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In difficult economic times, such as those we are currently living through,
investors flock to perceived safe havens. In terms of equities, large cap,
defensive companies with steady earnings streams tend to be regarded
as the least risky stocks. Conversely, investors tend to shun smaller
caps. The latter are regarded as being particularly vulnerable to an
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Fund Manager, Global Equities economic downturn for a number of reasons including:

Lack of cash reserves and the relatively easy access to capital enjoyed
by their larger counterparts.

Larger companies generally operate in well-established markets and
may have well-known brands and products that consumers regard as
necessities.

Relative difficulty in cutting costs. While it may be fairly easy for a big
company to cut costs — if only because they have large numbers of staff
— it can be much more difficult for a smaller company to economize.

Greater growth potential

However, there are good reasons for believing that over the long term, smaller
companies hold greater investment potential than large caps, given their latent
ability to grow earnings at a faster pace than well-established businesses. This
partly reflects the fact that smaller companies are starting from a much lower
base but also because they may have exploited untapped niche sectors or
have developed new technologies or products.

Exploiting global growth

Over the past few years, many smaller companies have tapped into the
strength of demand in emerging markets or are gaining from secular growth
and innovative new technologies. Larger companies have also exploited the
growth of emerging markets but smaller companies, which tend to be more
nimble than big corporates, have perhaps been quicker to do so.

Examples of companies that are enjoying robust sales in the developing world
include Symrise, the German supplier of fragrances, flavourings, cosmetic
active ingredients, and functional ingredients. The company’s clients include
manufacturers of perfumes, cosmetics and foods, the pharmaceutical industry
and producers of nutritional supplements. Sales growth is being driven by
demand from emerging markets, which now account for nearly half of the
company’s revenues.

The UK engineering company Renishaw is also bucking the economic
slowdown by targeting emerging markets. Indeed, exports account for 95% of
sales and the company says that as well as avoiding being reliant on the UK,
its focus on overseas sales provides a wider variety of market sector
opportunities, as the UK will not necessarily have all the industries in which



Renishaw’s products can be applied. The company, for example, is currently
seeing strong growth in Asia due to the strength of consumer electronics
manufacturing in the region, including the latest generation LED TVs.

Robust emerging market sales are also driving healthy earnings growth at
another UK company Rotork Engineering. The firm makes actuators —
equipment that controls the operation of valves — and demand remains solid,
particularly in countries such as China, which is spending vast amounts on
infrastructure projects and on the water, oil and gas pipelines that require
Rotork’s products.

These UK companies have clearly benefited from the weak pound and, going
forward, any weakening of the euro will clearly benefit Symrise and other
exporters based in the eurozone. In addition, it is possible to invest in well-
managed smaller companies in the eurozone that are benefiting from structural
growth and that are relatively insulated from the wider debt concerns afflicting
euroland. Yet the valuations of these companies have been rendered
increasingly attractive by the sovereign debt crisis.

Japanese smaller companies have also benefited from their proximity to fast-
growing emerging economies such as China, as well as their relative isolation
from the eurozone crisis. Technological innovation is another factor powering
the smaller company sector in Japan and other parts of the globe. Many of
Apple’s products, for example, incorporate technology supplied by Japanese
smaller businesses.

Attractive value

Despite the relatively strong performance of small caps they continue to offer
very good value. Indeed, Japanese small caps have been described as the
cheapest asset class in the world, while in other markets they offer exceptional
value both in historical terms and in relation to other assets. In Europe, for
example, smaller companies are trading on similar multiples to their large cap
counterparts yet, as mentioned earlier, have much greater earnings growth
potential.

Over the long term, we would expect smaller companies to continue to
outperform their large cap counterparts, and not just because of their faster
earnings growth potential. Smaller companies, for example, are more
vulnerable to takeovers than large businesses and M&A activity could be one
of the key drivers of share prices in the coming years.

Much of the corporate sector is sitting on large cashpiles — reflecting
companies’ understandable cautious approach to investing in the current
uncertain economic environment. Large companies may seek to deploy this
cash to acquire smaller competitors, especially given the appealing valuations
in the sector. Corporate activity is already on the up in Japan where the smaller
companies sector has seen a number of Management Buyouts, an indication
that company management sees considerable value in the sector. Elsewhere,
however, financial markets probably need a period of stability before M&A
activity accelerates.

It is also important to remember that the asset class holds considerable
potential for stock pickers. This is because it contains such a diverse range of
sectors and businesses. In addition, smaller companies tend to be less well
researched by analysts and so provide the potential for greater returns for
managers taking a detailed 'bottom-up' approach to their research.



Finally, one might expect small caps to struggle in the current era of relatively
high inflation. This is because they generally lack the pricing power of larger
companies, which are able to pass on higher costs to end users or are better
placed to absorb price rises through economies of scale. However, good stock
selection can also assist here. It is certainly possible to find small companies
with strong competitive positions that do have robust pricing power.

Good stock picking is critical to fully exploit share price weakness

To recap, this could be a very good time to invest in smaller companies.
Uncertainty about the economic outlook has hit the share prices of these
companies even though some will continue to prosper even in a downturn
given their exposure to structural growth and/or new technologies. Moreover, it
is important to remember that smaller companies have the potential to outpace
their larger counterparts given their much greater growth potential. Finally,
good stock selection is essential in this area given the huge variety of
companies that cover a diverse range of sectors.
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