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Go for NAV Guarantee Plans if
You Can’t Digest Fluctuations
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Products with highest NAV
guarantee have gained in pop-
ularityand havebeenoneof the
best-selling Ulip (unit-linked
insurance plan) products in re-
cent times. Such products have
been available for three years
and several life insurers have
offered or are offering some
form of NAV-guarantee
(NAVG) Ulips. However, these
products are relatively less un-
derstood than regular Ulips.
Unit-linked products with
guarantees, such as NAV guar-
antee plans, are suited for in-
vestors who are aware and un-
derstand the concepts of units,
net asset value (NAV) and the

nature of investment funds.
Typically, such customers
have the experience of invest-
ing in mutual funds, equity or
other Ulips and are aware of
the risk-return tradeoff in
such products.

Customers who have invested
in pure equity funds and are
aware of the fluctuations of
NAVs sometimes prefer NAVG
funds/products in their portfo-
lio because such products guar-
antee the Thighest NAV
achieved. It also mitigates to
some extent the risk of volatile
fund NAV impacting the matu-
rity value of the product. One
has to keep in mind that the
highest NAV of such products
isnotthe same as that of a pure
equity fund. NAV guarantee
Ulips typically invest in a mix
of equity and debt and, hence,
their NAVs are similar to those
of a balanced fund rather than
of a pure equity fund.

How can guarantees be pro-
vided on investment funds?
Typically, any form of invest-
ment guarantee in the Indian
market is provided only on
funds that have some compo-
nent of risk-free (ie, debt) as-
sets in the fund, and not on a
pure risky asset (eg, equity),
which can theoretically have
anyunitpricedependingonthe
market priceof the asset.

In any NAV guarantee prod-

uct, the gnarantee is only appli-
cable at the maturity of the pol-
icy, typically 10 years from
inception. The highest NAV
achieved during the tracking
period (which could be say 7 to
10 years) from the inception is
computed and if this is higher
thanthematurity NAV, thenthe
highest NAV is used to deter-
mine the maturity amount.

How does this work? At any
point of time, the company in-
vests inamix of debtand equi-
ty according to an algorithm.
The algorithm ensures that the
ratio of the risk-free asset and
the risky asset at any point is
such that the maturity guaran-
tee amount (which is the high-
est NAV reached so far) can be
delivered to the customer us-
ing the debt portion — assum-
ing the equity investments
fluctuate within some limits.
So,aslongastheequity market
fluctuation is within limits,
the model will continue to
tweak the balance of equity
and debt to help deliver the ma-
turity gnarantee.

What happens in case there is
a very sharp fall in the equity
market or a very sharp de-
crease in bond yields? In such
cases, it is possible that to safe-
guard the guaranteed maturity
amount, the fund may need to
shift completely to debt and it
may then notbe able to invest in

equity again. In such a “lock-
out” situation, the guarantee
will still be delivered but the
fund will no longer participate
inthe equity market.

Hence, such products provide
a mix of both worlds - they al-
low for an upside to the invest-
ment through participation in
equity, while ensuring that the
NAV achieved by the fund is
‘locked in’ for maturity return.

So, the final actual return in
such afund depends on the pro-
portion of the equity and debt
components as per the algo-
rithm used by the company, and
also on the way the risky asset
(equity) has moved during this
period. So far, none of these
funds has reached maturity, so
it is difficult to use past per-
formance asabarometer.

This fund may be appropriate
foryouif:

M You are comfortable invest-
ing in equity and debt funds
and understand NAV.

B Understand the risk-re-
turns of these asset classes but
are concerned about volatility:

M You are looking for a tenure
of atleast 10 years.

B You are willing to live with
reduced potential upside from
pure equity, in return for hay-
ing the guarantee of the high-
est NAV of a fund that would
perhaps move similar to a bal-
anced fund.
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