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Is bigger better? Sizing up the

Sharemarket majors

ate the dust in 2010 as
small caps set the pace.
M&A activity, IPOs,
Australia's economic
resilience and the global
financial crisis all played a
role. as did China's
insatiable appetite for
resources. But,

write Justin Bailey and
Brendon Lau, the jury is
out on whether small

will be as beautiful

this year.
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AFR:What is your outlook for 2611 and
cansmall caps continueto outpesform
thelargecaps? Why?

John Campbelk Since the trough of the
global financial crisis in Mitrch
2009, the Small Cap Indey has
outperformed the Top 100 Index by
some 35 per cent (and 20 per cenl in
the past six manths). However, this
follows a period of 30 per cent
underperformance inthe preceding
two vears leading imto March 2009,
Such volatility relative tolarpe capsis
tvpical of the small-cap sector, which
temds to ousperform strongly during
periods of economic expansion wnd
underperform significantly during
periods of economic weakness.

‘With that as a backdrop, in terms
of the outlook for 2011, we anticipate
that small caps will underpecform
farpe caps, potentially significansty.
It is important to understand that
resource stocks (including enerpy)
now represent some 45 per cent of
the Small Cap Index. In addition,
unother 10to 15 per cent of the
benchmark comprises mining
services-style companies,
Accordingly, it is clear that the future
periormunce of the Small Cap Index
will be highly dependenton 1
future direction of commodity
prices,

H is our view that commodity
prices have already peaked and will
likely decline over the course of 2011,
Centralto this callis owr belil that
commodity prices in general are now
ut levels thut are driving a very
strong #nd sustained supply
response, Additionally and mone
importantly, we balieve China is
sulfering real influtionary pressures
and will be ferced 1o lift interest
rates, impacting the demand side.
“This combination of supply-side and
demand-side effects will, in our view,
see commodity prices beginto
weaken during 2011,

Noel Webster: We are generaolly
positive on 201 1, albeit there are
many structiral potholes across the
global economy. We believe small
caps will continue to provide good
leverage to the strong domestic
econemy. Through the smallcap end
of the markat it is possible to get more
direct and higher leveraged exposure
to the faster-growth sepments of the
economy, such as mining, mining
services and IT services, than the
largercap end of the market. Small
caps also provide exposure toa
number of high-quulity structural
prowth francl%is&c and ongoing
mergers and acyuisitions and initix
public offering activity. Soin our
view it rernains likely that small caps
can continue 1o outperform.
Matthew Kidman: 1 believe there will
be a major change in market
performance during 2011. While the
small resources may well continue to
outperform in the first part of the
year, [ believe the heat will come ow
of these stocks as China looks to kill
ofT inflation by slowing economic
graw th. This will result in
commodity prices easing anda
pullback in resource stocks. Stocks
that have run handest based on the
most blue sky, suchas the rare earths
sector, will be hardest hit, In
contrast, the smail industrizal murket
will find it Jdifficult 10 perform at the
beginning of 2011, with the burden
of higher interest rates and a slow
economy weighing hieavily on
earnings. This should improve as the
year progresses. Domestic interest
rates are probably dose to peaking
und once this flows through the
sg'stem earnings should stabilise in
the second half of 2011, resulting in
stocks starting to rerate. Overall,
do not thinktie small capitalised
stocks can out%rform the larger
stocks during 201 1. Small caps have

enjoved u golden run und this will
meu revert during the course of the
yeur us belter value emerges among
hig industrial stocks. The worst
performer willbe the small
FeSOUNCEs,

Neil Carter: The combination of
cantinuing globul economic recovery
and expansionary US monetary
policy will provide a good
environment for equity markeis in
201 1. Australia in particular stands
1o bepefi from the knock-on effects
aof growth in commodity Jemand und
we believe that will continue to drive
our market higher,

Smrall caps ought to outperform
large caps in a rising market. Small
comparies’ margins were hir hagder
in the GFC than large caps, so there
is more 1o caich up as the economy
recovers. And resources maks vp
almost balf of the Small Ords Index,
50, as the commoxlity bull market
continues — as we believe it wikl —
then smalls will ouiperform.

Buk we have to be mindful of the
risks. The key ones for small caps are
commaodity prices filling und the SA
weakening. possibly due o a sharp
slowdown in China and/or a
sovereign debt crisis.

