Small companies in the Tiger economies can beférocious performers.

Investorslooking for areturn kicker or greater diversification have often turned to small-cap funds. And now
they're expanding their horizons to look at opportunities offshore. Simon Hoyle reports.

ver thepast10years, the
managers of Australian small
company funds have produced
some startling performance figures.
Data provided to Professional Plan-
nerby Morningstar suggests that the
best fundshave generatedreturns of
more than10per cent a year, through
some of the most tumultuous econom-
ic conditionsinrecent memory.
Thebest fundsin Morningstar's
databasehavereturned wellabove 10
per cent a year over the past decade
(seetable). One fund in particular, the
NovaPort Premier Smaller Companies
Fund, hasreturned anaverage of more
than16.5 per cent a year over each of
the 10years.

The NovaPort fundis offered by
Challenger Managed Investments,
and prior to establishing Novaport, the
firm's principals worked at Challenger.

Several other fundsin the Morning-
star database have producedreturns of
morethanl2per centayear.

To those who follow small company
funds closely, these figuresunderline
thebasicrationale for investingin
small-capitalisation companies.

Tim Murphy, co-head of fundre-
search for Morningstar Australasia,
says theinvestment case for small-cap
stocks,and by extension, small-cap-
stock funds, is well established, and
really hasnot changedinrecent years.

"It canbe a performancekicker,

66

Over time
smaller
companies
have tended
to outperform
larger
companies

because over time smaller companies
have tended to outperformlarger com-
panies, and there's severalreasons for
that," Murphy says.

Anotherreasonisdiversification.
Murphy says a small companies fund
will generally have exposuretoa
greater number of underlying com-
panies, because few single stocks ac-
count for more than about 2 per cent of
the generally recognised benchmark,
the S&P/ASX Small Ordinaries Index.
This covers the 200 stocks in the S&P/
ASX300Index that are outside the
S&P/ASX100Index.

Matt Olsen, head of ratings at van
Eyk Research, says the outper-
formance of the S&P/ASX 300 bench-
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mark by small-cap managersis gener-

ally greater than the outperformance Name APIR Code Status Launch Date Net Assets Sm Return 10 yr %pa
of the S&P/ASX 100 benchmark by NovaPort Premier Smaller Companies HOWO0018AU Open 03-Jul-00 182.77 16.57
large-cap managers. OnePath OA IP-ING Smaller Companies Gr MMFO0109AU Closed 01-Jul-97 761 13.87

Aust Unity Acorn Capital Ws Microcap Tr AUS0108AU Open 27-Feb-01 163.73 13.54

“A good small-cap manager canbeat

theindex by 12 per cent [a ye ar] "he BT PPSI-BT WS Smaller Companies WFS0238AU Open 01-Aug-00 4.86 13.26
savs Y BT Smaller Companies WS RFA0819AU Open 31-Dec-92 468.86 13.26
Y , CFS Wholesale Small Companies-Core CMIOT11AU Closed 31-Dec-93 71.52 1264
It'snot uncommon to see outper- i

. 4106 h . EQT SGH Wholesale Small Companies ETLOT18AU Open 09-0ct-01 117.88 1250
ormanceof 4 to 6 per cent, whereasin BT Smaller Companies (Retail RFAQOT2AU Open  10-Aug-87 2102 1238
alarge-cap fund that would be quite Perpetual Wholesale Smaller Companies PER0048AU Closed 31-0ct-96 22810 227
uncommon. Celeste Australian Small Companies FAMO101AU Open 31-May-98 109.70 21
Evenso, not allsmall-capmanagers Aviva Investors Prof Small Companies PPLO107AU Open 18-Nov-99 99.71 188
are created equal, and investors should AMP Capital Small Companies AMPO577AU Open  03-May-00 522 138
know what they'relooking for. EQT Small Companies ETLO109AU Open 22-Jun-01 7.65 138
“Youwould want to seein a small- Invesco Wholesale Australian Smaller Companies CNA0812AU Open 31-Mar-88 249.09 n
capmanager that theyhaveavery Perpetual WFIF Perpetual Smaller Co PERO113AU Open 30-Nov-01 64.23 n10
goodresources analyst,and a very AMP Capital Small Companies A AMP0446AU Open 30-Apr-00 17.51 no7
goodindustrials analyst, he says. Perpetual WFIA Perpetual Smaller Companies PER0039AU Open 25-May-95 163.45 1.06
“Alarge part of the Small Ordsis Macquarie Small Companies MAQ0088AU Open 31-Jan-98 5.14 10.82
small-cap resources, so they need to be Aviva Investors Pers Small Companies NFS0195AU Closed 01-Jan-98 326 10.78
. " Macquarie Master Small Companies MAQO0085AU Closed 04-Jun-98 19.32 10.71

