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Comparing
apples
to apples

In Olympic weightlifting, various weight classes are defined based on the weights of the competitors. The primary purpose behind establishing
these classes is to ensure that athletes are reasonably comparable with their peers. For instance, a 55 kg weightlifter, no matter how powerful, can
generally be expected to perform less than a 96 kg counterpart.

Likewise, in equity markets, investors have numerous options available to them. With over 3000 companies listed in the Indian equity market
alone, it's impractical to compare smaller companies with larger ones. Therefore, creating classes is crucial for meaningful comparisons. In that
context, a common market-cap language has emerged over time. Stocks are bifurcated into large-cap, mid-cap, and small-cap with the underlying
assumptions that the stocks within a certain market cap basket have common attributes — these could include valuation range, growth potential,
risk, phase of business cycle, etc. Currently, the Securities Exchange Board of India (SEBI) defines market cap segmentation as below:

Large Cap Mid Cap Small Cap
The 1st to the 100th company in The 101st to the 250th company in The 251st onwards in terms
terms of full market capitalisation terms of full market capitalisation of full market capitalisation

Need for redefining the norms

Traditionally, the small-cap category is defined as comprising companies from the 251st position onwards. However, it can be argued that
comparison even within a particular segment is not always logical, thereby leading to more of an ‘apples to oranges’ kind of situation. This anomaly
becomes even more pronounced in the large-cap segment with significant dispersion between the largest and the smallest companies within the
individual categories (Refer to Exhibit 1). To enhance clarity and precision, we suggest introducing additional market cap tiers in large-cap and
mid-cap segments.
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Segregating large caps into mega and large

The BSE Sensex, a widely used index tracking large-cap companies, comprises 30 stocks. We propose the establishment of two subclasses within
the existing large-cap category: Mega and Large70. To avoid confusion, we suggest renaming the current large-cap category as the Large100 cap.

Our new definitions for the two caps are as follows:

\

Large70 Cap
The 31st to the 100th

company in terms
\ of full market

capitalisation

Large100 Cap

The 1st to the 100th
company in terms of full
market capitalisation

Mega Cap
The 1st to the 30th
company in terms

of full market

capitalisation

Segregating small cap into micro and nano

Both the NSE and BSE have small-cap indices consisting of 250 stocks, encompassing companies ranked from the 251st to the 500th position in
terms of full market capitalisation. To enhance clarity and precision, we suggest introducing two additional market cap tiers: Micro and Nano, each

composed of 250 stocks.

The definitions could be as follows:

) o Small Cap
251st - 500th company in terms of full market capitalisation
. N Micro Cap
v 501st - 750th company in terms of full market capitalisation
=) Nano Cap
| 751st - 1000th company in terms of full market capitalisation

Others

(*Of-) 1001st company onwards in terms of full market capitalisation

By creating more distinct categorisations, portfolio managers can better enhance the comparability among market caps and take more informed
investment decisions. Key takeaways from our analysis:

In smaller caps, while average returns
remain comparable with larger caps,

L is bett idered upside dispersion increases.
arge cap is better considere The larger the cap, p p

as a combination of two caps, the lower the risk This sug.gests.a higher potential for
Mega and Large 70 generating higher returns through
robust strategies in smaller caps.

i

Please note: The data used in the study spans the period August 2006 to December 2023
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Exhibit 1

Distribution of largest/smallest in each class (existing large-cap)

Distribution of Largest/Smallest market caps in each class
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Exhibit 2

Distribution of largest/smallest in each class (redefined categories)

Distribution of Largest/Smallest market caps in each class
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Exhibit 3

Revised market-cap wise distribution of returns
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Note: While the average ratio of the largest
versus lowest company in each market cap
ranges from 2 to 3.5 for most caps, it increases
to a staggering level of 32 for large caps. In
simpler terms, for all other caps, one might
expect a company to be compared with another
having 3 to 4 times its market cap. However, in
the case of large caps, a company could
potentially be compared with another having 52
times its market cap.

The ratio of the highest to the lowest market cap
in Large70 is now comparable with the rest of the
classes. Even the Mega cap has a quarter of the
spread of market caps compared to the original
Large100 cap. We can now affirm that all the
classes feature companies of comparable size.

Cap
M [ Large100
[ Mega
M Large70
-1 Mid
Small
O Micro
[ Nano

Micro Nano
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What makes market cap segmentation so
° important?

