F#l Allianz ()

BAJAJ
LIFE GOALS. DONE.

Investment Note - Prefer Large-Caps to Small / Mid-Caps after recent rally

The rallyin small/mid-cap stocks has been asharp and quick one overthe pastsix months, helped by
strong domesticfund flows and return of investor risk-appetite. The Nifty 50index has delivered a
return of 11% overa 6-month period (ended August 2023). However, the broader markets have

relatively outperformed by a significant margin over same period, with the Nifty Smallcap 100 index
and Nifty Midcap 100 index surging 34% and 30% respectively.
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Individual small/mid-cap stocks have substantially outperformed:

Return Distribution Range of Individual Stocks
in various Market-cap Indices - over 6 mths (ended Aug 2023)
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=100% Return 6% 1% 2%
=80% Return 11% 5% 3%
=60% Return 25% 15% 3%
=10% Retun A43% 27% 10%
=30% Return 50% A48% 24%
=20% Return 0% 638% A2%
6 Months respective Index Return
Index return 33.7% 29.9% 12.4%
Source: Bloomberg, BALIC Research
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Despite the benchmark small/mid-cap indices faring well overthe past six months, several individual
stocks of these indices have managed to do much better— indicating that the performance has been
quite broad-basedin the small/mid-cap segment. The table highlights that even though the Nifty
Smallcap 100 index has returned 34% over the past 6 months, around a quarter (or 25%) of the
small-cap stocks from the index have delivered areturn in excess of 60% oversame period, and 43%
of small-cap stocks have returned in excess of 40%. A handful of small-cap stocks have managedto
evendelivertriple-digit return (in excess of 100%).

Comparatively, forthe large-cap segment (as indicated by Nifty 100index), the index has delivered
12% return, and only 10% of the index large-cap stocks have returnedin excess of 40% return over
the past 6-month period.

Strong domesticfund flows have contributed to the small/mid-cap rally:

Small/mid-cap equity mutual funds have been receiving significant traction from investors. Among
various equity fund categories, the small-cap mutual fund category has received the highestinflow
of Rs 300 billion (Rs 30,000 crore) overthe past year. The flow as a percentage of beginning assets
(better known as organicgrowth rate) over the past year for the small-cap fund category is ~27%.
Mid-cap equity mutual fund category received the second highest netinflow of Rs. 200 billion; 1year
organicgrowth rate of 12%. Flexi/multi-cap funds, whichis the largest equity fund category with
combined assets of Rs 3.67 trillion, received arelatively lower netinflowof Rs 185 billion overthe
same period (1yearorganicgrowth rate of only 6%).

1 Year Net Inflow into Equity Mutual Fund Categories (Rs in Billion)
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As per mutual fund folio data from AMFI (which indicates the approximateinvestor count/ number
of investors) the total number of folios in small-cap mutual fund category has crossed the large-cap
and flexi-cap fund categories. The number of folios of mid-cap mutual fund category has also
increased substantially overthe pastfew years. Thisindicates that more individual investors are
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investingin small/mid-cap fund categories—highlighting the growing investortraction towards this
segment.

No of MF Folios Trend in various Fund Categories (in Million)
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Source: AMFI, Kotak Institutional Equities

Outlook:

Postthe recent sharp outperformance of small/mid-cap stocks compared to large-cap stocks, we
now preferthe latterfrom a risk-reward perspective. Valuations of small/mid-cap stocks have also
gone up onthe back of the liquidity fueled rally but is still lower than the earlier highs touchedin
late 2021. We recommend investors with higherexposurein mid/small-cap segment orfundsto
pare down some exposure, and switch to the large-cap / flexi-cap oriented funds. The more risk-
averse investors, who are looking for lower volatility and more balanced returns, can consider some
assetallocation or hybrid funds (which have a mix of equity and debtinvestments). We presently
also have an ongoing new fund offer (NFO) of Bajaj Allianz Dynamic Asset Allocation Fund, which will
dynamically allocate between equity and fixed income asset classes based onanin-house
guantitative model and market conditions.

However, investors who have alonginvestment horizon and higherrisk appetite (and not much
deterred by short term volatility) can stay invested or continue to systematically invest in small/mid-
cap funds.

Disclaimer: “The views expressed in this article/note is not to be construed as investment advice and readers are
suggested to seek independent financial advice before making any investment decisions. Past performance is not
indicative of future performance.
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