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Editorial  

Despite  lofty  valuations,  a higher  

than  expected  5%  annual  inflation  

rate  published  last  week  in  the  US 

and  new  strains  of  the  virus,  fund  

managers  and  financial  advisers  

are  increasingly  weighting  

portfolios  to  equities.  Each month,  

Bank  of  America  publishes  a 

Global  Fund  Manager  Survey,  and  

for  June  2021,  BofA  found  asset  

allocators  (AA)  are:  

"  ...  bullishly  positioned  for  

permanent  growth,  transitory  

inflation  and  a peaceful  Fed taper  

via  longs  in  commodities,  cyclicals  

and  financialsò. 

At  the  Morningstar  Investor  Conference  (MIC)  last  week,  mainly  comprising  over  500  financial  advisers,  

only  16%  were  reducing  their  clients'  exposur e to  Australian  equities,  while  many  were  increasing  in  value  and  

core  strategies.  

When  asked  at  MIC about  their  biggest  concerns,  most  cited  valuations  and  inflation  risk,  with  few  worried  

about  COVID.  How  quickly  we  move  on.  
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It  was  the  same  in  the  BofA  fund  manager  survey,  

with  66%  nominating  their  biggest  tail  risk  as either  

inflation  or  a taper  tantrum  (that  is,  the  market  

reacting  badly  to  central  banks  withdrawing  support).  

It's  an  unusual  combination  of  allocating  more  to  

equities  amid  high  concerns  about  inflation  and  rising  

rates.  A record  number  of  companies  are  mentioning  

inflation  in  the  market  updates  they  give  during  their  

earnings  outlooks.  

A good  example  of  rapidly  rising  costs  is container  

shipping  spot  rates.  The  vital  trade  route  from  

Shanghai  to  New  York  shows  supply  chain  disruptions  

and  an  accelerating  upward  trend  in  shipping  costs.  

As trade  reopens,  higher  demand  for  oil  will  be 

another  factor  which  tests  whether  inflation  is really  

'transitory'.  

 

While  on  inflation,  we  should  acknowledge  a moment  in  history  which  shows  the  merit  of  government  spending  

on  productive  assets  at  the  moment.  For  the  first  time  ever,  the  Australian  Government  paid  a negative  interest  

rate  of  minus  0.01%  on  part  of  $1  bil lion  borrowed  from  institutions  last  week.  At  some  point,  debt  needs  to  

either  rollover  or  be paid  back,  but  it's  certainly  cheap  while  it's  out  there.  

Damien  Klassen  recently  published  an  exhaustive  7,000 -word , four -part  review  on  his  inflation  expectatio ns 

which  he  has  summarised  into  a shorter  article  for  our  purposes.  He concludes  that  the  investments  that  might  

protect  a portfolio  from  inflation  have  already  had  their  run  and  current  high  inflation  is supply -chain  based  and  

temporary.  

In  this  week's  lead,  Dawn  Kanelleas  identifies  five  companies  in  her  portfolio  that  she  holds  based  on  the  

outlook  over  the  next  five  years , not  because  she  is jumping  aboard  some  prediction  about  a COVID  recovery.  

Then  Greg  Lander  checks  the  performance  of  a wide  range  of  LICs  and  LITs  between  the  previous  peak  in  

January  2020  and  the  end  of March  2021.  How  well  did  they  manage  the  rapid  fall  and  recovery  in  a sector  that  

has  some  strong  results  despite  the  recent  criticisms?  

Rudi  Filapek - Vandyck  identifies  a stock  market  segment  that  has  delivered  excellent  results  recently , away  

from  the  headlines.  He says  it  would  be front  page  news  if  achieved  in other  parts  of  the  market.  

Then  two  articles  on  important  subjects  not  receiving  enough  attention.  Bill  Pridham  highlights  the  terrible  

impact  of  single -use  plastics  on  our  environment , and  how  regulations  will  hit  some  companies.  He has  invested  

in  one  business  that  is confronting  the  issues.  And  Will  Baylis  defends  the  rights  of  fund  managers  to  use  the  

research  of  proxy  advisers  and  he  argues  the  Government's  desire  to  stamp  out  their  influence  is going  too  far.  

Finally,  like  the  market,  we  can't  leave  the  inflation  genie  in  the  bottle.  Stephen  Mi ller  asks  what  it  will  take  

for  the  RBA to  change  its  highly  accommodative  stance  on  bond  purchases , interest  rates  and  lending  to  banks.  

The  White  Paper  from  Perth  Mint  is a detailed  review  by  Jordan  Eliseo  on  the  role  gold  can  play  in  diversified  

superannuation  strategies  based  on  market  data  and  super  funds  across  the  risk  spectrum  for  almost  30  years.  

