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mall words make up our most powerful thoughts.

Small things grow and are more efficient over

time. Corporate history is replete with examples

where a diminutive company, with far fewer re-

sources, changed the game and put larger, estab-
lished businesses to shame. Hence, the timeless adage:
small is beautiful.

And when it comes to the stock market, small stocks can
generate giant rewards. In just the last one year, the
average return of smaller stocks is more than twice
that of large stocks. This is why a steady stream of
adventurous investors are wading into India’s stock
market in a bid to uncover outsized returns from
tiny firms.

Welcome to the brave new world of SME (small
and medium-sized enterprises) platforms on the
BSE and the NSE. Names you have probably never
heard do IPOs, and boy, have they given prominent com-
panies a run for their money when it comes to delivering
stock returns!

But merely talking about India’s SME stocks and their su-
pernormal returns will sound like spiels by a sharp-suited
Jordan Belfort aka The Wolf of Wall Street. It is time to take a
step back and quell the adrenaline coursing through your
veins if you were thinking of having a go at SME stocks on
Monday. The devil is in the detail, as they say. Here are 3
things you must know before you bet big on SME stocks.

Runt of the litter

In the corporate hierarchy, SMEs are the smallest. Given
their humble size, they do have the capacity to grow their
earnings faster than their larger peers but the possibility of
a harder knock during slowdowns stares you in the face.
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" ing has over 50 SMEs, ‘Miscellanous’ ac-

terms of m-cap it would still rank as the 182" company. The
SMESs have total annual sales of 26,000 crore in the lastre
ported year but cumulative profit of less than % ‘W
which is less than what Infosys made per week in FF

Agreed, a Covid-impacted year depressed profits from
%330 odd crore in the year before, but indebtedness in-
creased from 6,000 crore to 36,500 crore too. About 90
per cent of listed SMEs serviced some form of debt, which
means a tough year can be brutal, especially when about
one in four companies made losses. Financial cushion in
SMEs is thin, so to speak.

Asa whoée(ave@geproﬁt margins of SME stocks
are paltry,\at 1 per cent/for the last reported year
compared to 10 per cent for large-cap companies, 5
per cent for mid-cap companies and 3.4 per cent for
small-cap companies represented in the BSE AllCap
index. This indicates lack of scale and business
models that are yet to reach critical mass for SMEs.

Similarly, Return on Capital Employed (ROCE) for
SME stocks is 8.5 per cent and Return on Net Worth
(RONW) is 6.5 per cent. This fares poorly against 12-16 per
cent average ROCE for large, mid and small-cap stocks and
their average RONW ranging between 11
per cent and 16 per cent.

Do note, most listed SME stocks are
not in high-tech or unique businesses. In
fact, they are often engaged in com-
monly found businesses areas where
there are already entrenched players
with deep pockets. About half a dozen
each are in cables, chemicals, auto ancil-
laries, logistics, hotels, packaging, steel,
etc. There are a dozen each in entertain-
ment, food, FMCG, healthcare & pharma,
plastics, electric equipment. Two dozen
each are in finance and IT-Software. Trad-
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Given that SME
stocks are
high-risk bets
due to smaller
"size, do proper.
research before -
adding them to
your portfolio

SME stocks are seeing
increased traffic right
now. Here’s a reality
check for investors
wanting to hit the road

Cap to Sales, etc., to get a broad idea of how SME stocks
stand vis a vis blgger peers. For instance, Kwality Pharma
trades at a trailing PE of 55 times in line with much larger
peers such as Divi’s, Gland Pharma, GSK Pharma, Abbott In-
dia, Natco, etc. Brokerage East India'Securities, at a trailing
PE of 7 times, trades at a discount to the 19-20 times PE of
ICICI Securities and Angel One.