When we classify stocks into various market caps, the primary reason
is comparability. As long as you remain in the desired market cap, the
companies under review would remain comparable in size and
perhaps liquidity. This helps the portfolio manager take informed
decisions about the universe of stocks under her consideration.
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) Why do you think the dispersion is
* significantly higher in the large-cap space?

Equity markets are usually top heavy with the largest companies
dominating a majority of the weight. Hence, if we add too many
companies in the same basket as the largest ones, the relative size of
the smaller companies in that ‘large cap’ basket would become
miniscule compared to the bigger ones. This is evident in the data as
well.

? Does the reclassification have a significant impact on risk and return?

The Fama-French three-factor model describes stock returns through the outperformance of small cap companies relative to large-cap companies.
In other words, smaller caps should yield higher returns.

Average returns 16.0% 13.4% 17.1% 17.6% 19.6% 21.7% 24.9%
Standard deviation 18.6% 15.6% 20.3% 28.0% 37.4% 42.7% 49.4%
Coefficient of Variation 1.27 1.25 131 1.90 2.53 2.77 2.86

CAGR 14.6% 12.5% 15.5% 14.7% 14.8% 15.4% 17.3%

We can see that bifurcating the large cap in Mega cap and Large70 cap ends up in two market caps with distinctive risk: return profiles. The Mega
cap are the slowly growing companies with lesser volatility as compared to the Large70 cap that witness higher returns with increased volatility.

How did you come across this
. research idea?

When it comes to data analysis, the first and foremost step is to
understand the nature of the data. Is it cohesive, is it comparable, and
does it have large enough history? These are some of the questions
any data scientist should ask before jumping into using the myriad
tools available in her arsenal.

When we looked at the distribution of sizes and returns, we found
something was amiss in currently defined large cap companies. After
digging through the numbers, we realized the clubbing of largest
companies needs refinement, and proposed one such refinement in
this paper.

How will this affect the returns of my
i investment?

There is no magical formula that will guarantee superior returns.
However, tiny improvements in the investment process, made over a
long period of time, will increase the probability of achieving one’s
investment goals. The more we are aware of the data we are working
with, the better nuances we can draw from it.

CLICK HERE to access the Research Paper


https://multi-act.com/app/uploads/2024/02/Defining-market-caps-in-India_February-2024.pdf
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Multi-Act Trade and Investments Private Limited (MATI) is a SEBI Registered Investment Advisor having Registration No. INAOO0008589. It provides investment advisory and
affiliated research services to its clients. Research data and reports shared with clients and public at large through electronic medium are for information and general reading
purpose only and neither does it constitute any guidelines or recommendations on any course of action to be followed by the reader/receiver nor does it solicit buying or
selling of any securities or financial product. The information in this newsletter is prepared on the basis of publicly available information, internally developed data and other
sources believed to be reliable. The information prepared by MATI does not contain and is not based on any non-public, material information considered price sensitive or
otherwise. The recipient of information is advised to exercise independent judgment and act upon the same based on their sole discretion, own investigations, and risk-reward
preferences.

The opinions (if any) expressed in the newsletter by MATI are personal opinion and the same are relevant to the date of the report, which, with reasonable passing of time
and based on market conditions, are subject to change without notice.

Any direct or indirect reproduction or duplication or distribution of the newsletter, without the written consent of MATI, will be considered an infringement.

MATI, its associates or any of their respective directors, employees, affiliates or representatives do not assume any responsibility for, or warrant the accuracy, completeness,
adequacy and reliability of such information and consequently are not liable for (a) any decisions taken based on the same or (b) any direct, indirect, special, incidental,
consequential, punitive or exemplary damages, including lost profits arising in any way from the information.

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, MATI and/or its associates, affiliates and/or individuals thereof may have
interests in securities, if any, referred to in the information provided and may make purchases or sale thereof while the information is in circulation.

Investment in securities market is subject to market risks. Read all the related documents carefully before investing.

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

RIA Name: Multi-Act Trade and Investments Private Limited Type of Registration: Non-Individual
RIA Registration number: INAOO0008589 (Validity: Perpetual) CIN: U65920MH1997PTC109513
BASL Membership ID: 1398 Regd. Office: Ground Floor, ICC Chambers |, Saki Vihar Road, Powai,

Mumbai — 400 072, Maharashtra. 022-61408989

Visit our website https://multi-act.com/ for additional disclosures and disclaimer.



