MUTUAL FUND
Visit www.hdfcfund.com for details

April 13, 2018
Dear Unit holder,
Subject: Change in Fundamental Attributes including other changes to HDFC Top 200 Fund
Thank you for your investment in HDFC Top 200 Fund (‘the Scheme’).
We would like to inform you that in accordance with SEBI circular no. SEBI/HO/IMD/DF3/CIR/P/2017/114 dated October 6, 2017 read with circular
no. SEBI/HO/IMD/DF3/CIR/P/2017/126 dated December 04, 2017 on “Categorization and Rationalization of Mutual Fund Schemes”, the
respective Boards of Directors of HDFC Asset Management Company Limited (“HDFC AMC” or “the AMC”) and HDFC Trustee Company
Limited (“Trustee”), the Investment Manager and Trustee respectively of HDFC Mutual Fund (“HDFC MF”) have decided to categorize and
rationalize the existing open ended equity scheme category by inter alia approving the following changes to HDFC Top 200 Fund (“the Scheme”)
of HDFC MF with effect from close of business hours on May 23, 2018 (“Effective Date”):
Provisions

Existing

Proposed (Effective Date)

Name of the
Scheme

HDFC Top 200 Fund

HDFC Top 100 Fund

Category of
Scheme

Equity Scheme

Large-Cap Fund

Type of the
Scheme

Open-ended Growth Scheme

An open ended equity scheme predominantly investing in
large cap stocks

Investment
Objective

To generate long term capital appreciation from a portfolio of
equity and equity linked instruments.

To provide long-term capital appreciation/income by
investing predominantly in Large-Cap companies.

The investment portfolio for equity and equity linked
instruments will be primarily drawn from the companies in the
S&P BSE 200 Index. Further, the Scheme may also invest in listed
companies that would qualify to be in the top 200 by market
capitalisation on the BSE even though they may not be listed on
the BSE. This includes participation in large IPOs where in the
market capitalisation of the company based on issue price would
make the company a part of the top 200 companies listed on the
BSE based on market capitalisation.

There is no assurance that the investment objective of the
Scheme will be realized.

Website : www.hdfcfund.com

SMS HDFCMF TO 56767

cliser@hdfcfund.com

Client Services : Ramon House, 1st Floor, H.T. Parekh Marg 169, Backbay Reclamation, Churchgate, Mumbai - 400 020
Regd. Office : “HDFC House”, 2nd floor, H.T. Parekh Marg, 165-166, Backbay Reclamation, Churchgate, Mumbai - 400 020
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Provisions

Existing

Proposed (Effective Date)

Asset
Allocation

Under normal circumstances the asset allocation will be as
follows:
Type of
Normal Allocation (%
Risk
Instruments
of Net Assets)
Profile

Under normal circumstances the asset allocation will be as
follows:
Type of
Minimum Maximum
Risk
Instruments
Allocation Allocation
Profile
(% of Total (% of Total
Assets)
Assets)

Equity and
Equity linked
Instruments

Up to 100 (Including
use of derivatives for
hedging and other uses
as permitted by
prevailing SEBI(MF)
Regulations)

Debt and Money Balance in debt and
Market
money market
Instruments*
instruments

Medium
to High

Low
to Medium

* Investment in Securitised debt, if undertaken, would not exceed
20% of the net assets of the Scheme.

Investment
in ADRs/
GDRs and
Foreign
Securities

The Scheme may also invest in suitable investment avenues in
overseas financial markets for the purpose of diversification,
commensurate with the Scheme objectives and subject to the
provisions of SEBI Circular No. SEBI/IMD/CIR No.7/104753/07
dated September 26, 2007 as may be amended from time to time
and any other requirements as may be stipulated by SEBI/RBI
from time to time. The Scheme will invest 40% of its net assets in
foreign securities.

Investment
in

The Scheme may take derivatives position based on the
opportunities available subject to the guidelines provided by

Equity and
Equity Related
Instruments of
Large Cap
Companies
Equity and
equity related
instruments
other than the
above

80

100

High

0

20

High

Debt Securities
(including
securitised
debt) and
money market
instruments

0

20

Low to
Medium

Units issued by
REITs and
InvITs
Nonconvertible
preference
shares

0

10

Medium to
High

0

10

Low to
Medium

Investment universe of “Large Cap”:

The investment universe of “Large Cap” shall
comprise companies as defined by SEBI from time to
time.

