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^ Spheria

Australian Microcap Fund. Returns of the Fund are net of applicable fees, costs and taxes
* Benchmark is the S&P/ASX Small Ordinaries Accumulation Index.
** Microcap Index refers to S&P/ASX Emerging Companies Accumulation Index.
# Inception date is 16 May 2016. Past performance is not a reliable indicator of future performance.
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The Spheria Australian Microcap Fund decreased 6.2% in October
outperforming the Benchmark by 3.4%. For the year ending 31st October
2018, the Fund outperformed by 2.1%.
The Australian sharemarket fell considerably in October, falling in sympathy
with a US market that is finally showing signs of cracking under the pressure
that has afflicted emerging markets since the beginning of the year. The
Australian smaller companies space had seemingly been immune to the
volatility until October, with a select cohort of market darling stocks driving
the index higher, effectively camouflaging broader weakness. Clearly, there
is a linkage between these darlings and the US market, particularly names in
the technology sector. We believe the fundamental link is tenuous,
however, with the majority of small cap market darlings in Australia and New
Zealand a function of a narrow universe and excess demand for anything
resembling growth. In most instances the growth is purely at the top line and
at the expense of cash flow and returns. These companies generally need
third party funding to continue their strategies which is easy to come by
when there is excess liquidity. With central banks now tightening the screws
it may mean the fairy tale is coming to an end. We wonder if this will see a
changing of the guard in the next few years with many a maligned company
finding greater favour. In our view, that is where the value lies with recent
takeover activity lending support to this thesis.
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A review of the index movements for the month is telling as the largest
decliners were the hyper-popular names of the last couple of years. We -5%
share colour on some of the more notable decliners below. Whether by
good fortune or good management we did not own any of the following -10%
companies:
Largest decliner was Kogan (KGN) which fell 50% after a significant profit
warning. Its share price had ridden the Amazon wave over the last couple
of years, only to be dumped in the last few months by management and
now by its investors. It is down over 70% from peak to trough.

•

WPP is a media agency group that also had a profit warning due to
structural and cyclical issues. Its share price fell 35% and its long serving
CEO announced his intention to retire.
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•

Corporate Travel (CTD) declined 34% after the release of a critical research report from a hedge fund that had
shorted the stock. Regardless of the substance of the report we expect travel related companies to struggle in
the next few years as technology and macro-economic factors affect demand for their services.

•

Afterpay (APT) fell 30% after a spectacular re-rating in the last couple of years driven by strong uptake of
merchants and consumers for its layby product. Given it earns very little and has an extremely high valuation, a
lot can go wrong and just about everything has to go right to justify its rating.

•

BWX declined 29% after a profit warning, with the usual “hollow” skew of earnings to the second half to placate
investors wanting the guidance crutch. Increased competition in the natural skin care market, a flurry of
acquisitions by BWX and a debt laden balance sheet are cause for concern.

•

Domain (DGH) fell 29% after a major profit warning due to weakness in its print advertising and digital display,
which is a function of a deteriorating housing market thus illustrating the cyclicality of the business. It is not
priced for cyclicality given its high rating nor for structural headwinds facing its print advertising exposure.

