
 

 

Navigating the Small-Cap Terrain: Beyond the Hype 

By Crescent MFD 

 

In the world of equity investing, Small-Cap Funds often hold a magnetic appeal. They are the 

"multi-bagger" hunters, the engines of potential exponential growth. However, they are also 

the most volatile and misunderstood segment of the market. At Crescent MFD, we believe 

that successful small-cap investing isn't just about picking winners—it’s about understanding 

cycles, respecting valuations, and managing behavior.   

Here is a deep dive into the Small-Cap landscape, recent regulatory shifts, and the mindset 

required to navigate it. 

1. Decoding the Mandate: What is a Small-Cap Fund? 

According to SEBI (Securities and Exchange Board of India) categorization: 

- Definition: Small-Cap companies are those ranked 251st and beyond in terms of full 

market capitalization.   

- Fund Mandate: A Small-Cap Mutual Fund must invest a minimum of 65% of its total 

assets in these equity and equity-related instruments.   

- The "Risk" Reality: unlike Large-Caps (Top 100) which are established giants, or Mid-

Caps (101-250) which are "challengers," Small-Caps are often in their early growth 

phase. This makes them prone to liquidity crunches and sharp price swings. 

 

2. The New Era of Transparency: SEBI Guidelines & Stress Tests 

In 2024, SEBI introduced stricter disclosure norms to protect retail investors from "froth" in 

the segment. The most critical addition is the Liquidity Stress Test.   

- What it measures: How many days it would take for a fund manager to sell 25% and 

50% of their portfolio during a market downturn (when liquidity dries up).   

- Why it matters: If a fund takes 30 days to liquidate 50% of its portfolio, it is highly 

illiquid. In a crash, this fund might struggle to meet redemption requests without 

selling high-quality stocks at throwaway prices.   

- Crescent MFD Takeaway: We now look closely at these "Liquidity Days" before 

recommending a fund. A lower number suggests a more agile portfolio. 

 

3. Valuation Cycles: The Mid-Cap vs. Small-Cap Dynamic 

Valuation gaps between Mid-Caps and Small-Caps often signal market turning points. 

- The "Discovery" Phase: Typically, a bull run starts with Large-Caps, moves to Mid-

Caps, and ends with a frenzy in Small-Caps. 



 

 

- The Valuation Anomaly: Example (2017 vs. 2018), In 2017, the Nifty Smallcap 100 PE 

ratio soared to ~100x (earnings collapsed while prices rose). At the same time, Mid-

Caps were expensive but earnings were more stable. The result? The 2018 crash saw 

Small-Caps correct by 50-60%, while Mid-Caps corrected significantly less. 

- The Opportunity (March 2020): During the Covid crash, the Smallcap index PE 

dropped to ~11-12x. This was a "generational buy" signal. Investors who understood 

this valuation cycle made record returns in the subsequent 2-3 years. 

- Note on Mid-Cap Valuation: Mid-caps often trade at a premium to Large-caps due to 

higher growth visibility. However, when the "Mid-Cap Premium" over Small-Caps 

narrows significantly (i.e., Small-Caps become as expensive as Mid-Caps), it is usually 

a sign of an overheated market. 

 

4. Case Studies: Lessons from the Frontlines 
- Case Study A: The "Gated" Strategy (Risk Management) 

One of the strongest indicators of a prudent fund manager is the willingness to say "No" to 

new money. 

The Event: In September 2020, SBI Small Cap Fund stopped accepting lump-sum 

investments. Later, in July 2023, Nippon India Small Cap and Tata Small Cap followed suit.   

The Reason: The managers felt that valuations were too high and they could not deploy 

fresh capital profitably without compromising the portfolio quality. 

The Lesson: Funds that restrict inflows during bull markets often protect their existing 

investors better during corrections. 

- Case Study B: The 2018-2019 "Winter" 

Scenario: After the 2017 euphoria, the Small-Cap index entered a brutal bear phase in 2018 

and 2019. 

Performance: Many popular funds saw their NAVs drop by 30-40%. 

Investor Behavior: Investors with a 1-2 year horizon panicked and exited at the bottom, 

cementing their losses. 

The Recovery: Those who stayed invested (or continued SIPs) saw their portfolios not only 

recover but compound massively by 2021. The "Winter" was actually the accumulation 

phase. 

 

5. The Ideal Investor Mindset 

Investing in Small-Caps requires a specific temperament. It is not for the faint-hearted or 

those needing capital in the short term. 

 



 

 

Don’t Do 

Chase Past Performance: Buying a fund just 
because it gave 80% last year is a recipe for 

disaster. 

Look for Consistency: Focus on funds that 
have limited downsides during bear 

markets. 

Panic at Volatility: A 20% drop in a Small-
cap fund is “feature”, not a “bug.” 

Embrace the Horizon: Commit to a 
minimum of 7 years. Small-cap cycles are 

long. 

Lump sum at Peaks: Investing heavily when 
P/E Ratios are above 25x increases risks. 

Stagger Investments: Use SIPs and STPs 
(Systematic Transfer Plans) to average out 

volatility. 

  

 

6. Pointers to Look At (The Crescent MFD Checklist) 

When we evaluate a Small-Cap fund for you, we look beyond the returns: 

- True-to-Label: Does the fund actually invest in high-growth small caps, or is it 

hugging Mid-Caps to look safe? 

- Portfolio Turnover Ratio: A low turnover ratio often indicates a "Buy and Hold" 

conviction, which is crucial for small-cap success. 

- Fund Size (AUM): Massive AUM can be a hurdle in the small-cap space. We prefer 

funds that are nimble enough to enter and exit illiquid stocks.   

- Cash Calls: Did the manager hold cash during overheated periods? This shows active 

risk management. 

Final Thought 

Small-Cap funds are like turbocharged engines—they can take you far, fast, but they can also 

overheat. The key is not to avoid them, but to handle them with care, discipline, and 

professional guidance. 


