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         Preface 

         
            What this book covers 


            Who this book is for 

            This book is for investors who have some experience of stock market investing and who want to widen their horizons away from large companies offering little excitement and comparatively modest returns. It opens up a whole new world of great investment opportunities, where potential blockbusters lurk below the radar screens of most investors, including City professionals. 



            It is assumed that readers have a basic knowledge of what shares are and how the stock market works. You should know, for example, how shares are created, what rights the shareholders in a company have, why share prices rise and fall, and what happens when a takeover bid is launched. 

            However, you do not need a detailed understanding of a balance sheet or fundamental data to understand the information in this book. 

            Intermediate and advanced investors, as well as comparative beginners, will benefit from the wealth of information and advice. Similarly, it will appeal to long term investors seeking income and capital growth equally as much as to active traders alert to short term gains. 

            The book concentrates on stock market investing, although spread betters and traders of contracts for difference will widen their knowledge by reading this book. It should be noted that the new forms of trading tend to be available for only the more liquid, heavily traded stocks, and that usually means larger companies. 

            Finally, this book is for those investors willing to accept greater risk in exchange for the potential for greater returns and who want advice on how to select small companies that will perform while reducing the downside risk. They do not need to have a large sum to invest but they should have some solid investments in their portfolio and be able to stand any losses they may suffer in the pursuit of higher rewards.  

         

         

            Structure of the book 

            The book is divided into three parts: 



            
               	 Part I defines what small companies are, discusses the various reasons why they are small, and considers the special characteristics that distinguish them from their larger counterparts. It looks at the ways in which small companies are traded on the London Stock Exchange. 

               	 Part II gets down to the nitty gritty of analysing and assessing smaller companies, from where to find information to spotting the make or break signs.  

               	 Part III has case studies showing how small companies made the grade or fell short of earlier hopes, with lessons for investors highlighted. 

            

         

         

            Supporting websites 

            The accompanying website for this book can be found at:  



            
               www.harriman-house.com/smallcompanies 
            

            Rodney Hobson’s personal website is: www.rodneyhobson.co.uk 
            

         

      

   
      
         Introduction 

         Domino’s Pizza – isn’t that a downmarket takeaway chain with accident-prone motorcyclists? 

         Speedy Hire – a group of white van men supplying local builders who can’t afford their own equipment? 

         Ten or 20 years ago those impressions might have been valid, but today there is a different side to these companies. Today these companies stand out as fantastic success stories – as delighted shareholders will readily testify. 

         Domino’s and Speedy are among many UK companies that started out small but ambitious. Those three dots on the Domino’s logo? That’s the number of outlets it started with. Now the total is heading for 500. Speedy Hire was formed when a single outlet in Wigan took over another three in the North West. It now has national coverage with over 500 outlets and is much more than a humble tool hire company. 

         They are not alone. Two budget airlines that dared to challenge the world are now bigger than many of the entrenched flag carriers doomed to struggle to satisfy national pride. Ryanair and easyJet started small. Look at them now. 

         Stagecoach was a regional Scottish bus company inching its way forward in what had been a shrinking sector in the age of the motor car … ICAP found a tiny niche acting as go-between among brokers in the esoteric world of specialist finance … Bloomsbury Publishing put its faith in an unknown author called J. K. Rowling … Hornby revived the dying UK toys industry … Wolseley transformed itself from being a dying car manufacturer into an international building materials group specialising in plumbing equipment … the list goes on and on. 

         The following table shows the gains that were made investing £1,000 in five small companies on the first trading day of 2001 and selling on the final trading day of 2007. This period has not been selected to inflate the figures. It includes the final two-and-a-quarter years of the last long bear market and the slump in the second half of 2007. In other words, for 40% of the period the stockmarket generally was in freefall. 
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         These are the kind of companies that investors dream of and there are plenty more out there waiting to be discovered if you know what to look for. 