We had  a lively  debate  (36  comments  so far)  on  Emma  Davidson 's  article  about  declining  fertility  but  our  

favourite  Comment  of  the  Week  came  from  Si mon  (Luke  Skywalker)  Samuel  who  joined  in  the  spirit  of  our  

comparison  of  LICs  and  ETFs with  Marvel  and  Star  Wars,  writing:  

https://www.firstlinks.com.au/protect-portfolio
https://www.firstlinks.com.au/five-stock-recoveries-not-hanging-covid-predictions
https://www.firstlinks.com.au/peak-peak-lic-managers-performed-covid
https://www.firstlinks.com.au/blink-you-missed-seismic-shift-one-sector
https://www.firstlinks.com.au/not-plastic-fantastic-solving-single-use-pandemic
https://www.firstlinks.com.au/worries-planned-proxy-rule-changes-australia
https://www.firstlinks.com.au/tale-inflation-genie-fed-rba
https://www.firstlinks.com.au/case-gold-diversified-superannuation-strategies
https://www.firstlinks.com.au/etfs-marvel-listed-galaxy-even-star-war
https://www.firstlinks.com.au/etfs-marvel-listed-galaxy-even-star-war
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"No  one  is going  to  be unhappy  buy ing  an  asset  for  80%  of  its  value  and  collecting  outsized  yields  as a result.  

The  problem  is that  unless  you  are  Palpatine  (the  Emperor  of  the  Galactic  Empire  who  seemingly  lives  forever)  

and  so donôt ever  need  to  sell  those  LICs,  you  are  only  going  to  get  80%  of  any  capital  appreciation  the  

underlying  fund  investments  make  until  such  time  as the  discount  narrows  meaningful.  Most  of  the  time,  you  

need  to  rescued  by  activists  (the  Force)  to  be able  to  crystallise  the  full  capital  gain.  Donôt forget  that  in  the  

beginning,  a long  long  time  ago,  those  first  investors  in  LICs  paid  100%  or  more  for  those  investments,  and  

those  people  are  not  best  pleased  to  be faced  with  having  to  sell  at  80%  of  the  value  when  they  or  their  estate  

trustees  need  to  sell  out."  

Final ly,  the  power  of  a healthy  celebrity  and  a viral  clip.  Watch  what  happens  when  Cristiano  Ronaldo  pushes  

away  two  bottles  of  Coke  during  a press  conference.  It  wiped  billions  from  Coke's  market  value.  Warren  

Buffett  will  not  be pleased.  

 

Five  stock  recoveries  not  hanging  on  COVID  predictions  

Dawn  Kanelleas  

Letôs face  it.  We couldn't  predict  COVID  and  we  couldn't  predict  the  impact  on  the  economy  of  the  stimulus  and  

which  sectors  would  benefit.  We couldn't  predict  the  fact  that  people  would  start  buying  more  because  they  

weren't  traveling  and  all  the  other  consequences  of  the  COVID  recovery.  

What  we  can  do  is pick  stocks,  using  a disciplined  investment  process  to  find  businesses  that  have  sustainable  

competitive  advantages  on  a three -  to  five -  year  view,  with  strong  financials  that  we  believe  will  preserve  

inv estor  capital  in  a crisis  like  COVID  where  the  market  collapses  precipitously.  

With  or  without  COVID,  investors  want  businesses  with  predictable  earnings  and  recurring  revenues,  especially  

disruptive  businesses  benefitting  from  change  in  the  global  economy , with  a large  addressable  market.  

Here  are  some  examples  of  what  happened  during  COVID.  

Two  great  Australian  companies,  ARB  and  Breville  

The  first  two  stocks  are  companies  that  we  have  owned  in  our  portfolios  for  over  10  years.  We believe  that  over  

three -  to  five -  years,  they  will  innovate  and  export  their  IP from  Australia  to  the  world,  where  they  have  low  

market  shares  relative  to  their  penetration  in  Australia.  

ARB Corporation  (ARB)  is a 4X4  accessories  producer  that  has  spent  more  than  30  years  investi ng  in  R&D on  its  

products.  It  has  cash  on  its  balance  sheet  and  a big  distribution  network  in  Australia  and  increasingly,  overseas.  

Breville  (BRG)  not  only  makes  toasters  and  small  items  but  also  sells  $4,500  coffee  makers  in  many  countries  

around  the  worl d.  In  fact,  their  sales  in  the  US are  2.5  times  the  sales  in  Australia  and  in  Europe,  they're  1.5  

times.  Breville  is growing  rapidly  but  they  own  only  a small  part  of  the  appliance  market  globally.  

The  price  charts  of  the  two  companies  are  below.  

