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Small Cap Funds: Balancing Opportunity with Discipline

In recent months, small cap funds have once again come into focus for
investors. After a period of strong performance followed by phases of
correction and consolidation, many clients are asking a natural question: Is
this the right time to invest in small caps?

The answer, as always in investing, lies not in a simple “yes” or “no,” but in
understanding the nature of the asset class, current valuations, and the right
approach to allocation.

Understanding Small Cap Funds

Small-cap funds invest in companies that fall beyond the top 250 listed firms
by market capitalization. These businesses are typically in their early or mid
stages of growth, often operating in niche segments or emerging industries.
What makes small caps interesting is their ability to grow faster than
established large companies. Many of today's large-cap leaders were once
small caps that scaled over time.
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However, this growth potential comes with certain characteristics:
e Higher volatility in stock prices
e Limited institutional coverage and liquidity
e Creater sensitivity to economic and business cycles

As a result, small caps are best viewed as a long-term allocation, rather than
a short-term tactical bet.

The Role of Valuations: Where Do We Stand Today?

One of the most critical factors in investing, especially in segments like small
caps is valuation discipline.

The Price-to-Earnings (P/E) ratio is commonly used to gauge whether
markets are expensive or reasonably priced.

e During recent market peaks, small cap valuations expanded significantly,
with P/E ratios reaching ~35-40+ levels, indicating strong optimism and,
iNn some cases, excesses.

e Since then, the segment has witnessed phases of correction and time-
based consolidation, bringing valuations off their extreme highs.

While current valuations are more reasonable than peak levels, they cannot
be classified as deeply undervalued. This distinction is important.

Markets rarely move from “expensive” to “cheap” overnight. More often, they
transition through phases of normalization.

For investors, this means the current environment may represent a gradual
entry phase rather than an all-in opportunity.

Why Small Caps Still Deserve Consideration

Despite valuation moderation and near-term volatility, the structural case for
small caps remains intact.

1.Earnings Growth Potential

2.Smaller companies tend to grow earnings at a faster pace compared to
mature large caps, especially in expanding sectors of the economy.

3.Economic Tailwinds

4.As the broader economy grows, smaller businesses often benefit from
increased demand, improved access to capital, and scaling opportunities.

5.Market Broadening

6.Market cycles typically rotate. After phases where large caps dominate,
broader participation across mid and small caps tends to follow.
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However, it is equally important to acknowledge that:

e Not all small companies succeed

e Drawdowns can be sharper and more prolonged

¢ |nvestor sentiment can shift quickly

.
This reinforces the need for measured exposure rather than aggressive
positioning.

Investment Approach: Discipline Over Timing

A common mistake investors make is trying to identify the “perfect” entry
point. In reality, timing the bottom consistently is extremely difficult.
Instead, a structured approach tends to deliver better outcomes.

1. Systematic Investment Plans (SIPs)

SIPs remain one of the most effective ways to invest in small caps:

e They help average out purchase costs across market cycles

e Reduce the emotional impact of volatility

e Encourage long-term discipline
For most investors, SIPs should form the core strategy for small cap
allocation.

2. Lump Sum Investments: Use with Caution

While valuations have corrected from their peaks, deploying large lump
sums should be approached carefully.

A more prudent approach would be:
e Staggering investments over time
e Allocating in phases rather than in one go
e Using market corrections as incremental opportunities

3. Blended Strategy

A combination of moderate lump sum allocation along with ongoing SIPs
can provide balance:

¢ Immediate participation in current valuations

e Continued averaging through future volatility
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Risk Considerations: Setting the Right Expectations

Before increasing exposure to small caps, investors should align with the
following realities:
e Volatility is inherent: Short-term fluctuations can be sharp and
unpredictable
e Time horizon matters: A minimum 5-year perspective is advisable
e Interim drawdowns are normal: Periodic corrections are part of the
journey

Small caps reward patience and discipline but can test investor conviction
along the way.

Suggested Allocation Framework

While allocations should always be tailored to individual risk profiles, a broad
framework could be:

e Conservative investors: Limited or tactical exposure

e Moderate investors: 10-15% allocation within equity portfolio

e Aggressive investors: 15-25% allocation with long-term horizon

The key is not to over-allocate based on recent performance or short-term
narratives.

Final Thoughts

Small-cap funds represent an important segment of the equity market, one
that offers the potential to participate in emerging growth stories and long-
term wealth creation.

At the same time, they demand:
e Valuation awareness
e Phased investing
e Emotional discipline during volatility

The current environment, where valuations have cooled from their peak but
are not deeply discounted, calls for a measured and structured approach.
Rather than asking, “Is this the perfect time?" a better question is:

“How can | build exposure in a disciplined and sustainable manner?”
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Have questions or want a personalized plan? We're here to help
Reach out anytime.
To your prosperity
Sushant Rajput
+919811365111
www.swasthmoney.com
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