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Pengana Capital Ltd (ABN 30 103 800 568, Australian financial services license number 226566) is the issuer of units in the Pengana Emerging Companies Fund (the “Fund”). A 
product disclosure statement for the Fund is available and can be obtained from our distribution team. A person should obtain a copy of the product disclosure statement and should 

consider the product disclosure statement carefully before deciding whether to acquire, or to continue to hold, or making any other decision in respect of, the units in the Fund. This 

report was prepared by Pengana Capital Ltd and does not contain any investment recommendation or investment advice. This report has been prepared without taking account of 
any person’s objectives, financial situation or needs. Therefore, before acting on any information contained within this report a person should consider the appropriateness of the 

information, having regard to their objectives, financial situation and needs. Neither Pengana Capital Ltd nor its related entities, directors or officers guarantees the performance of, 

or the repayment of capital or income invested in, the Fund. 

Fund Performance 

 

Net performance for periods ending 31 December 2016 1 

 

 

 
1 month 

3 

months 
1 year 

3 years 

p.a. 

5 years 

p.a. 

10 years 

p.a. 

Since 

inception 

p.a.2 

Pengana Emerging Companies Fund  2.0% -4.1% 7.0% 12.9% 17.9% 9.1% 14.0% 

S&P/ASX Small Ordinaries Acc 

Index  3.6% -2.5% 13.2% 6.2% 4.9% -0.3% 3.9% 

Outperformance  -1.6% -1.6% -6.1% 6.7% 13.1% 9.4% 10.1% 

S&P/ASX Small Industrials Acc 

Index 3 3.9% -2.6% 6.2% 7.9% 12.9% 1.9% 5.1% 

Outperformance  -1.9% -1.4% 0.9% 5.1% 5.1% 7.2% 8.9% 
 

 

Fund Commentary 

 

The Fund fell 4.1%1 over the December quarter, underperforming both the Small Industrials  and Small Ordinaries indices by 

1.4% and 1.6%, respectivively1. For the 12 months to December, the Fund was up 7.0%1, outperforming the Small 

Industrials Index by 0.9%1 and underperforming the Small Ordinaries Index by 6.1%1.  

 

Global share markets continued to rally over the quarter after the surprise US election result in November. Markets initially sold 

off on the back of the Trump victory, but losses were quickly recouped, spurred on by hopes that the Trump administration would 

increase fiscal stimulus into the US economy through pledged infrastructure spending and tax cuts. The Dow Jones rallied 7.9% 

over the quarter, with most other major global equity markets also rising 3% to 4%. 

 

The Australian market rose 4.2% with the relative strength of mining stocks continuing, the All Industrials index rose 3.4% whilst 

the All Resources rose 8.7%. Interestingly, in the small cap space the mining and industrial stocks performed poorly as the Gold 

price retracted 12.4% in response to rising bond yields and growing inflationary expectations. Small industrials suffered in the 

face of large cap fund managers rotating their investments out of small caps, and into cyclical large companies. 

 

Against the backdrop of a very turbulent year for small cap industrials stocks, we were happy to outperform the industrials index 

and deliver a return of +7.0% over 2016. The December quarter was particularly volatile due to a general selloff in high PE 

companies and as many over hyped small cap stocks disappointed with profit outlook comments at their AGMs. Pleasingly, we 

largely avoided the AGM profit warning led weakness.  

 

Our Fund has delivered consistent outperformance over the past twelve years in large part due to our active company visitation 

program and disciplined risk controls. Critically over this twelve-year period, there has been no change in the people involved nor 

the process deployed in unearthing these mispriced securities. Central to our investing thesis is a deep understanding of the risks 

we bear on a stock-by-stock basis. We feel some of this risk can easily be mitigated by not owning mining companies or loss 

making companies and by having all IPOs jump a higher return hurdle for inclusion into the Fund. The fruits of this approach were 

enjoyed over the quarter where the Fund managed to avoid nearly all of the 17 small cap stocks that issued profit warnings at 

their AGMs. SG Fleet was the stock we owned that moderated the markets expectations for profit growth in the coming year; we 

remain positive regarding its prospects.  