         It is admittedly easy to look on the companies I have highlighted with the wisdom of hindsight but in each case there were signs along the way that these companies were destined for greater things. Some make excellent case studies in Part III and we shall see that, in broad terms, they had strong management; they focused on growing markets or spotted scope for new products or services; they secured a regular long term stream of income; they expanded steadily and purposefully without over extending themselves; in short, they had a clear strategy. 

         The London stock market is now geared up to giving smaller companies the opportunities to make their mark across the whole range of stock market sectors, including finance, property, electronics, mining, oil, retailing and technology. 

         Regulation is firm but light, striking a balance between the need to protect investors and the scope to allow smaller companies to thrive. And thrive they do. You might have thought after the stock market slump between 2000 and 2003 that it was the biggest companies that offered the best prospects as shares recovered.  

         After taking a look at this chart showing how Domino’s Pizza performed compared with the FTSE 100 Index, think again. 
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         We shall take a closer look at why Domino’s did so well over this period later in the book. 

         It was the tiniest companies that led the way as the stock market powered through more than four years of steadily rising share prices.  
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         The Fledgling Index comprises companies that are not even large enough to be classified as small! Their outperformance is quite stunning. 

         Let us be clear: investing in smaller companies is generally more risky than sticking to the top end of the stock market. It can be more difficult to buy and sell shares in companies with fewer shares in issue or where a majority of shares are controlled by a handful of investors. 

         However, extra risks bring extra potential rewards for those willing to temper bravado with a little diligence and common sense. 

         
            Rodney Hobson 
         

         
            August 2008 
         

      

   
      
         PART I. What is a Small Company? 

      

   
      
         1. What Is Small? 

         

            Different ways of being small 

            There is no cut and dried definition of what constitutes a small company, but four characteristics are useful to look at: 



            
               	 stock market valuation 

               	 revenue 

               	 profit 

               	 number of staff 

            

            We shall look at each in turn, assessing their merits as a means of judging potential investments. 

            

               1. Stock market valuation 

               By far the most rational way of judging whether a company is small is to consider the way that the stock market values companies (their market capitalisations, or market caps for short). 



               If we multiply the number of shares that a company has issued by the price of the share on the stock market we arrive at the total value the stock market has put on the company. For example, at the time of writing the company Trafficmaster has issued 136 million shares which are trading at 36.25p on the stock market, which gives the company a market cap of £49m. If you wanted to buy the whole company, it would cost you £49m to buy all its shares at the current price. 

               This valuation changes day by day, sometimes minute by minute, as share prices fluctuate. 

               An idea of size profile of companies listed on the LSE can be seen with reference to the following table.  

               
                  
                     
                        	Mkt Cap(£m)
                        	Number of companies
                     

                     
                        	>2000
                        	114
                     

                     
                        	500-2000
                        	172
                     

                     
                        	100-500
                        	348
                     

                     
                        	50-100
                        	207
                     

                     
                        	20-50
                        	333
                     

                     
                        	10-20
                        	230
                     

                     
                        	2-10
                        	418
                     

                  
               

                

               For example, there are 207 companies listed on the LSE with a market cap between £50m and £100m. The data in the table is illustrated graphically in the following chart. 
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               From the chart is can be seen that there are approximately 1400 companies with a market capitalisation below £100m. 

               Using market cap as a measure of size, we can easily identify a company such as Tesco (market cap: £33bn) as being a big company, and Moss Bros (market cap: £38m) as a small company. This handily correlates with how we would intuitively describe these companies. But the question is: 

               
                  At what market cap level does a company cease to be small? 
               

               The London Stock Exchange has a convenient – if arbitrary – way of drawing that line. The 100 largest companies are regarded as large caps – that is, they have the largest stock market capitalisations and they form the FTSE 100 index (sometimes also called the Footsie). The next 250 companies are the midcaps with middle-sized stock market caps. Anything else is small. 

