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What do you believe to be Schroders’ key competitive 
advantage in Australian smaller companies? 
Our Australian equities philosophy and process is consistent across the 
market cap spectrum, and within the small companies universe this is 
equally applied. That means we are leveraging a large team of analysts 
that are focused upon industry and sector lines, rather than arbitrary 
market capitalisation cut offs.  By looking for industry trends across the 
market, investing in companies with a sustainable competitive advantage 
and constructing valuations based upon long term outcomes we believe 
we find opportunities that are often different to many other managers. 
 
We also have a somewhat differentiated view of portfolio construction in 
the small cap market, seeking alpha like everyone else, but looking for true 
diversification of the alpha sources.  What this has resulted in is a portfolio 
that has outperformed the market since inception in December 2007, but 
has tended to deliver alpha from different sources and at different times to 
median small cap manager. 

 

How does Schroders thoroughly research the smaller 
companies section of the Australian share market? 
We utilise a team of nine Australian equity analysts who each cover stocks 
across the entire ASX 300 universe, segmented along industry lines. As 
many sources of alpha come from outside the existing index constituents, 
we also leverage our microcap research capability (which we have been 
running for more than five years) into stock ideas for the Australian Small 
Companies fund.  

As the philosophy and process are common across large, small and micro 
cap stocks, and the research is performed by a single, integrated team of 
investment professionals, it makes the comparability of investment ideas 
easier than it may be otherwise.  
   

What are the challenges of getting information on and about 
Australian smaller companies and how do you deal with this? 
The small company market is still under-researched relative to large 
company (ASX 100) stock coverage.  The persistent alpha that has been 
available to small cap managers over time has resulted in a considerable 
increase in research on smaller companies, both from stock brokers and 
from fund managers themselves. 

With a large internal team of research analysts and a number of 
proprietary quantitative and qualitative research systems to support them 
we undertake a considerable amount of in house company research to 
stay informed both on the industry trends as they develop in each sector, 
and the company specific developments that may directly impact the 
investment merit of any particular stock. This involves meeting with the 
target investment company, as well as others within the industry including 
customers, suppliers, listed (both large and small cap) and unlisted 
competitors, industry representatives and government regulators. 
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How important are management in smaller companies and are 
there some current examples of how management teams are 
helping their organisations best deal with the challenging 
environment? 
Smaller companies tend to have a shallower bench of executive talent than 
many large companies.  As such the quality of the leadership has a direct 
and material influence on the business and investment outcome.  Strong 
and capable management can drive small companies to deliver impressive 
shareholder value growth.  Conversely, weak and ineffective management 
may in a large company fail to optimise the near term returns for 
shareholders.  In a small company opportunity cost would be a good 
outcome.  Failure of the business itself, or at least significant shareholder 
value destruction can be a more common result of poor management 
within a small company. 

The GFC was truly a “tide going out” event that separated good 
management from those that had been lifted in the preceding years by the 
rising tide.  Strong management tend to exhibit commonalities around: 
understanding the drivers at the coal face of their business, clarity of the 
competitive advantage the business possesses and a singular focus on 
exploiting and executing upon those advantages, measurement of 
performance by reference to controllable outcomes that ultimately link back 
to return on capital and an understanding of the financing structure that is 
appropriate for their business (we have found good management often 
prefer much less debt than their advisers would recommend). 

Today, we find such management teams in small companies such as 
Technology One, Blackmores, Dulux Group, Domino’s Pizza Enterprises, 
Skilled Engineering and Campbell Brothers to name but a handful. 

 
Are there liquidity problems with getting in and out of positions 
in smaller companies? 
If looked at in aggregate, the liquidity in the S&P/ASX Small Ordinaries 
Index is similar to, if not at times greater than that of the top 100 stocks. 
Liquidity, however, is pro-cyclical and as such investors need to be aware 
that the stock liquidity that is present when things are going well within a 
business may evaporate pretty quickly once conditions change. Like the 
proverbial banker with an umbrella, liquidity is often abundant when it is 
not of much value, and not there at the exact time you need it most. 

The portfolio counters for this by having limits around position size 
(maximum 5% active bet), the percentage of a company the fund can hold 
(10% of issued capital) and the capacity of the fund itself (currently set at 
A$500m).  We believe that an understanding of the liquidity conditions 
through the cycle and these constraints allow us to enter and exit positions 
effectively. 

The fund uses the Schroders equities trading desk where orders are 
managed internally. All available liquidity venues (broker desks, block dark 
pools and customised algorithms) are utilised ensuring that liquidity can be 
captured in whatever form it exists. Key relationships allow us to be aware 
of liquidity events and both the relationship and physical proximity of the 
desk to the fund managers mean we are able to take full advantage when 
these opportunities arise.  

