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Total returns

Performance review

A solid rebound in the unit price in December was 
insufficient to offset the challenging months of 
October and November, with the OC Premium Small 
Companies Fund finishing the December quarter down 
a disappointing 7.1%. This was behind both the S&P/ASX 
Small Ordinaries Accumulation Index and the S&P/ASX 
Small Industrials Accumulation Index which finished down 
2.5% and 2.6%, respectively. 

The negative performance during the quarter was largely 
driven by sector rotation following the US election that 
resulted in a number of small-cap growth stocks owned 
by the Fund being heavily sold down as large-cap banks 
and miners received renewed buying interest. A further 
factor was a number of disappointing earnings updates 
from Fund holdings which resulted in their share price 
underperformance.

Despite the pull-back, the Fund maintains an excellent 
long-term performance track record having returned 
18.2% p.a. over five years. This is well ahead of the both 
the S&P/ASX Small Ordinaries Accumulation Index and 
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the S&P/ASX Small Industrials Accumulation Index which 
have returned 4.9% p.a. and 12.8% p.a., respectively, over 
the same time horizon.

The A2 Milk Company (A2M, +18.3%) – performed well 
during the quarter despite being down 14.3% for the 
month of December on the back of concerns around the 
current predicament of its listed peer, Bellamy’s Australia 
(BAL) (-45.7% for the month of December). BAL issued 
a profit warning in early December cutting its earnings 
forecast by 40-50% and citing lower volumes and margins 
through its Chinese sales channels. In mid-December, 
Bellamy’s moved to suspend its ASX listing as it attempted 
to come to grips with its rapidly changing earnings profile. 
This had an unsettling impact on the A2M share price 
although the company did subsequently confirm that 
it “continues to trade very strongly, in particular, (with) 
significant year-on-year growth in its infant formula 
business”. We believe A2M is well positioned and 
distinguishes itself from BAL on many levels including:
• supply chain – A2M has a supply chain built on 

contracted strategic arrangements where it can 
access guaranteed levels of production capacity 
without any ‘take or pay’ obligations
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• flexible active sales channel management – allowing 
for optimal volume and margin performance, and

• inventory management – allowing for ongoing and 
active monitoring of inventory levels through various 
distribution channels.

Prior to the market jitters caused by BAL, A2M had 
released a strong AGM update with sales for the first 
four months of FY17 up 96%, which we believe provides 
further evidence the company is continuing to build a 
substantial premium milk business. 

G8 Education (GEM, +18.1%) – was a standout performer 
for the portfolio during the quarter as it made a number 
of significant announcements in December including, 
most importantly, a solid affirmation of full-year earnings 
guidance broadly in line with analysts’ expectations. This 
earnings confirmation was significant as it had become 
apparent after a disappointing half-year update in August, 
that GEM had become the target of hedge funds shorting 
the stock in anticipation of a material downgrade to 
earnings toward the end of the calendar year. In the 
update, the company stated organic revenue growth 
and operating costs had been in line with expectations 
and that acquired centres were performing to budget 
thereby undermining hedge funds’ short theses. This saw 
the stock experience a classic ‘short squeeze’ as hedge 
funds were forced to cover their shorts by buying back 
stock in the market. Later in the month, the company 
announced the elevation of well-regarded CFO, Gary 
Carroll (ex-Super Retail Group), to the role of CEO and 
MD and that the term of its working capital facility had 
been extended for two years to 31 December 2018. Both 
of these announcements are positive but we regard 
GEM’s ongoing succession planning as a firm step in the 
right direction and we continue to believe it is a portfolio 
holding that can continue to deliver earnings growth 
regardless of the state of the broader domestic economy.

Costa Group (CGC, +15.1%) – Australia’s premier fruit 
and vegetable grower, CGC, announced its acquisition, 
in conjunction with Macquarie Agricultural Funds 
Management, of Queensland-based Avocado Ridge 
orchard and packing operations. Under the agreement, 
Macquarie will purchase the farms and enter into a 
20-year lease with CGC to operate them. The avocado 
category is the long-awaited fifth pillar to CGC’s existing 
market-leading, vertically integrated, core positions in 
berries, mushrooms, citrus and glasshouse tomatoes. 
The acquisition adds to CGC’s existing South Australian 
avocado-production capabilities and is expected to 
be earnings-per-share accretive in FY18. Earlier in the 
quarter, CGC provided an update at its AGM upgrading 
its earnings growth forecast to “at least 15%” which was 
ahead of market expectations and we remain comfortable 
with our CGC holding.

