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InvestSMART Australian Small Companies Fund

S&P/ASX Small Ordinaries Accumulation Index (Benchmark)

Key points

e  Portfolio slightly outperforms its index
over the quarter

e  We reflect on the portfolio’s journey so far

e We discuss the current market conditions
and finding new opportunities

The fund lost -2.66% in the month of December. The
benchmark lost -4.18%. For the December quarter, the fund
lost 11.33% while the benchmark lost 13.29%. Across both
time periods, performance was poor in absolute terms but

somewhat better in relative terms.

It’s been a tough period for equity returns with the All Ords
down 7.28%, and it’s been even tougher at the smaller end,
with the Small Ordinaries down 12.75% and the Emerging
Index down 18.47% for the financial year to date (including
dividends).

The Fund’s relative outperformance for the month would’ve
been a lot better were it not for IOOF, an integrated wealth
management business we’ve been nibbling at over the last
few months, which fell by 25% in December after getting
into a fist fight with APRA.

We were initially attracted by IOOF’s inertia. Platform assets
tend to be incredibly sticky due to the hassle involved with
changing. Even AMP’s funds under administration have held

up well despite its ‘fees for no service’ scandal.

The market looked to be throwing IOOF ‘out with the
bathwater’. AMP had been found to be systematically
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-2.66% -11.33% -9.32% -18.92% 2.38%

-4.18% -13.70% -12.75% -8.67% 6.27%

ripping off its customers and the market seemed to be
assuming IOOF was doing so too. But despite an arrogant
showing by the company’s CEO at the Royal Commission
hearings, and a media sideshow about hand written board
notes, there was little evidence of any systemic wrongdoing
by IOOF.

APRA’s move to disqualify key IOOF directors, and impose
license conditions, caught us by surprise, especially given
IOOF track record of being good stewards of shareholder’s
capital and maintaining an amicable relationship with the

regulator.
]

“THE NEWS THROWS IOOF’S
TAKEOVER OF ANZ’S WEALTH
BUSINESS INTO JEOPARDY, BUT
WE’RE LESS SCEPTICAL OF ITS
IMPACT TO VALUE THAN THE MARKET
IS.”

The news throws IOOF’s takeover of ANZ’s wealth business
into jeopardy, but we’re less sceptical of its impact to value
than the market is. Even in the worst-case scenario, where
the acquisition falls over completely (and ANZ returns
IOOF’s $800m), you’d need to see savage remediation
payments and asset outflows to make IOOF a bad

investment, and we consider them unlikely.

Uncertainty and risk are not the same thing, and at current

prices, IOOF is brimming with the former but not the later.
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Reflections on the journey so far

It’s been nearly two years since some Intelligent Investor
analysts got together to build a concentrated portfolio of
our best small company ideas, so it’s as good a time as any

to reflect on the journey so far.

After kicking off in February 2017, the fund got off to a bang
with takeover offers for our two largest holdings, Touchcorp
and Rubik Financial, in the first month, and strong surges
in Jumbo Interactive and Academies Australasia rounded
out a good first year. But a torrid 6-months from January
to June 2018 saw us give back all of our outperformance,
and we now find ourselves underperforming the benchmark
by 3.89% p.a. As many of our investors joined later in the

journey, most have only had a negative experience.

IASCF BENCHMARK DIFFERENCE

Feb-Jun 2017 1.2% 3.6% 7.6%
Jul-Dec 2017 16.0% 18.7% -2.7%
Jan-Jun 2018 -10.6% 4.7% -15.3%
Jul-Dec 2018 -9.3% -12.7% 3.4%

The destructive 6-month period, where the fund lost 10.6%
while the index marched ahead, was largely due to the
underperformance of three stocks: iSelect, amaysim and
CSG Limited.

Whether the original investment cases were sound is up
for debate. But what’s clear is that we failed to respond to
deteriorating prospects, which for iSelect and Amaysim,

was made all too clear by the behaviour of insiders.

iSelect’s CFO departed in November 2017 and other senior
executives shortly followed, as did a nasty downgrade in
February 2018 and again in April. Amaysim’s CEO sold all of
his fully paid shares after completing a large debt funded

acquisition, just six months before the core mobile business
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hit the skids.

Glossy result presentations depicted prosperous futures

for both businesses but the insider’s behaviour told a
different story. As Nassim Taleb says “Don’t tell me what you
think, just show me what’s in your portfolio”, and for these
managers, it certainly didn’t contain their employer’s shares.
]
“SMALL COMPANIES OFFER THE
POTENTIAL FOR RAPID, OUTSIZED
GAINS, AND SOMETIMES, ALL THAT

IS NEEDED TO TURBOCHARGE

THEIR EARNINGS OR TURN

INVESTOR SENTIMENT IS A SINGLE
ANNOUNCEMENT.”
]
Had we been more attentive to these signals we could have
minimised the severity of our losses by reducing our position
size. There’s a chance we could have sidestepped them
altogether. But we failed to do so and it cost you, and us,

dearly.

