Asian small caps

10 May 2021

Exhibiting an extensive track record of outperformance versus big caps and offering good
diversification from traditional equities, we believe that Asian small-cap stocks provide
numerous investment merits for long-term investors.

By Grace Yan, Senior Portfolio Manager

Asian small caps make a strong comeback

Asian small capitalisation (cap) stocks, which were largely overlooked by the markets from 2016 to 2019, have
started to capture the attention of investors of late, owing to the strong gains they have racked up since March 2020
when global equity markets hit a bottom at the onset of the COVID-19 pandemic.

Over the 12 months ended 31 March 2021, regional small caps, as measured by the MSCI AC Asia ex Japan Small
Cap Index, returned more than 80% in US dollar (USD) terms, outperforming their large- and mid-caps peers (as
measured by the MSCI AC Asia ex Japan Index), which generated USD gains in excess of 50%.

With the regional economic recovery currently in full swing, boosted by vaccine-led optimism, ample liquidity in the
global financial systems and a pick-up in corporate earnings, Asian small caps—currently in the early stage of a
sustainable rebound—should maintain their upward momentum in the foreseeable future, in our view.

On top of the favourable short-term outlook, Asian small-cap stocks’ longer-term prospect also looks promising. As
we see it, the investment case for Asia’s smaller and lesser-known listed companies with an undersized market cap
currently looks strong. We explain in detail the traits, opportunities and appeal of Asian small caps and the benefits
of investing in this unique equity asset class.

Nimble and fast growing

Nimble, fast growing and at an early stage of development, small-cap companies have the ability to seize market
opportunities at a quick pace and generate exceptional earnings growth. To be sure, innovative smaller companies
with robust business models and scalable strategies could grow exponentially, particularly if their niche products or
services are successful. The essence of small-cap investing is finding the big winners of tomorrow.

Small and large caps have different country and sector weights

Asian large caps have a larger weight in China versus regional small caps. The large caps of Asia also have higher
percentage of weights in sectors, namely financials and consumer discretionary, relative to small caps, which have
more exposure in industrials, materials, real estate and healthcare (see Chart 1). As such, investing in small caps do
allow for greater diversification from other traditional equity strategies, which tend to be large-cap centric.
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Chart 1: Country and sector weights of Asia small caps* and large caps*
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Source: MSCI, 28 February 2021

*Asian small-cap stocks in the above chart are represented by the MSCI Asia ex Japan Small Cap Index, while regional big-cap stocks are denoted
by the MSCI Asia ex Japan Index.

A long track record of outperformance

Over the past two decades, Asian small caps (as measured by the MSCI Asia ex Japan Small Cap Index) have
outperformed their bigger-cap counterparts (as measured by the MSCI Asia ex Japan Index) 64% of the time. In
addition, regional small caps have significantly outpaced Asian large caps during distinct periods, especially phases
of recovery after a major market selloff, such as in 2001, 2009 and the first quarter of 2021 (see Chart 2).

The 20-year track record of outperformance of Asian small cap versus large caps certainly gives comfort to long-
term investors that having some exposure to stocks of regional smaller companies could enhance the overall
returns of their equity portfolios over the long run.

Chart 2: Asian small caps* outperformed regional big caps* 64% of the time in the past 20 years
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*Asian small-cap stocks in the above chart are represented by the MSCI Asia ex Japan Small Cap Index, while regional big-cap stocks are denoted
by the MSCI Asia ex Japan Index, all of which are quoted in US dollars. Returns are based on historical prices. Past performance is not necessarily
indicative of future performance.
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Regional small caps have ample liquidity

Small caps tend to have thinner trading volumes as compared with their big-cap counterparts; but that doesn’t
imply that all Asian small caps are illiquid. Small-cap stocks that are listed in the North Asian markets, such as China,
South Korea and Taiwan, generally have ample liquidity, as measured by the average daily value (ADV) of trades (see
the Chart 3). For instance, the ADV of equity trades in China averages USD 25 million a day, while that of South
Korea exceeds USD 20 million each day.

Another key point pertaining to liquidity is that the bulk of stocks in the Asian small-cap universe comes from China,
South Korea and Taiwan—three of the most liquid Asian equity markets for small caps. The fact that the liquid
markets of North Asia is home to more than half of all Asian small-cap stocks in the universe (see Chart 4) debunks
the myth that most regional small caps are illiquid.

Chart 3: Small-cap ADV by country
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Data set is based on our small-cap investable universe: USD 200 million to USD 5 billion in terms of market cap, 3-month ADV > USD 1 million

Chart 4: Percentage of stocks per market in the Asian small-cap universe
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Data set is based on our small-cap investable universe: USD 200 million to USD 5 billion in terms of market cap, 3-month ADV > USD 1 million
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Access to a larger opportunity set

The large number of Asian small-cap companies, many of which are relatively unknown to investors, represents
potentially overlooked opportunities. At the outset, there are over 2,000 regional small-cap stocks with a market cap
of less than USD 1 billion and more than 1,000 counters with a market cap of between USD 1-3 billion to choose
from versus a universe of less than 500 big-cap stocks with a market cap of between USD 5-10 billion (see Chart 5).

