
special report

Over the past 10 years, the 
managers of Australian small 
company funds have produced 

some startling performance figures.
Data provided to Professional Plan-

ner by Morningstar suggests that the 
best funds have generated returns of 
more than 10 per cent a year, through 
some of the most tumultuous econom-
ic conditions in recent memory.

!e best funds in Morningstar’s 
database have returned well above 10 
per cent a year over the past decade 
(see table). One fund in particular, the 
NovaPort Premier Smaller Companies 
Fund, has returned an average of more 
than 16.5 per cent a year over each of 
the  10 years. 

!e NovaPort fund is offered by 
Challenger Managed Investments, 
and prior to establishing Novaport, the 
firm’s principals worked at Challenger.

Several other funds in the Morning-
star database have produced returns of 
more than 12 per cent a year.

To those who follow small company 
funds closely, these figures underline 
the basic rationale for investing in 
small-capitalisation companies.

Tim Murphy, co-head of fund re-
search for Morningstar Australasia, 
says the investment case for small-cap 
stocks, and by extension, small-cap-
stock funds, is well established, and 
really has not changed in recent years.

“It can be a performance kicker, 

because over time smaller companies 
have tended to outperform larger com-
panies, and there’s several reasons for 
that,” Murphy says.

Another reason is diversification. 
Murphy says a small companies fund 
will generally have exposure to a 
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. 
!is covers the 200 stocks in the S&P/
ASX 300 Index that are outside the 
S&P/ASX 100 Index.

Matt Olsen, head of ratings at van 
Eyk Research, says the outper-
formance of the S&P/ASX 300 bench-

Investors looking for a return 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.

Why small really can be beautiful, 
whether at home or away

“Over time 
smaller 
companies 
have tended 
to outperform 
larger 
companies
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When investing (as in life) you have choice.

Small companies in the Tiger economies can be ferocious performers.



mark by small-cap managers is gener-
ally greater than the outperformance 
of the S&P/ASX 100 benchmark by 
large-cap managers.

“A good small-cap manager can beat 
the index by 12 per cent [a year],” he 
says.

“It’s not uncommon to see outper-
formance of 4 to 6 per cent, whereas in 
a large-cap fund that would be quite 
uncommon.”

Even so, not all small-cap managers 
are created equal, and investors should 
know what they’re looking for.

“You would want to see in a small-
cap manager that they have a very 
good resources analyst, and a very 
good industrials analyst,” he says.

“A large part of the Small Ords is 
small-cap resources, so they need to be 
very capable in that area.”

Olsen says a small-cap manager 
should also be regularly out and about 
“visiting companies, regularly meeting 
management and regularly research-
ing other industry data points”.

Basic attributes
And a good manager needs the same 
basic attributes as any fund manager: a 
good process that produces systematic 
outperformance; and good people.
“!e more experienced the better,” 
Olsen says.

“!ere are some very good small-cap 
managers and analysts in the Austral-
ian market. It’s a strong group. !ere’s 
some very good people out there.”

!e high returns generated by 
small-company funds come with the 
standard caveat, says Morningstar’s 
Murphy.

“!e downside is like anything that 
has a high return: it comes with high 
risk,” he says.

“Given the smaller size of some of 
these stocks, they don’t have the same 
quality of business models.”

Murphy says the small-cap sec-
tor of the market can often be illiquid, 
increasing risk.

special report

“!e volatility of the sector is also 
higher over time,” he says.

!e Morningstar table shows that 
just as in any other fund sector, not all 
small-company-fund managers are 
created equal. A number of funds have 
posted low single-digit returns. Over-

all, though, the quality of fund manag-
ers operating in the small companies 
sector is “pretty good”, Murphy says.

“On average, it’s one of the higher 
quality sectors,” he says.