 

We continue to be excited by the investment opportunities available in the small companies space. The advantages of investing in 

small companies over large companies are numerous. Small company management are generally more receptive to meetings, 

their businesses are simpler to understand and therefore value, there are less professional investors looking over them, there are 

near 1,000 small companies for us to build a 60 stock portfolio from and the next future leaders are found in the small cap end of 

the market – stocks like CSL, Cochlear and Computershare all started small.    
 

                                                 
1 All performance figures are calculated net of fees and assume reinvestment of income distributions. Past performance is not a reliable indicator of future performance. 

2 Since November 2004 

3 The Fund does not invest in resource stocks. 
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Recent Portfolio Activity 

 
Purchases and sales during the quarter 

 
During the quarter, we purchased Sims Metal Management, which as a global metals recycling company stands to benefit from 
recent rises in the iron ore price. We feel the market has underestimated the company’s improved profit leverage to rising scrap 
prices. Similar logic led us to move to an active portfolio position in WorleyParsons; as an engineer to the oil sector, the 
company is enjoying strong demand for its services with the oil prices rising 45% over the year.    
 
We established a new position in Australian Finance Group (AFG), Australia’s largest mortgage broker group. We are attracted 
to AFG’s innovative approach to developing products and services that can then in turn be cross-sold to its network of mortgage 
brokers. It trades on a cheap valuation and we take comfort that net cash on the balance sheet represents one third of AFG’s 
market capitalisation.        
 
We took small positions in both HUB24 and Praemium following a comprehensive review of the financial services industry’s 
needs for investment administration and separately managed accounts (SMA’s). This study did lead us to also dispose of our 
remaining small holding in IOOF which operates legacy products that we believe will be impacted over time by the technological 
change occurring in the industry.  
 
We increased our holdings in Mainfreight, BT Investment Management, NIB Holdings, GUD Holdings, and Xenith IP.   
 
Our two major disposals over the quarter were the long-standing portfolio holdings of Vocus Communications and TPG 
Telecom. These positions were sold in early October before recent share price falls. As the NBN rolls out across Australia, and 
residents are mandated by the government to move from their existing DSL services to the NBN, we fear a large step down in 
profits for the listed internet service providers as all companies become lower margin resellers of the NBN. In addition, the NBN is 
likely to facilitate an easier passage for new reseller competition to enter the market.   
 
Other notable disposals were HFA Holdings following concerns surrounding the health of the shrinking “fund of funds 
management” industry in the US. Shaver Shop Group (pre profit downgrade) after reassessing sustainable profit levels given 
the reliance on a range of promotional products.  The Fund had a very small residual holding in Bellamy’s Australia (BAL), 
which was sold in early December.  Having owned BAL since the company floated at $1 in mid 2015 the investment has delivered 
strong returns to unitholders, however earlier in the year we became wary of the changing regulatory environment in China and 
whilst not fully understanding the implications we recognised that the operating risks had materially increased.  This trigged our 
progressive selling over the year.  
 
We accepted cash takeover bids for both ASG Group and Bigair Group. In both instances the suitors’ bids were at or above our 
valuations for the companies. 
 
Key stock moves during the quarter 

 

Key successes during the period included Mainfreight (+19%), Tourism Holdings (+17%), Lifestyle Communications 

(+16%) and Nick Scali (+9%).   

 

Key detractors during the period were Vita Group (-35%) following the announcement that they were renegotiating their Telstra 

services contract, Hansen Technologies (-16%) as technology stocks were sold down as bond yields rose and GTN (-16%) in 

response to market nervousness around their US expansion strategy. 

