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There has been a lot written about the
spike in volatility which saw share prices tumble in the last quarter of 2018.
In this quarterly piece, we looked at how recent movements in share prices
corresponded to changes in earnings expectations during the period. The most
surprising observation from this analysis was the declining valuation premium
for companies which enjoyed positive changes to earnings expectations. We
believe this indicates that in response to greater economic and geo-political
uncertainty, investors have sought exposure to companies with perceived quality and sustainability rather than
singularly focussing on near term earnings momentum. The fact that size
(‘larger’ small caps performed better) was a clear preference suggests
indiscriminate selling from which opportunities arise. 




OBSERVATION 1: The market always wants good news – and now also something else?




The top third of the small industrials ranked by earnings per share (EPS) revisions delivered a pleasing 5.9% increase in earnings expectations in the last quarter of 2018. The bottom third saw expectations reduced significantly (down 12.37%). Overall share prices fell further than earnings, resulting in a de rating of valuation multiples across the board. Notably, the PER de-rating was greatest in the cohort which actually delivered upward EPS revisions. These companies ended the year on 23.8x earnings, down from 27.3x at the end of September 2018. 
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While exposure to positive earnings
revisions insulated investors against the steepest share price falls, the 13%
valuation de-rating indicates that the market had already priced for this and
chose to take profits on good news.  It might also indicate greater investor focus
on downside protection which would be consistent with the idea that investors
seeking refuge in perceived lower risk, higher quality names during times of
uncertainty.




OBSERVATION 2: Stuck in the middle –
size mattered




Size was a significant predictor of return during the period. The smallest stocks experienced the heaviest share price falls and also saw the most negative EPS revisions.  However the ‘medium sized’ small caps (i.e. market capitalisation between $650m and $1300m) saw their valuation multiples fall the furthest, derating by 15% to 21x. This harsh derating was despite the cohort delivering the strongest EPS revisions during the quarter and is likely an anomaly which has created some investment opportunities.  
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We believe two factors drove the poor
performance of size. Firstly, weaker liquidity in smaller names probably
resulted in steeper share price moves as investors rebalanced their portfolios.
Secondly, we suspect investors generally conflate size with quality. Growing
concerns about the broader macroeconomic outlook may have seen some investors
reduce their exposure to small and micro caps in the belief that these
businesses will prove less resilient in a cyclical downturn. 




OBSERVATION 3: Boring became cool and
value got crunched




The most significant de-rating occurred in value / low PER stocks. Looking at how stocks performed ranked by price to earnings multiples, companies with mid-range valuation multiples displayed the best returns in share price as well as earnings revisions – possibly boring was the flavour of the quarter.  While the earnings revisions for stocks on low multiples were not significantly worse than for those on high multiples, the share prices underperformed significantly. Interestingly these low multiple stocks were on average significantly smaller than the average. Once again this indicates to us that investors have avoided stocks where they perceive lesser quality. 
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Conclusions




Earnings revisions and growth matter
however we believe size was also a strong driver of small cap industrial
returns in the last quarter of 2018. We believe nervous sentiment translated to
investors seeking a balanced exposure between quality / earnings durability as
well as growth which is probably sustainable while volatility and uncertainty
are elevated.  Larger companies might
have more robust balance sheets and stronger market positions however we do not
believe size always equates to quality. A smaller company might dominate its
market or have a differentiated position in a growing market. To this end we see that the sell off during
late 2018 has created some opportunities. The analysis highlights this might be
particularly the case for ‘mid-sized’ small caps.
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	Country*Country
Afghanistan
Åland Islands
Albania
Algeria
American Samoa
Andorra
Angola
Anguilla
Antarctica
Antigua and Barbuda
Argentina
Armenia
Aruba
Australia
Austria
Azerbaijan
Bahamas
Bahrain
Bangladesh
Barbados
Belarus
Belgium
Belize
Benin
Bermuda
Bhutan
Bolivia
Bonaire, Sint Eustatius and Saba
Bosnia and Herzegovina
Botswana
Bouvet Island
Brazil
British Indian Ocean Territory
Brunei Darussalam
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Canada
Cape Verde
Cayman Islands
Central African Republic
Chad
Chile
China
Christmas Island
Cocos Islands
Colombia
Comoros
Congo, Democratic Republic of the
Congo, Republic of the
Cook Islands
Costa Rica
Côte d'Ivoire
Croatia
Cuba
Curaçao
Cyprus
Czech Republic
Denmark
Djibouti
Dominica
Dominican Republic
Ecuador
Egypt
El Salvador
Equatorial Guinea
Eritrea
Estonia
Eswatini (Swaziland)
Ethiopia
Falkland Islands
Faroe Islands
Fiji
Finland
France
French Guiana
French Polynesia
French Southern Territories
Gabon
Gambia
Georgia
Germany
Ghana
Gibraltar
Greece
Greenland
Grenada
Guadeloupe
Guam
Guatemala
Guernsey
Guinea
Guinea-Bissau
Guyana
Haiti
Heard and McDonald Islands
Holy See
Honduras
Hong Kong
Hungary
Iceland
India
Indonesia
Iran
Iraq
Ireland
Isle of Man
Israel
Italy
Jamaica
Japan
Jersey
Jordan
Kazakhstan
Kenya
Kiribati
Kuwait
Kyrgyzstan
Lao People's Democratic Republic
Latvia
Lebanon
Lesotho
Liberia
Libya
Liechtenstein
Lithuania
Luxembourg
Macau
Macedonia
Madagascar
Malawi
Malaysia
Maldives
Mali
Malta
Marshall Islands
Martinique
Mauritania
Mauritius
Mayotte
Mexico
Micronesia
Moldova
Monaco
Mongolia
Montenegro
Montserrat
Morocco
Mozambique
Myanmar
Namibia
Nauru
Nepal
Netherlands
New Caledonia
New Zealand
Nicaragua
Niger
Nigeria
Niue
Norfolk Island
North Korea
Northern Mariana Islands
Norway
Oman
Pakistan
Palau
Palestine, State of
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Pitcairn
Poland
Portugal
Puerto Rico
Qatar
Réunion
Romania
Russia
Rwanda
Saint Barthélemy
Saint Helena
Saint Kitts and Nevis
Saint Lucia
Saint Martin
Saint Pierre and Miquelon
Saint Vincent and the Grenadines
Samoa
San Marino
Sao Tome and Principe
Saudi Arabia
Senegal
Serbia
Seychelles
Sierra Leone
Singapore
Sint Maarten
Slovakia
Slovenia
Solomon Islands
Somalia
South Africa
South Georgia
South Korea
South Sudan
Spain
Sri Lanka
Sudan
Suriname
Svalbard and Jan Mayen Islands
Sweden
Switzerland
Syria
Taiwan
Tajikistan
Tanzania
Thailand
Timor-Leste
Togo
Tokelau
Tonga
Trinidad and Tobago
Tunisia
Turkey
Turkmenistan
Turks and Caicos Islands
Tuvalu
Uganda
Ukraine
United Arab Emirates
United Kingdom
United States
Uruguay
US Minor Outlying Islands
Uzbekistan
Vanuatu
Venezuela
Vietnam
Virgin Islands, British
Virgin Islands, U.S.
Wallis and Futuna
Western Sahara
Yemen
Zambia
Zimbabwe
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