AFR:What sort of returns cansmall-cap
investorshopeforandwhat are thekey
drivers bebind this?
Campbelk The S&P/ASK 300 has
rallied some 45 per cent in absolute
terms from the trongh of the GFCin
March 2009. Clearly, the once-in-
generition value that was available at
the trough is no longer there. That
saiul, the market is still some 30 per
cent below its October 2007 peak In
a value sense, the tharemarket ona
praspective P/E of around 13 times
looks fair value, being around its
long-term average. Further we
remain relatively positive on the
global recovery that has been under
way since mid-2009. This is a positive
backdeap for Australian equities for
2011

Interms of steall caps, small
industrials are similarly priced 1o
laege industrials av around 13 times
prospective earnings bat this is sotme
1010 15 per cent above the long.term
average relative P/E- In other wonds,
small industrials are somewhat
expensive. However, our key
concerns reside with resource stocks
— and small resource stocks in
particular. Given our view that
commoxdity prices will decline
dueing 2011, and that small resource
stocks are significamiby more
leveraged to movements in
commodity prices than large
resource stocks, we see potentially
farge declines in small resource
stocks during 2011. With small
resource stocks representing 45 per
cent of the small-cap benchmark, it
follows that investars should ba much
better placed being mainly exposed
to large caps.
Webster: At present broad consensus
forecasts for smaller compinies
suggest doutdeligit eurnings prowth
and o near 5 per cenl dividend yield.
S0, ussurning sentiment remains
positive, double-digit returns are
possible. Small caps are trading at a
forward P/E of 13.5 times, which
appeurs 1o be fair valie from a
tongerderm perspective i offers
some upside if the sustained higher
growth rates we saw in the mid 2000s
reiurn and push the P/E up further.
With the twospeed economy,
earnings prowth rates and potential
for P/E reratings are increasingly
diverpent. However, continued M&A
aetivity is likely to broaden good
returns 19 less favourably positioned
sectors and companies.
Kidman: 1 think, overall, small-cap
imvestors will be hucky to achievea

China will continue to be the dominant
paradigm, but it’s likely this will move
from a positive force to a negative force.

JOHN CAMPBELL UBS Glohal Assel Ma

F-4 1 portfolio

As the commodity bull market
continues — as we believe it will - then
smalls will outpetform.

NEIL CARTER Macquarie Funds Group portfolio manager

positive return this year. Resources
are trading with a lot of blue sky in
share prices and historically high
commodity prices. This will result in
a major pullback sometimein 2011,
probably after the first quarter is
complete. Small cupitalised
industrial stocks will fare better over
the year but will need to get pasta
disappointing earnings season in
February. The key for industriuls
will be the course of oficial interest
rates during 201 1. IF they have
peaked already, small industrials
could Ferform strongly in tha second
half of 2011, Overall, though, flat 10
down for the sector,

Carter: Total returns to the Small
Ords Index arelikely to be 10 o

15 percent in 201 1. Dividends will
provide 3104 ger cent of that return,
with around 10 per cent coming from
earnings growth. The potential
upside would be if the market P/E
increases from its current 13 times
[ene year forward) 1o its longterm

uverage of uround 15 times. This
cauld add another 15 per cent, but we
ure not farscusting that.

[nvestors have historically been
well served by professional fund
managersin the small.cap space,
with longrun perormance uvereging
ubout 5 per cent ahead of 1be market,
In 2011, though, we would expect
smallcup Tunds to do better thun
usual because we expect a raft of
takeovers, capital raisings and initial
public offerings to provide more
opportunities thun normal Asa
result, investors in small-cap funds
could belooking ata 151025 per
cent total return for the year.

AFR:Whatwerethe keyeventsinthe
sectorover 2010 and wilithese continue
toshapesmall cape nextyear? Howdoes
this&far forlarpe caps?

