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Ready for passive investing? Here
Is how to kick-start your portfolio

Experts say new passive investors should avoid sector or theme-based indices or factor-based strategies
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assively managed funds

offer investors a low-cost

way to participate in mar-

kets, with expense ratios far

lower than those of actively
managed funds. By tracking the same
indices that active funds use as
benchmarks, they eliminate the risk
of underperforming the bench-
mark—because investors are invested
in the benchmark itself.

Today, passive funds track more
than 100 indices, spanning market-
cap-weighted, sectoral and thematic
indices, as well as factor-based strate-
gies. Asof 30 September, there were
268 exchange-traded funds (ETFs)
and index funds tracking these indi-
ces. ETFsaccounted for39.5 trillion
in assets under management (AUM),
while index funds managed 33.08
trillion in AUM as of the same date.

Since each index carries its own
risk-return profile, here are some dos
and don’ts for your passive investing
journey.

Keeping it simple

Advisors and expertsrecommend
asimple approach forbeginners. “For
most investors who are starting out, a
large-cap-oriented equity portfoliois
the best starting point. If someone is
comfortable skipping mid- and small-
capsentirely, a Nifty 50 ora Nifty 100
index fund is more than sufficient,”
said M. Pattabiraman, founder of per-
sonal finance platform Freefincal.

A beginner can consider combin-
ing the Nifty 50 Index with the Nifty
Next 50 Index. The latter can give a
flavour of mid-caps, even thoughiitis
a large-cap fund, said Anil Ghelani,
head of passive investments and
products, DSP Mutual Fund.

“Itisnot atrue mid-cap index, but
the risk-reward is similar to that of
mid-caps, as it represents stocks
beyond the widely-tracked Nifty 50
stocks,” Pattabiraman added.

Besides the Nifty 50 Index, begin-
ners can consider broader indices,
said Vishal Dhawan, founder of Plan
Ahead Wealth Advisors. “The Nifty
100 or the Nifty 500 indices can be
considered, as they give a much
broader exposure to the market.
However, itis advisable to build expo-
sure through systematic investment
plans (SIPs) asit helps to bring down
the average buying costs during mar-
ket volatility,” he said.

Broader market indices tend to be
more volatile due to exposure to mid-
and small-caps, or to new entrants
from the mid-cap space, asin the case
of Nifty 100. The index is rebalanced

Passive funds: Beginner’s toolkit

Here is how investors starting their passive funds journey can navigate through a
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every sixmonths, when new stocks are
included—which transition from mid-
cap to large-cap—and certain under-
performing stocks are excluded.

What to avoid

Experts say new passive investors
should avoid sector or theme-based
indices or factor-based strategies.

“Several smart-beta strategies or
factorstrategies are fairly new. While
thebase date of these indices is 2005
and thereisback-tested data, there is
no adequate real-market track record
with actual trading volumes. These
strategies often look very attractive in
back-tested data, but real-world per-

formance can be quite different," said
Pattabiraman.

“For instance, some mid- and
small-cap quality indices have under-
performed inrecent years. Low vola-
tility, in particular, is often misunder-
stood. Investors assume it means
lower drawdowns, but that’s not
alwaystrue. A low-volatility index can
still fall more than the Nifty 50 during
certain market phases,” he explained.

“Ourresearch shows that these fac-
tor funds tend to underperform their
parent indices if just bought and held
foralong period. To make the most of
them, investors need to correctly
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time their entry and exit from each
factor, with knowledge of which fac-
tor performs in which stage of the
market,” said Aarati Krishnan, head
ofadvisory, Primelnvestor Financial
Research Pvt. Ltd.

“Itis better to avoid narrow sectors
orthematicideas when you are start-
ing out, unless the investor hasa deep
understanding of the sectoral
dynamics,” said Siddharth Srivastava,
head-ETF products, and fund man-
ager, Mirae Asset India Mutual Fund.

Indexvs ETFs

Ghelani added that new investors
should opt forindex funds instead of

ETFs. “Investing in ETFs requires a
bit more tracking of bid-ask spreads,
impact costs, ETF’s iNAVSs, etc.,” he
said. This is because ETFs trade on
stock exchanges, where prices can
deviate from fair value due to liquid-
ity constraints and demand-supply
dynamics, unlike index funds that are
bought and sold at NAV.

iNAV, or an ETF’s indicative net
asset value, represents its fair value.
However, ETFs can sometimes trade
at significant premiums or discounts
totheiriNAV due to demand-supply
dynamics on stock exchanges.

Iftrading volumes are thin, exit can
be difficult, or you may not get an exit
at fair values. Price distortions can
happen in two scenarios. When
demand is high and sellers few, ETF
prices can top their fair value—and
thereverse can happen when thereis
alack ofbuyers.

For instance, several silver ETFs
recently traded at steep premiums
amid a shortage of physical silver.
The supply constraint made it diffi-
cult for market makersto create new
ETF units and meet the surge in
demand, leading to sharp premiums.

While ETFsallow investors to take
advantage of intraday dips, as they are
traded on exchanges like any stock,
index funds simply offer end-of-day
NAVs like any regular mutual fund.
As an index fund is a mutual fund,
investors can also do a monthly SIP.

Takeaways

New investors can use passive
funds for asset allocation. Anubhav
Srivastava, partner and fund manager
at Infinity Alternatives, said investors
can just combine the Nifty 50 Index
with a US index or ETF for interna-
tional exposure. “Along with this,
they can take exposure toagold ETF
or index fund and a debt-based
index,” he said.

Passive funds can simplify investing
by removing fund manager risk, as
investors need not worry about identi-
fying the right fund or manager to
deliver outperformance. In market
segments such as large caps, where
active fund outperformance has histor-
ically been limited, low-cost passive
funds may even be the better choice.
So, start passive funds with simple
investment strategies. Instead of going
with new strategies with limited real
market data, stick with strategies that
have a credit market track record.
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