Asset allocation model of
BAFs must fit your needs

BAFs WITH HIGHEST RISK-ADJUSTED RETURNS

Checkfund's
performancein
different market
conditions to evaluate
efficacy of model

SANJAY KUMAR SINGH

With both equity and debt markets
turningvolatile, expertsare
recommendingbalanced
advantage funds (BAFs), also called
dynamicassetallocation funds, to
retail investors. One reason is that
these funds have the ability to offer
downside protection. Year-to-date,
while the Nifty 50 Total Return
Indexhasfallen 6.8 percent, the
BAFscategory hasdeclined 3.5 per
cent. Theseareall-weather funds.

“Investors can put money into
these funds, irrespective of market
conditions,” says Bhavesh Jain,
fund manager, Edelweiss Mutual
Fund.Despite being hy-
brid funds, they receive
equity-like tax treatment.
Twomodels
BAFsinvestina
combination of equity,
arbitrage, and fixed
income. The fundsin this
category follow one of the
twomodels for deciding
onequityallocation.

Amajorityofthe
funds follow a counter-cyclical
approach. Theyusevaluation
criteria, such as price-to-earnings,
price-to-bookvalue, ora
combination of these valuation
criteria, todecide on equity
allocation. Asvaluationsturn
expensive, they reduce equity
exposure, and vice versa.

Some fundsalso follow a pro-
cyclical approach.

“Inour fund, welookat the
underlying market trend. Ifthe
marketis moving higherand
showingstrength, weincrease
equity exposure. If the market is
fallingand displaying weakness,
we reduce equity exposure,” says
Jain. Headdsthatin13ofthe past18
years, the market has shown strong
trends, favouring a trend-following
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model.

Getbenefitofassetallocation

Allinvestors need tobuild
diversified portfolios and follow an
assetallocation suited to their risk
profile.“Investorswho can’tcreatea
diversified, asset-allocated port-
folio, and rebalance it periodically
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may opt forthese funds,”
says Kaustubh Belapurkar,
director-manager research,
Morningstar Investment
AdviserIndia.
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Takelimited exposure

Each ofthese fundswill,
however, have astandard
model, which will translate
intoacertainrange of
allocationtoequities. Each
investor may, however,
require adifferent portfolio mix.
“Onestandard model and asset
allocation range may not suit every
investor,” says Belapurkar. In BAFs,
the netequity exposure could range
from, say, 30 per cent to 70 per cent.
Aninvestor may notdesire such
wide variation in equity exposure.
“Aportfoliobuilt usingasingle
BAFswill offer downside
protection. But thiscan work
againstyou inaone-way market,”
observes Belapurkar.
Hesuggestsan investor could
take, say, a 20 per cent exposure to
these funds. On this 20 per cent, if
hisequity exposure varies between
30 percentand 80 percent, atthe
portfoliolevel, his/her equity
exposure will swing from 6-16 per

cent. Therestof his/her portfolio
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could bein pureequity and debt fu-
nds. While his/herequity allocation
could vary in response to market
conditions, and thereby curtail risk,
such variation could be limited.
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Criteriaforfundselection

Lookatafund’strackrecord to
understand the range within which
itsequity allocation hasmoved
historically, and see whether this
fitsintoyourassetallocation
requirement.

“Also check performance across
different market conditions. This
will reveal the efficacy of the fund’s
equityallocation model,” says
Belapurkar.Accordingto Yogesh
Kalwani, head-investments,
InCred Wealth, “Investors should
look for consistency of returns vis-
a-vis peersin conjunction with
alphagenerated.”Since these funds
aretargeted at conservative
investors, they shouldn’ttake
excessive risk. “Onthe equityside,
they shouldn’t take high exposure
tomid- and small-cap stocks. On
thefixed-incomeside, they
shouldn’ttakeeither high creditor
durationrisk,” says Belapurkar.

Agood fund within this
category should offer downside
protection. “Look at the downside
captureratio, which measuresa
fund’s participation vis-a-vis
broaderindices in the down mark-
ets. Selectafund with alower dow-
nside captureratio,” says Kalwani.
Goforafund with atleastafive-
yeartrackrecord (only12 of24 do).

Finally, avoid very small-sized
funds.