 

https://www.abc.net.au/news/2021-06-16/cristiano-ronaldo-coca-cola-coke-share-price-euro-2020/100220520
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Source:  Factset.  Price  returns  shown.  Data  31  December  2019  to  31  May  2021.  

When  COVID  hit,  the  market  sold  ARB as investors  thought  nobody  was  fitting  accessories  to  their  vehicles.  

What  actually  happened  -  and  we  could n't  predict  this  -  was  that  people  couldn't  go  to  Bali  or  Disneyland  and  

they  bought  second -hand  four -wheel -drives  because  they  couldnôt buy  new  ones.  And  then  they  spent  $50,000  

a pop  on  4X4  accessories,  and  that  happened  in  both  Australia  and  the  US gene rating  record  earnings  for  ARB. 

Likewise  with  Breville,  as people  initially  thought  stores  would  close  and  nobody  would  replace  their  home  

appliances.  What  actually  happened  was  people  stayed  at  home  when  the  coffee  shops  shut,  or  people  did  not  

feel  comfo rtable  going  out,  so they  bought  top -of - the - range  coffee  makers  for  their  own  espresso  at  home.  And  

they  bought  rice  cookers  and  bread  makers,  plus  they  shopped  online  in  both  Australia  and  the  US, either  

directly  or  through  various  other  means.  The  result  was  worldwide  record  sales.  

Clearly,  we  couldn't  predict  what  happened.  What  we  did  was  pick  great  businesses  with  a three -  to  five -year  

view,  and  then  we  bought  more  as the  earnings  came  through.  Many  of  our  peers  may  have  sold  out  because  

they  thought  earnings  in  these  companies  would  collapse  or  underperform  when  stores  closed.   

But  we  didnôt make  any  recovery  prediction.  We stuck  by  our  opinion  and  these  companies  suddenly  became  

incredibly  cheap  on  a longer - term  view  of  two  great  Australian  companies.  The businesses  were  already  

growing  at  double  digit,  and  then  COVID  supercharg ed them.  

Online  travel  will  also  recover  

We have  two  long - term  travel  holdings  in  our  portfolio  because  they  are  global,  Australian  businesses  leveraged  

to  the  travel  market.  Corporate  Travel  Management  (CTD)  is a global  leader  in  business  travel,  having  invested  

in  innovative  software  which  is driving  efficiencies  for  its  customers  globally.  It's  gaining  market  share  but  with  

many  company  employees  not  travelling,  the  share  price  of  CTD has  not  recovered  to  pre -COVID  levels,  as 

shown  below.  

 
Source:  Factset.  Price  returns  shown.  Data  31  December  2019  to  31  May  2021.  
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Similarly  with  Webjet,  which  is a long  way  off  its  high.  It  is better  known  for  its  Business - to -Consumer  travel  in  

Australia,  where  people  go to  the  web  portal  for  tickets.  This  part  of  the  business  is recovering,  but  it's  a digital  

company.  On both  companies,  we  take  ou r three -  to  five -year  view  despite  the  hit  from  COVID.  Webjet  still  has  

a way  to  go  because  holiday  travel  has  yet  to  recover,  but  it  is a digital  platform  delivering  travel  solutions  to  

companies  and  to  consumers.  

 
Source:  Factset.  Price  returns  shown.  Data  31  December  2019  to  31  May  2021.  

We don't  own  Flight  Centre  because  we've  taken  a view  around  the  lack  of  a sustainable  competitive  advantage  

in  its  business.  It  is far  less  of  a digital  business.  We are  concerned  about  the  balance  sheet  liability  associated  

with  its  significant  store  lease  footprint  that  we  believe  will  be challenged  in  the  future.  

IDP  Education  as  a global  provider  

IDP Education  delivers  English  language  testing  globally,  especially  for  students  studying  at  English -speaking  

universities  in  the  UK and  North  America.  It  was  adversely  impacted  by  COVID  initially,  but  what  actually  

panned  out  was  that  in  the  UK,  the  market  was  open  to  international  students  to  the  detriment  of  Australia.  

North  America  was  also  open  and  IDP was  able  to  sell  more  of  its  digitally -enabled  market - leading  university  

placement  products.  COVID  helped  in  bringing  forward  its  digital  business.  

 
Source:  Factset.  Price  returns  shown.  Data  31  December  2019  to  31  May  2021.  

Australia  is still  not  open  to  international  students  but  IDP returned  to  pre  COVID  price  levels  quickly.  We think  

this  is a great  business  that  is disrupting  an  industry  using  its  English  language  client  base  to  start  a student  

placement  programme,  which  is gaining  share  globally.  

What  about  the  higher  income  from  banks?  