“!e reason for that is you’ve got a 
number of different fund managers 

 

Name APIR Code Status Launch Date Net Assets $m Return 10 yr %pa
NovaPort Premier Smaller Companies  HOW0018AU Open 03-Jul-00 182.77 16.57
OnePath OA IP-ING Smaller Companies Gr MMF0109AU Closed 01-Jul-97 7.61 13.87
Aust Unity Acorn Capital Ws Microcap Tr AUS0108AU Open 27-Feb-01 163.73 13.54
BT PPSI-BT WS Smaller Companies WFS0238AU Open 01-Aug-00 4.86 13.26
BT Smaller Companies WS RFA0819AU Open 31-Dec-92 468.86 13.26
CFS Wholesale Small Companies-Core CMI0111AU Closed 31-Dec-93 77.52 12.64
EQT SGH Wholesale Small Companies  ETL0118AU Open 09-Oct-01 117.88 12.50
BT Smaller Companies (Retail) RFA0012AU Open 10-Aug-87 212.02 12.38
Perpetual Wholesale Smaller Companies PER0048AU Closed 31-Oct-96 228.10 12.27
Celeste Australian Small Companies  FAM0101AU Open 31-May-98 109.70 12.11
Aviva Investors Prof Small Companies PPL0107AU Open 18-Nov-99 99.71 11.88
AMP Capital Small Companies  AMP0577AU Open 03-May-00 5.22 11.38
EQT Small Companies  ETL0109AU Open 22-Jun-01 7.65 11.38
Invesco Wholesale Australian Smaller Companies CNA0812AU Open 31-Mar-88 249.09 11.17
Perpetual WFIF Perpetual Smaller Co PER0113AU Open 30-Nov-01 64.23 11.10
AMP Capital Small Companies A AMP0446AU Open 30-Apr-00 17.51 11.07
Perpetual WFIA Perpetual Smaller Companies PER0039AU Open 25-May-95 163.45 11.06
Macquarie Small Companies MAQ0088AU Open 31-Jan-98 5.14 10.82
Aviva Investors Pers Small Companies NFS0195AU Closed 01-Jan-98 3.26 10.78
Macquarie Master Small Companies MAQ0085AU Closed 04-Jun-98 19.32 10.71
Hyperion Small Growth Companies  BNT0101AU Open 01-Jan-95 13.64 10.67
CFS Developing Companies FSF0035AU Closed 07-Apr-97 215.38 10.54
Aberdeen Classic Series Aust Small Companies  CSA0131AU Open 21-Mar-01 88.04 10.48
Kinetic Wholesale Small Companies  HBC0006AU Closed 03-Oct-94 9.43 10.39
Dimensional Australian Small Company  DFA0104AU Open 02-Oct-00 212.08 10.29
ING Wholesale Emerging Companies  MMF0112AU Open 24-Dec-96 26.90 10.27
AMP FLI-UBS Aus Small Companies AMP0019AU Closed 21-Feb-89 69.68 9.91
Investors Mutual Wsale - Austn Smaller Companies IML0001AU Open 15-Jun-98 124.04 9.86
OnePath OA IP-ING Emerging Cos EF/S MMF0013AU Open 19-Oct-89 42.05 9.35
Fiducian Australian Smaller Companies Shares  FPS0008AU Open 01-Feb-97 63.41 9.30
Macquarie Small Companies Growth  MAQ0082AU Open 15-Apr-98 27.58 9.12
Macquarie Small Co Growth NEF MAQ0091AU Open 15-Apr-98 14.44 8.87
Invesco Australian Smaller Companies  CNA0008AU Open 31-Oct-93 8.66 8.72
OnePath OA IP-ING Emerging Cos NE MMF0074AU Open 30-Mar-95 46.18 8.64
Hunter Hall Australian Value  HHA0001AU Open 30-Nov-01 77.41 8.41
GMO Australian Small Companies  GMO0101AU Open 01-Sep-99 7.22 8.18
OC Dynamic Equity  OPS0001AU Open 20-Dec-00 34.67 7.20
Smallco Investment  ASC0001AU Open 31-Oct-00 60.87 6.96
CFS Future Leaders FSF0007AU Closed 12-Apr-95 423.05 6.82
Australian Ethical Smaller Companies AUG0002AU Open 19-Sep-94 200.78 6.06
OC Premium Equity  OPS0002AU Open 08-Dec-00 17.25 5.99
Goldman Sachs Emerging Leaders Wholesale JBW0010AU Open 30-Sep-97 61.24 5.23
Goldman Sachs Emerging Leaders  JBW0007AU Closed 03-Nov-94 121.20 4.21

Source: Morningstar

BIG RETURNS FROM LITTLE COMPANIES
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Many will invest with the crowd;
mainstream and predictable.



special report

who have been investing and running 
money in that space for a long time for 
the same firms. 

