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There is a common misconception that smaller companies have higher
ESG risks relative to their larger counterparts. Ausbil’s active engagement
shows that smaller companies have thorough ESG processes. Smaller
companies do, however, face significantly different ESG issues to those of
larger companies, particularly the governance of founder-led businesses.
In this report we unpack the unique features of small company governance,

including pitfalls and opportunities, and we explore a more nuanced ‘

%N/
approach to ESG analysis and engagement for smaller companies. 1‘

Mans Carlsson, OAM
Head of ESG
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10-minute read

Key points

e Small companies look different to large companies from a governance perspective which
can create risk but also opportunity.

e A ‘big size’ approach — such as the typical proxy adviser approach to analysing companies
— doesn’t necessarily fit ‘small size’ problems.

e A ‘best fit’" governance approach to smaller company ESG is more appropriate than ‘best
practice’.

e Taking time to actively engage small companies and understand their path to sustainability,
including clarity around their actions and reporting, can yield significant rewards.

. o Meri Vukasin
Why ESG in small companies is different ESG Analyst

Smaller companies face significantly different ESG challenges compared with their larger peers.
When discussing ESG, emphasis is often heavily placed on the environmental (‘E’) and social
(‘'S’) aspects of ESG. But our active engagement with smaller companies frequently centres
around governance issues (‘G’).

Smaller companies are typically more ‘capital light’ and tend to have higher intangible assets. They
often create competitive advantage through strategic initiatives, entrepreneurship, innovation,
culture and speed to market. Small companies can also rapidly grow their ‘challenger’ status.
Environmental and social issues are common for larger companies, but typically less common
(though no less important) for small-cap investors.

Governance is the most important factor when assessing the sustainability of smaller companies.

Small companies typically need to spend on expansion and growth to generate future profit. Eey.'t"'az 'rlmat'k‘s’ I8
Governance must focus on how companies identify, manage, mitigate and optimise risk across M?éjrloy()aga ysl, sma
the organisation. Strong governance frameworks are essential, particularly when assessing

capital investments, both organic and inorganic, because these decisions generally determine

the success or failure of smaller companies.
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Founder-led small caps tend to have more alignment with investors
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Some of the founder-led businesses we have seen recently. Because we recognise that it
is the unique culture embedded in founder-led firms which drives their success, we believe
a more pragmatic approach to long-term ESG engagement is more fruitful than adopting a
‘big-size-fits-small’ approach.

Source: Ausbil. Ausbil has been invested in each of these businesses over time, however we may or may not currently
hold these names in our portfolios, depending on where they are on their journey. Any references to particular securities
or sectors are for illustrative purposes only. It is not a recommendation in relation to any named securities or sectors.

The outperformance of founder-led businesses

A unique feature of the smaller end of the market is the prevalence of ‘founder-led’ businesses
or those with a family influence. Having executives with ‘skin in the game’ usually means the
interests of owners and managers are strongly aligned.

Academic research has shown that founder-led businesses tend to be more successful, on
average, than professionally managed firms run by executives with little equity (Adams, Heitor
& Daniel 2003; Fahlenbrach 2009; Lee, Kim & Bae 2016). The Ausbil Australian SmallCap
Fund has a bias towards investing in founder-led firms. Founder-led firms in our portfolio have
significantly outperformed the market (S&FP/ASX Small Ordinaries), as illustrated in Figure 1. This
outperformance is attributed to the founders’ longer-term mindset and their ability to build an
entrepreneurial, high-performance culture. Having ‘skin in the game’ creates a huge incentive
to succeed.

Figure 1: The relative performance of founder-led small caps
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Source: Ausbil, Bloomberg. Total returns calculated from 31/03/2019 to 31/05/2024. Ausbil Founder Led businesses
calculated as equally weighted average of portfolio holdings as at 31/05/2024.
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The unique challenge of governance in founder-led businesses

The ‘principal-agent’ problem is created when the interests of a company’s owners are
not aligned with managers (who make decisions on behalf of owners). Robust governance
frameworks aim to align the interests of executives (agents) with those of shareholders
(principals) to maximise the long-term sustainable value of the firm (and not maximise personal
gain for management). Corporate governance principles and ASX governance practices
emphasise board independence and long-term incentive structures for management as part
of a robust framework.

In founder-led companies, however, the agency problem is more nuanced. Founders often act
as both principal and agent. Their majority ownership aligns their decisions closely with the
firm’s long-term value creation and, as a result, its minority shareholders.

Nevertheless, proxy advisers are often concerned about board independence in founder-led
businesses. As discussed, founders, co-founders and executives are likely to comprise the
majority of the board in small companies. This can reduce board independence and critical
oversight in remuneration, strategy and performance reviews, which can impact shareholders.