We are  often  asked  questions  on  banks  and  bank  yields.  The  following  chart  shows  that  despite  the  heavy  

position  of  high -yielding  banks  in  50  Leaders  Index,  the  small  cap  and  mid  cap  index es have  done  better  over  

any  of  time  periods  in  the  chart.  These  total  returns  include  the  attractive  yields  that  the  banks  deliver.  
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The  key  takeaway  is that  if  an  investor  can  identify  businesses  that  are  innovative  and  growing  and  can  protect  

capital  due  to  privileged  assets  with  long - term  contracted  revenue,  they  should  deliver  better  returns  over  

time.  

Bank  yields  or  innovation  and  growth?  Small  and  mid  caps  taking  the  lead.  

 
Source:  Bloomberg.  Total  returns  shown  to  30  April  2021.  

Where  are  we  now  in  the  cycle  and  outlook  for  small  and  mid  cap  companies?  

The  answer  is very  stock  specific.  We have  recently  seen  some  major  falls  in  overpriced  companies  where  

investors  did  not  understand  the  risks.  While  the  Small  Cap Index  is up  about  27%  in  the  year  to  end -May  2021  

and  our  portfolio  has  outperformed  over  th e same  period,  itôs unlikely  we  will  see such  results  again.  There  are  

strong,  disruptive  businesses  but  there  are  also  pockets  of  small  caps  that  are  overpriced,  especially  when  they  

don't  have  a strong  business  producing  free  cash  flow  and  funding  their  own  growth.  But  businesses  with  

sustainable  competitive  advantages,  strong  financials  and  predictable  earnings  should  continue  to  do  well.  

  

Dawn  Kanelleas  is Head  of  Australian  Small  and  Mid -Cap Companies  at  First  Sentier  Investors , a sponsor  of  

Firstlinks.  This  article  is for  general  information  only  and  is not  a substitute  for  tailored  financial  advice.  Any  

stock  mentioned  does  not  constitute  any  offer  or  inducem ent  to  enter  into  any  investment  activity.  

  

For more  articles  and  papers  from  First  Sentier  Investors,  please  click  here . 

 

Peak  to  peak,  which  LIC  managers  performed  during  COVID?  

Greg  Lander  

The  14 -month  period  from  31  January  2020  to  31  March  2021  was  an  excell ent  opportunity  to  assess  whether  a 

fund  manager  did  a good  job.  Thatôs because  January  2020  was  the  last  monthly  high  before  the  pandemic  hit  

markets  and  in  March  2021,  the  ASX200  Accumulation  Index  broke  even  again.  If  you  had  invested  in  the  

ASX200  over  this  period,  your  return  would  have  been  just  0.7%.   

This  period  features  both  the  downturn  and  the  upswing.  Although  itôs a short  period,  it  is,  in  effect,  a complete  

market  cycle.  These  are  the  periods  when  active  managers  should  outperform  (and  earn  th eir  fees).  If  they  

havenôt, you  are  entitled  to  ask  some  hard  questions.  

https://www.firstsentierinvestors.com.au/au/en/adviser/home.html
https://www.firstlinks.com.au/sponsors/first-sentier-investors
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So we  checked  this  market  high  to  market  high  to  see how  LIC managers  performed . Did  LIC managers  add  

value?  Who  made  money,  and  who  didnôt?  

How  we  did  it  

For this  exercise,  we  wante d to  measure  the  investment  performance  of  the  LIC manager.  So,  we  ignored  

changes  in  LIC share  prices  and  looked  only  at  the  change  in  underlying  NTA plus  dividends  and  distributions.  

This  excludes  the  impact  of  other  market  forces,  such  as changes  in  dis counts  to  NTA.  

Generally,  discounts  and  premiums  magnify  market  ups  and  downs.  For  example,  if  you  had  taken  the  plunge  

and  bought  a LIC in  March  or  April  2020,  itôs almost  certain  that  the  current  premium  or  discount  is better  than  

when  you  bought.   

We looked  at  the  change  in  pre - tax  NTA plus  dividends  and  distributions  paid  between  January  2020  and  March  

2021.  This  penalises  LIC managers  slightly  by  including  the  impact  of  tax  on  realised  gains.  It  also  does  not  

consider  the  effect  of  any  corporate  action s such  as options  and  capital  raisings.  Even  so,  as you  will  see below,  

most  managers  still  performed  admirably  after  this  handicap.  For  LITs,  the  trust  structure  means  that,  like  ETFs 

and  unlisted  managed  funds,  there  was  no  direct  tax  cost  to  handicap  th em.  

We also  highlight  areas  where  active  management  has  worked  best,  broken  down  by  strategy.  In  many  cases,  

particular  LICs  could  have  qualified  in  more  than  one  strategy  but  we  have  placed  LICs  with  the  peer  group  we  

felt  is the  best  fit.  