In
terms of SEBI circular ( SEBI/ HO/ IMD/
DF3/CIR/P/2017/114) dated October 6, 2017, the
universe of “Large Cap” shall consist of 1st to 100th
company in terms of full market capitalization and
that the Scheme will be required to adhere the
following:
- The list of stocks of Large Cap companies prepared
by AMFI in this regard will be adopted.
- The said list would be uploaded on the AMFI
website and would be updated every six months
based on the data as on the end of June and
December of each year or periodically as specified by
SEBI.
- Subsequent to any updation in the said list as
uploaded by AMFI, the portfolio of the Scheme will
be rebalanced within a period of one month.
The Scheme may invest in the schemes of Mutual Funds
in accordance with the applicable extant SEBI (Mutual
Funds) Regulations as amended from time to time.
The Scheme may also invest in suitable investment
avenues in overseas financial markets for the purpose of
diversification, commensurate with the Scheme objectives
and subject to the provisions of SEBI Circular No.
SEBI/IMD/CIR No.7/104753/07 dated September 26, 2007
as may be amended from time to time and any other
requirements as may be stipulated by SEBI/RBI from time
to time. The Scheme may invest up to 35% of its total
assets in foreign securities.
The Scheme may invest upto 100% of its total assets in
Derivatives.

Page 2 of 9

Provisions

Existing

Proposed (Effective Date)

derivatives

SEBI from time to time and in line with the overall investment
objective of the Scheme. The Fund has to comply with the
prescribed disclosure requirements. These may be taken to hedge
the portfolio, rebalance the same or to undertake any other
strategy as permitted under SEBI (MF) Regulations from time to
time. The Scheme intends to use derivatives mainly for the
purpose of hedging and portfolio balancing. The Scheme will
invest upto a maximum of 25% of its net assets in Derivatives.

The Scheme may invest in derivatives based on the
opportunities available subject to the guidelines provided
by SEBI from time to time and in line with the overall
investment objective of the Scheme.
The Scheme may invest in derivative instruments like
Futures, Options, Interest Rate Swaps, Forward Rate
Agreements, and such other derivative instruments as
may be permitted by SEBI from time to time.
Derivative investments may be undertaken to hedge the
portfolio, rebalance the same or to undertake any other
strategy as permitted under SEBI (MF) Regulations from
time to time. Hedging could be perfect or imperfect.

Investment
Strategy

The investment strategy of primarily restricting the equity
portfolio to the BSE 200 Index scrips is intended to reduce risks
while maintaining steady growth. Stock specific risk will be
minimised by investing only in those companies/industries that
have been thoroughly researched by the investment manager's
research team. Risk will also be reduced through a diversification
of the portfolio.
The Scheme may also invest up to 25% of net assets of the
Scheme in derivatives such as Futures & Options and such other
derivative instruments as may be introduced from time to time
for the purpose of hedging and portfolio balancing and other
uses as may be permitted under the regulations and guidelines.
The Scheme may also invest a part of its net assets, not exceeding
40% of its net assets, in overseas markets in Global Depository
Receipts (GDRs), ADRs, overseas equity, bonds and mutual
funds and such other instruments as may be allowed under the
Regulations from time to time.
Subject to the Regulations and the applicable guidelines, the
Scheme may, engage in Stock Lending activities.
If the investment in equities and related instruments falls below
65% of the portfolio of the Scheme at any point in time, it would
be endeavoured to review and rebalance the composition.
The Trustee may from time to time at their absolute discretion
review and modify the strategy, provided such modification is in
accordance with the Regulations or in the event of a
discontinuation of or change in the compilation or the
constituents of the BSE 200 Index.

In case the Scheme has investment in foreign securities,
then the Scheme may hedge the exchange rate risk on all
receivables on these instruments through various
derivative products such as forwards, currency
futures/options, etc.
The investment objective of the Scheme is to provide longterm capital appreciation by investing predominantly in
Large-Cap companies.
The Scheme will maintain a minimum exposure of 80% to
Large-Cap stocks. The Scheme may also invest upto 20%
of AUM in debt and money market securities. The fund
will remain diversified across key sectors and economic
variables.
The Scheme may also invest in the hybrid securities viz.
units of REITs and InvITs for diversification and subject to
necessary stipulations by SEBI from time to time.
Subject to the Regulations and the applicable guidelines,
the Scheme may, engage in Stock Lending activities.
Investment in debt securities will be guided by credit
quality, liquidity, interest rates and their outlook.
The Scheme may also invest in the schemes of Mutual
Funds.
Though every endeavour will be made to achieve the
objective of the Scheme, the AMC/Sponsors/Trustee do
not guarantee that the investment objective of the Scheme
will be achieved. No guaranteed returns are being offered
under the Scheme.

The Scheme will retain the flexibility to invest in the entire range
of debt instruments and money market instruments. Investment
in Debt securities (including securitised debt) and Money Market
Instruments will be as per the limits in the asset allocation table
of the Scheme, subject to permissible limits laid under SEBI (MF)
Regulations.