Campbelk The continued strong
performance of the small-cap sector
in 2010 can be explained awvay in
terms of two phenomena the
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giant leaps of market minnows

most blue sky,

industrial market

perform at the

on earnings.

portfolio manager

Stocks that have run
hardest based on the

such as the rare earths
sector, will be hardest hit.
In contrast, the small

will find it difficult to

beginning of 2011, with
the burden of higher
interest rates and a slow
economy weighing heavily

MATTHEW KIDMAN Wilsoi: Asset Management

continued recovery from the heavily
oversokd levels of the GFC, and the
ongoing rise of Chini

In terms of point one, the recovery
phase has all but played ot Small
caps are no longer at generationat
discounts to large caps and the
Awstralinn sharemarket overallis
back 1o its longterm average P/E

In terms of point two, it woukl
takea brive person to pick the peak
of China and its subsequent decline.
We certainly ure not making any
such claims. We do, however, believe
that China is in the midst of severa
inflationary growing pains and must
implement a period of monetary
tightness to rein in these infletionary
forces. So while China will continue
to be the dominant paradigmin 2011
for the Avstralian sharemarket, itis
likely, in cur opinion, that this will
move from a positive farce toa
negative force.

If this oceurs, the impact wilt be
feh significantty more in small caps

In terms of avoiding
laggards, best stay away
from out-of-favour stocks
in out-of-favour sectors.
This would include

poor performers in
segments of the economy
such as retail,
pharmaceutical
distribution, housing

and commercially
focused construction
markets, which are

likely to remain

tough in 2011.

NOEL WEBSTER BT Investtnent Management
pottfolio manager

than large caps, given the 5010 60 per
ceni resource expasure of the small-
cap benchmark and the generally
high cost/high feveruge nature of
hese small resource companies.
Webster: In 2010 smailcap returns
were shaped by the strong §A, strong
commudity prices, a rebound in
mining aclivity, M&A activity, IPO
activity, a strong domestic economy
and increasing risk appetite which
drove interest in the smzller end of
the market, Al these fuctors appear
relevant aswe look forward 10 2011,
although the domestic economy has
became mare of & two-speed ufTuir
and will drive greater selectivity
across sectors. Small caps ty pically
offer greater leverapge to the stronger
lomestic economy and to the mining
sector than large caps. Plus there has
been more M&A and IPG activity
{particularly in the resources sector)
at the smaller end of the market and
this is likely 10 persist and drive
returns in 2011,

Kidman: [ believe the lurgecap siocks,
especiatly the large industrials, will
enjoy a steady and sustained
recavery inthe US. This should see
thase stocks rerate upwards during
201 1. Incontrast, the smalt
industrials will follow interest rates
and, just as jmportantly, the SA. 1T
the SA declines apainst the §US
during 2011 the smaller companies,
which wre net importers, will find the
going much tougher. On the
resources side of the market, the
driving factar will be the world's
view on China. China has now got a
polential inflation probler that will
tieed to be quelled soom. This will see
4 squeeze on credit and bower
demand for commodities. If this
slowdown eventuiles, small resource
companies could be Jeak with
severely, The size of the decline will
depend ot how long the boom in
commoxities continues, which could
be right through until March or
Aprit

Carter: The two key indicators for the
yeur Jor me were gold und oil, Gur
smal-cap Tund outperformed by

10 per cent after fees in 2010 und the
top five contributors have been in
gold, oil, cillicld services, coaluml
COpper.

The rally in gold is indicative of
the extremely accommodative US
monetary policy. When the Fed sturts
o tighten again gold will come off,
patentialiy very sharply, but thut
doesn't look likely until 2012 at the
eurliest.

The oil price of nearly SUS0 is
remzrkable given how much of the
world s still growing slowly, Once
the Organisation for Fconemic Co-
operation and Development
couniries per back to trend gross
domestic product prowth, possibly as
early as next vear, oil will spike up
apain well over SUSI00.

Small caps are now half resources,
with pold 10 per cent of the index on
its gwn, Incontrast resources
comprise just 33 per cent of the larpe-
capindex. Soif vouare a China bull,
buy small cips.

AFR:Whattype of smallcapsdoyou think
will out perform overthe next 12 months?
Canyougive afew specific names?
Campbedl: We beliove the best relative
performers in smafl cups over the
naxt 12 months will be reasonably
priced traditional industrial numes.
Some of our preferred exposures
include Adelaide Brighton, Super
Cheap Apto und ResMed. Wealso
like Transpacilic Industries asu
turmaround play.