               As a rough guide, companies in the Footsie are likely to have a market capitalisation of at least £2.5bn. The figure has been as high as £3bn when the stock market was at its peak. Naturally, the figure varies according to the state of the stock market. The barrier for inclusion in the FTSE 250 index is approximately £300-400m but again the figure can vary considerably with movements in the market generally. 

               A committee set up by the Financial Times and the London Stock Exchange reviews membership of the FTSE 100 and 250 indices every three months so that growing companies can be promoted and shrinking ones moved down.  

               The main advantage of this definition from an investor’s point of view is that it is the stock market’s own way of sorting the men from the boys and it is on the stock market that we will be investing. Also, however arbitrary it may be, it is at least a clear and widely accepted classification system. The investment community can all talk the same language. 

               

                  Problems with this method of classification 

                  The disadvantage is that a specific number of companies are taken to be large or midcap but stocks do not necessarily split up in such a convenient fashion. Also, this division treats all companies traded on AIM as being small, whereas the largest AIM companies are of greater size than many smaller companies with full listings. 



                  AIM is the ‘junior’ half of the London stock market. As we shall see later, it is less tightly regulated than the main London Stock Exchange and has therefore been able to attract newer, smaller companies that would not qualify for a full stock market listing. However, the biggest companies on AIM are larger than the smallest ones with a full listing. Oil & Gas explorer Sibir Energy would come close to qualifying for the FTSE 100 index if its shares were traded on the main board. Synergy Healthcare and flooring maker James Halstead would be contenders for the FTSE 250. 

                  Stock market valuations can be highly subjective. Share prices are based on assumptions of how well a company is likely to fare over the next two or three years and these assumptions can be wide of the mark. This was particularly in evidence during the tech market boom in the run-up to the new millennium when a clutch of companies, such as Baltimore Technologies, stormed into the Footsie. Many such companies were still small by any reckoning other than market capitalisation and over-inflated sales projections. Some, such as Bookham Technology, Thus and Kingston Communications survived and even thrived as smaller companies after the tech bubble burst. 

                  Nonetheless, market caps provide the most reliable and meaningful way of judging the size of a company as far as investors are concerned and it is the measure that we will rely on most in this book. 

               

               

                  Penny shares 

                  One other way of judging a small company based on its stock market price is using the category of penny shares. Some pundits use the term to refer to shares trading at less than 100p, as that means they are worth less than £1 and are thus valued in pennies. However, it is more widely accepted that the term refers to shares trading at 10p or less. 



                  Penny shares can be deceptively attractive to private investors because they look “cheap” and an increase of just a few pence in the share price can easily double the value of a holding. However, they are very much at the high risk/high reward end of the market and such shares should be treated with especial care. We shall look at why this is so in more detail later. 

                  While a company whose shares have sunk below 10p is likely to be small on any other criterion, penny stocks are not necessarily worth less than companies with a higher share price. Construction group Costain with a lowly share price of 24p still managed a stock market valuation of just over £150m, six times the capitalisation of chemicals group Treatt, whose share price was ten times as great at 240p. Cameras retailer Jessops was still worth £7.3m after its shares had slumped to a measly 7p, while industrial engineer Tex was valued at only £6.4m despite its 101p share price. 

               

            

            

               2. Revenue 

               The bigger the company, then roughly speaking the greater its sales are likely to be. Revenue is the top line on all company results so we can see easily whether sales are substantial and whether they are rising. 



               Unlike share prices, which can fluctuate over short periods of time and are at the mercy of the subjective views of investors, all past revenue figures are hard facts and by and large we can judge the continuing sales trend from trading updates issued by the company. 

               Revenue figures can be distorted if a company specialises in particularly expensive goods or services, for example highly technical equipment. Some sectors are particularly inappropriate for judging in terms of revenue. For instance, a property investment company may sell an entire shopping mall one year and part with no holdings the next year. However, revenue does on the whole provide an objective view of the size of a company. 