Australian  Larg e Cap  Equities  

For larger  ASX stocks,  where  the  ASX200  

Accumulation  Index  delivered  0.7%  for  

the  period,  weôve used  this  as a 

benchmark.  Results  varied  widely.  

No doubt  the  star  of  the  show  was  

Perpetual.  PIC delivered  a total  return  of  

21.5%.  The  result  was  helped  by  a small  

allocation  to  global  equities  and  a 

resurgence  in  some  of  their  favoured  

value  stocks.  Perpetual  is genuinely  

differentiated  from  the  index  and  it  

shone  through.  Other  key  outperformers  

were  Katana  Capital,  helped  by  a decent  

allocation  to  resources,  Flagship  

Investments,  AMCIL  and  WAM Leaders.  

What  about  the  three  largest  LICs?  AFIC 

and  Milton  added  a small  amount  of  

value  while  Argo  slightl y 

underperformed.  

At  the  wrong  end  of  the  table,  we  have  

AFIC stablemate  Djerriwarrh,  where  

some  upside  from  the  recovery  may  have  

been  lost  via  their  strategy  to  write  call  

options.  Clime  Capital  performed  poorly  

while  Contango  Income  Generator  

suffered  as income  stocks  were  

hammered  during  COVID.  This  eventually  

resulted  in  the  manager  completely  

changing  this  LIC's  strategy.  

So,  a mixed  bag  from  large  cap  LICs  with  

over  40%  return  difference  between  the  

best  and  worst  performers.  
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Australian  Small  Cap  Equ ities  

Small  caps  are  where  the  real  

opportunities  exist  for  active  managers,  

and  most  managers  delivered  in  spades.  

The  ASX Small  Ords  Accumulation  Index  

did  better  than  the  ASX200  Accumulation  

Index  over  the  period,  with  a 7.9%  total  

return  versus  0.7%  fo r the  ASX200.  

Overall,  15  of  the  21  small  cap  LICs,  or  

around  70%,  outperformed  the  Small  

Ords,  many  of  them  handsomely.  

Unbelievably,  both  the  top  and  bottom  

performers  were  managed  by  Thorney.  

This  shows  the  stark  difference  that  an 

investment  style  can  make,  even  when  

run  by  the  same  management  team.  The  

technology  focused  TEK delivered  a 30%  

return  while  old  school  value  hunter  TOP 

was  the  worst  performer.  TOP 

performance  was  made  significantly  

worse  by  the  management  agreement  

wi th  Thorney,  which  allows  the  

performance  fee  hurdle  to  reset  every  

year.  This  meant  the  $35  million  loss  

suffered  by  shareholders  in  the  2020  

financial  year  could  be ignored.  It  

resulted  in  a performance  fee  of  $5.5  

million  in  the  second  half  of  2020  despi te  

shareholders  still  being  underwater.  

Special  mention  must  go  to  the  team  at  

Monash,  who  performed  significantly  

better  than  most  in  the  downturn  and  

continued  to  add  value  during  the  

recovery.  In  addition,  they  recently  

completed  the  transition  of  MA1 from  an  

LIC to  a listed  managed  fund,  eliminating  

the  considerable  NTA discount  and  

introducing  a 6%  per  annum  distribution  

target.  
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Global  Equities  

The  MSCI  All  World  Index  returned  7.8%  

for  the  14 -month  period,  while  US and  

many  Asian  indices  fared  even  better.   

Platinum  Asia  and  the  flagship  Platinum  

Capital  did  well  as the  value  style  slowly  

came  good  after  a long  period  of  

underperformance.  Other  good  

per formers  included  the  successful  

Hearts  and  Minds  Investments,  WCM's  

US- focused  global  growth  strategy,  

Morphic  Ethical  Equities  and  PM Capital,  

another  value  manager.  

Two  poor  performers  stand  out.  MFF 

Capital  investments  struggled  after  

remaining  overweig ht  cash  and  missing  a 

significant  portion  of  the  recovery.  Argo  

Global  is focused  on  listed  infrastructure  

which  has  remained  one  of  the  areas  

most  impacted  by  COVID.  

 

 

 

 

 

 

 

 

Alternative  Strategies  

The  alternative  strategies  group  covers  

LICs  that  seek  absolute  re turns,  using  

tools  such  as shorting  or  carrying  

significant  extra  cash.  

L1 Long  Short  Fund,  despite  being  one  of  

the  most  impacted  initially  on  the  

downside,  has  recovered  spectacularly  

well.  They  correctly  recognised  early  in  

the  recovery  period  that  vacc ines  were  

likely  to  be highly  effective  and  

positioned  the  portfolio  to  benefit  from  

value  plays  and  the  recovery  trade.  