Benchmark
Index
Product
Labelling
This product
is suitable for
investors
who are
seeking*:

Though every endeavour will be made to achieve the objective of
the Scheme, the AMC/Sponsors/Trustee do not guarantee that the
investment objective of the Scheme will be achieved. No
guaranteed returns are being offered under the Scheme.
S&P BSE 200 Index

NIFTY 100 Index







capital appreciation over long term
investment in equity and equity linked instruments
including equity derivatives primarily drawn from the
companies in the S&P BSE 200 Index

To generate long-term capital appreciation/ income
Investment predominantly in Large-Cap companies
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Provisions

Existing

Proposed (Effective Date)

*Investors
should
consult their
financial
advisers if in
doubt about
whether the
product is
suitable for
them
The Scheme may undertake (i) repo / reverse repo transactions in Corporate Debt Securities; (ii) Credit Default Swaps, (iii) Short Selling and such
other transactions in accordance with guidelines issued by SEBI from time to time.
Refer Annexure A attached to this letter for further information with respect to investment in REITs and InvITs and strategies for investments in
derivatives as per derivative strategy of the Scheme.
Apart from above, all other features and terms & conditions of the Scheme shall remain unchanged.
The Securities and Exchange Board of India (“SEBI”) has also vide its letter no. IMD/DF3/OW/P/2018/7224/1 dated March 7, 2018 conveyed its no
objection to the changes to the Scheme.
Notice-cum-addendum detailing the proposed changes to the Scheme has also been published in Friday, April 13, 2018 issues of The Financial
Express (English daily newspaper having nationwide circulation) and Navshakti (Marathi newspaper) for the benefit of the Unit holders.
The proposed changes contain change in the fundamental attributes of the Scheme as per Regulation 18(15A) of the SEBI (Mutual Funds)
Regulations, 1996 (“MF Regulations”). Unit holders under the Scheme are hereby informed that the proposed changes will be effective from May
23, 2018 (“Effective Date”).
Thus, in accordance with MF Regulations, existing Unit holders (i.e. whose valid applications have been received by HDFC MF upto 3.00 p.m. on
Friday, April 13, 2018) who are not in agreement with the aforesaid changes may redeem their Units or switch to other available/ eligible schemes
of HDFC MF at the prevailing Net Asset Value without payment of any exit load, for a period of 30 (thirty) days between April 23, 2018 and May
22, 2018 (upto 3.00 p.m. on May 22, 2018, last date of exit option period) (both days inclusive) (“Exit Option Period”). Unit holders who do not
exercise the exit option upto 3.00 p.m. on May 22, 2018 (last date of exit option period), shall be deemed to be in agreement to the proposed
changes.
The Exit Option can be exercised during the Exit Option Period by submitting a normal redemption / switch-out request at any of the convenient
Official Points of Acceptance of HDFC MF including online transacting facilities such as HDFCMFOnline / HDFCMFMobile. For list of Official
Points of Acceptance, please visit our website www.hdfcfund.com.
Unit holders who have pledged/ encumbered their Units will have the option to exit only if they submit a release of their pledges/ encumbrances
prior to submitting their redemption/switch requests during the exit option period. In case a lien is marked on units held by a Unit holder or units
have been frozen / locked pursuant to an order of a governmental authority or a court, redemption / switch can be executed only after the lien /
order is vacated / revoked within the exit option period specified above.
Unit holders should ensure that any change in address or bank mandate details are updated in the HDFC MF’s records before exercising the exit
option. Unit holders holding Units in dematerialized form may approach their Depository Participant for such changes.
The redemption proceeds (net of applicable taxes, if any) will be remitted /dispatched within 10 Business Days of receipt of valid redemption
request to those Unit holders who choose to exercise their exit option.
Securities Transaction Tax (STT) on redemption / switch-out of units, if any, exercised during the Exit Option Period shall be borne by HDFC AMC.
Redemption/Switch-out by the Unit holders due to changes in the fundamental attributes of the Scheme or due to any other reasons may entail tax
consequences. In view of the individual nature of financial and tax implications, each Unit holder is advised to consult his or her own tax
advisors/financial advisors.
Unit holders who have registered for systematic investment / transfer facilities in the Scheme and who do not wish to continue their future
investment into the Scheme, must apply for cancellation of their systematic investment / transfer facilities registrations.
Unit holders may note that no action is required in case they are in agreement with the changes proposed to the Scheme. The offer to exit from the
Scheme is optional at the discretion of the Unit holders and not compulsory. We would like you to remain invested in the Scheme.
The updated Scheme Information Document & Key Information Memorandum of the Scheme containing the revised provisions shall be made
available with our Investor Service Centres and also displayed on the website www.hdfcfund.com immediately after completion of duration of
exit option.
For any queries or clarifications in this regard, please call us on 1800 3010 6767/ 1800 419 7676 or email us on cliser@hdfcfund.com . You may also
visit any of the Investor Service Centres (ISC) of HDFC MF. Visit www.hdfcfund.com for any other information.
We look forward to your continued support.
Sincerely,

John Mathews
Executive Vice President & Head – Client Services
Encl: a/a
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Annexure A
A.