Why, then, are founder-led businesses more likely to outperform firms run by career managers?
Founder-led businesses have inherently strong drivers of success, particularly the founder’s
large personal stake and emotional investment in the firm. These characteristics motivate
founders, incentivises them to protect their equity capital, and reduces the need for high-
risk investment decisions. By contrast, in professionally run firms, any structures designed
to incentivise a long-term mindset in managers are simply attempts to recreate the drivers of
success and culture of founder-led businesses.

Moving from ‘best practice’ to ‘best fit’ governance

Because we recognise that it is the unique culture embedded in founder-led firms which
drives their success, we believe a more pragmatic approach to long-term engagement is more
fruitful than adopting a ‘big-size-fits-small’ approach. This provides smaller companies with an
avenue to implement rational changes throughout their lifecycle as they progress from micro
cap, to small cap and, eventually, through to large cap in size and status.

Proxy advisors, however, are less likely to recognise the unique cultural factors of a smaller firm.
They typically prefer rigid adherence and compliance when making voting recommendations.
Yet it is more beneficial to understand the company, the people and the strategy and to
engage pragmatically. Sometimes a vote against is warranted. But at other times we can work
more flexibly with small companies to ensure that their goals are appropriately aligned with
shareholders’ interests, and that governance remains strong.

In his book What’'s Wrong With Boards, Former Fairfax CEO and academic, Fred Hilmer,
recommends a ‘best fit’ rather than a one-size-fits-all ‘best practice’ approach to governance.
Best practice, Hilmer argues, can lead to a short-sighted and rigid pursuit of compliance that
lacks flexibility. We believe the ‘best fit" approach helps preserve the unique, entrepreneurial
culture of small-cap boards, while committing to a continual process of corporate governance
improvement. We find that engagement is the best tool to achieve this balance. Engagement
allows us to not only understand the company’s reasoning behind certain decisions, but
to provide practical recommendations for future improvements, and to set a rational and
pragmatic path forward for sustainable growth.

Of course, this is not a claim against the place of proxy advisers. They play an important role
in providing shareholders with critical analysis to help make decisions that could potentially
impact shareholders. Rather, there are unique factors and practical constraints within the
smaller market that need to be considered. As active investment managers, knowing and
understanding a management team and their governance is hugely beneficial.
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How we engage with smaller companies

How, then, do we engage with smaller companies given their unique governance challenges?
We prefer majority independent boards. However, we recognise the practical and financial
limitations that smaller companies might face in attracting and financing larger boards. We
encourage companies to add a lead independent director if they are still early in their listing life
and if they are hesitant to remove other founders or executives given their strategic merit. This
ensures some clear separation, especially for decisions regarding remuneration, related-party
transactions or executive share sales.

Related-party transactions can cloud management credibility and erode trust with minority
shareholders. We do not view all such transactions as inherently harmful. Founder or family
ownership of property leased by the firm, for example, can be done on a commercial, arms-
length basis. Oversight by a separate independent sub-committee from the board can provide
greater transparency. We engaged with one founder-led company on multiple occasions. Our
main concerns were the lack of board independence and related-party transactions. After
providing practical examples and feedback on how to improve, the company adopted a related
party transaction policy to manage and reduce these types of transactions.

Engagement often centres around remuneration. Smaller companies have unique factors they
want to reflect in their remuneration, such as sales targets. We prefer long-term incentives
(LTls) that align with minority shareholders, typically over three years, and usually composed
of deferred equity. However, we understand that smaller companies may lack the resources to
consult and update their remuneration quickly. It can be beneficial here to engage, understand
their pathway, and offer practical changes.

The disconnect between smaller companies’ ESG reporting and actions

Ausbil produces proprietary ESG research on ASX-listed companies. Our ESG research team
covers all S&P/ASX 200 companies plus any ASX-listed company outside the S&P/ASX 200 held
in any of our Australian equity strategies.

From an ESG perspective, small-cap companies are often overlooked due to their lack of
reporting, which leads to potential large-cap bias. Many small-cap companies cannot produce
sustainability reports beyond what is required. This can create a disconnect between their actual
ESG efforts and what they report to the market, leading to lower ratings from rating agencies
and investors.

In some instances, companies received lower ESG scores because of insufficient reporting
capacity, which has prevented us from accurately assessing their efforts based simply on their
reporting. However, when we engage directly with these companies they can detail more ESG
initiatives and actions than they have been able to report, allowing us to score them accurately
and improve our evaluation.