Regal  Investment  Fund,  which  

incorporates  a range  of  investment  

styles,  also  performed  well.  This  was  

somewhat  assisted  by  gearing  embe dded  

in  some  strategies.  On the  flipside,  AEG, 

a geared  market  neutral  fund,  has  

struggled  in  an  environment  where  value  

stocks  have  made  a a comeback.  
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Alternative  Assets  

Our  alternative  assets  group  includes  

LICs  investing  in  non -standard  asset  

classes.  

Outperformers  included  all  three  of  the  

CD Private  Equity  Funds  and  Bailador's  

Technology  focused  private  equity  LIC.  

The  one  disappointment  was  Pengana's  

Private  Equity  LIC.  Despite  weathering  

the  downturn  well,  the  recovery  has  been  

meagre  for  Pengana.  I t  was  not  helped  

by  the  appreciation  of  the  Australian  

dollar  nor  the  additional  capital  raised  by  

the  manager.  

 

 

 

 

Corporate  and  Real  Estate  Debt  

Despite  being  a relative  newcomer  to  the  

sector,  debt  focused  LITs  have  primarily  

done  their  job.  However,  most  of them  

traded  at  substantial  discounts  to  their  

net  asset  value  at  some  stage  in  2020,  

requiring  investors  to  hold  their  nerve  to  

achieve  the  returns.  

Two  LITs  from  Metrics  and  one  from  

Qualitas,  both  high -quality  Australian  

managers,  are  at  the  top.  All  three  

delivered  good  results  with  no  material  

loan  losses.  Of course,  it  helps  that  they  

hold  private  or  unlisted  debt,  which  is not  

marked  to  market  like  publicly - traded  

debt.  

On the  flipside,  LITs  from  KKR and  

Partners  Group  generally  have  exposure  

to  offshore  publicly  traded  debt,  which  

has  not  fared  as well.  We would  also  argue  that  this  type  of  asset  has  a higher  embedded  risk.  Indeed,  these  

were  also two  of  the  most  volatile  LICs  last  year.  

What  have  we  learned?  

From  market  peak  to  trough,  and  back  to  peak  again,  we've  seen  surprisingly  diverse  results  from  LIC 

managers,  including  many  outstanding  performers.  

What  lessons  can  we  learn  from  this?  Here  are  eight  key  takeaways,  although  these  comments  may  apply  to  

managed  funds  in  general.  

1.  The  more  a manager  can  deviate  from  a benchmark,  the  higher  their  chance  to  outperform.  Of course,  this  

also  comes  with  a risk  that  they  underperform.  But  if  you  choos e talented  managers  with  an  excellent  long -

term  track  record,  you've  probably  made  a good  start.  

2.  Look  carefully  at  what  the  manager  is doing  and  question  their  competitive  advantage.  For  example,  it's  

harder  to  outperform  in  the  biggest  stocks.  On the  othe r hand,  small  cap  managers  and  alternative  
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strategies  where  the  manager  can  have  an  information  or  skill  advantage  can  deliver  good  results  in  choppy  

markets.  

3.  Diversification  is worthwhile.  Picking  one  or  two  LICs  might  work,  but  it  is better  to  have  at  least  five  and  

up  to  10  for  a diversified  LIC portfolio.  

4.  Investment  style  matters.  Certain  styles  will  outperform  or  underperform,  potentially  for  long  periods.  

Sometimes,  that  means  two  different  LICs  run  by  the  same  manager  can  have  vastly  different  result s. 

5.  Bigger  is not  better.  The  performance  of  larger  LICs  was  average  overall.  Most  of  the  stellar  results  came  

from  the  medium  and  smaller  sized  LICs.  

6.  Alternative  strategies  and  alternative  assets  can  be attractive  diversifiers  and  perform  relatively  well  when  

other  investments  struggle.  

7.  Debt  LITs  did  their  job,  eventually,  with  Australian  assets  and  Australian  managers  delivering.  Investors  

stomached  volatility  along  the  way.  

8.  Finally,  LICs  can  be an  attractive  addition  to  your  portfolio.  Increasing  your  all ocation  during  times  of  

market  stress,  when  NTA discounts  are  higher  and  active  managers  can  do  their  best  work,  can  deliver  

outstanding  investment  results.  

  

Greg  Lander  is a Portfolio  Manager  at  Affluence  Funds  Management . This  article  is intended  to  provide  general  

information  only.  It  should  not  be construed  as tax,  legal  or  investment  advice  as it  has  been  prepared  without  

considering  your  objectives,  financial  situation  or  needs.  