Information with respect to investment in REITS and INVITS:

a) Definition:
•
“REIT” or “Real Estate Investment Trust” shall have the meaning assigned in clause (zm) of sub-regulation 1 of regulation 2 of the
Securities and Exchange Board of India (Real Estate Investment Trusts) Regulations, 2014
As per SEBI (Real Estate Investment Trusts) Regulations, 2014, REIT is defined as: “REIT” or "Real Estate Investment Trust" shall mean a
trust registered as such under these regulations.
•
“InvIT” or “Infrastructure Investment Trust” shall have the meaning assigned in clause (za) of sub-regulation (1) of regulation 2 of the
Securities and Exchange Board of India (Infrastructure Investment Trusts) Regulations, 2014
As per SEBI (Infrastructure Investment Trusts) Regulations, 2014, InvIT is defined as: “InvIT” or “Infrastructure Investment Trust” shall
mean the trust registered as such under these regulations.

b) Risk Factors:


Price Risk:
Securities / Instruments of REITs and InvITs are volatile and prone to price fluctuations on a daily basis owing to market movements.
The extent of fall or rise in the prices is a fluctuation in general market conditions, factors and forces affecting capital market, Real
Estate and Infrastructure sectors, level of interest rates, trading volumes, settlement periods and transfer procedures.



Interest Rate Risk:
Securities / Instruments of REITs and InvITs run interest rate risk. Generally, when interest rates rise, prices of units fall and when
interest rates drop, such prices increase.



Credit Risk:
Credit risk means that the issuer of a REIT / InvIT security / instrument may default on interest payment or even on paying back the
principal amount on maturity. Securities / Instruments of REITs and InvITs are likely to have volatile cash flows as the repayment dates
would not necessarily be pre scheduled.



Liquidity Risk:
This refers to the ease with which securities / instruments of REITs / InvITs can be sold. There is no assurance that an active secondary
market will develop or be maintained. Hence there would be time when trading in the units could be infrequent. The subsequent
valuation of illiquid units may reflect a discount from the market price of comparable securities / instruments for which a liquid market
exists. As these products are new to the market they are likely to be exposed to liquidity risk.



Reinvestment Risk:
Investments in securities / instruments of REITs and InvITs may carry reinvestment risk as there could be repatriation of funds by the
Trusts in form of buyback of units or dividend pay-outs, etc. Consequently, the proceeds may get invested in assets providing lower
returns..



Legal and Regulatory Risk:
The regulatory framework governing investments in securities / instruments of REITs and InvITs comprises a relatively new set of
regulations and is therefore untested, interpretation and enforcement by regulators and courts involves uncertainties. Presently, it is
difficult to forecast as to how any new laws, regulations or standards or future amendments will affect the issuers of REITs / InvITs and
the sector as a whole. Furthermore, no assurance can be given that the regulatory system will not change in a way that will impair the
ability of the Issuers to comply with the regulations, conduct the business, compete effectively or make distributions.

c)

Investment Restrictions:
The Scheme may invest in the units of REITs and InvITs subject to the following:
(a) The Fund under all its Schemes shall not own more than 10% of units issued by a single issuer of REIT and InvIT; and
(b) The Scheme shall not invest –
(i) more than 10% of its NAV in the units of REIT and InvIT; and
(ii) more than 5% of its NAV in the units of REIT and InvIT issued by a single issuer.
B.

Strategies for Investment in Derivatives as per derivative strategy of Scheme:

Basic Structure of an Index Future:
Index Futures are instruments designed to give exposure to the equity market indices. BSE Limited and the National Stock Exchange of India
Limited have started trading in index futures of 1, 2 and 3 month maturities. The pricing of an index future is the function of the underlying
index and short term interest rates.
Example:
Assumptions:
1 month BSE 30 Future
Spot Index: 4900
Future Price on day 1: 4920
Fund buys 10,000 futures contracts On Date of settlement
Future price = Closing spot price = 4950
Profits for the Fund = (4950-4920)*10000 = Rs. 300,000 + interest for the 1 month period
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Please note that the above example is given for illustration purposes only.
The net impact for the Fund will be in terms of the difference between the closing price of the index and cost price (ignoring margins for the sake
of simplicity) plus interest costs on funds that would otherwise be invested in stocks comprising the index. The risks associated with index
futures are similar to those associated with equity investments. Additional risks could be on account of illiquidity and/or mispricing of the future
at any time during the life of the contract.
The strategies below are given for illustration purposes only. Some of the strategies involving derivatives that may be used by the Investment
Manager, with an aim to protect capital and enhance returns include:
Strategy Number 1