It’s possible that complacency was at play. A good year in
the bank may have caused us to relax our guard at precisely
the wrong time. Commitment bias may have also been a
contributor. iSelect and Amaysim featured regularly on
Intelligent Investor’s buy list, which may have made it harder
to reverse course after regularly singing their praises. It’s
also possible that we're guilty of ‘thumb sucking’, to borrow
a phrase from Warren Buffett, precisely when swift action

was needed.
Rectifying mistakes

After much soul searching, we’ve made a number of
improvements to our investment process to rectify these
issues. We now pay much closer attention to the incentives
and activity of insiders, and it’s already leading to better

outcomes.

We took a close look at Integrated Research throughout last
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year but held off largely due to the large share sales by its
Chairman, and caution here has helped us sidestep a 60%
drawdown. We've also maintained a position in Academies
Australasia despite its hefty gains, as we’ve given more

weight to the CEO’s relentless buying.

We’ve also changed our management structure as we
announced in August. A Chinese wall has gone up to
separate the Intelligent Investor publication team from the

newly created funds management team.

I’'m now directly accountable for the fund’s performance,
and with 90% of my net worth either invested in the fund, or
directly in its investee companies, | care about its success at
least as much as all of our investors. 2018 is a sore spot that

we’re eager to put behind us.

Getting ahead of the index won’t be easy but it’s far from
insurmountable. What gives us confidence is the pond
we fish in. Small companies offer the potential for rapid,
outsized gains, and sometimes, all that is needed to
turbocharge their earnings or turn investor sentiment is a

single announcement.

Audinate’s growth could take off as the shift to digital
accelerates. MSL Solutions could win a few golf
handicapping contracts with the leading European
associations. Thorn Group could settle its class action and

shift its focus to rewarding shareholders.

It might take years for us to get ahead of our benchmark as
we slowly reclaim underperformance bit by bit. Or it could
all come at once. We've generated 8% in a month before and

there’s nothing stopping us from doing it again.
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Current conditions

We’re now tasked with finding a suitable replacement for
Trade Me, which we’re set to sell in the coming months as it

gets taken over by Apax Partners.

The recent downturn in equity prices has made the

search somewhat easier. Businesses are more reasonably
priced which enhances their future returns, and investors
are behaving skittishly at times which can create juicy
mispricings. We've noticed capitulation selling in a few
pockets, which has us salivating over the prospect of finding

a few gems amidst the rubble.

But despite sporting a lower average price earnings
multiple, the market remains ‘polarised’ as most businesses
seem to fall into one of two groups: those with obvious
appeal that are priced for near-flawless execution, and
those with obvious challenges that are priced for a hopeless
future. The former group has been a more rewarding place
to be to date, but there’s no guarantee that what has worked

will continue working.

We'd prefer to add another business that shares Trade
Me’s quality and long term growth potential, but it’s a hotly
contested area which offers rare mispricings. So we may
have to sit on higher cash levels than we’d like in the short

term, as we wait for an opportunity that meets our criteria.

With that said, we have already been nibbling at a few
market leading names as they inch into buying range, and

we’d be happy to continue buying if prices weaken further.
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Portfolio breakdown D e e

Security Weighting
Trade Me 7.67%
Thorn Group 7.23%
RPMGilobal Holdings 6.27%
Hansen Technologies 5.69%
MSL Solutions 4.72%

F Information Technology 35.18%

F Consumer Discretionary 24.20%

Cash 17.55%

f Financials 7.18%

¥ Materials 4.65%

# Real Estate 4.45%

I Energy 3.05%

¥ Industrials 1.89%

¥ communications Services 1.84%
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InvestSMART Group Limited (INV)

was founded in 1999 and is a leading Australian digital Key Details
wealth advisor which has over 32,000 clients and over $1.4B

in assets under advice. InvestSMART’s goal is to provide

A portfolio of individually selected Australian
quality advice and low cost investment products, free from

Equities
the jargon and complexities so commonly found in the
finance industry, to help you meet your financial aspirations.
I ———— Active Stock Selection, Value Investing Approach
The Fund S&P/ASX Small Ordinaries Accumulation Index
The InvestSMART Australian Small Companies Fund is a
concentrated portfolio of 10 - 25 Australian listed small 1 February 2017
companies and cash, that seeks to deliver moderate to high
total portfolio returns over the long-term.
7+ years
Investment objective
10-25
The Fund’s investment objective is to deliver long-term
capital growth by investing in small Australian companies.
0.97% p.a.