A good example is a small-cap retailer we recently engaged. Our preliminary score for the
company was based on their public disclosure. But after meeting them, it became clear their
ESG risk framework was more comprehensive than their disclosure suggested. They had
a dedicated sustainability manager and were able to demonstrate that sustainability was
operationally embedded in relevant teams. Most important to us was their sound approach to
ethical sourcing. Rather than relying on third-party audits, they had strong relationships with their
private-label suppliers and visited factories. This approach provided better oversight and more
leverage. They have only had to take minor corrective actions so far in relations to their suppliers,
which indicates they understand both the legal and reputational risks around ethical sourcing,
and that they have a long-term view of managing these risks across the entire supply chain. If we
had simply relied on their reporting, we would have missed out altogether.

Ironically, we have found that smaller companies can be better at ethical sourcing than their
larger peers. In some instances, smaller companies exhibit superior ESG risk management.
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Larger companies tend to have a more transactional relationship with their suppliers, whereas
smaller companies often adopt a more hands-on, partner-driven approach. They frequently
maintain more strategic supplier relationships, which compels them to comply with ethical
sourcing standards.

This is the benefit of Ausbil’'s proprietary ESG research. It allows us to move beyond the large-
cap bias and discover small-cap firms with robust governance structures that drive their
environmental and social initiatives. The diversity within the small-cap universe offers numerous
opportunities for investors to find companies with compelling ESG credentials, and companies
whose ESG credentials are misunderstood or maturing. This provides a broader and potentially
more impactful investment landscape than the more limited options available in the large-cap
segment.

Active management is vital for ESG engagement

In our experience, founder-led businesses often receive an unfair assessment from proxy advisors
on ESG and governance. Their quirks do not easily fit into the rigid models of proxy advisors. This
means both the risk and opportunity for investors can be misrepresented. Yes, small companies
have governance quirks, but that doesn’t necessarily mean they are problematic or detract from
long-term value creation.

In our view, it is more important to adopt a ‘best fit” rather than ‘best practice’ approach to
governance in the early stages of growth. There are many opportunities to invest in smaller
companies that are driving change on sustainability issues, but these stocks can be overlooked
due to large-cap bias.

As a final note, we believe ESG engagement is only possible through active management.
ESG assessment has always been integral to Ausbil’s investment philosophy and is central
to evaluating sustainable businesses within the small-cap investment process. While time
consuming, integrating investment fundamentals with ESG analysis can help identify and
incorporate a wider range of risks to company performance, and improve the sustainability of
long-term returns.
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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 material is issued by Ausbil Investment Management Limited (Ausbil) ABN 26 076 316 473, AFSL 229722 as at July 2024 and is subject to
change. The material is not intended to provide you with financial product advice. It does not take into consideration the investment objectives,
financial situation or needs of any person. For this reason, you should, before acting on this material, obtain professional advice from a licensed
financial adviser and read the relevant Product Disclosure Statement which is available at www.ausbil.com.au and the target market determination
which is available at www.ausbil.com.au/invest-with-us/design-and-distribution-obligations.

Any references to particular securities or sectors are for illustrative purposes only. It is not a recommendation in relation to any named securities or
sectors

The material may contain forward looking statements which are not based solely on historical facts but are based on our view or expectations
about future events and results. Where we use words such as but are not limited to ‘anticipate’, ‘expect’, ‘project’, ‘estimate’, ‘likely’, ‘intend’, ‘could’,
‘target’, ‘plan’, we are making a forecast or denote a forward-looking statement. These statements are held at the date of the material and are
subject to change. Forecast results may differ materially from results or returns ultimately achieved.

The views expressed are the personal opinion of the author, subject to change (without notice) and do not necessarily reflect the views of Ausbil.
This information should not be relied upon as a recommendation or investment advice and is not intended to predict the performance of any
investment or market. The actual results may differ materially from those expressed or implied in the material. Ausbil gives no representation or
warranty (express or implied) as to the completeness or reliability of any forwardlooking statements. Such forward looking statements should not
be considered as advice or a recommendation and has such should not be relied upon.

To the extent permitted by law, no liability is accepted by Ausbil, its officers or directors or any affiliates of Ausbil for any loss or damage as a result
of any reliance on this information. While efforts have been made to ensure the information is correct, no warranty of accuracy or reliability is given,
and no responsibility is accepted for errors or omissions. Any opinions expressed are those of Ausbil as of the date noted on the material and are
subject to change without notice.

This material may include data and information (including research, quotes, commentary) from a third party. While we believe that the data and
information to be reliable at the time of the material, we make no representations or warranties as to its accuracy or completeness.
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