Using Index Futures to increase percentage investment in equities
This strategy will be used for the purpose of generating returns on idle cash, pending its investment in equities. The Scheme is subject to daily
flows. There may be a time lag between the inflow of funds and their deployment in stocks. If so desired, the scheme would be able to take
immediate exposure to equities via index futures. The position in index futures may be reversed in a phased manner, as the funds are deployed
in the equity markets.
Example:
The scheme has a corpus of Rs. 50 crore and there is an inflow of Rs. 5 crore in a day. The AMC may buy index futures contracts of a value of Rs.
5 crore. Later as the money is deployed in the underlying equities, the value of the index futures contracts can be suitably reduced.
Portfolio

Event

Equity Portfolio
Gain / (Loss)

Derivative
Gain / (Loss)

Total Portfolio
Gain / (Loss)

(Rs. in crore)

(Rs. in crore)

(Rs. in crore)

Rs. 50 Crore Equity exposure
Rs. 50 Crore Equity exposure +
Rs. 5 Crore long position index futures

10% rise in equity prices

5

10% rise in equity prices

5

0.5

5.5

Rs. 50 Crore Equity exposure

10% fall in equity prices

(5)

Nil

(5)

Rs. 50 Crore Equity exposure +
Rs. 5 Crore long position index
futures

10% fall in equity prices

(5)

(0.5)

(5.5)

RISKS


Nil

5

The strategy of taking a long position in index futures increases the exposure to the market. The long position is positively correlated
with the market. However, there is no assurance that the stocks in the portfolio and the index behave in the same manner and thus this
strategy may not provide gains perfectly aligned to the movement in the index.



The long position will have as much loss / gain as in the underlying index. e.g. if the index appreciates by 10%, the index future value
rises by 10%. However, this is true only for futures contracts held till maturity. In the event that a futures contract is closed out before
its expiry, the quoted price of the futures contract may be different from the gain / loss due to the movement of the underlying index.
This is called the basis risk.



While futures markets are typically more liquid than the underlying cash market, there can be no assurance that ready liquidity would
exist at all points in time, for the Scheme to purchase or close out a specific futures contract.

Strategy Number 2

Downside Protection Using Stock Put
As a stock hedging strategy, the purchase of a put option on an underlying stock held would lead to a capping of the loss in value of the stock in
the event of a material decline in the stock's price.
The purchase of a put option against a stock holding in the scheme gives the scheme the option of selling the stock to the writer of the put at the
predetermined level of the Put Option, called the strike price. If the stock falls below this level, the downside for the scheme is protected as it has
already locked into the selling price. In case of a fall in the stock's price below the strike price, the value of the Put Option appreciates,
approximately corresponding to the extent of the stock's price fall below the strike price.
Example:
Let us assume 20000 shares of XYZ Limited held in the portfolio with a market value of Rs. 1000 per share (overall Rs. 2 crores). The scheme
purchases put options on the stock of XYZ Limited (not exceeding its holding of 20000 shares) with a strike price of Rs. 990 for an assumed cost
(called Option Premium) of Rs.15 per share (Rs. 3 lakhs for 20000 shares).
By purchasing the above Put Option, the scheme has effectively set a floor to the realisation from the stock at Rs. 975 per share (Rs. 990 strike
price less Rs. 15 Option Premium paid).
In case the stock price of the company falls below Rs. 975 per share, the gain in the price of the Put Option when added to the actual market price
of the stock would bring the sale realisation per share close to Rs. 975 per share.
After purchasing the above Put Option, in case the price of the stock appreciates, remains around Rs. 1000 or declines slightly to remain above
the strike price, the scheme may not avail of the option and the cost for having bought the option remains fixed at Rs. 15 per share.
In effect, a floor (in this case effectively Rs. 975) is set to the stock by buying an Option at a cost that is known (in this case Rs. 15 per share).
RISKS

There can be no assurance that ready liquidity would exist at all points in time, for the scheme to purchase or close out a specific
options contract.

