SMALLS DO A
DOUBLE-TAKE

ON GROWTH

As we look ahead to 2024 - a year which will likely remain a challenging investing
environment — a number of themes are apparent. Here is our take on three of them and

the implications for our small cap portfolios. By Katie Hudson, Head of Australian
Equities Research

Small cap sector underperformance is creating an opportunity

The Australian Small Cap sector (ex-ASX 100) has underperformed its Large Cap (ASX 100)
counterpart by 24% since the start of 2022 (refer Chart 1), consistent with the broader “risk
off” trade. The sector now looks extremely attractive, with higher earnings growth available
at a significant valuation discount. Small Cap earnings have been resilient and are well-

placed to deliver double digit growth in FY24 in contrast to the flat earnings forecast for the
ASX 100.

Chart 1 — ASX 100 vs. Small Ords Total Return
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Source: Bloomberg, Yarra Capital Management.

That said, it is clear to us that 2024 will be a challenging year for Australian equity investors,
due arange of factors. In particular, we think: (i) social inequality; (ii) deflation; and (iii) a
lower growth environment are worthy of discussion.
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Social inequality is widening

Every cycle is different and this one has been no exception. A key learning from 2023 has
been that consumers are feeling the impact of rising interest rates very differently. For
possibly the first time in a rising interest rate cycle, we have a large cohort of Australians
with no mortgage and large savings via superannuation. This is in stark contrast to a group
of Australians feeling significant pressure from rising rates.

The widening of this social inequality is evident in the economy, in the demand for products
and in the differentiated performance of companies. It has significant implications for
society and policy going forward, and requires investors to understand the long-term
structural implications of this trend.

Navigating a deflationary environment requires a different approach

Most industries have navigated the rapid onset of inflation remarkably well. There have been
a few notable exceptions, in particular the health services sector (radiology, pathology)
where the inability to pass on price increases (largely due to the reliance on government
funding) has impacted margins. For the most part, though, Australian companies have
successfully passed on higher costs through rising prices, which has helped sustain
margins.

Navigating a deflationary environment, however, may prove to be more challenging,
particularly as we move into a softer demand environment. We are already seeing evidence
of some companies holding onto cost deflation benefits while others rapidly pass them
through, reflecting more competitive markets. Price deflation and weaker volumes is a tough
combination for corporate margins, particularly for retailers where operating leverage is high
and rising costs of rent/wages tend to lag.

One upside is staff availability which has been a constraint on growth in a number of sectors
— in particular healthcare, transport, technology and resources — is now improving.

Taking market share in a low growth environment is key

It is evident that we are likely heading into a period of sustained lower economic growth.
This will reinforce the benefit of companies that are growing market share over those that
are reliant on market growth. Small caps can have the benefit of being in a growth phase,
taking share in existing markets through innovation or establishing new markets for forward
facing products and services. We have companies in our portfolio taking market share
across the transport, financial services, property, media and technology sectors,
significantly outpacing the broader economic growth.

As an example, outdoor media leader oOh!media continues to grow revenue despite a
decline in broader media spending. Outdoor media is taking share reflecting the cost
efficiency and effectiveness of the digital media product relative to incumbents like free-to-
air TV (FTA).

Portfolio implications: opportunities across the small cap market are compelling

We are finding compelling opportunities across the small cap market, with the exception of
the Energy sector, where elevated coal and uranium prices appear unsustainable over the
longer term.

Our portfolios are currently overweight the Financials sector with exposure to a wide variety
of end markets across insurance broking, funds management, trustee services and
platforms through companies such as AUB Group, Equity Trustees, Pinnacle Investment
Management and Netwealth.

We are starting to see select opportunities in the property trust (REIT) sector, where the sell-
off has been indiscriminate. In particular, opportunities are emerging in the industrial and
funds management parts of the REIT market. Public markets have been faster to reset
valuations than private markets and valuations tend to be a lag indicator. We are attracted
to the Industrial property sector where ongoing rent growth is likely to largely offset the
negative effect of cap rate compression on valuations.
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Opportunities across the technology sector emerged in late 2022 post the broad-based sell-
off. From a starting point of being underweight the sector we have been adding select
companies where valuations now look more attractive. A number of technology companies
have been testing their customer value proposition with price increases (e.g. Megaport and
Infomedia). Pleasingly there has been surprisingly little churn evident to date and prices
have largely held, highlighting the strength of innovation being delivered.

