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Since June 2015, we have been voicing our concern on market valuations on mid and small
cap space. Irrespective of events like Brexit, demonetization or outcome of US elections,
market momentum in mid and small cap space has been undeterred.

Since May 2014 with the outcome of Indian elections and NDA government coming in
majority, we believe market has rallied on a complete hope based story where the gap
between valuations and fundamentals has widened significantly. Focus has shifted from
strong conventional businesses to emerging and turnaround stories where we believe the
premiums paid are very high.

It is usually in a market like this when behavioural biases overpower an investor’s cognitive
decision making ability where greed takes a precedence to rational thinking.

At Multi-Act, we conducted a study to understand which kind of businesses have rallied the
most in the last three years and what has been the ground reality on the fundamental
business growth.

Assuming BSE 500 as a true representative of the market across large, mid and small caps
stocks, we classified BSE 500 into three major pockets, classified as per Multi-Act’s
Framework. 1) A and B+ grade companies 2) B grade companies 3) B- and C grade
companies. Broad characteristics of each of these grade is as follows:

Grade Description
A and B+ Strong financial performance (minimum over last 5-7 years) with ROCE, ROE > 20%, net cash positive

(Cash + Market Investments >Total Debt), low leverage and strong top line and bottom-line growth. They
usually have a Moat business.

B Average businesses whose ROE is not more than cost of capital (13.0%) over long term, limited cash
generating ability (Cash + Market Investments <= Total Debt). They usually do not enjoy any competitive
business advantage.

B– and C Poor businesses which earn lower than cost of capital over long term. In other words, in order to expand
their business they land up eroding their capital over long term. They do not enjoy any competitive
business advantage.

We would like to highlight that this study does not include Banks and Financial Institutions.
Out of the remaining 414 companies, we have not graded 94 companies.

Since our prime focus is always on company quality, our study is conducted on how these
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three pockets have performed in BSE 500 over the last three years.

Market Momentum:

It can be seen in the Table below, since the start of 2014 market has rallied most in B- and C
companies which are inherently poor businesses but are expected to appreciate the most
when an economy comes out of bad phase and recovery is expected to shape up faster.

Source: ACE Equity, MA Research

Further, one can see in Table below that it’s after Feb 2016 that there has been sharp rally in
B- and C companies where they witnessed significant premium valuations as compared to A,
B+ and B grade companies. According to us such sharp rally in B- and C companies over a
period of 12 months is a cause of concern.

http://multi-act.com/wp-content/uploads/2017/04/growth-analysis-of-BSE-500-compnaies.jpg
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Source: ACE Equity, MA Research

Underlying Business characteristics

The table below indicates the fundamental characteristics of these graded companies over
long term.

While valuing a company, one of the key factors we look at is if the business has a Moat or
not. We believe if a business does not enjoy competitive advantage then strong financial
performance depicted during a specific period might not continue in the future.

As  we  go down  the grade,  the composition of  Moat/Limited Moat businesses  reduces
 from 90%  in A/B+ companies to 14% in B grade companies and 0% in B-/C grade
companies.

Grade Moat Limited Moat Non–Moat
A and B+ 47.7% 43.2% 9.1%
B 2.6% 11.6% 85.8%
B– and C 0% 0% 100.0%

In terms of business growth, broadly A, B+ and B graded companies have grown at a similar
rate over the last 5 years. However over the last 10 years, in terms of underlying business
return, cash generating ability and leverage, A and B+ companies have posted better

http://multi-act.com/wp-content/uploads/2017/04/price-appreciation-for-BSE-500-companies.jpg
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performance as against B, B- and C companies.

Grade 5 Years (Growth CAGR) 10 Years Average
Revenue Operating

Profit
ROE ROCE Free Cash

Flow/EPS
Debt/Equity

A and B+ 10.0% 11.2% 30.8% 28.8% 73.8% 0.00
B 10.6% 12.5% 19.6% 16.3% 27.6% 0.38
B– and C 7.8% 9.0% 9.5% 4.7% -69.7% 1.21

Source: ACE Equity, MA Research 

Note: Outliers have been removed

This indicates that A and B+ companies have strong businesses which earn much higher than
cost of capital and are able to grow on internal accruals and do not have to rely on debt for
their growth. Thus in an economic downturn or uncertain global macro outcome, A and B+
companies will withstand the volatility and fall the least as against other players in the
market.

We believe for a long term investor, who wants to seize high equity returns but at the same
time wants his downside protected, it makes complete sense to have high exposure to A and
B+ companies given the high underlying return on their business. This doesn’t mean that
other businesses are bad investments. For B grade businesses one has to be mindful of the
price paid and overall portfolio allocation towards such companies. According to us, B- and C
companies are not investable companies since chances of permanent loss of capital is high in
these companies.