Fund holdings APN Outdoor (APO, +7.5%) and 
oOh!Media Limited (OML, -8.4%) announced plans to 
merge via a friendly all-scrip transaction expected to be 
implemented in the first half of CY17. In addition, both 
APO and OML provided updated earnings guidance for 
CY16 with the new guidance for both companies above 
the upper end of their prior guidance range. This is a 
strong outcome, particularly for APO, which will end 
up delivering earnings above the mid-point of its initial 
guidance (provided in February), thereby rendering 
pointless its credibility-sapping earnings downgrade in 
August which materially de-rated the entire sector.

The proposed merger of APO and OML will create a large 
diversified outdoor media player, with the merged entity 
owning and operating digital and static assets across all 
the major outdoor categories including roadside, transit, 
retail, rail and office. The companies have estimated the 
merger synergies to be “at least $20m per annum”, to be 
realised within two years of transaction completion. In 
our view, this looks to be conservative. If the merger is 
approved, the combined entity would be the dominant 
player in the Australian out-of-home advertising space 
with an estimated share of +65% of prime outdoor assets 
across the country. The merger, naturally, is conditional 
on approval from the competition regulator with the 
ACCC likely to focus on the definition of the ‘market’. 
Put simply, should the ACCC define the ‘market’ in 
which APO/OML operate as the broader advertising 
sector, then it is likely the merger will be approved. 
But should the ACCC take the narrower view, with the 
‘market’ being merely the outdoor advertising sector, 
the deal seems unlikely to succeed. While APO and OML 
are extremely confident in their position on the issue 
following extensive market soundings and legal advice, a 
regulatory knock-back remains a material risk. Although 
the deal makes compelling strategic sense, the Fund has 
nevertheless reduced its holdings in both APO and OML 
due to uncertainty surrounding the approval process and 
our combined high weightings in the two companies.

CSG Group (CSV, -42.5%) - guided to a weaker FY17 result 
driven by several factors that are expected to see EBITDA 
in the range of $38-42m versus the $44m-48m guidance 
provided in August. These factors include an ongoing 
decline in print services margins due to declines in both 
volume and price, particularly in New Zealand, and a mix 
shift toward enterprise solutions, which have lower gross 
margins. Compounding this, the unexpected sale of the 
Samsung print division to HP has meant CSV incurred a 
significant margin hit by offloading consumables held in 
inventory to avoid product obsolescence. The Fund sold 
down its position post the downgrade.

In early November, manchester and homewares retailer, 
Adairs (ADH, -38.6%), issued a soft trading update for 
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the first four months of FY17 which was caused by an 
execution issue surrounding its core bed linen product 
category (40% of sales). A misread of fashion trends in 
bed linen has led to higher promotional activity by ADH 
to clear stock resulting in lower gross margin and negative 
operating leverage across the business. On a positive 
note, management identified the issue relatively early 
and the company exited October with a clean inventory 
position. However, product lead times mean that soft 
trading conditions are expected over the Christmas 
period. The remainder of the company’s product 
categories are trading in line with expectations. The Fund 
has reduced its holding in ADH on the release of the 
trading update but the severity of the share price reaction 
has paused our selling. This fashion ‘mis-step’ is expected 
to be confined to FY17 trading and with the company now 
on a FY18 PE multiple of 10 times and a fully franked yield 
of +6%, the stock looks oversold.

Long-term holding, Vocus Communications (VOC, 
-37.8%), released earnings guidance below market 
expectations (FY17 EBITDA $430-450m versus consensus 
EBITDA $470m) at its AGM in November. The weaker 
guidance was largely driven by customer losses in the 
recently acquired NextGen business, some repricing of 
existing customers at lower margins and the loss of a 
$17m fibre build contract. The AGM release included 
improved disclosure from the company, particularly on 
the profitability per subscriber in an NBN world versus 
the old DSL network. While this was in line with our 
expectations, the one-off cost of migrating customers 
from the existing copper network onto the NBN 
(currently estimated at $125/subscriber) was above our 
expectations. The downgrade has weighed heavily on the 
VOC share price in a market that has low tolerance for 
earnings disappointments. We believe the PE multiple 
of 11.5x FY17 underestimates the opportunity in the 
core corporate business and the quality of assets across 
the VOC business, and we remain shareholders of the 
company.