 

Blink  and  you  missed  a seismic  shift  in  these  stocks  

Rudi  Filapek -Vandyck  

If  you  are  a share  market  investor  who  still  reads  newspapers  in  print,  you  may  casually  glance  over  the  

property  section  on  your  way  to,  say,  the  share  price  pages,  sport  updates  or  the  weekly  cultural  agenda.  If  so,  

you  may  have  missed  one  of  the  most  profound  changes  taking  place  in  the  valuation  of  financial  assets.  

It  is the  reason  why  some  of  Australia's  owners  of  bricks  and  mortar  have  been  among  the  best  performers  on  

the  ASX in  recent  weeks,  including  Centuria  Industrial  REIT (CIP),  Goodman  Group  (GMG)  and  Charter  Hall  

(CHC),  with  share  prices  up  circa  27%  in  all  three  cases  in  less  than  three  months.  

As always,  there  are  multiple  drivers  in  place,  but  investors  should  not  simply  assume  that  a generally  more  

relaxed  attitude  towards  inflation,  as also  expressed  through  much  less  volatile  bond  markets,  is the  sole  

responsible  factor  for  this  remarkable  bounce  in  share  prices.  

Quality  industrial  is  the  new  black  

An important  clue  of  what  is driving  share  pr ices  of  the  property  owners  and  developers  mentioned  can  be 

found  in  the  recent  market  update  lodged  by  Centuria  Industrial  REIT to  the  ASX on  1 June  2021.  

In  it,  Australia's  largest  listed  pure  play  owner  of  industrial  assets  revealed  a general  re -assessm ent  of  the  

asset  portfolio  had  led  to  an  11%  increase  in  like - for - like  book  values,  in  large  part  the  result  of  the  Weighted  

Average  Capitalisation  Rate  falling  by  -42bp  to  4.53%.  

If  this  had  been  an  announcement  made  by  a producer  of  iron  ore,  gas,  copper  or  even  poultry  or  cattle,  the  

news  would  have  been  splashed  across  the  front  pages  of  major  newspapers,  with  highlights  on  the  evening  

news  bulletins.  

But  industrial  property?  

What  we  are  experiencing  is potentially  a seismic  shift  in  the  valuation  of  highly  sought -after  bricks  and  mortar  

assets.  It  is driven  by  the  fact  that  assets  such  as data  centres  and  modern  warehouses  have  a direct  link  to  

new  megatrends  such  as e-commerce  and  the  explosion  in  data  usage.  And  more  traditional  property  assets,  

inclu ding  offices  and  shopping  malls,  now  carry  a lot  of  question  marks  about  their  value  and  use -by  date.  

https://affluencefunds.com.au/
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Investors  in  the  share  market  are  still  debating  whether  work - from -home  is here  to  stay  and  in  what  capacity,  

or  how  much  more  value  depreciation  lays  ahe ad for  shopping  malls  in  CBDs and  quiet  neighbourhoods.  But  it  

appears  large  investors  in  property  markets  have  already  made  up  their  mind.  

From  the  aforementioned  Centuria  statement:  

"Australia's  industrial  real  estate  market  remains  a highly  sought -after  sector  attracting  investment  demand  

from  domestic  and  international  capital.  Within  the  past  six  months  the  market  has  seen  elevated  transaction  

volumes  with  major  asset  and  portfolio  sales  setting  new  benchmarks,  which  has  resulted  in  significant  

compres sion  of  capitalisation  rates  compared  to  previous  reporting  periods.  A substantial  weight  of  capital  

continues  to  create  competition  for  quality  assets. "  

Lower  cap  rate  means  higher  values  

For those  who  are  less  familiar  with  the  specific  lingo  used,  Weigh ted  Average  Capitalisation  Rate  or  'cap  rate'  is 

effectively  the  income  from  the  property  as a percentage  of  the  total  value  ascribed.  

If  you  pay  $100  and  the  contractual  income  is $5  per  annum,  the  cap  rate  is 5%.  

But  here's  where  strong  demand  and  changing  risk  perceptions  are  starting  to  change  property  market  values  

and  dynamics.  

A cap  rate  of  5%  seemed  pretty  final  up  until  last  year.  In  2021,  as also  indicated  by  that  ASX statement,  the  

cap  rate  for  a modern,  quality  industrial  asset  is trending  towards  4.5%,  and  potentially  closer  to  4%.  

What  this  means,  in  our  example  of  an  asset  valued  at  $100,  is that  investors  are  now  willing  to  purchase  that  

same  property  for  $110,  bringing  the  cap  rate  down  to  4.5%.  Were  that  cap  rate  to  drop  to  4%,  the  same  

property  would  be worth  $125.  

