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December 9, 2021  

(i) 

Mr. Sujit Prasad 

Executive Director  

SEBI Bhavan,  Plot no. C4-A, "G" Block, 

Bandra-Kurla Complex, Bandra East, 

Mumbai - 400 051 

 

(ii) 

Dr. Ruchi Chojer 

Chief General Manager  

SEBI Bhavan,  Plot no. C4-A, "G" Block, 

Bandra-Kurla Complex, Bandra East, 

Mumbai - 400 051 

 

(iii) 

Mr. Sanjay Singh Bhatti 

Deputy General Manager  

Investment Management Department 

SEBI Bhavan,  Plot no. C4-A, "G" Block, 

Bandra-Kurla Complex, Bandra East, 

Mumbai - 400 051 

  

Dear Sir / Madam,  

 

Sub: Representation towards SEBI Circular issued with respect to clarification on concentration 

norms for Category III AIFs 

 

We refer SEBI Circular bearing no. SEBI/HO/IMD/IMD-I/DOF6/P/CIR/2021/663 dated November 22, 

2021, providing clarification on the amended Regulation 15(1)(d) of AIF Regulations which inter alia 

mandates rectification of all passive breaches within 30 days from the date of such breach.  

 

Following are certain challenges which Category III AIF could face in complying with the said 

rebalancing norms:  

 

 

 

Negative Impact to the investors  

I. ISSUES WITH RESPECT TO IMPLEMENTATION OF RECTIFICATION OF INVESTMENT BREACH 
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i) Most of the long only AIFs, with conviction theme undertake buy and hold strategy which requires 

such AIFs to continue holding the securities irrespective of the market or stock movement;  

ii) These mandates are run in a concentrated manner and wherever the fund manager has high 

conviction and upside potential still exists the exposure to the stocks (passive holding) is allowed to 

go beyond 10% of NAV;  

iii) Attention is also drawn to pre-IPO investments which is locked in for a period of one year from the 

date of investment. Considering that there being regulatory requirement, such type of stocks 

cannot be divested due to mandatory lock-in requirements to comply with applicable regulations .  

iv) With the new rebalancing norm, the Fund Manager will be forced to cut position as and when it 

exceeds 10% of NAV (passively) and reduce exposure to better performing stocks and possibly 

allocate funds to other stocks which may or may not be at par. This is detrimental to the interests 

of the investors since it would lead to compromising of returns for the investors. Such an action 

may not be in line with the investment objective of the scheme and may result in breach of PPM 

terms as the fund manager will have to manage the scheme in line with the investment objective 

enshrined in the PPM. 

v) With the new rebalancing norm, the clients will never be able participate in returns generated by 

multi bagger stocks as the Fund Manager will be forced to cut positions, which is against the whole 

objective of managing client’s money in AIF 

vi) For close ended scheme, certain illiquid stocks may have to be liquidated on priority to generate 

cash. Such liquidation normally starts six months before the maturity. Hence, there will be passive 

breach in remaining liquid stocks. For rectifying such passive breaches, fund managers will have to 

forcefully sell such stocks/churn the portfolio all be in all-cash position. This may have tax impact 

and ultimately affect the overall performance of such scheme. 

 

Level Playing field  

 

i) Other categories of AIFs ie. Category I & II AIFs are required to follow investment monitoring only 

at the time of investment.  

ii) Similar products like Mutual Funds and Portfolio Management Services (PMS) which is more retail 

oriented are also not mandated to undertake 10% passive rectification. Infact, the Mutual Fund 

master circular clarifies that the investment norms are applicable at the time of investment.  

iii) AIFs as a vehicle is meant for sophisticated investors who invest in the vehicle completely 

understanding the risk return profile of such product.  

 

Increase in Tax Incidence  

 

i) AIF Cat III fund managers typically hold securities with a long term perspective, pursuant to which 

the incidence of tax is Long Term Capital Gains (LTCG).  
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ii) With the introduction of the rebalancing norms, any passive breach beyond 10% would need to 

be realigned which could potentially result in a Short-Term Capital Gains (STCG) i.e. higher tax 

incidence in case of purchase less than 12 months. 

Risk of income characterisation 

i) As explained above with potential for more STCG the risk of income characterisation increases 

where Income Tax department may contend it as business income.  

ii) CBDT circular dated February 29, 2016, gives clarification for gains above 12 months as LTCG. 

However, STCG still could be charged as business income and is dependent on nature, intent, 

volume of trades among other things. 

Client’s consent 

iii) The fund regime in AIF (internationally also) runs on the principles of clients being made aware of 

the risks that they would have in the portfolio while making investments. 

iv) Accordingly, if they are made aware of upfront in the PPM that the passive breaches are possible 

and would not be rectified then the Fund manager should not be forced to cut the exposure. 

 

 

1. Monitoring of investment limit should be undertaken at the time of investment only, to ensure that 

all categories of AIFs i.e. Category I & II AIFs have similar investment limit monitoring; 

2. If at all the rebalancing is going to be must then, we would request your kind office to consider 1) 

The passive breach limits to be enhanced to 15% so as to benefit the client for at least 50% rise in 

the stock value  2) Such passive breaches to be reviewed twice in a year (i.e. on September 30 and 

March 31) for possible breaches, and 3) such breaches should be allowed to be curtailed within a 

period of 180 days. During such 180 days of rectification period, if the market movements rectify 

the breaches automatically, then no action should be required to be taken. This will ensure there 

are no frequent/ unnecessary actions in the portfolio. 

3. Exceptions to be carved out for possible breach at the time of launch of a fund and/ or at the time 

of maturity (in case of close ended schemes). Exemption be granted for  rectification requirement 

for a period of 6 months from the launch or prior to the redemption date, as the case may be.  

4. Exemptions be also granted where rebalancing cannot be undertaken for a stock due to mandatory 

lock in (due to regulatory restriction) and/or adverse market movement eg: COVID, IMF policy 

change, budget change etc. 

5. Lastly for the existing schemes which have already deployed funds need to be grandfathered to be 

fair so as to not have any negative impact the interest of investors retrospectively.  

 

 

II. ALTERNATE OPTIONS  

III. OUR PLEA 
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We understand SEBI’s concern on portfolio concentration risk however, forceful reduction of exposure 

would certainly negatively impact the performance of the scheme apart from having adverse tax impact 

on the investors. Hence rectification of passive breach shall be done away with. 

We shall be happy to meet in person and take you through the issues that the industry at large would 

face, if such a rectification process were forced on the Industry.  

For Indian Association of Alternative Investment Funds  

 

Aditya Gadge 

Principal Advisor 

 