Chart 5: Number of companies by market-cap band (USD)
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Source: Bloomberg, 31 March 2021

Data set is based on our small-cap investable universe: USD 200 million to USD 5 billion in terms of market cap, 3-month ADV > USD 1 million

Likewise, there are more small-cap benchmark stocks in the region than benchmark stocks in the big- and mid-cap
category. To illustrate, there are more than 1,400 stocks in the MSCI Asia ex-Japan small-cap universe as compared

with 1,182 stocks (as at 31 March 2021) that are constituents of the MSCI Asia ex Japan Index, which captures large-
and mid-cap representation in the Asia ex-Japan equity markets.

All things considered, the large opportunity set in the Asian small-cap universe offers active investors a wider scope
to select stocks from the bottom up and sniff out the potential small-cap winners and avoid the losers.

Lack of coverage of small caps gives opportunities to capture alpha and unearth gems

Investing in Asian small caps truly encapsulates the essence of active equity investing, in which stock selection adds
value and drives alpha in this under-researched equity space (alpha is generally defined as returns in excess of a
benchmark’s performance). We believe that there is a lot of price inefficiency in the Asian small-cap market, where
stock prices do not accurately reflect their true value.

Indeed, more than half of all Asian small-cap stocks in the investable universe are not covered by any sell-side
equity analysts (or analysts from brokerages) and only 31% of them have coverage from sell-side analysts
numbering one to five (see Chart 6). In contrast, a typical Asian large-cap stock is covered by at least 10 sell-side
analysts.

In our view, the limited sell-side coverage of regional small caps offers opportunities for active investors to capture
alpha and unearth “hidden gems” due to the mispricing in the Asian small-cap equity market, where there is a large
information gap to exploit.
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Chart 6: Small- and large-caps’ sell-side coverage (denoted by the number of analysts)
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Data set is based on our small-cap investable universe: USD 200 million to USD 5 billion in terms of market cap, 3-month ADV > USD 1 million.
Large caps are defined as those with a market cap of more than USD 5 billion.

Backed by strong and committed shareholder base

Small- and mid-cap companies generally have higher family and management ownership (see Chart 7),
representing more “skin in the game” or higher vested interest of the owners, which share an aligned goal towards
success with minority shareholders. Family and management ownership, akin to higher insider ownership, are
stakeholders who tend to be more committed to their owned companies than hired CEOs, managers and
executives, all of whom have relatively less “skin the in game”.

Chart 7: Insider stakes of small- and mid-caps vs large caps
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Having a strong, committed and entrepreneurial management team could be the driving factor of success for many
of the smaller companies, which tend to be more financially constrained and more vulnerable to product failures,
dramatic slowdown in sales or a surge in the cost of capital as compared to bigger companies.

Summary

We see a strong investment case for Asian small caps, which have different country and sector weights relative to
their bigger-cap peers; a long track record of outperformance; and ample level of liquidity. The large number of
small caps in the region and their under-research nature also give investors a wider scope to select stocks from the
bottom up and sniff out hidden gems and capture excess returns.

Nimble, fast growing and at an early stage of development, small-cap companies have the ability to seize market
opportunities at a quick pace, generate exceptional earnings growth and grow capital faster than their big-cap
counterparts. That's why investing in Asian small-cap stocks remains a potentially lucrative proposition for long-
term investors, in our view.
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Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for distribution
only under such circumstances as may be permitted by applicable laws. This document does not constitute personal investment advice or a
personal recommendation and it does not consider in any way the objectives, financial situation or needs of any recipients. All recipients are
recommended to consult with their independent tax, financial and legal advisers prior to any investment.

This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments or
participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM’s investment strategy in any way. The
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not
been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or
liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates or
prospects contained within this document. This document should not be regarded by recipients as a substitute for the exercise of their own
judgment. Opinions stated in this document may change without notice.

In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of
future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal
investment. The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or
sell.

Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided
that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by Nikko
AM is strictly prohibited.

Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it
intended for distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No.
368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association.

United Kingdom and rest of Europe: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and
regulated in the United Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion
for the purposes of the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is
directed at professional clients as defined in the FCA Handbook of Rules and Guidance.

United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. Any offering or distribution
of a Fund in the United States may only be conducted via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset
Management Americas, Inc. is a United States Registered Investment Adviser.

Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and
intermediaries only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore.
Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries
only. The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong
Kong. Nikko Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It is
for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.

Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No
offer to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee
only and must not be passed to, issued to, or shown to the public generally.

Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the
Kuwaiti Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private
placement or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No
private or public offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in
Kuwait. No marketing or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the
United Kingdom (the FCA Rules). This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or
published in full or in part for any purpose whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is
not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that person will not
therefore benefit from any protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any
time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or
have provided significant advice or investment services in any investments referred to in this document or in related investments. Relevant
confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available
to Nikko AME because of regulations or internal procedure is not reflected in this document. The investments mentioned in this document may
not be eligible for sale in some states or countries, and they may not be suitable for all types of investors.

Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by
the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an
offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive
Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract of
whatsoever nature within the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and
should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever
without a prior written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be concluded in your jurisdiction
and any inquiries regarding the Strategies should be made to Nikko AME.
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United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to
constitute, a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being
offered to a limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in
an investment in such Strategy, and (b) upon their specific request.

The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or any
other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should
not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration
thereof).

No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd.
Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be
construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to the eligibility of
any person to acquire any financial investment product or service. The offering and sale of any financial investment product is subject to the
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