               One point to watch for is that a small company with low turnover can be in danger of being squeezed out of the market by larger rivals. On the other hand, a specialist company with solid sales is potentially a sound investment. 

            

            

               3. Profits 

               This is the least helpful definition of a small company from an investor’s point of view. It is true that small companies will be unlikely to make large profits but large companies can certainly make small profits. 



            

            

               4. Number of staff 

               This is probably the definition that one can most easily understand. We can readily visualise the self-employed trader, ranging up to a small partnership, to a handful of employees, to a major company with thousands of workers. 



               Companies with few employees can be tightly run. The boss knows everybody and the employees feel part of the firm, almost as part of a family. Everyone can see the contribution they are making and where they fit in the great scheme of things. 

               Such businesses can have highly motivated and productive staff. 

               However, if trading gets tough then a company with few employees cannot cut costs by shedding surplus staff. If assets are, instead, tied up mainly in expensive machinery and premises then any change in revenue will have a magnified effect on profits.  

               A fall in sales will not be matched by a reduction in costs because assets will be running well below capacity. On the other hand, when times are good it may be easy to step up production. 

               A company with few staff is likely to be heavily dependent on just one or two of them to act as the driving force. Possibly this is a company run by its founder with a handful of hand-picked supporters. If the founder leaves or is ill then the firm may be rudderless.  

               A company with a large staff can stand the loss of even quite senior staff. No one is indispensable when there is someone else to step into the departing worker’s shoes. The loss of one or two key members of a tightly knit team can be rather more serious. 

               A small team will have particular difficulty in expanding. It is possible that staff will be overwhelmed by extra work and will be unable to cope if the company tries to diversify, even into related activities. 

               On the other hand, as long as the team sticks together doing what they do best the company is likely to be successful. 

               

                  Summary 

                  For the purposes of this book we shall take stock market capitalisations as the main criterion for deciding which companies are small. We shall regard all companies outside the FTSE 100 and FTSE 250 indices, including all stocks quoted on AIM, as our universe. We shall, however, bear in mind the other criteria where this is of particular relevance.  



               

            

         

      

   
      
         2. Stock Markets – Where Are Small Companies Traded? 

         There are four (unequal) arenas where small companies are traded in the UK: 

         
            	 LSE Main Market 

            	 AIM (part of the LSE) 

            	 PLUS Markets 

            	 Regional markets 

         

         These are looked at in detail below.  

         

            LSE Main Market 

            The main exchange for trading shares in the UK is the London Stock Exchange (LSE). All the biggest companies in the country, and many foreign ones, have their shares traded on what is known as the Main Board (even though, in this technological age of trading on computer screens, the share prices are no longer stuck up on a board in a trading room in the exchange). 



            This is referred to as a full listing. It means that companies have complied with strict financial standards, such as having to trade successfully for five years before they can have their shares traded.  

            A full listing is not, however, the sole prerogative of larger companies. Any company, however small, that complies with the listing requirements and is willing to pay the stock exchange’s fee can have a full listing. The big attraction is the prestige attached to being a part of one of the world’s premier stock exchanges in one of the world’s top financial centres. However, the cost of listing is a deterrent to many small companies. 

            Many investors, especially funds such as pension funds, hedge funds, unit trusts and investment trusts, will invest only in stocks listed on the main market. It invokes an air of trustworthiness, so suppliers and customers of a listed company will generally feel that it is on solid foundations. After all, the listed company has had to comply with rigorous regulations far in excess of the minimum requirements under European Union law and of a higher standard than most other stock exchanges. 

            The listed company’s name will be more widely known and that may help it to win business. 

            A company proposing to list on the main market must appoint a sponsor, usually an investment bank, stockbroker or other financial adviser, who will prepare a prospectus containing all the information necessary for a potential investor to decide whether to buy the shares. The company will need a firm of accountants, legal advisers and a registrar to keep the register of shareholders up to date. Most also appoint a public relations consultant. 