The Fund added Ainsworth Game Technology (AGI, 
-6.2%) to the portfolio during late October when the 
company provided a trading update significantly below 
market expectations and the share price came back to 
an attractive entry point. AGI is engaged in the design, 
development, manufacture, sale and servicing of gaming 
equipment through direct sales and distributors in 
Australia, the US, South America, NZ, Asia and Europe. 
Founder, Len Ainsworth, recently sold his +50% stake in 
the business to European trade buyer, Novomatic AG, 
at a significant premium to where the stock is currently 
trading. While regulatory approvals will take time 
(US approvals are expected later in 2017), we expect 
Novomatic to be able to drive significant synergies in 
the business over the medium to long term and provide 

strong cross-sell opportunities, particularly in the US and 
Europe. We expect H1 FY16 to be a cyclical low point 
for AGI with the second half benefiting from higher 
Australian unit sales driven by new product releases, 
US growth continuing its solid trajectory and the initial 
delivery of synergies from Novomatic. The stock has been 
a strong performer since it was purchased for the Fund, 
finishing the quarter up +15% from our entry price.

The Fund also added NextDC (NXT, -13.7%) to the 
portfolio following an aggressive share price sell-off 
which presented an attractive entry point into the 
rapidly growing data centre operator. NXT operates five 
data centres across Australia located in Melbourne, 
Brisbane, Sydney, Perth and Canberra. Additionally, 
NXT has selected sites in Melbourne and Brisbane to 
develop two new data centres and has announced plans 
for an additional data centre in Sydney. NXT is highly 
leveraged to the rapid growth in cloud computing and 
internet traffic and is a major beneficiary of the growing 
consumption and storage of data which ought to be 
a structural tailwind in the coming years. Quality data 
centre operations, such as NXT, possess an attractive 
business model at maturity with recurring revenue 
streams, long-duration contracts, entrenched customers, 
strong cash-flow generation post initial investment and 
high incremental margins. NXT was sold down from 
around $4.20, a victim of the high growth/PE sell-off that 
occurred during the quarter, and the Fund initiated a 
position at an average price of around $3.20.

Outlook

The Australian equity market has once again benefited 
from the so-called ‘Santa Claus rally’ in December, with 
the market trading strongly into the end of the calendar 
year. This past year has been a challenging one for 
the Fund, with the strong performance of commodity 
prices and our aversion to investing in high risk single-
commodity or single-mine stocks making it difficult to 
keep pace with the resources-fuelled broader small-cap 
index. 

Heading into the new calendar year, we are somewhat 
circumspect about the prospects for the domestic 
economy in the short to medium term. In early 
December, the September quarter domestic GDP data 
was released showing an unexpected 0.5% contraction 
in real GDP which saw the annualised rate slow to 1.8% 
(from 3.1% year-on-year). This highlights the fragile state 
of the Australian economy which continues to transition 
after the mining boom. The elevated number of negative 
earnings revisions released by listed companies in the 
December quarter is tangible evidence that real pain is 
being felt in the boardrooms of corporate Australia. 
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Australian corporates are leaner than they have been 
for some time as several years of challenging economic 
conditions and weak top-line growth have driven an 
intense focus on lowering operational costs. Cyclical 
stocks are therefore highly leveraged to any changes in 
economic activity but we expect them to remain under 
pressure near-term with the economy hitting a flat spot. 
Many of these cyclical names have rallied strongly in 
recent weeks but we remain cautious on them in the 
current economic environment.

Our portfolio remains underpinned by quality stocks that 
can grow their earnings independently of the broader 
economic cycle. Examples include Bapcor Group, a trade-
focused distributor of automotive parts, Costa Group, 
a leading Australian horticultural company and Hansen 
Technologies, a company that provides business-critical 
billing and customer-care software solutions to clients 
within the pay TV, telecommunications, energy and water 
sectors.

As expected, in mid-December the US Federal Reserve 
raised the target interest rate by 25 basis points to 0.75 
percent. Policymakers said the US labour market had 
continued to strengthen and that economic activity had 
been expanding at a moderate pace since mid-year. 
Inflation is expected to rise to two percent over the 
medium term as the transitory effects of past declines in 
energy and import prices dissipate and the labour market 
strengthens further.