We believe market is still focusing on hope based story which is far different from the
fundamental growth in these companies. In the table below, you can see that B- and C
graded companies’ top line and operating profit growth has been the least as compared to A,
B+ and B graded companies.

Qtr  Mar’14  to  Dec’16  (3  years period) Revenue Growth EBIT Growth
A and B+ 6.6% 17.0%
B 10.9% 22.9%
B- and C 3.5% 10.5%
Qtr  Jun’16  to  Dec’16  (9
 months period)
A/B+ 6.3% 6.7%
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B 5.3% 9.8%
B- and C 2.4% 6.2%

Source: ACE Equity, MA Research

Note: Outliers have been removed

Such sluggish performance at the ground level further supports our belief that the current
bull rally is a hope based rally where the market has given very high premium valuations to
average/poor businesses. The current market rally is more due to re-rating of companies
rather than any fundamental or structural improvement.

Grade Jun’16 to Dec’16  (9 months period) Mar’14 to Dec’16  (3 years period)
A and B+
Operating Profit Growth 6.7% 17.0%
Stock Price Movement 15.7% 68.8%
Re-Rating 9.0% 51.8%
B
Operating Profit Growth 9.8% 22.9%
Stock Price Movement 27.1% 117.7%
Re-Rating 17.3% 94.8%
B– and C
Operating Profit Growth 6.2% 10.5%
Stock Price Movement 34.1% 129.5%
Re-Rating 27.9% 119.0%

Source: ACE Equity, MA Research

Note: Outliers have been removed

In the current market rally, liquidity is a major contributor. It is practically not possible to
estimate when the liquidity will turn. But time and again we have seen that when the tide
turns, valuations have to justify the quality of the underlying business. It is interesting to note
that in the current rally, premium paid to high quality companies have significantly come
down and market is paying the same kind of premium to poor quality companies (see the
table below).



Rational Market or Irrational Exuberance?

© 2019 MULTI-ACT.

Note: Of the total 633 companies valued by Multi-Act at some point in time, we have
classified them as High quality and Low quality companies. High quality companies represent
all A and B+ graded companies where as Low quality represents all the B- and C graded
companies. Valuation Premium is calculated by dividing median PE of the entire basket of
High quality companies to median PE of entire basket of Low quality companies. For eg.
Median PE of high quality companies was 126% higher in Sep’13 which has come down to
21% in Mar’17.

We believe even if full economic recovery was to come in and earnings were to improve
significantly, prospective return on these stocks from here on looks very limited or negative
in some cases. There will be a few companies in B, B- and C which are available at discount
or have seen significant improvement at ground level, but the gap between fundamental and
valuation at a broader level looks extremely high.

In times like these, we have chosen to stick to our evidence based investment strategy and
striving to not get enamoured by the phenomenal returns made in the market at the expense
of compromising quality and valuation. Equities by their very nature will continue to move up
and down, as an investor all you can do is stick to your Investment process and not deviate
based on market behaviour.

“The stock market is the story of cycles and of the human behaviour that is responsible for

http://multi-act.com/wp-content/uploads/2017/04/high-quality-valuation-premium-over-low-quality.jpg
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overreactions in both directions.” – Seth Klarman.

 

Disclaimer:
Statutory Details:-
Multi-Act Equity Consultancy Private Limited
(SEBI Registered Portfolio Manager – Registration No. INP000002965)

The views expressed in this article are for informative and reading purpose only. Multi-Act
Equity Consultancy Private Limited (MAECL) does not solicit any course of action based on
these views and the reader is advised to exercise independent judgment and act upon the
same based on its/his/her sole discretion, their own investigations and risk-reward
preferences.

The article is prepared on the basis of publicly available information, internally developed
data and from sources believed to be reliable. Due care has been taken to ensure that the
facts are accurate and the views are fair. MAECL, 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 views and
consequently are not liable for any direct, indirect, special, incidental, consequential, punitive
or exemplary damages, including lost profits arising in any way for decisions taken based on
the said article.

The opinions (if any) expressed in the report 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 report, without the
written consent of MAECL, will be considered an infringement.

It is stated that, as permitted by SEBI Regulations and the internal Dealing Policy, the
associates, employees, affiliates of MAECL may have interests in securities referred (if any).

The contents herein – information or views – do not amount to distribution, guidelines, an
offer or solicitation of any offer to buy or sell any securities or financial instruments, directly
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or indirectly, in the United States of America (US), in Canada, in jurisdictions where such
distribution or offer is not authorized and in FATF non-compliant / non co-operative
jurisdiction and are particularly not for US persons (being persons resident in the US,
corporations, partnerships or other entities created or organized in or under the laws of the
US or any person falling within the definition of the term “US person” under Regulation S
promulgated under the US Securities Act of 1933, as amended) and persons of Canada.


