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There are around 1,800 companies listed
on the Australian Stock Exchange (ASX)^.
The 100 largest companies, also known as
large capitalisation companies (or ‘large caps’),
account for approximately 80% of the value
of the entire Australian share market.

Compared to most large cap companies which
tend to be very well researched, most small
cap companies are not as well researched or
understood by investors and as a result the
market for investment in these companies is
less ‘efficient’. This creates a wide range of
opportunities within the small cap universe
for an experienced investment specialist to
identify undervalued companies or companies
with strong growth prospects that have not
been fully understood or appreciated by the
market.

The Challenger Smaller Companies Fund
invests only in companies outside of the 100
largest companies listed on the ASX. While
these smaller companies can include start up
businesses and small operations, many are
established operators and some are household
names, like David Jones.

^ Source: IRESS, as at 23 January 2007.

Quality companies, not just
good stocks
At Challenger, we believe that investing
is more than just selecting good stocks –
it’s about buying quality companies. To find
these companies our professional investment
managers conduct in-depth research through
visits and interviews with management. We also
analyse a company’s competitive environment,
customers, suppliers and comparable overseas
industries to determine trends and potential
growth opportunities for local businesses.

Our aim is to find companies that can achieve
significant share price growth over a three
year investment timeframe. To achieve this
we tend to stay away from the more trendy
investments and stick to our guns, investing
for the long term in high calibre companies. 

A concentrated portfolio 
The Australian small companies universe
contains about 1,700 investment opportunities.
Instead of spreading the Fund’s investments
across a large number of stocks and achieving
returns similar to the index, we take a ‘high
conviction’ approach.

Our portfolio currently contains investments
in about 25-45 companies – enough to
ensure an appropriate level of diversification
but not too many to take the kick out of our
performance.

Market inefficiencies are simply any factors
that cause a company’s share price to move
away from its fundamental value, including:

• lack of perfect knowledge about a company;

• a lag between company announcements
(e.g. revised company earnings and profit)
and revaluations;

• investor sentiment, and

• other short-term influences that obscure
a company’s longer-term outlook.
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Investment process

We continually monitor and review the companies in the
Challenger Smaller Companies Fund to ensure the rationale
behind each investment still holds true.

Searching for the best opportunities
in the smaller companies universe.

1 2 3 4

1. Initial screen 
1,700 companies 
(small companies)
The initial smaller companies
‘universe’ (or pool of possible
investments for the Fund) is all
companies outside the S&P/ASX
100 Index (approximately 1,700
companies). In our initial screen,
we reduce this number to
approximately 400-500
companies, typically by
excluding:
• Listed investment companies
• Listed property trusts
• Overseas companies listed 

in Australia (except New
Zealand companies)

• Companies with a market
capitalisation of less than 
$25 million.

2. Idea generation 
400-500 companies
By drawing on information from
many sources, we narrow these
companies down to the 80-120
strongest prospects for further
analysis.

3. Fundamental analysis 
80-120 companies
We then conduct in-depth
fundamental research, using
qualitative and quantitative
analysis to assess the quality of
each business and its financial
strength. We assess the fair
value of a company and assign
a score based on our analysis.

4. Portfolio construction 
25-45 companies
We then make a decision
about whether or not to include
a company in the portfolio,
and how much to invest in
each company in the portfolio,
based on a combination of
factors, including the score 
from the fundamental analysis,
the liquidity of shares in the
company and the impact the
investment will have on the
overall diversification of the
portfolio.

Current portfolio
construction rules
• The portfolio will not hold

more than 10% of the issued
capital of a company by value 

• The portfolio must include
companies from at least five
different industries or sectors

• The portfolio’s maximum
exposure to any one company
is 15% of the value of the
fund 

• The portfolio’s two largest
investments together cannot
exceed more than 20% of the
value of the fund

• The portfolio maintains a cash
holding of between 0-20%
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Planner contact details

The information contained in this publication is current as at 23 January 2007 unless otherwise specified and
is provided by Challenger Managed Investments Limited ABN 94 002 835 592 AFSL 234668 the issuer of the
Challenger Smaller Companies Fund. It should be regarded as general information only rather than advice.
It has been prepared without taking account of any person’s objectives, financial situation or needs. Because of
that, each person should, before acting on any such information, consider its appropriateness, having regard to
their objectives, financial situation and needs. Each person should obtain a Product Disclosure Statement (PDS)
relating to the product and consider that Statement before making any decision about the product. A copy of
the PDS can be obtained from your financial planner, our Investor Services team on 13 35 66, or on our
website: www.challenger.com.au.

To find out more about how investing in the Challenger Smaller
Companies Fund can add value to your portfolio, contact your
financial planner, visit our website www.challenger.com.au
or call the Challenger Investor Services team on 13 35 66.
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Portfolio construction and management summary
Market segment  Smaller companies

Universe Securities outside the S&P/ASX 100 

Benchmark S&P/ASX Small Ordinaries Accumulation
Index

Style Bottom-up stock selection

Stock selection criteria Investment decisions are based on
qualitative and quantitative factors
including fundamental research 

Number of stocks 25-45

Investment timeframe At least five years
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