The lost decade for Small Caps?
The surprising index “truth”
Real estate agents rarely say that property is not a great investment and small cap managers tend to
highlight the benefits of investing today in smaller companies that will grow to be the successful
behemoth companies over the next decade. In addition, we have the academic claims of higher long
term returns from small caps or the so-called “small cap premium” although this has been refuted by
other academic papers since the 1980s. But do the numbers support the small cap promoters’
claims?
The answer as in many arguments is, “it depends”. Naturally the first step is to grab the long term
“data” although this can be problematic given our Small Ordinaries index was launched in 2000. In
any case showing the results to many clients has led to the reaction “Brian -surely you have the
labels around the wrong way!”. Unfortunately for small cap aficionados, the index results have been
underwhelming for the last decade as shown in the chart below:Chart 1: Small cap index (Small Ordinaries Accumulation) results compared to the larger cap
(ASX300 Accumulation), both include dividends re-invested:

So what happened? – esentially :-

Extremely accommodative monetary policy has driven a large cap rally around the
world
Small caps did suffer more from the ravages of the GFC as you can see from the
chart
The deflation in commodity prices from around 2011-2015 had more of an effect on
small caps.

Not the end of the story
Given that many people find it hard to research and choose their own portfolio of smaller companies
(made difficult in many cases by lack of broker/research coverage), they tend to use professional
fund managers to do the job. Using the Mercer* survey as a guide, it is helpful to add back any
additional return the median manager has produced over that period. In Chart 2. below I have

adjusted the end point for both Small (orange dotted line) and Large Caps (blue dotted line) to show
what the median manager had achieved in addition to their index based on the Mercer Survey. The
results are quite staggering.
Chart 2: Small cap index (Small Ordinaries Accumulation) results compared to the larger cap
(ASX300 Accumulation), and the Mercer* Median Manager

In some respects the academic research also supports this notion with some advisers saying that
there is a clear small cap premium if you consistently apply a quality filter. This makes intuitive sense
in that there are many companies out there vying for investors’ capital outside the top 100, so
throwing out the low quality stocks in this universe should improve returns. (e.g. see
https://www.advisorperspectives.com/articles/2018/07/12/the-size-effect-is-not-dead).

What about the longer term?
These are the sort of numbers that have been used in the US (where we have a longer small cap
series to analyse). I suspect the nature of the Australian market is different and, of course, not many
people have an 88 year investment time horizon!
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Returns are 5 per annum. Includes reinvestment of dividends. Data to 2009 sourced from Dimensional
Fund Advisors.*2010-18 (to June 2018) sourced from 8IP and Bloomberg using the S &P500 and
Russell 2000 indices with dividends re-invested.

The bottom line
Small and micro-cap markets are a great place to generate alpha and complement many Australian’s
top-heavy portfolios. In this market, obtaining the median small cap manager’s performance should
produce a good return above the larger cap market for investors with a 5 year plus time horizon.
Brian Thomas
General Manager – Business & Investments
8IP – Eight Investment Partners
Assumptions and notes
1. *Please note the median returns are not an official Mercer universe release. See
https://www.mercerinsight.com/importantnotices.aspx for details
2. The charts are based on the accumulation of $100 over the periods shown and do not
include fees and taxes.
3. Survivorship bias and the ability for investors to choose a future median-plus performing
manager are also important considerations.
4. Past performance may not be indicative of future performance for both funds and indices.
5. Investors considering a Small Cap Fund should read the PDS, understand that these Funds
can exhibit short term volatile returns and consider seeking professional advice.
About the author
Brian Thomas is General Manager – Business & Investments at Eight Investment Partners (8ip) and
Director – Consulting Services with Wealthadvice. Prior to that he was General Manager –
Investments at Perennial Investment Partners, Managing Director and Head of Distribution for Credit
Suisse Asset Management and a Division Director at Macquarie Bank.