A hedging strategy using Put Options is a perfect hedge on the expiration date of the put option. On other days, there may be
(temporary) imperfect correlation between the share price and the put option.
Strategy Number 3

Using Call option on Index to increase percentage investment in equities
This strategy will be used for the purpose of participating in the upside of the market.
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Example:
Suppose, the Scheme has a corpus of Rs. 100 crore and the Scheme on December 1, 2017 buys upto maximum 20% of the total assets into Index
call option wherein strike price of underlying benchmark index is 10,000 and the premium on each call option for expiry after 3 years i.e.
December 2020 was at Rs. 2,000.
Based on the above strategy the total assets of the Scheme will be as under:
Existing Scheme Net Assets
Asset Type
Equity
Net Current Assets

Rs. (in crores)
70
30

Total Assets

100

Revised Scheme Total Assets
Asset Type
Equity
Option Premium*
(20% of 100 crores)
Net Current Assets
Total Assets

Rs. (in crores)
70
20
10
100

* Option premium paid is to take an additional exposure of around Rs. 100 crores of equities. Therefore, the total exposure to equity assets due
to the said strategy will be around Rs. 170 crores (i.e. Rs. 70 crores + Rs. 100 crores).
Assuming the market index goes up the value of call option will increase. Thus, one can participate in the upside of the market as shown in the
table below.
Date
1/12/2017
December 2020

Closing value of underlying benchmark index
10,000
12,400

Call Premium/ value at expiry (Rs.)
2,000
2,400

Thus, the gain on the above strategy for the Scheme will be Rs. 400 (Rs. 2,400 - Rs. 2,000) on each call option
RISKS






The strategy of taking a long position in index call option increases the exposure to the market. The long position is positively correlated
with the market. However, there is no assurance that the stocks in the portfolio and the index behave in the same manner and thus this
strategy may not provide gains perfectly aligned to the movement in the index.
The risk/downside, if the market falls/remains flat is only limited to the option premium paid.
The long position will have as much loss / gain as in the underlying index. For e.g. if the index appreciates by 10%, the index options value
rises by 10%. However, this is true only for options held till maturity.
While option markets are typically less liquid than the underlying cash market, hence there can be no assurance that ready liquidity would
exist at all points in time, for the Scheme to purchase or close out a specific contract.

Strategy Number 4

Using Put option on Index to minimize downside in equities
This strategy will be used for the purpose of hedging against downside in the market and capping the maximum loss in such a scenario.
Example:
Suppose, the Scheme has a corpus of Rs 100 crore and the Scheme on December 1, 2017 buys 6% of the total assets into At-the-money Index put
option wherein strike price of underlying benchmark index having expiry December 2020 index put option is Rs 10,000, bought at a premium of
Rs. 600.
Based on the above strategy the total assets of the Scheme will be as under:
Existing Scheme Net Assets
Asset Type
Equity
Total Assets

Rs. (in crores)
100
100

Revised Scheme Total Assets
Asset Type
Equity
Option Premium*
Total Assets

Rs. (in crores)
94
6
100

*Option premium paid is to take downside exposure to Rs 94 crore in underlying benchmark index. Therefore, the total exposure to long equities
is Rs 94 crore and participation in downside of underlying benchmark index is Rs 94 crore through the option.
Date
1/12/2017
December 2020

Closing value of underlying benchmark index

Put Premium/ value at expiry (Rs.)

10,000
9,000

600
1,000

Thus, the overall gain on the above put option for the Scheme will be Rs 400 (Rs. 1,000 - Rs. 600) on each put option.
RISKS

The strategy of taking a long position in index put option hedges a portfolio of long only stocks/funds against potential markets falls. The
long position in the put option is negatively correlated with the market. However, there is no assurance that the stocks in the portfolio and
the index behave in the same manner and thus this strategy may not provide gains perfectly aligned to the movement in the index.




