discover hidden or unknown patterns in data. Data analytics,
on the other hand, which includes forms of data analysis, is about testing
hypotheses, undertaking focused research or constructing models in order to
improve business processes and decision-making."

4. Data analytics and data protection
The EU General Data Protection Regulation (GDPR) "addresses concerns around
how personal data is used by public and private bodies" and "also
accommodates a desire for people to control how their personal data is being
used and provides greater transparency around its processing".



"Organisations conducting data analytics – and collecting data from the
increasing range of available sources – must comply," says the module.

5. Pitfalls of assumptions
Incorrect assumptions about the data used for analysis and prediction can lead to
disaster. Long-Term Capital Management (LTCM), a hedge fund in the 1990s,
created “complex models to find small misspricings in financial markets”. These
were exploited by using large amounts of leverage to hold large positions. LTCM
thought the markets it had invested in had relatively stable correlations between
assets, therefore buying a cheap asset and selling an expensive one was
minimally risky.

However, market volatility in 1998 saw uncorrelated assets trading together, and
LTCM began losing money. The situation was made worse by the leverage it had
used. The impact of this could have been huge as the firm was a key player in the
derivatives market, so a collapse would have affected the wider system and other
trading counterparties. The US Federal Reserve had to step in and manage a
recapitalisation. This "highlighted the risks of putting too much faith in particular
historical relationships between similar assets, or trusting the stability of data used
in models".

The original version of this article was published in the CISI members’ magazine,
The Review. Republished with permission.

https://www.cisi.org/cisiweb2/cisi-news/the-review-article/five-things-to-know-about-data-analytics


Dangerous Measures: The Fine Art of
Calculating Returns
BY: HAROLD EVENSKY

The person responsible for translating the math
chapter of my book, Wealth Management, into
Japanese told me, “You give me much headache.”
Welcome to the math chapter.

Okay, class, today we’re going to be discussing
one of the most common activities for financial
planners, namely, the calculation of investment
returns. Accounting in some measurable way for
changes in investment values is fundamental to the
work of financial planners. It may come as a
surprise to you that such a simple concept is
fraught with danger. The danger lies in the potential misuse of valid
measurements.

There wouldn’t be much room for confusion if there were only one valid measure
of investment return. Unfortunately, the mathematics of finance offers many
choices. Among the most common are:

Current return
Total return (holding period return)
Real return
Compounded return
Time-weighted return
Dollar-weighted return (internal rate of return (IRR) and modified IRR)
Arithmetic return



Risk-adjusted return 
Sharp ratio

Let’s consider each and I’ll simplify the discussion by assuming that we’re
referring to the income received for a full year.

Current Return
This is perhaps the most popular measure with investors and some mutual fund
marketing mavens. It is frequently referred to as the yield or payout. It’s an
attractive measure because it provides a simple measure of the annual payout on
an investment.

Although simple, this measure has a major problem. Consider the number we use
for total income. That single number doesn’t distinguish the nature of the income.
Is it interest income or principal payments, or capital gains, or some combination
of those? There’s no way of knowing how consistent an income stream will be in
the future. I’ll promise to pay you a current return of 20 percent per year as long
as you don’t ask me for any money after five years.

Okay, let’s focus on the interest income. Will that resolve the problem? Not
necessarily. The bond fund we’ve invested in may hold many premium bonds.
Those are bonds that were issued when interest rates were much higher, so
although we receive significant current annual income, some of that is actually a
return of principal. When bonds mature they will be paid off at par not at the
bonds’ current market premium value.



Now we can talk about some measures that may be more useful.

This simple measure eliminates potential misleading factors that affect current
return, but it fails to answer a number of important questions. Measuring total
return is only a starting point in evaluating investment returns.

Real rate of return = Total return minus Inflation rate
Another simple but very important calculation determines what investment
advisors call “real return”—how much did an investor actually make after inflation.
Earning 10 percent if inflation is 3 percent would be nice, but if a few years later
inflation is 8 percent and they’re still earning 10 percent total return, that wouldn’t
be so nice. All our clients live in the real world, so all of your planning should be
based on an “after inflation” real return.

Compounded Return
Now we’re getting to the number most investors are looking for: “What did I earn
last year?” The most common measure is called the Internal Rate of Return (IRR).
It’s also known as the dollar-weighted return. This calculation considers the timing
of additional investments your clients made and/or withdrawals they took during
the year and the return of the investments in the portfolio.

Time versus Dollar-Weighted Return
We’re not done yet, one more to go. The power of IRR to include interim additions
and withdrawals from the portfolio is also its Achilles’ heel. If you’re evaluating the
performance of a portfolio when you have control of the external cash flows, the
IRR provides a valid measure. If you have no control of the external cash flows—
when your client adds or withdraws money—you need to consider using two
measures. The IRR will provide a valid measure of your client’s portfolio
performance; however, it will not answer the question of how successful your
recommendations were.

