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The Mechanics of Arbitrage: Spreads, Rates & Market Sentiment

Background

Arbitrage funds primarily invest >65% of the portfolio in hedged equity positions by
simultaneously taking long positions in cash equities and short positions in futures, capitalizing on
the cash-future spread.

The remaining portfolio is allocated to short-term debt instruments, typically in money market
securities, which contribute stable income aligned with prevailing interest rates.

As a result, returns of arbitrage funds are a blend of arbitrage spreads and money market yields,
offering a hybrid return profile.

While debt returns are influenced by short-term yield movements, arbitrage spreads are more
dynamic, shaped by multiple market and behavioral factors. This note aims to decode those

spread drivers.

Key factors driving arbitrage spreads

Factor

Rising Arbitrage Spreads t

Falling Arbitrage Spreads ‘

Equity Market Sentiment

Bullish markets: Strong
buying interest leads to
futures trading at a higher
premium, widening spreads

Bearish markets: More selling
of futures compresses
spreads

Interest Rates

Higher rates: Increases cost of
carry, widening spreads

Lower rates: Reduces cost of
carry, nharrowing spreads

FIl Hedging/Borrowing Costs

Higher costs increases
spreads

Lower costs narrows spreads

Category Flows

Lower flows: Fewer arbitrage
players, wider spreads

Higher flows: More
participants compress
spreads

F&O Universe Breadth

Expansion: More arbitrage
opportunities, wider spreads

Contraction: Fewer
opportunities, tighter spreads

Market Volatility

Moderate volatility: Creates
pricing inefficiencies and
wider spreads

Low volatility: Efficient
pricing narrows spreads

Liquidity in Futures Market

Source: Bandhan AMC, Invesco AMC

Low liquidity: Increases price
impact, widening spreads

High liquidity: Narrower bid-
ask spreads, tighter arbitrage
spreads
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Interest rate cycles are a significant driver of arbitrage spread performance
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* 3-month annualized rolling return of Nifty 50 Arbitrage Index and repo rate movement has a
strong correlation of 0.61 over last 10 years.

* Higher policy rates generally supports higher arbitrage returns. This relationship is primarily driven
by the cost of carry component - when interest rates rise, futures tend to trade at a wider premium
to spot, enhancing arbitrage spreads.

India VIX has negative correlation with Nifty 50 Arb Return
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* A moderate negative correlation of -0.35 between VIX and 1-month forward arbitrage returns
likely indicates that excessive volatility or bearish sentiment dampens arbitrage spreads.

» Elevated VIX levels often coincide with risk aversion and unwinding of arbitrage positions, leading
to lower or even negative spreads.

HDFC Tru is the Investment Advisory arm of HDFC Securities Ltd; SEBI Registration No: INAOOOO11538.
Website: www.hdfc-tru.com, Email: tru@hdfcsec.com, Phone: +91 993020394
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Disclaimer

This communication is being sent by the Investment Advisory Group of HSL IA., registered under SEBI (Investment Advisors)
Regulations, 2013 under the Registration number INAO00011538. This note has been prepared exclusively for the benefit and
internal use of the recipient and does not carry any right of reproduction or disclosure. Neither this note nor any of its contents
maybe used for any other purpose without the prior written consent of HSL IA, Investment Advisory Group (HSL IA). In preparing
this note, we have relied upon and assumed, without any independent verification, accuracy and completeness of all information
available in public domain or from sources considered reliable. This note contains certain assumptions and views, which HSL IA
considers reasonable at this point in time, and which are subject to change. Computations adopted in this note are indicative and
are based on current market prices and general market sentiment. No representation or warranty is given by HSL IA as to the
achievement or reasonableness or completeness of any idea and/or assumptions. This note does not purport to contain all the
information that the recipient may require. Recipients should not construe any of the contents herein as advice relating to
business, financial, legal, taxation, or other matters and they are advised to consult their own business, financial, legal, taxation
and other experts / advisors concerning the company regarding the appropriateness of investing in any securities or investment
strategies discussed or recommended in this note and should understand that statements regarding future prospects may not be
realized. It may be noted that investments in equity and equity-related securities involve a degree of risk and investors should not
invest any funds unless they can afford to take the risk of losing their investment. Investors are advised to undertake necessary
due diligence before making an investment decision. For making an investment decision, investors must rely on their own
examination of the Company including the risks involved. Investors should note that income from investment in such securities, if
any, may fluctuate and that each security’s price or value may rise or fall. Accordingly, investors may receive back less than
originally invested. Neither HSL IA nor any of its employees shall be liable for any direct, indirect, special, incidental,
consequential, punitive or exemplary damages, including lost profits arising in any way from the information contained in this
material. This note does not constitute an offer for sale, or an invitation to subscribe for, or purchase equity shares or other assets
or securities of the company and the information contained herein shall not form the basis of any contract. It is also not meant to
be or to constitute any offer for any transaction. HSL IA and its affiliates, officers, directors, key managerial persons and
employees, including persons involved in the preparation or issuance of this material may from time to time, have long or short
positions in, and buy or sell the securities thereof, of company (ies) mentioned herein. HSL IA may at any time solicit or provide
commercial banking, credit, advisory or other services to the issuer of any security referred to herein. Accordingly, information
may be available to HSL IA, which is not reflected in this material, and HSL IA may have acted upon or used the information prior
to, or immediately following its publication. HSL IA neither guarantees nor makes any representations or warranties, express or
implied, with respect to the fairness, correctness, accuracy, adequacy, reasonableness, viability for any particular purpose or
completeness of the information and opinions. Further, HSL IA disclaims all liability in relation to use of data or information used
in this report which is sourced from third parties. Please note that HDFC Securities has a proprietary trading desk. This desk
maintains an arm’s length distance with the HSL IA team and all its activities are segregated from HSL IA activities. The proprietary
desk operates independently, potentially leading to investment decisions that may deviate from research views. Al was not used
in the preparation of this note.
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Investment in securities market are subject to market risks. Read all the related documents carefully before investing.

Mutual Funds Investments are subject to market risk. Please read the offer and scheme related documents carefully before
investing.

Registration granted by SEBI, membership of BASL (in case of IAs) and certification from NISM in no way guarantee performance
of the intermediary or provide any assurance of returns to investors.

This information is for educational/information purposes only.
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