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# Past performance is not a reliable indicator of future performance.

September was a softer month for microcap stocks. Indeed, it was
the first month since the depths of the Covid crisis that microcaps
have declined. The chart below shows that after the initial bounce
in April, microcaps continued to power ahead, outperforming
small caps by 12.9% and large caps by 20.4% from the lows. The
microcap index has outperformed the MSCI large cap index in
each of the last six months.
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While the Fund initially did well to keep up with the microcap
market, it has struggled to keep pace in recent months as
investors leave the safety of companies with solid balance sheets
and strong free cash flow to chase growth. During September the
Fund declined 0.9% after fees, while the Kokusai Microcap Index
rose 0.6%. Since inception, the Fund has delivered 12.6% p/a net
of fees relative to the Kokusai Microcap Index which has
increased 2.5% p/a.
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The US Federal Government had been supplementing stateprovided unemployment benefits with an additional US$600 per
week. However, this expired at the end of July. That the market
has been so fixated upon whether the US Government can agree
on a further stimulus deal suggests that the underyling
environment for businesses remains strained.

Source: Spheria Asset Management
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Without further stimulus, a reckoning looms for workers and many small businesses. The EU sovereign crisis
following the GFC was an example of politicians playing politics, and ultimately finding a solution that needed to
be found. However, when Trump is involved, there is no telling how Thelma & Louise he is prepared to be.
Despite US consumers reliance on Government hand-outs, consumer discretionary stocks led the market, up
3.4%. Indeed since the lows of the market consumer discretionary stocks have been the second best performing
sector after materials. The market appears agnostic as to whether that consumer spending is underpinned by
disposable personal income, credit growth, or Government funding. We think it is vitally important to differentiate
between them, as it goes to the heart of whether that spend is sustainable when we forecast our mid-cycle
earnings. The Fund is marginally overweight the consumer discretionary sector, but this includes holdings in a
highly specialised service provider to the auto industry for advanced driver assist systems (not leveraged to
automotive volumes), a retailer of pet medication, and a personal safety device manufacturer. In these instances
the spend is hardly discretionary.
The energy market continues to lag other commodities, perhaps reflecting the specific nature of the Covid
pandemic and decreased travel. Microcap energy stocks were off 8.0% in September. We remain underweight the
sector and our only exposure is a high returning service provider to the industry.
The UK market has been relatively soft, with UK Microcaps down 2.5% in September. The equity market remains
relatively sanguine about Brexit, but it continues to be at the forefront of our minds whenever a UK stock is
assessed. We have few domestic focused UK stocks at present, and those we have are relatively defensive or in
industries that should at least receive a tailwind from lower interest rates or a falling GBP. Sweden, New Zealand
and Finland were the best performing microcap markets. These are all markets where the Fund has decent
exposure and collectively these three countries represent 13.6% of the Fund. As investors, we consider ourselves
lucky to be able to hunt for opportunities in these innovative countries, which are often neglected by large cap
managers.
Fund Performance
The Fund’s largest detractor was one of last month’s top performers. This online retailer rallied following a strong
2Q20 result. We concurred with the market’s assessment and continue to see plenty of upside for this relatively
small international retailer. The stock gave up most of its gains on the result. We can only speculate that some
investors are preparing for a re-opening and are switching back to bricks and mortar retailers that remain
depressed. However, while in the short-term it may not benefit from a vaccine, on a longer timeframe this retailer
has a far stronger outlook given its competitive position and the opportunity for further geographic roll-out.
Other detractors included a UK provider of point of sale systems and bill payment solutions for convenience
stores, and an Australian plus-size apparel retailer. Positive contributors included a leading equipment supplier to
the building industry headquartered in the UK, a US based leader in wireless home speakers, and an owner of a
natural soda-ash mine in the USA.
Outlook
We have been highlighting to readers that at present animal spirits are running strong in the equity market.
However, equities are not the only ones experiencing indiscriminate buying, credit markets are likewise exhibiting
clear risk taking behaviour. The first chart on the following page shows that credit markets are within reach of preCOVID levels.

Continued on the next page…
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While absolute levels have come down, what is most surprising to us is that the spread between speculative
grade and investment grade credit is hardly any wider than pre-COVID. As the chart below shows, the pick-up for
investors to transition down the quality spectrum and buy BB and B rated credit is meaningful. For a 10-Year,
going from BBB to BB credit gives investors an additional 2.4% yield. From BBB to B, an additional 3.1% yield.
Nothing to sneeze at in these times of low interest rates.
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But there is a catch. Historically the median default rate for B rated credit is 3.40%, many multiples of what it is for
BBB at only 0.07%. Yet investors are still willing to run this risk in the midst of a virus pandemic, US election, and
Brexit. As the chart below shows, when things go wrong, they go really wrong for B rated credit.
Continued on the next page…
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Historical Default Rates by Rating
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Investor appetite remains strong for speculative grade credit. The chart below shows that companies in this
segment of the credit market have already raised more debt during 2020 than during the whole of 2019. While this
is partly supply led, with companies shoring up their balance sheets, BB and B rated spreads suggests there is
plenty of demand also.

So what ends this risk taking? Most likely it will require a relative increase in the attractiveness of risk-free assets,
or the real yields of Treasuries. Since inflation is nowhere to be seen, for now this is a function of central bank
policy alone. The market has taken the view that the “Fed Put” (aggressive monetary policy every time markets
drop) will remain in place infinitum. As the chart below shows, growth stocks, which benefit the most from low
interest rates, have re-rated dramatically. Perhaps the market is right to put its faith in the “Fed Put”, but do you
want your savings relying on the whim of investment bankers?
Continued on the next page…
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Price to Trailing 12-Month Earnings
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Source: Bloomberg, Spheria

Note: We are using US small cap indices to illustrate the dispersion of value and growth. Such indices are not
available for the MSCI Kokusai Microcap Index. The current trailing PE for the MSCI Kokusai Microcap Index is 22.7x.
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Spheria Global Microcap Fund
Benchmark (universe)

MSCI Kokusai (World ex Japan) Microcap Index in AUD (Net)

Investment objective

The Fund aims to outperform the MSCI Kokusai (World ex Japan) Microcap Index in AUD
(Net) over the long term.

Investing universe

Global listed microcap equities predominantly in developed markets with a market
capitalisation of US$1.0bn and below at time of purchase.

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

Up to 20% cash

Expected turnover

20%-40%

Style

Long only

APIR

WHT6704AU

Minimum Initial Investment

$25,000

This communication has been prepared by Spheria Asset Management Pty Limited ABN 42 611 081 326 (‘Spheria’), Corporate Authorised
Representative 1240979 of Pinnacle Investment Management Limited (AFSL 322140). ). Interests in the Spheria Global Microcap Fund ARSN 627 330
287 (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, no warranty is given as
to its accuracy and persons relying on this information do so at their own risk. 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 (including consequential loss or damage)
however caused, which may be suffered or arise directly or indirectly in respect of such information contained in this communication. This
communication is for general information only. 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. It has been prepared without taking account of any person’s
objectives, financial situation or needs. Any person considering action on the basis of this communication must seek individual advice relevant to
their particular circumstances and investment objectives.
Any opinions or forecasts reflect the judgment and assumptions of Spheria on the basis of information at the date of publication and may later
change without notice. Any projections are estimates only and are contingent upon matters outside the control of Spheria and therefore may not
be realised in the future. Past performance is not a reliable indicator of future performance.
The information contained in this communication is not to be disclosed in whole or part or used by any other party without the prior written consent
of Spheria.
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