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Asia Index Private Limited (AIPL) Response to SEBI regarding Proposed Index Capping Rules 

This summary presents AIPL’s view of sector capping and additional surveillance measures as it might 
apply to an index, or indirectly to an index through an investment vehicle.  

Some general principles: 

1) Indices have a wide variety of uses and applications. The objective of an index and the rules for 
selecting constituents should be clearly defined and disclosed.  There may well be a valid use for 
an undiversified, concentrated, or even less liquid index. These indices should be permitted as 
long as appropriate disclosures, as referred to above, are present. 

2) As an index provider, AIPL is open to creating new indices whereby particular sectors are capped 
for particular use, however, we would like to emphasize that the need for an unbiased measure 
of the overall market is important to investors and index licensors alike. Imposing limits on the 
structure or the rules of an index that deviate from the market will result in less applicability, 
credibility, and in some cases, liquidity (particularly if using derivatives to hedge which are 
configured for more capitalization weighted frameworks).  

3) If the concern is that investors of financial products, which reference broad based indices, are at 
a greater risk, then we do not believe that this will be solved or mitigated by mandating specific 
index construction rules. This issue has been addressed in other countries by requiring product 
issuers to meet certain capping or diversification standards (such as the European Union UCITs 
directive and the U.S. requirements under the Investment Compact Act 1940). The introduction 
of product rules in the EU and US highlights that addressing the issue at the product level is an 
effective way of protecting a particular class of investor, while acknowledging the importance of 
innovation to enable diverse investment opportunities. 

4) On January 10, 2019, SEBI issued a circular (SEBI/HO/IMD/DF3/CIR/P/2019/011) about portfolio 
concentration norms for equity exchange traded funds (ETFs) and Index Funds. AIPL recently 
modified the index methodology of all applicable indices in order to adhere to these norms. We 
announced this change on April 9, 2019. For announcement click here. 

Regarding some particular highlighted concerns, we offer the following viewpoints: 

A. Sector Caps.  

Introducing sector caps requirements on broad-based indices will have an impact on investment 
products linked to those indices.  For example, this could alter the risk/return profile of an investment 
product linked to that index (as constituents will be selected based on sector caps and not market 
capitalization, which is linked to performance), it could also alter the liquidity profile of the 
index.  Finally, it could also have implications for the wider economy, as constituents no longer 
qualifying for indices previously aimed at measuring broader markets or segments potentially lose 
access to investor capital. 

We ran the hypothetical capacity analysis to understand the impact on liquidity and turnover on the 
existing composition of the headline S&P SENSEX, S&P BSE 100, and the S&P BSE 500.  

Capacity Analysis.  

It is important to keep in mind that as sectors are capped to below their natural weight (derived from 
market capitalization), the excess weight is spread to smaller sectors, which leads to longer trading 

https://www.asiaindex.co.in/documents/indexnews/announcements/20190410-906959/906959_mediarelease-s&pbseindicesmethodologychange-20190409.pdf
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times for those smaller sectors to trade at high capacity. In liquidation scenarios, especially during times 
of stress when liquidity is also lower, such costs become more significant.  

We analysed the S&P BSE SENSEX, S&P BSE 100 and S&P BSE 500 for impact on liquidity in terms of 
number of days required to liquidate the portfolio value INR 500 crore (~USD 71.5 million, assuming INR 
70/USD as exchange rate), with the assumption that only 5% of days liquidity1 could be consumed. We 
ran following scenarios 1) 35% sector cap, 2) 30% sector cap and 3) 25% sector cap and compared them 
with current basket (i.e. no sector cap). 

 

As seen in the Capacity Analysis chart, due to the introduction of a sector cap, the liquidity profile has 
noted negative impact for S&P BSE SENSEX and S&P BSE 500, whereas it is shows improvement S&P BSE 
100. 

The S&P BSE SENSEX with no sector cap would currently need approximately 2 days to liquidate the full 
portfolio; this moves up to 3 days if a sector cap of 25% were to be imposed.  In the case of S&P BSE 
500, the time to liquidate the portfolio would move from 10 days without a cap to 11 with the sector 
cap applied. 

The Capacity Analysis numbers for S&P BSE 100 are counter intuitive, as analysis shows, S&P BSE 100 
basket needs less time to liquidate full portfolio after capping sectors. This is because, Bajaj Holding and 
Investment Ltd, which is part of finance sector, is relatively less liquid. After capping the Finance sector, 
it received less weight. If we exclude that stock from the analysis, we noticed S&P BSE 100 index basket 
requires more time to liquidate the same portfolio as sector caps are tightened.  

Index Turnover. The introduction of sector caps will have a one-time major impact on index turnover (as 
ETFs and Index Funds tracking such indices are forced to divest stocks no longer in the index and acquire 

                                                           

1 For the purpose of liquidity analysis, we used median of monthly median of daily value traded for over last 6 months 
(i.e. Aug’18 – Jan’19). Daily value traded from BSE and NSE is clubbed together that is sourced from FactSet. 
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those newly added stocks) . In addition, we believe over-time the index will experience a higher 
turnover, when compared to the current index basket, due to periodic sector–capping rules.  

Higher turnover and liquidation times drive up the costs of ETFs and Index Funds tracking these indices – 
these consequences should not be overlooked when considering these changes. 

 

B. Additional surveillance related parameters.  
It is important to note that all S&P BSE Indices exclude all companies that are objected by the 
Surveillance Department of BSE.  Hence, all enhanced surveillance measures, if introduced by SEBI, 
would automatically be reflected in the index composition.  

Overall, the impact of introducing a sector cap leads to: (a) higher index turnover; and (b) decreases the 
liquidity of the index basket. This will likely lead to increased costs to the fund manager, thereby leading 
to higher tracking error or a risk that the fund under performs.  To cover these costs investors (such as 
EPFO), who have invested in exchange traded funds tracking indices like S&P BSE SENSEX, S&P BSE 100 
and S&P BSE 500, will find it more expensive.  Consequently, the higher the cost of fund management is 
likely to reduce the competitiveness of passive schemes compared with active schemes and will reduce 
the options available to investors. 

I hope that these comments and suggestions are helpful.  If you have any questions on the issues raised, 
or if you would like to discuss any points further please contact me, at koel.ghosh@spglobal.com. 

 

These materials have been prepared solely for informational purposes based upon information generally 
available to the public from sources believed to be reliable. No content contained in these materials 
(including index data, ratings, credit-related analyses and data, model, software or other application or 
output therefrom) or any part thereof (Content) may be modified, reverse-engineered, reproduced or 
distributed in any form by any means, or stored in a database or retrieval system, without the prior 
written permission of AIPL. The Content shall not be used for any unlawful or unauthorized purposes. 
AIPL and its third-party data providers and licensors and the other AIPL Companies (collectively “AIPL 
Parties”) do not guarantee the accuracy, completeness, timeliness or availability of the Content. The 
AIPL Parties are not responsible for any errors or omissions, regardless of the cause, for the results 
obtained from the use of the Content. THE CONTENT IS PROVIDED ON AN “AS IS” BASIS. THE AIPL 
PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, 
ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM 
FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT’S FUNCTIONING WILL BE 
UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE 
CONFIGURATION. In no event shall the AIPL Parties be liable to any party for any direct, indirect, 
incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal 
fees, or losses (including, without limitation, lost income or lost profits and opportunity costs) in 
connection with any use of the Content even if advised of the possibility of such damages. 
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