very capablein that area. ; ;
Olsen savs a small-cap manager Hyperion Small Growth Companies BNTO0101AU Open 01-Jan-95 13.64 10.67
houldal yb larl P dg b CFS Developing Companies FSF0035AU Closed 07-Apr-97 21538 10.54
shouldalso beregularly out andabout Aberdeen Classic Series Aust Small Companies CSAOT3IAU Open  21-Mar-01 88.04 1048
visiting companies, regularly meeting Kinetic Wholesale Small Companies HBCO006AU Closed  03-Oct-94 9.43 1039
management andregularly research- Dimensional Australian Small Company DFAQT04AU Open  02-Oct-00 M08 1029
ingother industry data points”. ING Wholesale Emerging Companies MMFOT12AU Open  24-Dec-96 2690 1027
AMP FLI-UBS Aus Small Companies AMP0019AU Closed 21-Feb-89 69.68 991
Basic attributes Investors Mutual Wsale - Austn Smaller Companies IML0001AU Open 15-Jun-98 124.04 9.86
Andagood manager needs the same OnePath OA IP-ING Emerging Cos EF/S MMF0013AU Open 19-0ct-89 42,05 935
basic attributes as any fund manager:a Fiducian Australian Smaller Companies Shares FPS0008AU Open 01-Feb-97 63.41 9.30
good process that produces systematic Macquarie Small Companies Growth MAQO0082AU Open 15-Apr-98 27.58 9.12
outperformance;and good people. Macquarie Small Co Growth NEF MAQO091AU Open 15-Apr-98 1444 8.87
“The more experienced the better,” Invesco Australian Smaller Companies CNA0008AU Open 31-0ct-93 8.66 872
Olsensays OnePath OA IP-ING Emerging Cos NE MMF0074AU Open 30-Mar-95 46.18 8.64
“There are some very good small-cap Hunter Hall Australian Value HHA0001AU Open 30-Nov-01 7.4 8.4
X GMO Australian Small Companies GMO0101AU Open 01-Sep-99 122 818

managers and analystsin the Austral- o

. ket It " There' 0C Dynamic Equity OPS0001AU Open 20-Dec-00 34.67 7.20
{anmarket, 5 stong sroup. theres Smallco Investment ASCO001AU Open  31-0ct-00 60.87 696
somevery good people out there. CFS Future Leaders FSFO007AU Closed 12-Apr-95 42305 6.82
Thehighreturns generated by Australian Ethical Smaller Companies AUG0002AU Open  19-Sep-94 20078 6.06
small-company funds come with the 0C Premium Equity 0PS0002AU Open  08-Dec-00 17.25 599
standard caveat, says Morningstar's Goldman Sachs Emerging Leaders Wholesale JBWOO10AU Open 30-Sep-97 6124 5.23
Murphy. Goldman Sachs Emerging Leaders JBW0007AU Closed 03-Nov-94 12120 4

“The downsideislike anything that
hasahighreturn:it comeswith high

Source: Morningstar

risk,"he says. ""The volatility of the sector is also all, though, the quality of fund manag-
"Given the smaller size of some of higher over time," he says. ers operating in the small companies

thesestocks, they don't have the same The Morningstar table shows that sector is "pretty good", Murphy says.

quality of business models.” justasinany other fund sector, not all “Onaverage,it's one of the higher
Murphy says the small-cap sec- small-company-fund managersare quality sectors," he says.

tor of the market can often beilliquid, created equal. Anumber of funds have “Thereasonfor thatisyou'vegota

increasingrisk. postedlow single-digit returns. Over- number of different fund managers

\

Many will invest with the crowd,;
mainstream and predictable.

ZU20949V101/12/10016




Patrick Noble

whohavebeeninvesting andrunning
money inthat spacefor along time for
the same firms.

