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Potential for outperformance from smaller
companies in the market
Smaller businesses can generate an excellent return on equity
based on high levels of cash conversion. Large managers don’t
tend to allocate research resources to the small- and mid-cap
companies, which gives smaller managers’ analyst teams the
opportunity to get to know and understand these businesses
better. Over the last few years, the challenges facing South
Africa have had a significant impact on the small- and midcap sectors. As a result, there is currently a greater proportion
of mispriced opportunities in this sector than in large-cap,
dual-listed companies. A great example would be CMH. The
business has been around for decades, has a superb and stable
management team, and a very strong track record of allocating
capital efficiently. But the business isn’t on large investment
management firms’ radars.
Smaller managers are willing to be more active
at both portfolio and shareholder levels
This willingness to be active applies at a portfolio construction
level, but also at a shareholder level, i.e. taking action if the
investment manager believes that value is being constrained
by the current executive team or board of a business. The
management team are custodians of share capital and
responsible for the efficient allocation of capital to projects, as
well as the execution of those projects. It’s ironic that despite
their scale and apparent clout, many larger managers are
reluctant to take on an active approach to unlocking value for
their clients. Denker
Capital takes an active
THE MANAGER
approach to unlocking
SHARES IN BOTH THE value, if we believe that
management is making
RISK AND RETURNS poor decisions, the
ALONGSIDE CLIENTS business is allocating
capital badly, or there is
poor governance. This is because we have a fiduciary duty to do
so on behalf of our clients.
Denker Capital believes that building scale is important.
Keeping the cost base under control and growing revenue by
attracting new clients are also key. But the most important
factor by far is to make good investment decisions that ensure
we provide our clients with strong returns over the long term.
Denker Capital is a great example of a business that has very
experienced, high-quality investment professionals who are
focused and have a deep desire to meet the expectations set by
those who invest with the team.

ADRIAN CLAYTON
Chief Investment Oﬃcer,
Northstar Asset Management

WHY SIZE MATTERS

S

ize matters in investing, just not in the
way we may have been led to believe.
In many ways smaller is better. This
is certainly true of the inverse relationship
between size and the ability to generate
returns above the benchmark, which has been
confirmed in study after study.
Specialist investment managers – a term
we at Northstar Asset Management prefer to
‘boutique’ – not only have a bigger investment
field in which to play, but can also be more
dynamic in the market, aren’t obliged to chase
large stocks when these are overvalued, and
can exit investments more rapidly should a
situation reverse.
Big investment managers have an edge
with their powerful brands and diverse
business models, which allow them to earn
fees off the same customer at several points
in the investment value chain. Pity the
monoline boutique manager who sets up
shop promising to shoot the lights out and
fails to deliver.
Large managers can use their diverse
income streams and economies of scale to
offset the not insignificant costs of investment
compliance and administration. But the rise
of competitive outsourced solutions gives
specialist managers access to equivalent
services and the ability to manage these costs
down for the benefit of their clients, without
having to worry about damaging another part
of their business.
Combining outsourcing with a
streamlined business model gives specialist
investment professionals the space to indulge
their passion for investing, ensuring that
clients’ interests and investment returns stay
firmly where they should be – at the centre
of the business.

Size matters, too, for the clients of specialist
managers. On top of improved performance,
they also have far greater access to decision
makers than with a large manager. This also
supports greater accountability – sitting
across the table from an investor to explain
underperformance or the thinking behind
an investment that goes against market
consensus certainly sharpens the mind.
Recent trends in investment flows show
that investors and multi-managers are
beginning to recognise the considerable
expertise available outside the large
managers and appreciate the performance
advantages this confers. As the approach
to portfolio construction evolves with the
entry of further competitive products and
the rise of artificial intelligence, the unique
differentiation offered by specialist managers
is likely to become a sought-after asset. Large
managers risk losing their position at the
centre of the traditional ‘core and satellite’
portfolio construction approach to low-cost
exchange traded funds. This could benefit
specialist managers as the important role
their particular approach plays in portfolio
outperformance becomes better understood
and more effectively modelled.
We expect the total number of asset
managers to reduce, as the industry is
definitively overtraded. The managers
most likely to prosper during this
consolidation will be those with a clearly
defined specialisation and a track record of
generating alpha over time. For specialist
managers that can combine a passion for
investing with good business skills, minimise
distraction and keep clients’ interests at the
centre of their business, being small is far
from a disadvantage.

Closer to the truth

Our obsession with depth and detail brings greater understanding
and better performance.
We offer onshore and offshore funds and share portfolio management.
To find out more, visit www.northstar.co.za
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