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Small-cap fun

ds are all therage

now but should you buy them?

Investors need to know that the small-cap category is flourishing because of the base effect

Sashind Ningthoukhongjam
feedback@livemint.com
MUMBAI

mall-cap funds have suddenly
become the darling of Indian
investors. That is, if you go by
data released by the Associa-
tion of Mutual Funds of India
(Amfi). The data explicitly states that
small-cap funds, among all categories,
were the biggest beneficiaries ofa huge
inflow of funds in the last six months.

Small-cap funds started gaining
momentum in March after they deliv-
ered eye-popping returns to existing
investors . Soon, the category featured
onvarious trending sections of fintech
brokers such as IndMoney, Groww,
Kuvera, and Paytm Money. Then, herd
mentality took over. Investorsrushed
in and started pouring their savings
into the small-cap category.

“When any mutual fund category
beginstodeliver stellarreturns, thereis

1 usually a heavy inflow into that cate-
gory,” said Arun Kumar, head ofresearch
at Chennai-based FundsIndia. In this
case, the category delivered high returns
largely due to the base effect. It had suf-
fered the most during the market crash
0f2018-19 and the covid pandemic years.

Small-caps are generally more vola-
tile than large- and mid-cap segments.
So, when the markets slumped in
2020, small caps took a bigger hit.
Thereafter, when the markets started
rebounding, small-caps stocks shotup
and people sat up and took notice.

“Most investors look at one-year or
three-year returns but if you take the
returns from 2018 levels, they aren’t
that great,” said Kumar.

To be sure, while companies like
Value Research and Morningstar
assign ratings to mutual funds, retail
investors tend to focus more on past
returns than expert ratings.

However, the inflows coming into
small-cap funds on the back of past per-
formance is not always a good sign for
the category. For one, smaller market
cap companies have lower liquidity
compared to large companies. This
means that higher inflows could drive
up their prices and make valuations
unattractive. Two, the huge inflows
into small and micro-cap stocks can
come back later to haunt investors
when the cycle turns and exerts
redemption pressure.

“It is also important to see if the
small-cap fund has outflow pressure.
‘When there is redemption pressure,
youneed to be alot more careful,” said
Kumar. “We should actively monitor
the pace and quantum of such out-
flows.”

Itisin this context that Chandrapra-
kash Padiyar, the fund manager of Tata
Small Cap Mutual Fund, took a call
recently to temporarily stop accepting
furtherlump sum investments into the
small-cap fund. Padiyar told Mint that
the heavy inflows in the last couple of
months made it difficult for the fund
house todeploy additional funds with-
out driving up stock prices. As aresult,
the cash level of Tata’s small-cap fund
rose to 15% compared to an average 10%.

“Any stock that we buy, we want to
add to it gradually but when you are
getting five times the inflow of what
you were getting every day, the cash
level keeps going up and this starts
impacting the performance of the fund
at some point,” said Padiyar.

He added that if a lot of money starts
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Are small-cap funds getting overvalued?

Investors are flocking into small-caps funds due to extraordinary past performance but valuations are
now on the higher side. Tata Small Cap MF and Nippon India Small Cap Fund temporarily closed fresh
lump sumps, citing difficulty in deploying funds
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Before stopping inflows, fund managers

normally do three things
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chasing stocks, it can lead to higher valua-
tions of these stocks and reduce returns
in the future. “So it makes sense to wait
forsome time and let things settle down,”
said Padiyar. “We are hoping to deploy
this excess cash in the next 1-2 months,
butonly when we deploy this cash willwe
think about opening our fund,”

The largest small-cap fund, run by
Nippon India Life Asset Management,
has also halted fresh inflows with effect
from 7 July, pointing to the difficulty in
deploying funds.

Kumar said there are a
fewwaystocheck ifasmall-
cap fund ishaving difficulty
indeployingits funds. Typ-
ically, fund managers have
three options before stop-
ping inflows. They can
increase its cash and cash
equivalents component;
increase the number of
stocks held: or allocate
moremoney to large and mid-cap stocks.

He said that these metrics should be
looked at on a fund-to-fund basis and
not the category as a whole. This is
because unlike the large-cap category,
where schemes have alarge overlap of
holdings, the small-cap category hasa
much wider pool to choose from and
hence, each small-cap scheme is very
different from the other.

“Itis difficult to generalize since each
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fund handlessize issues differently. For
instance, Nippon chooses to invest in
more stocksto tackle its large assets but
others may choose to remain concen-
trated,” said Kumar. “Itis better to look
at each scheme individually to gauge if
they are struggling to invest more.”

Are the valuations expensive?

Nirav Karkera, head of research at
Fisdom, said the small-cap category has
taken exposure to only about 75% of the
total number of stocks available in the
NIFTY Smallcap 250 basket. The cate-
gory hasbeen looking well
beyond the primary
benchmark for opportuni-
ties. “One must acknowl-
edge that smallcap funds’
succe s attributable to
strong bottom-up stock
selection practices, and
availability of opportuni-
ties at reasonable valua-
tionsis critical.”

‘While the broader market valuations
across conventional valuation metrics may
indicate that valuationsare not expensive,
the same may not hold true for all stocks;
especially ones that have garnered the
highestinstitutional interest, headded.

Toput thisin context, the price-to-earn-
ings ratio of Nifty Smallcap 250 with
mutual fund holdingsstandsat 58, whereas
the average price multiple forstockswith-
outany institutional exposureisat 25.
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Kumar, who headsresearch at Fund-
sIndia, looks at the small-cap market
capitalization as a portion ofthe overall
market capitalization to gauge if the
small-cap valuations are in the expen-
sive, moderate, or cheap territory.

According to him, the small-cap
market cap generally hovers in the
range of10-15% of the universe. When
this percentage goes beyond15%, itisa
sign that small-caps have become
expensive and when it goes below 10%
it'sasign that investors are pessimistic.
Currently, the small-cap market capi-
talization to the total universe is hover-
ing around the higherside of 14.8%.

“Whenever it crosses 15%, it is gener-
ally on the expensiveside close to
10 is cheap,” said Kumar. “Right now
we are somewhere close to 11, so it is
neither too expensive nor too cheap.”

This indicator had last shown such
attractive valuation levels in 2020
when it fell to 10%. It was in the over-
bought territory in 2017 when it
breached the 15% mark to touch 17%.

Experts Mint spoke to said that
investors should exercise caution while
selecting small-cap funds. They are vol-
atilein nature and run the risk of being
illiquid when the markets turn bearish.
Although small-caps fundshaven’t had
a major redemption pressure in the
past, that doesn’t mean it will never
happen in the future.