To answer that question, you need an alternative investment-return calculation
known as the Time-Weighted Return (TWR). Basically, this measure calculates



how the investment would have performed if no new additions or withdrawals had

been made during the year. After all, if you and your selected money managers
have no control of the timing of external cash flows, your performance should not
be penalized (or rewarded) for your client’s unfortunate (or fortunate) investment
timing.

For example, consider the results of two investors, each of whom invested in the
same mutual fund. Investor A invested $90 at the beginning of year one and an
additional $10 at the beginning of year four. Investor B placed $10 in the portfolio
at the beginning of year one and $90 at the beginning of year four. Here are the
results of their investments:

So there you have it, two investors, investing in the same portfolio, resulting in six
different performance numbers. What do those numbers tell us? The average
annual return? Not much. The dollar-weighted return? Investor B was lucky and
invested the bulk of his money at opportune times and the advice was credited
with a 9 percent annualized return.



This blog is a chapter from Harold Evensky’s “Hello Harold: A Veteran Financial
Advisor Shares Stories to Help Make You Be a Better Investor”. Available for
purchase on Amazon.

https://www.amazon.com/Hello-Harold-Veteran-Financial-Investor-ebook/dp/B019G0SSJ4/ref=sr_1_1?ie=UTF8&qid=1479244343&sr=8-1&keywords=Hello+Harold


Continuing Professional Development
(CPD)
Welcome to the CPD quiz!

This quiz is 8 questions long, and you need to answer 6 out

of 8 correctly in order to earn 5 CPD points. Your quiz results

will be provided after you complete all the questions. 

Good luck!

Decoding the Time Value Concept 
1. Which one of the following is used in financial mathematics to evaluate the



Return generated by a project, or an investment, wherein the cashflows and

revenues are accounted at different dates every year, and not on the same
dates, during the investment period? 

a. Real Rate of Return (RRR)
b. Internal Rate of Return (IRR)
c. Extended Internal Rate of Return (XIRR) 
d. Effective Rate of Return (EFF)

Equity Valuation Models - Simplified
2. In the Multiplier Model, the valuation of a stock is determined by a ratio of price

to some fundamental metric such as earnings or sales etc. Which one of the
below is a limitation of the methodology used by this Model?

a. The ratio, such determined, must be compared to either peer group
companies or to an industry average. 

b. It is highly dependent on the quality of inputs and is also sensitive to
changes in the estimates. 

c. It cannot be used when the company has a high proportion of intangible
assets.

d. It relies on past data and not on future earnings. 

Solvency Margin for Insurance Companies 
3. Every insurer, and reinsurer, is bound to maintain the required solvency margin

in accordance with the provisions. Such margins are prescribed by the
Regulator to ensure:

a. Surplus to meet routine expenses 
b. Surplus to expand business 
c. Surplus to fund acquisition of assets
d. Surplus to meet claim liabilities

Think Ahead: Post Covid-19 Retirement Planning 
4. The author proposes that financial planners can suggest clients to consider a

delayed retirement. Which one of the following is the underlying reasoning of
the author in recommending such a strategy? 



a. The general increase in life expectancy.
b. The number of years for which the funds would be required, post-retirement,

reduces. 
c. It provides wider margin for rebalancing investment portfolio. 
d. To accumulate wealth in the Opportunity Account in the long term. 

Benefits & Risks of Asset Allocation, Insurance Leverage 
5. The author believes that business owners should consider purchasing life

insurance to leverage it as a business insurance planning tool. Which of the
following benefits can be derived by the business owners by leveraging
insurance?

a. As a risk mitigation strategy for corporate debt obligation in case of
unfortunate demise of the business owner. 

b. Pay-outs from Keyman insurance can be used to replace new staff. 
c. Insurance proceeds can be distributed to the beneficiaries to provide

liquidity & business longevity.
d. All of the above.

Five (5) things to know about Data Analytics 
6. Data analytics refers to applying qualitative and quantitative techniques to

analyze raw data in order to draw conclusions. ‘Attempts to explain why
something happened’ could be summarized as which one of the following
types of data analysis?

a. Descriptive 
b. Diagnostic 
c. Predictive 
d. Prescriptive 

Dangerous Measures – the Fine Art of Calculating Returns 
7. Which one of the following returns is to be considered while evaluating the

performance of a portfolio wherein the client has been adding or withdrawing
sums of money at uneven time periods?  



a. Time-weighted return 
b. Dollar-weighted return 
c. Real rate of return 
d. Current return 

Alternative Investments – Looking Beyond Traditional
8. Private Equity (PE) is a popular alternative investment option for the large

institutional investors. Which one of the following is a feature of PE investments?
 

a. They are publicly traded 
b. There is vibrant liquid, secondary market for PE investments
c. They have transparent disclosure policies 
d. Private equity can be debt or equity securities