Many companies are starting to highlight the productivity and innovation opportunity from
the adoption of artificial intelligence (Al). While it is too early to understand the value being
created, 2024 will see a sharp acceleration in the use cases identified. Increasing adoption
of Al will drive higher demand for software upgrades, data networks and data centres.

In hindsight, we have been a little early buying into the recovering health diagnostic services
sector (pathology, radiology) with volumes taking longer to normalise than expected.
However, we believe there are attractive assets trading well below long term value (and
below private market valuations). Volumes will return over time.

We have a strong pipeline of new ideas competing for capital in our portfolios, which is
always a sign that the small cap market looks attractive heading into 2024.

Contact us

Call : +61 2 8072 6300
Email : sales.au@yarracm.com

Level 19, 101 Collins Street
Melbourne VIC 3000

Dﬁ Small Caps are well-placed to deliver double digit growth in FY24

Yarra Funds Management Limited (ABN 63 005 885 567, AFSL 230 251) (‘'YFM') is the issuer and responsible entity of a range of
registered managed investment schemes, which includes those named in this document (‘Funds’). YFM is not licensed to provide
personal financial product advice to retail clients. The information provided contains general financial product advice only. The
advice has been prepared without taking into account your personal objectives, financial situation or particular needs. Therefore,
before acting on any advice, you should consider the appropriateness of the advice in light of your own or your client’s objectives,
financial situation or needs. Prior to investing in any of the Funds, you should obtain and consider the product disclosure
statement (‘PDS’) and target market determination (‘TMD’) for the relevant Fund by contacting our Investor Services team on 1800
034 494 or from our website at www.yarracm.com/pdsupdates/. The information set out has been prepared in good faith and
while Yarra Funds Management Limited and its related bodies corporate (together, the “Yarra Capital Management Group”)
reasonably believe the information and opinions to be current, accurate, or reasonably held at the time of publication, to the
maximum extent permitted by law, the Yarra Capital Management Group: (a) makes no warranty as to the content’s accuracy or
reliability; and (b) accepts no liability for any direct or indirect loss or damage arising from any errors, omissions, or information
that is not up to date. No part of this material may, without the Yarra Capital Management Group's prior written consent be copied,
photocopied, duplicated, adapted, linked to or used to create derivative works in any form by any means.

YFM manages the Fund and will receive fees as set out in the PDS. To the extent that any content set out in this document
discusses market activity, macroeconomic views, industry or sector trends, such statements should be construed as general
advice only. Any references to specific securities are not intended to be a recommendation to buy, sell, or hold such securities.
Past performance is not an indication of, and does not guarantee, future performance. Information about the Fund, including the
relevant PDS, should not be construed as an offer to any jurisdiction other than in Australia. With the exception of some Funds
that may be offered in New Zealand from time to time (as disclosed in the relevant PDS), we will not accept applications from any
person who is not resident in Australia or New Zealand. The Fund is not intended to be sold to any US Persons as defined in
Regulation S of the US federal securities laws and has not been registered under the U.S. Securities Act of 1933, as amended.

References to indices, benchmarks or other measures of relative market performance over a specified period of time are provided
for your information only and do not imply that the portfolio will achieve similar results. Holdings may change by the time you
receive this report. Future portfolio holdings may not be profitable. The information should not be deemed representative of future
characteristics for the strategy. There can be no assurance that any targets stated in this document can be achieved. Please be
advised that any targets shown are subject to change at any time and are current as of the date of this document only. Targets
are objectives and should not be construed as providing any assurance or guarantee as to the results that may be realized in the
future from investments in any asset or asset class described herein. If any of the assumptions used do not prove to be true,
results may vary substantially. These targets are being shown for informational purposes only.
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