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Small Ords danger zone

By Damien Klassen
September 17, 2010

PORTFOLIO POINT: More loss-making resources stocks are moving into the Small Ordinaries
index, making it more volatile.

The makeup of the Small Ordinaries index is changing, making it a much tougher place for investors to
turn a profit. Ten years ago industrial stocks outweighed resources stocks by almost five to one. Soon
they will be almost equally weighted.

In the current quarter, the index — which covers stocks within the ASX 300 but outside the ASX 100 — will
lose up to seven of its largest, most-profitable stocks. They will be replaced mainly by loss-making
resources companies, making the index much more volatile.

Proportion of the Small Ordinaries *
% Small Ords * Last data point is an estimate of the effect of the upcoming changes.
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Ten years ago, if you had the view that small caps would outperform, you could conceivably buy a small
cap fund or invest directly in a range of stocks and trust that “a rising tide would lift all boats”. Now, the
sheer number of loss-making companies — primarily in the resources sector — means stock picking is
much more important.

Just because a resource project is loss-making it doesn’'t mean it is a poor project; often it means the
company is developing a sizeable resource and will make significant profits in the years to come. These
types of companies usually carry higher risk than those that are profitable now, and although it is often



useful to spread your investment over several of them, having too many means you will start to run some
pretty big risks.

Keep in mind that many of these resources stocks are “flavour of the month” and could be out of vogue in
the near future. The median life of a resource or resource services stock in the Small Ordinaries in 2010
was just 18 months, compared with almost 10 years for companies in other sectors.

Most small-cap fund managers benchmark their performance to the Small Ordinaries index, which has
idiosyncrasies that are not found in other indices. The makeup of a typical index (such as the ASX 200,
for example) is such that the worst performers end up a small part of the index and then eventually drop
out to be replaced by the best of the outsiders.

The new stock only makes up a small proportion and so the effect on the index is relatively minimal.
Takeovers of larger stocks can have a bigger effect, however the replacement stock is usually only a
small proportion of the index and so again doesn’t have a large effect on the makeup of the index.

In contrast, the best companies from the Small Ordinaries graduate to the ASX 100 and are replaced
poor performers relegated from the top 100. If we can compare this to direct portfolio management, it is
like replacing your outperformers with underperformers.

At the same time, those underperforming stocks are bigger in terms of market capitalisation and so
account for a larger proportion of the index. So, the “narrative” is that with all of the ASX 100 takeovers,
the Small Ordinaries is losing its biggest, most stable stocks and getting back either mining stocks with no
earnings or the worst stocks from the ASX 100.

In the last quarter alone, the Small Ordinaries has lost five of its most profitable companies ResMed
(RMD), Ramsay Health (RHC), Ten Network (TEN), Viterra (VTA) and Macarthur Coal (MCC) and looks
like losing Healthscope (HSP) to takeover and Adelaide Brighton (ABC) to a promotion.

In exchange, the index got back Energy Resources of Australia (first-half profits down 82%), Nufarm (just
breached its debt covenants due to poor earnings), Unilife (loss making) and another eight resource
companies that are currently loss-making.
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These trends have already played havoc with traditional ratios. | gave up looking at small resources EPS
growth or price/earnings multiples long ago because there are so many companies that are forecast to
move from negative earnings to positive earnings that comparisons and multiples are relatively
meaningless: often the inclusion or exclusion of a single company moving from a loss to a profit can make
a significant difference.

All this makes stock selection critical over the next few years, and avoiding the most hyped resource
stocks and the dregs from the ASX 100 will be the key to performance. Randomly selecting a dozen small
caps based on favourable reports isn’t going to cut it; you are going to have to work much harder than
that.

Damien Klassen is an asset allocation strategist with Wilson HTM.
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