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pecialized investment
S funds (SIFs) are posi-

tioned between mutual
funds and high-ticket invest-
ment products like portfolio
management services (PMS)
and alternative investment
funds (AIFs). In an interview
with Mint, Bhavesh Jain, presi-
dent and co-head, factor
investing, Edelweiss Mutual
Fund, explains how SIFsdiffer,
where they fitin an investor’s
portfolio and

respectively.

Now, an investor with an
investable corpus of X10-50
lakh cannot invest the entire
amount in a PMS because the
minimum investment is 50
lakh. That is the first gap that
SIF bridges.

The second gapisflexibility.
MFs are tightly regulated. Ina
large-cap fund, 80% has to be
invested in the top 100 stocks.
In a mid-cap fund, 65% has to
be invested in the designated
mid-cap universe. Even if we
are negative on a particular
stock, sector or even the

broader mar-

can take a

what investors @ MONEY GURU ket, at best we

should expect
in terms of
returns, risk and liquidity.
Edited excerpts:

SIFs are typically posi-
tioned between mutual
funds and PMS. What gap
do they fill for investors
withX10-50 lakh?

SIF is becoming a very inter-
esting public investment vehi-
cle. If you look at the options
available today, aretail inves-
tor can start with a mutual
fund with small amounts. But
if he wants to upgrade, the
next available options are PMS
and AIF, with minimum ticket
sizes 0f 50 lakh and X1 crore,

hedgetrade or
acash call. We cannot go short
and earn profitswhen our neg-
ative view isright.

SIF changes that. It allowsus
to take short positions,
although only up to about
20-25% of the AUM. Moving
fromzero to 25%isa meaning-
fulincrease in flexibility.

Another important differ-
enceisthat thereisnorequire-
ment to maintain fixed alloca-
tions across large-cap, mid-
cap and small-cap stocks. The
allocation depends on the
product being managed.

Like MFs, SIFs will have
multiple categories. Some

products will compete with
balanced advantage fundsand
equity savings funds, while
others will compete with flexi-
cap, mid-cap or small-cap
funds. But the biggest advan-
tage SIF has over a traditional
MF isthe freedom to use deriv-
atives. That not only means
short selling, but also using
covered calls, straddles, stran-
gles and other options strate-
gies, many of which are not
directional bets but are
designed to generate regular
income or exploit arbitrage
opportunities.

Long-short investing is
new to most retail inves-
tors. What happens ifmar-
kets fall sharply?

Just because we have
greater freedom to use deriva-
tivesdoes not mean risk auto-
matically goes up. In fact, if
you look at today's most con-
servative equity product, the
arbitrage fund, it is almost
entirely based on derivatives.
Balanced advantage funds and
equity savings funds also use
derivatives extensively to
manage volatility.

If markets fall 10%, a nor-
mal equity fund will broadly
decline by around 9-11%,
depending on the alpha gen-
erated. But in an SIF, if deriv-
atives are used properly in the

form of hedging or selective
short exposure, volatility
should belower thanina tra-
ditional long-only MF. So
SIFs should actually be better
positioned to manage down-
side volatility.
Itisalsoimportant tounder-
stand that the Securities and
Exchange Board of India (Sebi)
has not allowed leverage in
SIFs. Leverage is the biggest
source of risk. So investors
should not assume that simply
because derivatives are
allowed, SIFs are necessarily
high-risk, high-return prod-
ucts. Ifused correctly, deriva-
tives can actually reduce risk.
SIFsalso promise higher

return potential. How
should investors weigh the
trade-off between returns
and risk?

The primary objective of
any long-short strategswyisto
give investors a smoother
experience over the long term.
Instead of focusing only on
headline returns, investors
should start looking at risk-ad-
justed returns.

Take the example of the
same fund manager running
both a traditional MF and an
SIF strategy with the same
underlying portfolio. Because
the SIF manager can take
derivative positions, write cov-
ered calls and take selective

short positions, he has addi-
tional tools to generate alpha.
The underlying portfolio
could be identical, but because
of the extra flexibility available
in an SIF, the manager should
be in a position to generate
slightly better alpha than the
traditional mutual fund.

So investors should view SIF
asaproduct thatisdesigned to
improve risk-adjusted
returns. The
absolute return
may sometimes
be  slightly
lower, but once
you adjust for

SIFs should either
generate higher
returns with similar
risks or deliver

under SIF may generate
returnsin the range of 6-7%. At
the other end, a mid-cap or
small-cap long-short strategy
could generate returns com-
parable to what investors
expect from a traditional mid-
cap fund.

Ourfirst product, the Altiva
Hybrid Long Short Fund, has

been designed to outperform

fixed-income solutions.
Internally, we
benchmark our-
selves against
arbitrage plus
2-3%. We aim to
generate addi-

lower draw- el tional returns
downsand lower similar returns through special
volatility, overall with lower risk situationssuch as
risk-adjusted initial public

return must be
superior.

Whatreturn
expectations
should inves-
tors have from SIFs, and
how much downside
should they be prepared
for?

Each of the different SIF
categories—large-cap, flexi-
cap, mid-cap, small-cap, mul-
ti-asset, arbitrage, balanced
advantage and income-plus-
arbitrage strategies—will have
adifferent risk-return profile.

A pure arbitrage strategy

Bhavesh Jain
President & co-head,
factorinvesting,
Edelweiss MF

offerings, open
offers, mergers
and demergers,
aswell as deriva-
tive strategies
such as covered calls, straddles,
and strangles. These are not
necessarily directional trades,
but they can improve risk-ad-
justed returns compared with
aplain arbitrage fund ora tra-
ditional fixed-income fund.
What is the investment
strategy behind your
recently launched X Top
100 Long Short Fund?
The philosophy behind

every SIF product we launchis
simple—it should either gen-
erate higher returns with simi-
lar risk or deliver similar
returns with lowerrisk.

The X Top 100 Long Short
Fund is intended to compete
with PMS offerings. It will run
a concentrated portfolio of
around 40-45 stocks selected
from companies ranked
between 101 and 750 by mar-
ket capitalization. Around 90%
of the portfolio will remain
invested in cash equities, pri-
marily across mid-cap, small-
capand micro-cap companies.

Although the product is
called along-short fund, deriv-
ative use will be limited. Sebi
allows us to take short posi-
tions up to 25% of the portfo-
lio, but there is no require-
ment that we must always
remain short. In this strategy,
derivatives will be used only to
alimited extent. The flexibility
to move freely between mid-
cap, small-cap and micro-cap
stocks is something we cannot
do within the current mutual
fund framework because of
category regulations.

That flexibility allows us to
compete with PMS while
offering investors access
through the SIF platform.

For an extended version of
this story, go tolivemint.com.