“!at has been more prevalent in 
small caps than in any other sector we 
cover.

“It’s a riskier sector, so it’s well set up 
for the boutique model to survive.”

Murphy says small cap stocks “tend 
to be a bit more of a pure play on the 
domestic economy, for the large part”. 
He says that’s true regardless of the 
country they’re located in. Larger 
capitalisation stocks tend to be more 
export focused.

Investors in large capitalistation 
equities routinely look overseas for 
opportunities to gain exposure to 
industries and sectors that are either 
not represented or which are underde-
veloped in the Australian market.

!ere are growing opportunities for 

investors in small cap funds to do the 
same. But there are added considera-
tions when it comes to placing money 
offshore. !ere is currency exposure 
and the question of hedging; and inves-
tors need to make a sound assessment 
of the economic health of the country 
they’re targeting. Just like Australian 
small-cap stocks, offshore small-cap 
stocks tend to be exposed mainly to 
their domestic economies.

Pat Noble, a senior investment 
specialist for Zurich, says “a natural 
extension” for investors in small-cap 
stocks is “to look for opportunities that 
may not necessarily lie on the shores of 
Australia”.

Domestic economies
!rough boutique fund manager El-
lerston Capital, Zurich Investments 
gives investors in its Small Companies 
Fund an exposure to small-cap stocks 
in Asia. 

Given small caps’ close links 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-
ties and China”, Noble says.

“It’s more to try and look at the 
growth metrics that are there, which 
seem quite favourable in terms of de-
mographics, and in terms of the way a 
country can also be governed,” he says.

“So you look at that growing GDP per 
capita, and get exposure to the growth 
region, but not necessarily as a direct 
correlation to commodities, but more 
about that growing middle class, and 
see if there’s some investment oppor-
tunities there.”

Noble acknowledges the issue of 
perceived risk around the governance 
of companies in the region. However, he 
says there’s a misconception about the 
structure and potential of the region’s 
economies.

 “People think back to the more re-
cent pains in their memories about the 
Tiger economies and how everything 

unravelled back in the late 1990s. But 
I think the thing people are missing is 
how did these economies recover from 
that, and what did they have to do?” 
Noble says.

“And one of the things they had to 
do to attract capital was to improve or 
increase the levels of their corporate 
governance or disclosure. It’s really 
quite contrary to the fact that while 
people think that things there might 
not have improved so much over the 
past 15 years or so, we actually find 
that the corporate governance and 
the disclosure of the companies we’re 
investing [in] is, firstly, very good, and, 
secondly, they’re also going to be com-
panies that we understand the busi-
ness models of - and we just go about 
our analysis in exactly the same way.”

Noble says that the offshore small-
cap stocks Ellerston seeks are “going to 
be the strong growth engines of global 
GDP in the future”.

“With that will come wealth creation, 
and effectively more folding dollars,” 
he says.

“You’ve got countries that might 
have GDP per capita of less that 
$US2000 [which] over the next decade 
or so could grow to GDP per capita of 
more than $US10,000. 

“And it will bring changes in spend-
ing patterns and consumption habits 
and so forth, when you could argue 
that in the west and even in pockets of 
Australia [people] might be going into 
something a little different, in terms of 
our spending patterns and deleverag-
ing in different parts of the world.

Favourable traits
“!ere’s favourable growth traits there, 
and they are big populations. And 
the ones that do have the favourable 
demographics, typically that also helps 
with economic output, so the trends 
there, as a starting point, do look quite 
favourable.”

!ere’s a general assumption, al-
luded to by Morningstar’s Murphy, that 

“!ere 
are some 
very good 
small-cap 
managers and 
analysts in 
the Australian 
market. It’s a 
strong group
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Others will invest with insight, harnessing
specialist and unique knowledge.

Patrick Noble



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

When investing in Asia, the percep-
tion is reinforced by a further assump-
tion that companies in that region 
generally do not meet the standards of 
corporate governance that Australian 
investors are used to.

Noble challenges that notion, and 
says corporate governance in small 
companies across the region is at least 
as good as locally.

“I’d put a caveat around it, in that the 
companies we invest in certainly stack 
up in the governance department,” he 
says.