The top ten performers for the month in the index included a number of gold companies and a couple of
companies subject to takeover proposals including MYOB (MYO) and Navitas (NVT), albeit we were unable to own
these given their larger market cap size. The Fund had a position in Watpac (WTP) which was subject to an
unconditional takeover offer from Besix, its major shareholder. We vended our shares in to the on-market bid at a
33% premium to the pre-bid price. The Fund also benefited from speculation surrounding a potential takeover of
Greencross (GXL) with the share price rallying 7% over the month. GXL entered a trading halt in early November
with a private equity suitor expected to acquire the company.
Outside of takeovers, there was a bright spot in the Fund with Vita Group (VTG) significantly upgrading its profit
guidance with 1H19 EBIT expected to grow 15 to 24%. We believe this illustrates an unappreciated strength of
VTG’s business in that its store network is skewed to regional areas where Telstra’s network is unrivalled.
Unbelievably, VTG is trading on only 3.5x free cash flow, which equates to a three-year and a half year payback for
shareholders assuming no growth. With Telstra completing its 5G rollout in the next 12-18 months there will be a
significant upgrade cycle for handsets, which means the assumption of “no growth” could be seriously
conservative. The consumer obsession with their handset is unlikely to subside anytime soon. We believe VTG is
well positioned to benefit from this trend.
As noted earlier, it appears the divergence in valuations between the market darlings and the more maligned
segments of the small cap space is now converging with the catalyst being takeover activity amongst the lower
rated companies. Recent announced takeovers (in the small cap market) include Scottish Pacific, MYOB, Navitas,
Healthscope, Watpac, Steel & Tube (NZ listed) and Fairfax. Whilst not specifically positioning for takeovers our
work around industry structure, valuation and a focus on cash flow generative businesses means this is a byproduct of our investment process. We suspect there will be more takeover activity in our portfolios, albeit tighter
funding markets may eventually stymie that.
We remain positive on the outlook for our portfolios as valuations are appealing. Furthermore, our companies
have relatively strong balance sheets and robust cash flows. A downturn will affect them, but they should come
out the other side stronger by taking market share from weakened competitors. Our quality filters ensure that the
companies we invest in have genuine cash flows that match earnings, we avoid companies whose strategy is to
recklessly acquire growth. We believe these kinds of companies will come unstuck in the next few years as
liquidity recedes. The market is brutal to even the most celebrated companies when the integrity of the business
strategy and financial reports comes into question.
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Spheria Australian Microcap Fund

Platform availability

Benchmark (universe)

S&P/ASX Small Ordinaries Accumulation Index

ASGARD

Investment objective

The Fund aims to outperform the S&P/ASX Small Ordinaries
Accumulation Index over the medium to long term.

BT Panorama

Investing universe

Primarily listed companies outside the top ASX 250 listed
companies by market capitalisation and companies listed on the
New Zealand Stock Exchange with an equivalent market
capitalisation

BT Wrap
HUB24
IOOF Portfolio Service
Macquarie Wrap

Distributions

Annually

Fees

1.35% p.a. management fee & 20% performance fee of the Fund’s
excess return versus its benchmark, net of the management fee

Cash

•
•

Expected turnover

20-40%

One Vue

Style

Long only

uXchange

APIR

WHT0066AU

Minimum Initial
Investment

$100,000

Up to 20% cash
Typically 5% - 10%

mFund
MLC Wrap /
Navigator
Netwealth

Spheria Asset Management Pty Limited ABN 42 611 081 326 (‘Spheria’) is a corporate authorised representative (No. 1240979) of Pinnacle
Investment Management Limited (ABN 66 109 659 109 AFSL 322140). Interests in the Spheria Australian Microcap Fund ARSN 611 819 651 (the
‘Fund’) are issued by Pinnacle Fund Services Limited (ABN 29 082 494 362 AFSL 238371), the Responsible Entity. The Responsible Entity is not
licensed to provide financial product advice. You should consider the Product Disclosure Statement (‘PDS’) in its entirety before making an
investment decision. The current PDS of the Fund can be found at www.spheria.com.au/funds. Spheria is the investment manager of the Fund.
Spheria and Pinnacle Fund Services Limited believe the information contained in this communication is reliable, however its accuracy, reliability or
completeness is not guaranteed. To the extent permitted by law, Spheria and Pinnacle Fund Services Limited disclaim all liability to any person
relying on the information in respect of any loss or damage however caused, which may be suffered or arise directly or indirectly in respect of such
information contained in this communication. Any opinions or forecasts reflect the judgment and assumptions of Spheria and its representatives on
the basis of information at the date of publication and may later change without notice. The information is not intended as a securities
recommendation or statement of opinion intended to influence a person or persons in making a decision in relation to investment. This
communication is for general information only. It has been prepared without taking account of any person’s objectives, financial situation or needs.
Any persons relying on this information should obtain professional advice before doing so. Past performance is not a reliable indicator of future
performance.
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