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The changing of the Guard:
New opportunities in global small
caps with rate stabilisation

2022 was a rough-and-tumble year for equities across the spectrum in
the great monetary stabilisation. The rapid rise in interest rates to combat
high and stubborn inflation saw a swing in the sectors offering the
most compelling earnings outlooks in the marketplace. One of these is
European Industrials. Ausbil’s Global Small Caps team talks us through
an example of the companies showing earnings growth potential in the
current environment.

5-minute read

Key points

e (Changing of the guard as niche industrials companies are expected to
outperform the high-tech beneficiaries of the last decade’s low inflation and low-
rate environment.

e High quality industrial businesses are expected to perform well versus the wider
market as interest rates and inflation remain higher and pose a headwind to
expensive growth companies.

e Key themes of China reopening, decarbonisation and onshoring provide a strong
demand environment for European and US industrials.

e The Ausbil Global SmallCap Fund (Fund) focuses on quality companies with
unrecognised growth potential at attractive valuations.

e These companies, like Andritz in Europe, are expected to benefit from the key
themes currently driving markets.

Q: What are European Industrials and why are they looking interesting?

SW: The European Industrials market represent some of the highest quality industrial companies in
the world, focused on a wide segment of the market including but not limited to industrial automation,
electrical equipment, building products, airlines and logistics, and industrial machinery (including
technologies required for decarbonisation and renewable energy).

Several characteristics currently make this market look very appealing. Firstly, the reopening of China
after the strict COVID lockdowns and the recovery of emerging markets more generally are providing a
strong demand backdrop. This can be seen in the strong recovery in Chinese economic data recently.
Secondly, valuations look very attractive. Many European Industrials are trading on significant valuation
discounts to the wider market and their overseas competitors in Asia and the US. Thirdly, the ongoing
focus on decarbonisation and renewable energy from investors and governments creates further demand
for key industrial products and services. Fourthly, and finally, many of the European Industrials have been
improving their manufacturing efficiencies over many years.
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Q: Can you give us an example of a company that captures this thematic?

SW: Andritz is a European engineering and technology company offering industrial machinery, equipment,
and services for a wide variety of global industries. The company is headquartered in Graz, Austria and
employs over twenty-nine thousand employees at nearly 300 sites globally. Andritz is a niche leader in
hydroelectric turbines and systems, pulp and paper process equipment, metal working fabrication machines
and biofuel processing plants, as illustrated in Figure 1.

Figure 1: Diversified across key decarbonisation, renewable energy and recycling markets
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Q: Why do you like this company?

SW: Andritz is heavily exposed to some of the key themes that we believe are driving markets, including
decarbonisation and renewable energy alongside the onshoring of manufacturing processes. Hydroelectric
generation is currently the largest global source of renewable energy, with significant generation in the
Emerging Markets specifically Brazil and China. Andritz is one of the global leaders in this field, providing
large scale turn-key equipment, rehabilitation of existing power plants, and small and miniature hydropower
modular components. This is an area that the US Energy Information Administration expects to grow rapidly
in the coming years, which should benefit Andritz with their market leading position.

Andritz has many other segments that serve critical industries with strong growth prospects including pulp and
paper, biomass power plants, metal working, mining and minerals, and recycling and waste management.

The company has an excellent management team with a focus on sustainable growth with strong ESG
reporting. Overall, we expect Andritz to deliver unrecognised revenue and earnings growth in the coming
years while maintaining a focus on sustainability, as illustrated in Chart 1. Andritz has an MSCI ESG Rating
of AA as of 25 April 2023.

Chart 1: The value of Andritz tends to follow earnings growth
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Source: Ausbil, Bloomberg.

A New York Life Company



Contactus@ q u Sb I I
ausbil.com.au

Q: How does it fit into your strategy for finding unrecognised growth
that the market is yet to rate?

SW: The Fund focuses on quality companies with unrecognised growth potential at attractive valuations.
We believe Andritz is attractively valued, and the Fund expects that both revenues and margins will improve
in the coming years. The demand backdrop from the industries that Andritz services is strong. Margins are
expected to improve as industry barriers to entry are extremely high given Andritz’s world class manufacturing
and design facilities. These two elements are expected to lead to higher earnings growth than is currently
forecast by the market. We expect the delivery of this higher earnings growth, and earnings surprise versus
the market, to lead the share price higher. Of course, there are risks. China’s GDP could slow (though this
is not Ausbil’s house view), input costs could run higher than expected with stubborn inflation, and there
is always potential in companies for execution risk. However, on the balance of probability, the outlook is
positive for Andritz.

Q: What kind of themes are you seeking to capture in your portfolio?