            At least 25% of the shares must be held by persons unconnected with the company, the stock market capitalisation must be at least £700,000 and the company is usually required to have a three year track record. 

            It costs an estimated £750,000 to float on the main market, including a modest £225 application fee, £5,700 for vetting the prospectus and the rest in fees to advisers. The stockbroker will take 2-5% commission on the money raised in the float. There is an annual stock exchange fee of £3,950 and, for UK companies, an annual financial reporting fee of £4,250.  

            One can see why many small companies baulk at the cost. 

         

         

            AIM 

            Since the cost of a full listing is tangible while the benefits are perceptions, perfectly solid, respectable, well run companies can decide to be listed on the Alternative Investment Market (normally referred to by its acronym AIM). AIM has grown rapidly since it was set up in 1995 and it now has well over 2,000 companies. Typically they have a market capitalisation between £2m and £100m and they have raised more than £11 billion between them over the years. 



            Strictly speaking, companies whose shares are traded on AIM are quoted, not listed. However, the difference from an investor’s point of view is largely technical and the two terms are commonly interchanged.  

            AIM – often referred to as the LSE’s second or junior market – has generally laxer rules, although it does not mean that companies whose shares are traded on AIM can play fast and loose.  

            

               Nomads 

               To join AIM a company must appoint a nominated adviser (Nomad in stock market jargon) to check that the company is in good financial shape and to assist in drawing up a prospectus. Nomads are financial advisers approved by and registered with the LSE. Rules governing Nomads are much stricter than for the quoted company itself. It is for the Nomad to ensure that the normal mandatory standards of behaviour one would expect from a quoted company – accounts issued twice a year, annual meetings called and prompt announcements of any takeover approaches or changed profit expectations – are adhered to. 



               If an AIM company falls out with its Nomad it must appoint a replacement immediately, otherwise its shares will be suspended from trading on the stock market. The most common reason for this happening is

               
               
               
            

            

               Moving between the main board and AIM 

               


               
                  	 Support services group Spice, which described the move as a coming of age. It cited increased liquidity for the shares, and a belief that it would be taken more seriously in the US, where it was seeking to grow its business, as major reasons. 

                  	 Media group Mecom, which had grown rapidly into a pan-European business. 

                  	 Hardy Oil & Gas, the exploration group, which said it had grown considerably during its three years on AIM. 

               

               
               
                  	 Software specialist Gladstone, which slimmed down the business after suffering pre-tax losses. 

                  	 Textiles group Dawson International, which struggled in difficult markets after losing its main customer Marks & Spencer. 

                  	 Clothing retailer Jacques Vert cited greater flexibility in raising funds and lower costs as reasons for switching from a full listing to AIM. 

               

               
               
            

            

               Summary 

               


            

         

         

            PLUS Markets 

            


            
            
            
            
            
         

         

            Regional exchanges 

            


            
            
         

         

            Delisting 

            


            
            
            
            
            
            
            
            

               Case study: Imagesound  

               


               
               
               

                  Chart 2.1: Imagesound 
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            Key points 

            
               	 A stock market quotation is not suitable for every company, especially those making losses. 

               	 Newer companies with a full listing are likely to represent a more solid investment than those on AIM or PLUS because the criteria for joining are tougher. However, companies on the junior market are still regulated and must keep investors informed of results and any developments that could affect the share price. 

               	 Companies moving up from PLUS to AIM or from AIM to a full listing are likely to attract the attention of larger investors so their shares are quite likely to rise further. 

               	 It is not a death knell if a company moves down from a full listing to AIM but shareholders should look very carefully at the motives for the move. Is AIM more appropriate or is the company seriously strapped for cash? 

               	 Where the quotation serves no useful purpose, it may be in the company’s interests to delist, although that will not suit the shareholders. Resisting plans to delist will simply add to the company’s expenses, so shareholders lose either way. 
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