In many high-valuation stocks such as those of MNC

companies, there is some sort of protection during down-
sides. We have historically witnessed this phenomenon
playing out during various crashes. But this trend doesn’t
appear in SME stocks, which trade at premium valuations.
During the February-March 2020 crash, two out of three
SME stocks, listed in BSE SME and NSE Emerge, fell more
than the 25 per cent plunge in the domestic bellwether in-
dices during the Covid-induced mayhem period.

Investors must bear in mind that since liquidity is low in
SME stocks, small amounts of investments by a handful of
participants can push the stock price and consequently,
their valuation, through the roof.

Poor liquidity also can raise your impact cost during exit
and entry. You should keep in mind that all SME stocks

don’t trade regularly. For instance, out of

the 201 SME stocks eligible for trading on

BSE SME, about 90 stocks are traded in a

regular manner. Trading volumes are

-poor and hence small bursts of heavy
buying can drive up prices quite high
within a few sessions. On a typical day,
barely a few thousand SME shares ex-
change hands via 10-100 trades in act-
““jvely traded counters, with turnover in
only 20 names md1v1dually crossing the
X10-lakh mark — BSE SME scrips, which
are listed under the “M” group (trading
and clearing & settlement is done on a
net basis) and those llsted under “MT”
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Age of SMEs
' Less than 5 years old
Between 5 and 10 years old
Between 11 and 20 years old
Over 21 years old
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ally the last in the line when it comes to knowledge about
companies.

The bottom line? Don’t get bewitched by those 42 SME
stocks that have at least doubled in the past 12 months; try
to assess if there are solid reasons for such price perform-
ance or it is purely a liquidity-driven rally.

Easy reporting give-n-take

One thing s for sure, BSE and NSE have built credible and ef-
ficient marketplaces to help SMEs raise capital. These com-
panies tap the potential to unlock value and emerge on a
bigger stage. But SMEs often do not have the wherewithal
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Ultra-low revenue base and smithereens of profit spell a
precarious financial position. Abad year for a big company
can mean a dividend cut, buta bad year for an SME can be
its last.

To better understand SME stocks on BSE SME and NSE
Emerge platforms, let us take a close lookat their financials.
Put together, 380-odd stocks are listed there with a com-
bined market value of about X25,600 crore. But, there is
wide disparity in market value. The SME stock with largest
mcap isabout¥4,000 crore while the smallest one is justX1
crore. If all the 360-odd listed SMEs were one company, in

How top 10 SMEs by mcap fare

*as on Dec 1, 2021 Consolidated numbers wherever available
ROCE - Return on Capital Employed, RONW - Return on Net Worth

Source: Capitaline

Rip-roaring performance of SMEs

AsonDec2,2021 Returnsare rounded off and for more than 1 year period annualised
Source: BSE, NSE and Google Finance

counts for nearly 40 firms and about 30
each in textiles and construction. The
rest are scattered across smaller sectors.
Naturally, the competition is tough and the chance of
plain-vanilla SMEs outperforming rivals is bleak. So, pick-
ing the right stock belonging to a unique theme becomes
ever more crucial.

" Of course, the success stories in the SME IPO space have
meant that investors think of SME IPOs as big money-spin-
ners. Those who did careful selection and due diligence
have surely gained. Stocks such  as BEW Engineering,
Prevest Denpro, Omnipotent Ind and Focus Business Solu-
tions have shown listing day pop of 50-125 per cent. How-
ever, 17 of 45 [POs ended their respective debut session with
no profit in 2021. SME IPOs in 2021 such as EKI Energy, Ran-

goli Tradecomm, Knowledge Marine & Engineering, BEW

Engineering, Promax Power and Platinumone Business Ser-
vices have shot up between 100 and 5,000 per cent from
their publicissue price. Buton the flipside, 24 of 48 IPO list-
ings are trading below their issue prices.