The risk/downside, if the index remains above the strike price is only limited to the option premium paid. The premium paid is the
maximum downside to the portfolio. There is positive return in the put strategy only if the index falls below the strike price.
The long position will have as much loss / gain as the reverse of the underlying index. For e.g. if the index depreciates by 10%, the index
options value rises by 10%. However, this is true only for options held till maturity.
While option markets are typically less liquid than the underlying cash market, there can be no assurance that ready liquidity would exist at
all points in time, for the Scheme to purchase or close out a specific contract.
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In terms of Circular No. MFD.BC.191/07.01.279/1999-2000 and MPD.BC.187/07.01.279/1999-2000 dated November 1, 1999 and July 7, 1999
respectively issued by Reserve Bank of India, Mutual Funds are permitted participation in Interest Rate Swaps and Forward Rate Agreements.
These products were introduced for deepening the country's money market. The Scheme may trade in these instruments for the purpose of
hedging and portfolio balancing or to undertake any other strategy as permitted under SEBI (MF) Regulations from time to time. SEBI has also
permitted trading of interest rate derivatives through Stock Exchange.
Interest Rate Swaps (IRS)
All swaps are financial contracts, which involve exchange (swap) of a set of payments owned by one party for another set of payments owned by
another party, usually through an intermediary (market maker). An IRS can be defined as a contract between two parties (Counter Parties) to
exchange, on particular dates in the future, one series of cash flows, (fixed interest) for another series of cashflows (variable or floating interest)
in the same currency and on the same principal for an agreed period of time. The exchange of cashflows need not occur on the same date.
It may be noted that in such hedged positions (fixed v/s floating or vice versa), both legs of the transactions have interest rate volatility as
underlying.
Basic Structure of a Swap
Assume that the Scheme has a Rs. 20 crore floating rate investment linked to MIBOR (Mumbai Inter Bank Offered Rate). Hence, the Scheme is
currently running an interest rate risk and stands to lose if the interest rate moves down. To hedge this interest rate risk, the Scheme can enter
into a 6 month MIBOR swap. Through this swap, the Scheme will receive a fixed predetermined rate (assume 12%) and pays the “benchmark
rate” (MIBOR), which is fixed by the National Stock Exchange of India limited (NSE) or any other agency such as Reuters. This swap would
effectively lock-in the rate or 12% for the next 6 months, eliminating the daily interest rate risk.
This usually routed through an intermediary who runs a book and matches deals between various counterparties.
The steps will be as follows 
Assuming the swap is for Rs. 20 crore June 1, 2017 to December 1, 2017. The Scheme is a fixed rate receiver at 12% and the counterparty
is a floating rate receiver at the overnight rate on a compounded basis (say NSE MIBOR).

On June 1, 2017 the Scheme and the counterparty will exchange only a contract of having entered this swap. This documentation would
be as per International Swap Dealers Association (ISDA).

On a daily basis, the benchmark rate fixed by NSE will be tracked by them.

On December 1, 2017 they will calculate the following-




 The Scheme is entitled to receive interest on Rs. 20 crore at 12% for 184 days i.e. Rs. 1.21 crore, (this amount is known at the time the
swap was concluded) and will pay the compounded benchmark rate.
 The counterparty is entitled to receive daily compounded call rate for 184 days & pay 12% fixed.
On December 1, 2017, if the total interest on the daily overnight compounded benchmark rate is higher than Rs. 1.21 crore, the Scheme
will pay the difference to the counterparty. If the daily compounded benchmark rate is lower, then the counterparty will pay the
Scheme the difference.
Effectively the Scheme earns interest at the rate of 12% p.a. for six months without lending money for 6 months fixed, while the
counterparty pays interest @ 12% p.a. for 6 months on Rs. 20 crore, without borrowing for 6 months fixed.