Historically, the start of a Fed rate tightening cycle has not 
been a drag on equities and the relative attractiveness of 
equities over bonds coupled with the unwinding of low-
growth/low-inflation positions, should be supportive of 
solid equity market returns. Our portfolio is substantially 
underweight most bond-sensitive sectors such as REITs, 
utilities and infrastructure, which may continue to come 
under pressure over the medium term as US interest 
rates rise further. Consensus expectations are for three 
further rate hikes from the Fed in 2017, but we would 
not be surprised to see four of five as the Federal Reserve 
tries to control inflationary expectations.

The market has reacted positively to President-elect, 
Donald Trump, focusing on his pro-growth policies, such 
as fiscal stimulus and hefty tax cuts, and seems to be 
discounting the likelihood of protectionist policies or 
trade wars or limits on immigration which are market 
unfriendly. Although we have a number of stocks in the 
portfolio likely to benefit from a buoyant US economy 
such as Ardent Leisure, Aconex and WorleyParsons, we 
caution against unbridled enthusiasm for the President-
elect until such time as he is in office and we can properly 
assess his policies and their likely implications, as well as 
the manner in which he conducts himself as President. 

We have now entered the ‘black-out’ period between 
the end of December and the February reporting season. 
Most corporates are enjoying their summer vacations 
and those broking firms that are open are operating 
on skeleton staff. As such, limited stock-specific news is 
typically released in the month of January.

We wish our investors a safe and prosperous new year 
and assure you we will continue to work diligently to 
generate strong long-term returns across our portfolios. 

Top 5 holdings#

Company ASX code
APN Outdoor Group Ltd APO
Bapcor Ltd BAP
Mineral Resources Limited MIN
Speedcast International Ltd SDA
Webjet Limited WEB
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* The performance comparison of $100,000 over 5 years is for illustrative purposes only. All returns shown are based on Australian dollar figures. 
Past performance is not a reliable indicator of future performance. The total returns shown are prepared on an ongoing basis (i.e. they include all 
ongoing fees and expenses and assume reinvestment of all distributions). They do not take personal taxation into account. The comparison with 
the S&P/ASX Small Ordinaries Accumulation Index is for comparative purposes only. Index returns do not allow for transactional, management, 
operational or tax costs. An index is not managed and investors cannot invest directly in an index. There is no guarantee these objectives will be met.

# The top 5 portfolio holdings are in alphabetical order and may not be representative of current or future investments. The securities listed may not 
represent all of the portfolio’s holdings and may represent only a small percentage of the strategy’s portfolio holdings. Future portfolio holdings may 
not be profitable.

Past performance is not a reliable indicator of future performance. The total return performance figures quoted are historical, calculated using end-of-
month mid prices and do not allow for the effects of income tax or inflation. Total returns assume the reinvestment of all distributions. The performance 
is quoted net of all fees and expenses. The indices do not incur these costs. This information is provided for general comparative purposes. Positive 
returns, which the OC Premium Small Companies Fund (the Fund) is designed to provide, are different regarding risk and investment profile to index 
returns. A performance fee of 20.5% is payable annually on any excess performance (after deducting the management fee) above the benchmark, 
S&P/ASX Small Ordinaries Accumulation Index, to 30 June. A performance fee is only payable where the Fund has returned 5% or more since the last 
performance fee was paid. This document is for general information purposes only and does not take into account the specific investment objectives, 
financial situation or particular needs of any specific reader. As such, before acting on any information contained in this article, readers should consider 
the appropriateness of the information to their needs. This may involve seeking advice from a qualified financial adviser. Copia Investment Partners 
Ltd (AFSL 229316, ABN 22 092 872 056) (Copia) is the issuer of the OC Premium Small Companies Fund (ARSN 098 644 976). A current PDS is available 
from Copia located at Level 25, 360 Collins Street, Melbourne Vic 3000, by visiting ocfunds.copiapartners.com.au or by calling 1800 442 129 (free call). 
A person should consider the PDS before deciding whether to acquire or continue to hold an interest in the Fund. Any opinions or recommendation 
contained in this document are subject to change without notice and Copia is under no obligation to update or keep any information contained in this 
document current.
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