“Thathasbeenmoreprevalentin
small caps thanin any other sector we
cover.

"It'sariskier sector, soit's well set up
for the boutique model to survive."

Murphy says small cap stocks "tend
tobe a bit more of a pure play on the
domestic economy, for thelargepart".
Hesaysthat'strueregardless of the
country they'relocatedin.Larger
capitalisation stocks tend to be more
export focused.

Investorsinlarge capitalistation
equitiesroutinely look overseas for
opportunities to gain exposure to
industries and sectors that are either
notrepresented or which are underde-
velopedin the Australian market.

There are growing opportunities for
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There

are some
very good
small-cap
managers and
analystsin
the Australian
market. It'sa
strong group

investorsin small cap fundstodothe
same. But there are added considera-
tions whenit comes to placing money
offshore. Thereis currency exposure
and the question of hedging; andinves-
torsneed tomake a sound assessment
of the economic health of the country
they'retargeting. Justlike Australian
small-cap stocks, offshore small-cap
stockstend tobe exposed mainly to
their domestic economies.

Pat Noble, a senior investment
specialist for Zurich, says "anatural
extension' for investorsin small-cap
stocksis "tolook for opportunities that
may not necessarily lie on the shores of
Australia".

Domestic economies
Throughboutique fund manager El-
lerston Capital, Zurich Investments
givesinvestorsinits Small Companies
Fund an exposure to small-cap stocks
in Asia.

Given small caps' closelinks to their
domestic economies, the themes and
ideas pursued by Ellerston aren't nec-
essarily linked to the usual big-picture
themes "which are typically commodi-
tiesand China'", Noble says.

"It'smoretotryandlook at the
growth metrics that are there, which
seem quite favourable in terms of de-
mographics, andin terms of the way a
country canalsobe governed," he says.

"Soyoulook at that growing GDP per
capita, and get exposure to the growth
region, but not necessarily as adirect
correlation to commodities, but more
about that growing middle class, and
seeif there's someinvestment oppor-
tunities there."

Noble acknowledges the issue of
perceivedrisk around the governance
of companiesin theregion. However, he
says there'samisconception about the
structure and potential of theregion's
economies.

“People think back to themorere-
cent painsin their memories about the
Tiger economies and how everything

unravelled backin thelate1990s. But
Ithink the thing people are missing is
how did these economiesrecover from
that,and what did they have to do?"
Noble says.

“Andone of the things theyhad to
do to attract capital was toimprove or
increasethelevels of their corporate
governance or disclosure.It'sreally
quite contrary to the fact that while
people think that things there might
not haveimproved so much over the
past15years or so, we actually find
that the corporate governance and
thedisclosure of the companies we're
investing [in]is, firstly, very good, and,
secondly, they're also going tobe com-
panies that we understand the busi-
nessmodels of - and we just go about
our analysisin exactly the same way."

Noble says that the offshore small-
cap stocksEllerston seeks are "going to
bethe strong growth engines of global
GDPinthefuture”.

"With that will come wealth creation,
and effectively more folding dollars,"
hesays.

"“You've got countries that might
have GDP per capita of less that
SUS2000 [which] over the next decade
or so could grow to GDP per capita of
more than SUS10,000.

“Andit willbring changesin spend-
ing patterns and consumption habits
and so forth, when you could argue
thatinthe west and evenin pockets of
Australia[people] might be going into
something alittle different, in terms of
our spending patterns and deleverag-
ingindifferent parts of the world.

Favourable traits
"There'sfavourable growth traits there,
and they are big populations. And
the onesthat do have the favourable
demographics, typically that also helps
with economic output, so the trends
there, asastarting point, dolook quite
favourable."

There's a general assumption, al-
luded toby Morningstar's Murphy, that
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JohnHuynh, aratings analyst with
managed funds research group
Standard & Poor's, says small-cap
funds often have higher fee struc-
tures thanlarge-cap counterparts.
ButHuynh says the higher feeis
justified by the fact that "they do
more consistently outperformby a
larger margin”.

"Aninvestment objective typically
targets alphaof 5 per cent," Huynh
says.

"Whereas when youlook at the
large caps, it's typically 2 to 3 per
cent - soit's almost double.