The above example illustrates the benefits and risks of using derivatives for hedging and optimizing the investment portfolio. Swaps have their
own drawbacks like credit risk, settlement risk. However, these risks are substantially reduced as the amount involved is interest streams and
not principal.
Forward Rate Agreement (FRA)
An FRA is an agreement between two counter parties to pay or to receive the difference between an agreed fixed rate (the FRA rate) and the
interest rate prevailing on a stipulated future date, based on a notional amount, for an agreed period. In short, in a FRA, interest rate is fixed now
for a future period. The special feature of FRAs is that the only payment is the difference between the FRA rate and the Reference rate and hence
are single settlement contracts. As in the case of IRS, notional amounts are not exchanged.
Assume that on October 1, 2018, the 30 day commercial paper (CP) rate is 7.75% and the Scheme has an investment in a CP of face value Rs. 25
crores, which is going to mature on October 30, 2018. If the interest rates are likely to remain stable or decline after October 30, 2018, and if the
fund manager, who wants to re-deploy the maturity proceeds for 1 more month, does not want to take the risk of interest rates going down, he
can then enter into a following forward rate agreement (FRA) say as on October 30, 2018.
He can receive 1 X 2 FRA on October 30, 2018 at 7.75% (FRA rate for 1 months lending in 2 months time) on the notional amount of Rs. 25 crores,
with a reference rate of 30 day CP benchmark. If the CP benchmark on the settlement date i.e. October 30, 2018 falls to 7.50%, then the Scheme
receives the difference 7.75 - 7.50 i.e. 25 basis points on the notional amount Rs. 25 crores for 1 month. The maturity proceeds are then reinvested
at say 7.50% (close to the benchmark). The scheme, however, would have locked in the rate prevailing on October 30, 2018 (7.75%) as it would
have received 25 basis points more as settlement amount from FRA. Thus the fund manager can use FRA to mitigate the reinvestment risk.
In this example, if the rates move up by 25 basis points to 8% on the settlement date (October 30, 2018), the Scheme loses 25 basis points but since
the reinvestment will then happen at 8%, effective returns for the Scheme is unchanged at 7.75%, which is the prevailing rate on October 30, 2018.
Interest Rate Futures (IRFs):
An Interest Rate Futures contract is “an agreement to buy or sell a debt instrument at a specified future date at a price that is fixed today.” The
underlying security for Interest Rate Futures is either Government Bond or T-Bill. Currently, exchange traded Interest Rate Futures traded on
exchange are standardized contracts based on 10-Year Government of India Security and 91-day Government of India Treasury Bill. IRFs
contracts are cash settled.
Holders of the fixed income securities are exposed to the risk of rising interest rates, which in turn results in the reduction in the value of their
portfolio. So in order to protect against a fall in the value of their portfolio due to falling bond prices, they can take short position in IRF contracts.
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Example:
Date: 15/10/2018
Spot price of GOI Security: Rs 105.05
May Futures price of IRF Contract: Rs 105.12
On 15/10/2018 ABC bought 2000 GOI securities from spot market at Rs 105.05. He anticipates that the interest rate will rise in near future.
Therefore to hedge the exposure in underlying market he may sell October 2018 Interest Rate
Futures contracts at Rs 105.12
On 30/10/2018 due to increase in interest rate: Spot price of GOI Security: Rs 104.24 Futures Price of IRF Contract: Rs 104.28
Loss in underlying market will be (104.24 - 105.05)*2000 = Rs 1,620
Profit in the Futures market will be (104.28 – 105.12)*2000 = Rs 1,680.
Imperfect Hedging using Interest Rate Futures (IRF)
IRF can be taken at portfolio level to reduce the interest rate risk of the portfolio or part of the portfolio (including one or more securities).
However, in case the IRF used for hedging the interest rate risk has different underlying security(s) than the existing position being hedged, it
would result in imperfect hedging ie basis risk. In order to reduce the basis risk for the portfolio hedging strategy, the correlation between the
portfolio or part of the portfolio (excluding the hedged portions, if any) and the IRF would be atleast 0.9 at the time of initiation of hedge. The
correlation should be calculated for a period of last 90 days. Additionally, Imperfect hedging using IRFs would be restricted upto maximum of
20% of the total assets of the scheme.
Example:
Date: 15/06/2018
Total Assets of the Scheme: Rs. 100 cr
Modified Duration of the Scheme: 4.75
August 2018 Future Price of IRF contract of 6.79 GOI 2028: 103.24
Modified Duration of 6.79 GOI 2028: 7.13
Correlation between IRF and Portfolio during last 90 days: 0.95
On 15/06/2018, the fund manager anticipates that the interest rates will rise in near future. Therefore, to hedge the exposures of the portfolio he
sells 19,00,000 IRF contracts of August 2018 6.79 GOI 2028 at 103.24. Thus, the value of Futures contract is Rs. 19.62 cr, which is less than 20% of
Scheme value.
On 15/07/2018, due to interest rate increase by 5 basis points, the values of securities in the portfolio reduced to Rs. 99.76 cr and the price of IRF
contract for August 2018 6.79 GOI 2028 reduced to Rs. 102.88. This resulted in loss in the value of the securities of Rs. 0.24 cr (Rs. 100 cr – Rs.
99.76 cr) and profit in the futures position of Rs. 0.07 cr {(103.24-102.88)*19,00,000}.
Given that there was imperfect correlation between portfolio and the IRF (ie basis risk) as well as cap on the maximum portfolio hedging allowed
as per extant regulation, the loss in the value of portfolio was not completely matched by the gain from the IRF contract. Nevertheless, the fund
manager was able to protect the value of the portfolio, to an extent, using the IRF contract. The loss on proportionate basis (ie ~20% of portfolio)
would have been only Rs. 0.05 cr as against gain of Rs. 0.07 cr of gain from IRF.
Risk Factors of SWAP/ Forward Rate Agreement (FRA)/ Interest Rate Futures (IRF)
 Credit Risk: This is the risk of defaults by the counterparty. This is usually negligible, as there is no exchange of principal amounts in a
derivative transaction.
 Market Risk: Market movements may adversely affect the pricing and settlement derivatives.
 Liquidity Risk: The risk that a derivative cannot be sold or purchased quickly enough at a fair price, due to lack of liquidity in the market.
 Basis Risk associated with imperfect hedging using IRF: The imperfect correlation between the prices of securities in the portfolio and the
IRF contract used to hedge part of the portfolio leads to basis risk. Thus, the loss on the portfolio may not exactly match the gain from the
hedge position entered using the IRF.

Page 9 of 9