Why the InvestSMART Australian

Small Companies Fund? 10.25% of the excess of the Fund’s performance
above the benchmark”

Suitable for those looking to diversify their Australian

equity exposure, take advantage of the potential missed $25,000

opportunities that are often overlooked and not well-

researched by larger fund managers.
Managed Fund

Actively managed by our investment team, the InvestSMART

Australian Small Companies Fund allows investors access to Suitable for investors who are seeking domestic

these opportunities at a lower fee structure than most fund equity exposure with a growing stream of dividends
managers. to offset inflation
Who manages the investment? Alex Hughes, CFA

Alex joined the team in July 2016 to provide dedicated research
on small capitalisation companies (small caps) and is supported
by our Investment Committee, chaired by Paul Clitheroe. Alex
has over 8 years successfully managing private portfolios,

and prior to joining the team, held various roles in funds ABenchmark is the greater of the S&P/ASX Small Ordinaries Accumulation Index
and the RBA Cash Rate in each 12 months to June 30. Performance fees are only
accrued if the Fund Net Asset Value (NAV) is higher than the NAV when last

Financial Analyst (CFA) charterholder and holds a degree in performance fee was paid (high watermark).

management and international research. Alex is a Chartered

Finance and International Business from Griffith University.

Performance numbers exclude franking, after investment and admin fees; excludes brokerage. All yield figures include franking. All performance figures, graphs and
diagrams are as at 31 December 2018. Performance figures are based on the portfolio’s previous investment structure, a Separately Managed Account (SMA). This
portfolio is now offered as a Professionally Managed Account (PMA), as of 1 November 2018. The underlying securities remain the same between the SMA and PMA
structures. The inception date refers to the SMA. Please see the Investment Menu for full PMA fee details. Table 1 performance figures; after investment and admin
fees, includes brokerage. Unit pricing taken at the end of each month.
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Important information

While every care has been taken in preparation of this
document, InvestSMART Funds Management Limited
(ABN 62 067 751759, AFSL 246441) (“InvestSMART”)
makes no representations or warranties as to the accuracy
or completeness of any statement in it including, without
limitation, any forecasts. Past performance is not a
reliable indicator of future performance. This document
has been prepared for the purpose of providing general
information, without taking account of any particular
investor’s objectives, financial situation or needs. An
investor should, before making any investment decisions,
consider the appropriateness of the information in this
document, and seek professional advice, having regard
to the investor’s objectives,financial situation and needs.
This document is solely for the use of the party to whom

it is provided.

This document has been prepared by InvestSMART.
Financial commentary contained within this report is
provided by InvestSMART. The information contained in this
document is not intended to be a definitive statement on the
subject matter nor an endorsement that this model portfolio
is appropriate for you and should not be relied upon in

making a decision to invest in this product.

The information in this report is general information

only and does not take into account your individual
objectives, financial situation, needs or circumstances. No
representations or warranties express or implied, are made
as to the accuracy or completeness of the information,
opinions and conclusions contained in this report. In
preparing this report, InvestSMART has relied upon and
assumed, without independent verification, the accuracy
and completeness of all information available to us. To the
maximum extent permitted by law, neither InvestSMART,
their directors,employees or agents accept any liability for

any loss arising in relation to this report.
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The suitability of the investment product to your needs
depends on your individual circumstances and objectives
and should be discussed with your Adviser. Potential
investors must read the Product Disclosure Statement
(PDS) and Investment Menu (IM), and FSG along with any

accompanying materials.

Investment in securities and other financial products
involves risk. An investment in a financial product may have
the potential for capital growth and income, but may also
carry the risk that the total return on the investment may be

less than the amount contributed directly by the investor.

Past performance of financial products is not a reliable indicator
of future performance. InvestSMART does not assure nor

guarantee the performance of any financial products offered.

Information, opinions, historical performance, calculations
or assessments of performance of financial products or
markets rely on assumptions about tax, reinvestment,
market performance, liquidity and other factors that will be

important and may fluctuate over time.

InvestSMART, its associates and their respective directors
and other staff each declare that they may, from time to
time, hold interests in Securities that are contained in this
investment product. As Responsible Entity, InvestSMART is
the issuer of the product through the Managed Investment
Scheme (ARSN: 620 030 382).

InvestSMART Funds Management Limited
PO Box 744

Queen Victoria Building

NSW 1230 Australia

Phone: 1300 880 160

Email: invest@investsmart.com.au

www.investsmart.com.au