Given that SME stocks are high-risk bets due to smaller
size, it is key that you do proper research before adding
them to your portfolio.

valuations, liquidity matter

Since returns are good during bull markets, concerns

~ about valuations take a back seat. But, this is exactly the

kind of mistake one should avoid when dealing with SME
stocks. Remember that SME stock bets are much larger
than your usual purchases. In other stocks, you can buy
even one share, but this isn't possible in SME stocks. So, you
will end up investing quite a bit. For instance, the lot size of
EXI Energy stock is 50 and each share costs X5,700, which
means your minimum investment could be %2.85 lakh ina
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group (trading and clearing & settle-
ment done on gross basis).

Add to that, research around SME
stocks is virtually non-existent. This can distort under-
standing about SME stock fundamentals and valuations.
While both BSE SME (https:Htinyurl.comlbsesme) and NSE
Emerge (https:[[tinyurl.com[nsesme) on their respective
websites have provided some research reports about a
handful of SME stocks, many of them are old. Without a
clear idea about future earnings potential and lack of
proper research coverage around SME stocks, their stock
price can be merely governed by supply and demand, and
not fundamental factors. Also, when price discovery mech-
anisms are weak, investors with better access to informa-
tion have an advantage over retail investors, who are usu-

SME fund-raising rush

@ No. of issues

*as on Nov 30,2021  Source: primedatabase

SME IPO performance in last 3 years

stock that trades at a 212 times trailing Price to Earnings 2019 37 m No. of IPO
(PE) multiple! - 31 listings

It is important to compare valuations of SME stocks with 2020 19 m Stocks that saw
mainboard players, to get perspective. Though the general g 48 listing day gain
lack of profitability or low profits makes valuing SME Lt . 31 L s

stocks difficult using the PE metric, one can use other valu-
ation ratios such as EV to PBIDT, Price to Book Value, Market

*as on Nov 29, 2021 Source: chittorgarh.com

to deal with compliance like frrontline peers. Hence, some
relaxations have been given to SMES listed on the plat-
forms. Any potential investor should understand these
norms governing SMEs.

To make fund-raising easier for SMEs, the IPO process has
been simplified. The SME IPO documents are not vetted by

" markets regulator SEBL. So, it is the exchange that gives ob-

servations on DRHP. The minimum number of sharehold-
ersin SME IPO is 50.

_Also, SME IPOs are 100 per cent underwritten. Besides,
subsequent disclosure norms are not as stringent as in the
case of SME listed shares. For instance, reporting require-
ments such as audited accounts have to be disclosed every
six months in SME platforms compared to 3 months in a
mainboard listing. Requirements to publish results in
newspapers, circulation of annual reports and e-voting fa-
cilities do not apply to these companies.

As you may realise, SME marketplaces are builtas capital
formation platform. This is not a trader’s market. So, in-
vestors with a short-term horizon must stayaway from dab-
bling in SME stocks. Only those investors with the capabil-
ity to hold for the medium to long term can invest in these
companies. Notably, SME companies have the option to mi-
grate to the main board when they meet certain criteria.
Once they do that, the liquidity is similar to that of other
companies on the mainboard. For instance, on BSE SME, 125
firms have migrated to mainboard till date.

The easier reporting and fund-raising mechanism have
an important takeaway for you an as investor. For each re-
laxation provided to SME companies, there is a con-
sequence for the investor t0o. To compensate for the higher
risk in SMEs, the reward has to be adequate. So far, SME
stocks at a broad level have delivered. The NSE Emerge in-
dex is up124 per cent in the last one year and up 28 per cent
CAGR since inception in November 2017 versus Nifty’s 31 per
cent gain and 14 per cent CAGR gain respectively.

Like in India, globally too, SME stock type platforms exist
in FISE AIM (Alternative Investment Market) and even
there, the returns are higher compared to bluechip bench-
marks. For instance, the FTSE AIM 100 Index has outper-
formed the FTSE 100 by 40 percentage points over the last
five years.



	SCAN_20211208_125728123.pdf
	SCAN_20211208_125828359.pdf