SW: We always seeks to hold companies on their own bottom-up fundamental drivers. The Fund is exposed
to three key themes at present. Firstly, an improving demand backdrop as China reopens after its COVID
lockdowns. We believe companies like Andritz will benefit from the re-emergence of China. Secondly,
decarbonisation as the world transitions to more renewable energy. Thirdly, the Fund is exposed to the
onshoring theme as several critical supply chains and associated componentry is brought back to the US
from China. The Fund holds several semiconductor hardware companies that are expected to benefit from
this theme.

Q: How do you apply ESG to your global small cap investing?

SW: Our approach to investing includes an assessment of ESG factors in our investment process and
considers these factors in our investment decisions. We will not invest in companies that have known
exposure to controversial activities.

Q: What is the outlook for global small-cap companies?

SW: Global small-cap equities suffered across the board in 2022 largely as a function of the unprecedented
monetary policy adjustment which occurred as interest rates were normalised from zero bounds reached in
the COVID pandemic. With sustained high inflation, higher interest rates and a fall in growth, small companies
were punished relative to larger companies because of the view that they had less pricing power to absorb
the headwinds from adverse macro conditions.

We believe inflation is peaking and with recent lower reads, it is responding to the hawkish rate rise implemented
by central banks globally in 2022. As a result, we expect interest rates to plateau into a holding pattern. While
inflation is still stubborn, as it softens and central banks pause rate rises, this stabilisation is expected to see
small companies rebound relative to larger caps as markets see a clearer way forward for earnings growth.

Global small caps are also significantly undervalued relative to global mid and large caps. Global small caps
are trading on a significant price-to-sales discount which is comparable to back in 2003, before global small
caps subsequently outperformed larger companies, as illustrated in Chart 2.
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Chart 2: Relative value of small to large companies
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Given these observations, we expect that with the normalisation of rates, which have masked some of the
underlying growth characteristics of global small caps, there will be significant re-rating of unrecognised
growth opportunities.
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DISCLAIMER
General

Research provided to a client may vary depending upon various factors
such as a client’s individual preferences as to the frequency and manner of
receiving communications, a client’s risk profile and investment focus and
perspective (e.g., market wide, sector specific, long-term, short-term, etc.),
the size and legal and regulatory constraints.

This information is for distribution only as may be permitted by law. It is not
directed to, or intended for distribution to or use by, any person or entity who
is a citizen or resident of, or located, in any locality, state, country or other
jurisdiction where such distribution, publication, availability or use would be
contrary to law or regulation or would subject Ausbil to any registration or
licensing requirement within such jurisdiction.

This information is a general communication and is educational in nature; it is
not an advertisement nor is it a solicitation or an offer to buy or sell any financial
instruments or to participate in any particular trading strategy. Nothing in
this document constitutes a representation that any investment strategy
or recommendation is suitable or appropriate to an investor’s individual
circumstances or otherwise constitutes a personal recommendation.
By providing this document, none of Ausbil or its representatives has
any responsibility or authority to provide or have provided investment
advice in a fiduciary capacity or otherwise. Investments involve risks, and
investors should exercise prudence and their own judgment in making their
investment decisions. None of Ausbil or its representatives is suggesting that
the recipient or any other person take a specific course of action or any
action at all. By receiving this document, the recipient acknowledges and
agrees with the intended purpose described above and further disclaims
any expectation or belief that the information constitutes investment advice
to the recipient or otherwise purports to meet the investment objectives of
the recipient. The financial instruments described in the document may not
be eligible for sale in all jurisdictions or to certain categories of investors.

The value of any investment or income may go down as well as up,
and investors may not get back the full (or any) amount invested. Past
performance is not necessarily a guide to future performance. Neither Ausbil
nor any of its directors, employees or agents accepts any liability for any loss
(including investment loss) or damage arising out of the use of all or any of
the Information.

Prior to making any investment or financial decisions, any recipient of this
document or the information should take steps to understand the risk and
return of the investment and seek individualised advice from his or her
personal financial, legal, tax and other professional advisors that takes into
account all the particular facts and circumstances of his or her investment
objectives.

Any prices stated in this document are for information purposes only
and do not represent valuations for individual securities or other financial
instruments. There is no representation that any transaction can or could
have been effected at those prices, and any prices do not necessarily reflect
Ausbil’s internal books and records or theoretical model-based valuations
and may be based on certain assumptions. Different assumptions by Ausbil
or any other source may yield substantially different results.