 

Probably more notable for the quarter was the number of leading small cap companies issuing profit warnings. Many of these 

companies took the opportunity at their Annual General Meetings to hose down market expectations for the coming year’s profit 

outlook. Unsurprisingly, a large percentage of those disappointing have been recent IPOs. The largest share price falls of the 

quarter were: 
Sirtex Medical   - 55% 

Bellamy’s Australia   - 49% 

CSG Group    - 43% 

Adairs    - 38% 

Vocus Comm.  - 38% 

Shaver Shop  - 37% 

Bega Cheese  - 36% 

Mayne Pharma   - 33% 

Scottish Pacific Group   - 30% 

Isentia Group  - 25% 

Aconex   - 24% 

SG Fleet Group  - 22% 

TPG Telecom   - 21% 

Reject Shop   - 20% 

Virtus Health  - 19% 

Estia Health  - 17% 

Ardent Leisure Group   - 15%  
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Company Visits 
 
Our central belief is that contact with management is the key to unlocking value within the small cap sector, hence during the 

quarter we made direct contact (one on one) with over 50 companies  (see below). The tableshows the listed companies 

with which we had direct contact during the period (note that for many of these we had multiple meetings). 

    

Abano Health Fleetwood Corp QMS Media  

ALS Flexigroup SDI   

Apiam Animal Health Genex Seven Group  

APN Property Gentrack Sims Metal Management  

Ausdrill GTN Superloop  

Australian Finance Group Hills Swick  

Auto Sports Group IDP Education Technology One  

Bailador ISentia Group The A2 Milk Company  

Bravura Japara Healthcare Think Childcare  

BT Investment Management Mainfreight Tourism Holdings  

Catapult Group Monash IVF TPG Telecom  

Charter Hall Holdings My Net Fone Triligy International  

Cogstate Myer Holdings Vita Group  

Credit Corp National Vet Care Wisetech  

Empired Nearmap Zenith IP  

Evolve Education Nextdc QMS Media  

Fisher Paykel Healthcare OneVue Holdings SDI   

    
 

Fund Description 
 

The Pengana Emerging Companies Fund seeks to combine the skills of highly experienced small company investors (over 40 
years’ experience between the two fund managers) with a limited fund size to provide above market returns over the medium 
term. Our benchmark is the S&P/ASX Small Ordinaries Accumulation Index. The fund managers, Steve Black and Ed Prendergast, 
are part owners of the business and investors in the Fund, providing a strong incentive to perform. The Fund has strong research 
ratings from all major research houses and over the period since its inception has delivered returns well above benchmark. 

Fund Features  

Style Bottom up stock picker Management Fees 4 1.3340%  

Benchmark 
S&P/ASX Small Ordinaries 

Accumulation Index 
Performance Fees 4 20.5% of the performance 

above the Benchmark 

Investors Closed to new investors Fund Size 
0.5% of the Benchmark 

capitalisation 

Number of stocks in 

portfolio  
50-60 FUM at Month End $763m 

Inception Date 1 November 2004 Application Price  

at Month End 5 
A$ 2.5817  

Identification Code(s) 
APIR PER0270AU 

ARSN 111 894 510 

Redemption Price 

at Month End 5 
A$ 2.5662  

 

Contact Details 
 
Pengana Capital Limited, Level 12, 167 Macquarie Street, Sydney, NSW 2000, Australia ▪ T +61 2 8524 9900 ▪ F +61 2 8524 9901 

ABN 30 103 800 568, AFSL 226566 
 
Contact for advisors & Retail Clients:  Damian Crowley, +61 2 8524 9970, damian.crowley@pengana.com 

    Alex Keen, +61 2 8524 9942, alex.keen@pengana.com (NSW/ACT) 

    Rachel Elfverson, +61 434 980 561, rachel.elfverson@pengana.com (QLD/NT) 

                                                 
4 All percentages are on a GST inclusive basis less applicable reduced input tax credits. Please refer to the Product Disclosure Statement for a more detailed explanation. 

5  Represents a CUM price.   
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