 

The Schroder Australian Smaller Companies Fund is 
underweight in resources.  What changes would be necessary 
to see you overweight this sector relative to the benchmark?  
Our underweight in resources needs to be understood in the context of our 
philosophy and the longer term outcomes we are trying to achieve.  Firstly, 
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from a bottom up perspective, we derive valuations based upon long term, 
sustainable outcomes.  As it relates to the resources sector we struggle to 
see long term commodity prices being sustained at current levels which 
will drive value for most stocks in this sector. 

Secondly, we believe in true portfolio diversification.  That is the 
diversification of our holdings by the drivers of their underlying free cash 
flow.  With 55% of the benchmark considered to be driven by a single 
factor there are few diversification benefits for investors. So, at one level, 
being 15% underweight resources at this time does appear to be a 
significant negative bet relative to the benchmark weight of 45%.  However 
resources are still 30% of the portfolio which is still the largest sector bet in 
our portfolio.  

If fund managers and their investors were less benchmark sensitive, the 
debate around resources may indeed move to whether even a 30% 
exposure to an undiversified, highly volatile industry, driven largely by 
global external factors, that has already outperformed the market by a 
significant margin would be considered an appropriate portfolio 
construction outcome.  So in this context, we would need to see attractive 
valuations based on long term assumptions before we take an overweight 
position in resources.  Further, we’d need to be comfortable a single sector 
bet would not create the outlined significant portfolio diversification 
problems. 

 

Do you consider the mining sector to be in a bubble?     
Bubble is a strong word.  We think there is a lot of speculative behaviour in 
the resource sector and the valuations of stocks in this part of the market 
are unattractive.  Both of these are preconditions that suggest momentum 
is the primary driver of stock returns at this point. 

The other variable investors need to bear in mind within the small 
companies universe is the dominance of the index by a group of stocks 
that are highly correlated.  Small resources are almost 45% of the index, 
and there is another 10% or so in mining services stocks. So, the other 
side of the question investors should be asking is how much of my 
investment outcome in a small companies portfolio is singularly driven by 
this one global commodities trend? 
 

Which other sectors within smaller companies do you think 
offer good long term opportunity for investors? 
At this time, we think that more attractive longer term returns are to be 
found in the industrial part of the small cap market in general, and in areas 
such as consumer staples, healthcare and information technology in 
particular.   

 

How is the Schroder Australian Smaller Companies Fund 
currently positioned?  
Despite recent resources underperformance we do not yet see a 
meaningful change in the value equation in the small cap market. We are 
also cognisant that despite the attractive valuations supporting the share 
prices of small industrial stocks, a flurry of warnings about short term profit 
uncertainty will likely result in volatility as the market tries to discount the 
news. 

In our portfolio we continue to seek balance. We seek to balance high 
company operating leverage with low financial leverage, illiquid external 
funding access with very liquid internal cashflows, high investment risk with 
high expected returns, low benchmark diversification with high portfolio 
diversification. Balance will become increasingly important as we move 
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beyond the euphoria of catastrophe averted (the market position of the last 
two years) and move forward into dealing with the structural imbalances 
that remain. Our portfolio remains overweight higher quality industrial 
franchises at the expense of being underweight resources and mining 
services stocks that continue to show little valuation appeal at this time. 
 

 

Portfolio positioning – Schroder Australian Smaller Companies Fund as at 31 March 2011 

Source: Schroders 

 

Investment in the Schroder Australian Smaller Companies Fund may be made on an application form in Product Disclosure Statement which is 
available from Schroder Investment Management Australia Limited, ABN 22 000 443 274, AFS Licence 226473 ("Schroders") .  Opinions, 
estimates and projections in this report constitute the current judgement of the author as of the date of this report.  They do not necessarily reflect 
the opinions of Schroders or any member of the Schroders Group and are subject to change without notice.  In preparing this document, we have 
relied upon and assumed, without independent verification, the accuracy and completeness of all information available from public sources or which 
was otherwise reviewed by us.  Schroders does not give any warranty as to the accuracy, reliability or completeness of information which is 
contained in this article. Except insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or any 
company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission 
in this article or for any resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of this article or any 
other person. This document does not contain, and should not be relied on as containing any investment, accounting, legal or tax advice. Past 
performance is not a reliable indicator of future performance. Unless otherwise stated the source for all graphs and tables contained in this 
document is Schroders.  For security purposes telephone calls may be taped.  
 
 

 