No representation or warranty, either expressed or implied, is provided
in relation to the accuracy, completeness or reliability of the information
contained in any materials to which this document relates (the “Information”),
except with respect to Information concerning Ausbil. The Information is not
intended to be a complete statement or summary of the securities, markets
or developments referred to in the document. Ausbil does not undertake
to update or keep current the Information. Any opinions expressed in this
document may change without notice and may differ or be contrary to
opinions expressed by other business areas or groups, personnel or other
representative of Ausbil. Any statements contained in this Report attributed
to a third party represent Ausbil’s interpretation of the data,

Information and/or opinions provided by that third party either publicly or
through a subscription service, and such use and interpretation have not
been reviewed by the third party. In no circumstances may this document or
any of the Information (including any forecast, value, index or other calculated
amount (“Values”)) be used for any of the following purposes:

(i) valuation or accounting purposes;

(i) to determine the amounts due or payable, the price or the value of any
financial instrument or financial contract; or

(iii) to measure the performance of any financial instrument including, without
limitation, for the purpose of tracking the return or performance of any Values
or of defining the asset allocation of portfolio or of computing performance
fees.

By receiving this document and the Information you will be deemed to
represent and warrant to Ausbil that you will not use this document or any
of the Information for any of the above purposes or otherwise rely upon
this document or any of the Information. Except as otherwise specified
herein, these materials are distributed by Ausbil, to persons who are eligible
counterparties or professional clients and are only available to such persons.
The Information does not apply to, and should not be relied upon by, retail
clients.

The information contained in this document is given by Ausbil Investment
Management Limited (ABN 2676316473) (AFSL 229722) (Ausbil) and
has been prepared for informational and discussion purposes only and
does not constitute an offer to sell or solicitation of an offer to purchase
any security or financial product or service. Any such offer or solicitation
shall be made only pursuant to an Australian Product Disclosure
Statement or other offer document (collectively Offer Document) relating
to an Ausbil financial product or service. A copy of the relevant Offer
Document may be obtained by calling Ausbil on +612 9259 0200 or
by visiting www.ausbil.com.au and the target market determination
which is available at https://www.ausbil.com.au/invest-with-us/
design-and-distribution-obligations/fund-tmds before acquiring or
investing in the fund. This document is for general use only and does not
take into account your personal investment objectives, financial situation
and particular needs. Ausbil strongly recommends that you consider the
appropriateness of the information and obtain independent financial, legal
and taxation advice before deciding whether to invest in an Ausbil financial
product or service. The information provided by Ausbil has been done so in
good faith and has been derived from sources believed to be accurate at
the time of completion. While every care has been taken in preparing this
information. Ausbil make no representation or warranty as to the accuracy
or completeness of the information provided in this video, except as required
by law, or takes any responsibility for any loss or damage suffered as a result
or any omission, inadequacy or inaccuracy. Changes in circumstances after
the date of publication may impact on the accuracy of the information. Ausbil
accepts no responsibility for investment decisions or any other actions taken
by any person on the basis of the information included. Past performance is
not a reliable indicator of future performance. Ausbil does not guarantee the
performance of any strategy or fund or the securities of any other entity, the
repayment of capital or any particular rate of return. The performance of any
strategy or fund depends on the performance of its underlying investments
which can fall as well as rise and can result in both capital gains and losses.

Australia The information contained in this Report has been prepared for
general use only and does not take into account your personal investment
objectives, financial situation or particular needs. Ausbil is the issuer of the
Ausbil Australian Active Equity Fund (ARSN 089 996 127), Ausbil Australian
Geared Equity Fund (ARSN 124 196 407), Ausbil Australian Emerging
Leaders Fund (ARSN 089 995 442), Ausbil MicroCap Fund (ARSN 130 664
872), Ausbil Australian SmallCap Fund (ARSN 630 022 909), Ausbil Balanced
Fund (ARSN 089 996 949), Ausbil Active Dividend Income Fund (ARSN 621
670 120), Ausbil Australian Concentrated Equity Fund (ARSN 622 627 696),
Ausbil Active Sustainable Equity Fund (ARSN 623 141 784), Ausbil Global
SmallCap Fund (ARSN 623 619 625), Candriam Sustainable Global Equity
Fund (ARSN 111 733 898), Ausbil 130/30 Focus Fund (ARSN 124 196 621),
Ausbil Long Short Focus Fund (ARSN 642 635 498), Ausbil Global Essential
Infrastructure Fund (ARSN 628 816 151) and Ausbil Global Resources Fund
(ARSN 623 619 590) (collectively known as ‘the Funds’). The information
provided is factual only and does not constitute financial product advice.
It does not take account of your individual objectives, financial situation or
needs. Before you make any decision about whether to invest in a financial
product, you should obtain and consider the Product Disclosure Statement
of the financial product and the target market determination which is
available at https://www.ausbil.com.au/invest-with-us/design-and-
distribution-obligations/fund-tmds before acquiring or investing in the
fund.
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