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Small Talk 
Let’s talk turkey 
by Marcus Burns, Senior Portfolio Manager, Australian Smaller Companies 
 
 
Markets started calendar 2014 with a fizz rather than with the bang which was pretty much all the market 
pundits had forecast.  The only thing that was forecastable about the forecasts was that they would be wrong.  I 
clearly remember being told by a very senior commodities forecaster years ago that the best way to forecast 
accurately was “to forecast often”.  In other words iterate very quickly to the current market reality so that no 
one realises your real “forecasts’ were way off!  This is a pretty cynical way to start off.  Let’s not forget   
forecasting is a hard job,  one might almost say pointless, especially in the domain of the markets.  However, 
we would rather put our energies and finite resources into selecting equities that have good prospects of 
providing better than average returns and relying on the market’s invisible hand to reward our investors over 
the medium term.  This is one of the reasons we are very reluctant as a house to try to provide a short term 
view of market movements.  The other thing investors and commentators tend to spend an inordinate amount 
of time speculating upon is the GDP growth rate of our, or indeed the global, economy.  Again we think this 
focus and energy is misdirected.  Whilst in general economic theory global GDP growth rate adds to overall 
wealth, it doesn’t correlate well with equity market returns.  This is somewhat counter intuitive until you realise 
that equity prices are pre-emptive and factor in a lot of the current market information.  Buying the market or a 
stock has embedded in the share price the sum total of the active investors’ views on the stock (at least in the 
short term).  In addition, there have been many studies demonstrating that country growth rates and country 
equity market returns have not been well correlated.  Some of this may be due to a particular market over-
pricing the future (namely Japan in the late 80’s) and some is due to the inability of listed equities to trap and 
retain economic value for their shareholders.  
 
Trapping and retaining economic value as opposed to it leaking out to competition, regulators or by other 
means is what we are really seeking when we look for superior businesses.  Higher growth rates and high 
returns on capital are not necessarily hand maidens and given the choice we would always seek the latter.  We 
have laboured the high returns on capital point often enough in previous commentaries not to repeat it here.  
The only additional caveat to add is that we are looking for what we determine to be ‘sustainably’ high returns 
on capital.  It is here that dynamics of judgment, argument and debate are called for - and that is what you are 
buying into with our funds.  It would be great to be able to give investors a seat at the table during our morning 
meetings enabling them to observe some of the discussions in action.  All of the intense debate we encourage, 
however, is in the name of attacking the ball not the man.  What cannot be written in text books is the 
application of financial theory to the real world.  Simple financial examples always serve in ‘textbook finance’ to 
give one a very unreal sense of certainty – the real world application is often anything but!  
 
An example which came up recently in one of our meetings to illustrate the possibility of discontinuous change 
– or something that could change rapidly and affect a company’s return on capital - is that of the life of a turkey. 
For the first 20 weeks of a turkey’s life, it wakes up, is fed, has a little exercise and then repeats the cycle.  On 
or around Christmas time, that turkey’s day is dramatically and unrepeatably different.  It arises, stretches its 
turkey wings and expects exactly the same day it has had for the first 20 weeks of its life only to be rudely 
interrupted by a trip to the slaughterhouse.  The lesson for the turkey is that it should not merely extrapolate the 
smooth existence its relatively short life path has so far traversed.  Unfortunately, a number of smaller cap 
stocks are or are about to live the life of the turkey. What has been an almost linear trend in many share prices 
is about to get interrupted by the slaughterhouse axe as future projections of smooth and growing earnings 
meet their reality. There have already been several examples during January and we suspect there will be 
quite a few more “turkey moments” out there as the year unfolds.  Looking ahead for potential cliffs like this is 
what we spend a reasonable amount of time doing.   
 
Similarly, a company with a relatively short history may look in a text book finance sense to have all the 
hallmarks of high returns and a great industry structure.  Many of these could exist in the technology world or in 
recently listed securities that have relatively short histories in a commercial sense.  The issue we challenge 
ourselves to understand is the duration and durability of these returns.  The very inventiveness and disruption 
that propels a technology stock to the top of their field may be the self-same weapons used by younger brighter 
conquerors to overthrow them at some short timeframe in the future.  He who lives by the sword dies by the 
sword.  If this happens to some of the popular technology stocks in the small cap arena – there will be turkey-
like moments.  
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To sum up we see two main risks to small cap stocks at the moment.  The primary one is the earnings multiple 
meets slowing earnings growth reality check and the second is durability of returns on capital meets business 
disruption risk.  Rather than holding on for grim death when we think there is heightened risk in these situations 
we have been selling out or reducing exposure to these names.  We have made mention in the past that 
redeploying these funds has been relatively difficult given the full valuations with many of the better quality 
industrial names.  As the market is starting to pull back and with several stocks having had their ‘turkey 
moment’, an increasing number of smaller cap stocks could start looking more interesting again – and not just 
as a tasty, high protein meat to put on a sandwich. 
 
Outlook 
January has started poorly for most equity markets despite a widely held belief that the momentum from 2013 
would carry forward into this year.  Our view has been that as the market raced up last year to much applause 
it was starting to look overvalued in parts and we were becoming more defensive.  We expect 2014 to be an 
unexciting year in terms of overall returns given its high starting point and a likely tough year ahead to deliver 
the market’s forecast earnings growth.  We see a potential de-rating of many of the expensive industrials in the 
small cap arena.  If this pans out it will give us more attractive opportunities to invest capital.  The IPO market 
which was in full swing in the final quarter of 2013 looks likely to continue into the beginning of 2014.  A good 
number of these names are unlikely to fit our investment criteria when weighing up durability of business model 
and valuations against other listed opportunities.  However if they fit the bill and don’t appear to possess a 
good set of plumage we may participate selectively.   
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