"They do charge a higher fee, and
there's typically a performance fee
attachedtoit.”

Huynh says small-cap managers
also justify a higher fee by claiming
they haveless capacity - thatis,
thereis alimit to how much money
asmall-cap manager can manage
efficiently (without having amarket
impact when it trades), and that
levelislower than for alarge-cap
manager.

The head of ratings at van Eyk
Research, Matt Olsen, says that
regardless of the sector of the mar-
ket amanager isinvesting in, there
comes a time when size becomes a
problem for the manager.
“Anything over S1billion, $1.5 billion,
is getting pretty big," Olsen says.
"That's one of the crucial drivers for
afund manager's ability to outper-
form - how big their fundis. It's dif-
ferent domestically tointernation-
ally, but if you are around that $1.5
billion mark, it's going to get difficult.
“Therule of thumbis [it gets dif-
ficult] after about 1per cent of

the market capitalisation of the
universe you arelooking at.”
Evenso, says Olsen, given that bou-
tiques firms tend to haverelatively
low overheads, a $1.5 billion fund is
more than adequate for a boutique
small-cap fund manager to cover
its costs and provide a decent living
forits fund managers, analysts and
staff.
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[ think the
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how did these
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that, and
what did they
have to do?

the governance of small companies
lags the standards of their larger coun-
terparts.

Wheninvestingin Asia, the percep-
tionisreinforced by a further assump-
tionthat companiesin thatregion
generally donot meet the standards of
corporate governance that Australian
investorsare used to.

Noble challenges that notion, and
says corporate governanceinsmall
companies across theregionis at least
as good aslocally.

"I'dput a caveat aroundit, in that the
companies weinvest in certainly stack
upinthe governance department," he
says.

"Insome parts of the world there can
be familyinterests.

"But whereas most people assume
[there willbe] poor company disclosure,
thefactis that the companies welook
at we actually think havebetter dis-
closure, in some cases, than youmight
findin Australia, in some cases.

"Anditisindirect correlationto the
fact [that] to attract investment post-
the financial crisis that they hadin the
90s, they had toimproveit to get capital
coming back into their countries and
into their organisations, so they could
startreinvesting.

“"Wethink that froma screening pro-
cess, you cando good desktop analysis
justonthebalance sheets and soforth
in Australia, and then with the ability
to open [the] door by having networks
of contacts and previous company ex-
posure there, we canknock on the door
and meet the management;and we do
not seeit asaproblem whatsoever."

Noble says Zurich believes an expo-
sure tointernational small-cap stocks
can provide a performance boost and
additional diversification benefits for a
diversified portfolio.

"If youstart going higher than that
it canbecome alittlebitharder froma
portfolio construction perspective,” he
says.

"We are stillassessing thereturn, we

arestill assessing therisk of theindi-
vidual organisations, just as we would
in Australia, but we're thinking we can
getabetterreturnfroma similar busi-
ness offshore, if you've got the skill set.

"Soa20per cent exposure seems
like areasonable allocation to make if
you have those skillsand can generate
thosereturnsfor investors.

"Across the whole portfoliowe are
looking for companies that we think
can generate some pretty attractive
returnsover a three-year period.

"One of them we had to sellbecause
the share price got away fromus so
quickly. Asmuch as we'd haveliked
tohavebought more, it wasup 100 per
cent innine months, so we exited that
position.

Attractive opportunities
"With some of the additional sell-off
atthemoment we do think there are
some attractive opportunities start-
ingtoshow themselvesin the Asian
region, relative to Australia.

"Although wehavenot taken a position
yet, we arelooking quite closely at
India.

“It'samoving feast. Justasan Aus-
tralian company cangoinandout ofa
portfolio, it's the same. We'relooking at
thereturnand we'relooking at therisk
metrics onacompany-by-company
basis."

JohnHuynh, aratings analyst with
Standard &Poor's, says equity funds
generally have struggled to attract
significantinflowsinrecent years.

“Butif youlook at it purelyin terms
of their performance, then over the
last few years the small-cap sector
hasprovenonareturnbasistoadd
considerable value above benchmark,”"
hesays.

"“Thelarger end of the market ismore
efficient than the smaller end, and you
look at the active managers there and
they have struggled to even outper-
formthebenchmark on anet-of-fees
basis." m
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