 “In some parts of the world there can 
be family interests. 

“But whereas most people assume 
[there will be] poor company disclosure, 
the fact is that the companies we look 
at we actually think have better dis-
closure, in some cases, than you might 
find in Australia, in some cases. 

“And it is in direct correlation to the 
fact [that] to attract investment post-
the financial crisis that they had in the 
90s, they had to improve it to get capital 
coming back into their countries and 
into their organisations, so they could 
start reinvesting.

“We think that from a screening pro-
cess, you can do good desktop analysis 
just on the balance sheets and so forth 
in Australia, and then with the ability 
to open [the] door by having networks 
of contacts and previous company ex-
posure there, we can knock on the door 
and meet the management; and we do 
not see it as a problem whatsoever.”

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

“If you start going higher than that 
it can become a little bit harder from a 
portfolio construction perspective,” he 
says.

“We are still assessing the return, we 

are still assessing the risk of the indi-
vidual organisations, just as we would 
in Australia, but we’re thinking we can 
get a better return from a similar busi-
ness offshore, if you’ve got the skill set. 

“So a 20 per cent exposure seems 
like a reasonable allocation to make if 
you have those skills and can generate 
those returns for investors.

“Across the whole portfolio we are 
looking for companies that we think 
can generate some pretty attractive 
returns over a three-year period. 

“One of them we had to sell because 
the share price got away from us so 
quickly. As much as we’d have liked 
to have bought more, it was up 100 per 
cent in nine months, so we exited that 
position.

Attractive opportunities
“With some of the additional sell-off 
at the moment we do think there are 
some attractive opportunities start-
ing to show themselves in the Asian 
region, relative to Australia. 
“Although we have not taken a position 
yet, we are looking quite closely at 
India.

“It’s a moving feast. Just as an Aus-
tralian company can go in and out of a 
portfolio, it’s the same. We’re looking at 
the return and we’re looking at the risk 
metrics on a company-by-company 
basis.”

John Huynh, a ratings analyst with 
Standard & Poor’s, says equity funds 
generally have struggled to attract 
significant inflows in recent years.

“But if you look at it purely in terms 
of their performance, then over the 
last few years the small-cap sector 
has proven on a return basis to add 
considerable value above benchmark,” 
he says.

“!e larger end of the market is more 
efficient than the smaller end, and you 
look at the active managers there and 
they have struggled to even outper-
form the benchmark on a net-of-fees 
basis.”   

special report

“I think the 
thing people 
are missing is 
how did these 
economies 
recover from 
that, and 
what did they 
have to do?
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The choice is yours; we’re ready when
you want more than mainstream.

FEE STRUCTURES
John Huynh, a ratings analyst with 
managed funds research group 
Standard & Poor’s, says small-cap 
funds often have higher fee struc-
tures than large-cap counterparts.
But Huynh says  the higher fee is 
justified by the fact that “they do 
more consistently outperform by a 
larger margin”.
“An investment objective typically 
targets alpha of 5 per cent,” Huynh 
says.
“Whereas when you look at the 
large caps, it’s typically 2 to 3 per 
cent - so it’s almost double.
“"ey do charge a higher fee, and 
there’s typically a performance fee 
attached to it.”
Huynh says small-cap managers 
also justify a higher fee by claiming 
they have less capacity - that is, 
there is a limit to how much money 
a small-cap manager can manage 
efficiently (without having a market 
impact when it trades), and that 
level is lower than for a large-cap 
manager.
"e head of ratings at van Eyk 
Research, Matt Olsen, says that 
regardless of the sector of the mar-
ket a manager is investing in, there 
comes a time when size becomes a 
problem for the manager.
“Anything over $1 billion, $1.5 billion, 
is getting pretty big,” Olsen says.
“"at’s one of the crucial drivers for 
a fund manager’s ability to outper-
form - how big their fund is. It’s dif-
ferent domestically to internation-
ally, but if you are around that $1.5 
billion mark, it’s going to get difficult. 
“"e rule of thumb is [it gets dif-
ficult] after about 1 per cent of 
the market capitalisation of the 
universe you are looking at.”
Even so, says Olsen, given that bou-
tiques firms tend to have relatively 
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 
for its fund managers, analysts and 
staff. 