Webster: Compunies with high
earnings growth atd increasing
visibility of future growth are likely
to outpedorm. We are looking to
high-demand sectors such as mining
services and [T services for these
growth and reraving opportunities.
We like mine development conteactor
NERW Holdings, whichis likely to
benefit from increasing mining
activiry in WA and whose iﬁeli neof
work continues to build. Technalogy
One proviles leverage to increasing
expendiiure on business software
driven by the technology renewal
cycle and demand for new
functionatiry arownd the interer and
mabile devices. Oppartunities will
also present in some deeper-valte
turiarstind opportunities as either
internal or external (being acquired)
fites rurn things around. Tnthis
cutegory we like Boom Logistics,
which provides crape services to the
resources and industrial markets in
Austratia. Good underlying Jemand
in its key markets shoukd drive the
restoration of margins and restore
positive sentiment towa rd the stock.
Kidmarm: Given my sanguine view of
the market 1 think vou have to revert
back 10 smalleap compunies that
have resilient earnings despite the
economic cyck. Reckon and Prirnary
Healthcare are two such companies
that should prove strang performers
during this period. Other defensive
stocks that we still like are RHG, the
former Rams Home Loans, which is
in run-of T and trades at below its
cash backing. Deeperinto 2011 may
well see the more economically
cyelical stocks re-emerge such as the
retail and building materials sectors.
Carter: We are in a clussic two-speed
economy. Resources and mining
services are leading the churge and
we think that continues for the next
few years. Resources names are
obviously susceptible to any
weukmess incor;modhy prices, but
given the setback ta supply growth
;:used by the GFCwe bilie%‘re curTent
pricesare sustainable. Cur top picks
in gald, oiland copper are Intrapid,
Aurora and Rex Minerals, The
mining services names we like

include NRW und Decmil

In the industriul space there are
some good opportunities. We think
Sezk stands to benefit from the pick-
up in employment and profits will
grow strongly from operauting
leverape. Amang the fund managers
wi like Hetwlerson, and our preferred
healihcare play is ResMed, whose
new sleep apm=a product Is driving
strong revenue and profit growth,

AFR:Which arethe probablelaggards
andwhy?
Campbelk We expect much of the
small resource sector ta lag Juring
2011, predominamtly driven by
declining commodity prices
impacting generally high and
therefore feneraged cost bases. While
the mining services sector will likely
alsg lag in such an environment, ¢his
will not be across the board given
that the key economic driverof the
sector — tonnes mined in Avstralia
— will likely remain a posiiie
driver.
Wehster: In terms of avoiding
laggards, we believe it's best to stay
away [rom cut-of favour stocks in
out-of-favour sectors, purticalarly
where the business is inberently
complex or the pathwiy to s
turnaround is complicated This
would include poor performers in
segments of the economy such us
retuil, pharmaceuticl distribution,
housing and commercially focused
construction markets, which are
Tikely to remain toughin 2011, 'm
sure we will miss the odd surprise
turnaround ar takeout but the risk-
reward trade-of I isn’t worthit. We
would also wveid aggregator business
modals — thatis, companies which
essentially grow via acquisition,
especinlly those with higher pearing
Fevels, Potentianl luggurds lfor 201 1
and where the risk/reward balanee
doesnt feel right include stocks like
Sigma Pharmacewicals, FKP,
Coffey International and Virgin Blue,
Kidmam: The tapgards for 2011 will
he mast [ikely the high price to
earnings multple stocks and those
mining companies that have
Ferformed strongly during the past

e or somonths, These stocks are
factoring in that commodity prices
will stay at efevated bevels fora
protracted period when in fact a
correction in Chinese growth may see
these commodity flriCES decline quite
quickly. I would also wry and avoid
any stocks that are heavily dependent
on a high $A. In particular, recail
stocks which buy most af their goods
in 3US offshore will strugple 1o held
their margins iT the SA falls. Once
again [ would cawtion that this may
not happeniin the first quarter of
2011 but rvay kick in strongly after
that.
Carter: The slower half of tha
economy — basically anything
consumer facing — witl continue
<oing it tough as the Reserve Bank
raists rates o “make mom” for the
mining boom. Conswmers huve
disposable income ivailable for
spemdding but are using it 1o Tepair
their personal balance sheets. This
tneans it is likely to bea rebntively
quiet Christmas for retailers and as
result we are seeing strong
discounting and this is driving many
retailers to downgyade their
earnings

W are cauiious on the housing-

related stocks as the buikling cycle is
yetto make a decisive move up. The
real estate investment trust sector
looks tougher now as the sectors
overall valuntion is close to net
tungible asset value, sihough there
are some good opportunities where
the valuation gap has yet to close,
like Aspen trading on a 35 per cent
discount to net tangible asset.