It  has  taken  a while  but  the  share  market  is now  genuinely  paying  attention.  And  so is the  rest  of  the  sector.  No 

doubt,  similar  revaluation  updates  are  being  prepared  at  Goodman  Group,  Charter  Hall  and  other  listed  owners  

of  similar  properties,  including  Charter  Hall  Long  WALE REIT (CLW),  Stockland  (SGP),  GPT Group  (GPT)  and  

Mirvac  (MGR).  

All  have  experienced  firm  share  prices  in  recent  months,  though  not  necessarily  in  line  with  the  three  peers  

mentioned  earlier.  The  real  stand -out,  however,  is Mirvac  whose  share  price  has  now  rallied  more  than  30%  

since  bottoming  in  February.  Mirvac  also  brings  along  a firm  leverage  to  domestic  residential  markets,  as well  

as offices  and  commercial  retail . 

In  similar  vein  to,  for  example,  Charter  Hall,  Mirvac's  portfolio  also  includes  assets  that  might  have  to  be 

devalued  (office  and  retail),  but  investors  are  taking  the  view  the  positives  from  the  industrial  assets  portfolio  

outweigh  any  negatives.  

Goodma n  Group  and  the  'value'  debate  

The  above  would  in  particular  apply  to  Goodman  Group  and  Charter  Hall  whose  creating -value - for -shareholders  

strategies  are  closely  intertwined  with  asset  management  and  new  project  development.  

Within  this  context,  it  is tell ing  that  sector  analysts  at  JP Morgan  recently  discussed  whether  Goodman  Group  

should  now  be treated  as a high -quality  growth  stock  on  the  ASX.  

JP Morgan  suggests  the  answer  is 'yes'.  On its  assessment,  current  projects  under  development  virtually  

guarante e 10 -15%  per  annum  in  sustainable  growth  in  Assets  under  Management  (AUM)  and  management  

fees.  The  broker  also  believes  that  were  margins  and  developments  to  come  under  pressure,  the  company's  

balance  sheet  can  be used  to  support  growth  in  earnings.  

JP Mor gan  believes  Goodman  Group's  strong  growth  profile  will  last  for  the  next  3-4 years,  with  a projected  

14%  CAGR in  earnings  per  share  over  the  next  three  years.  Ultimately,  the  broker  acknowledges,  annual  

growth  in  EPS will  revert  back  to  the  old  and  famili ar  6-8%,  but  few  investors  would  be concerned  about  such  

slowing  in  today's  context.  

Years  ago,  Goodman  Group  used  to  be a staple  for  retirees  seeking  steady  income  from  the  share  market.  The  

re - rating  of  the  stock  that  has  occurred  since  has  triggered  man y calls  of  over -valuation.  It  is fair  to  conclude  

those  calls  were  looking  in  the  rear  view  mirror  and  wrong,  as the  share  price  has  continued  to  set  new  all - time  

record  highs.  
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Chart  1:  Goodman  Group  (A$)  

 
Source:  Morningstar.com.au  

Goodman  Group  shares  have  now  doubled  in  value  since  mid -2018.  Clearly,  sector  analysts  at  JP Morgan  don't  

think  the  share  price  has  travelled  far  enough  north  just  yet,  as also  indicated  by  th e fact  all  seven  stock  

brokers  in  the  FNArena  universe  who  cover  the  stock  still  hold  a positive  view.  

The  upcoming  asset  revaluation  update  is simply  another  positive  in  support  of  a share  price  that  is now  trading  

on  a forward  multiple  of  28x  on  FY22 con sensus  forecasts  for  an  implied  dividend  yield  of  1.5%.  

Mind  the  differences  

For Charter  Hall,  which  is a lot  smaller  than  Top  20  member  Goodman  Group,  the  numbers  look  slightly  

different  with  FY22 forecasts  implying  today's  PE multiple  is only  21.5x  for  a yield  of  2.7%.  

Investors  should  not  assume  the  exact  same  dynamics  apply  equally  to  all  companies  in  the  sector.  Charter  Hall  

combines  two  of  Goodman  Group's  prime  features  -  asset  management  and  industrial  project  development  -  

with  offices,  commercial  retail  and  social  infrastructure.  Its  EPS growth  profile,  judging  from  the  years  past,  is 

also  less  steady  and  predictable.  

Chart  2:  Charter  Hall  Group  (A$)  

 
Source:  Morningstar.com.au  

Centuria  Industrial  REIT is yet  again  another  few  steps  down  from  Charter  Hall  in  terms  of  market  

capitalisation.  Given  its  much  less  diversified  scope,  it  is valued  in  more  traditional  REITs style,  being  dividend  

yield  relative  to  bond  yields.  The  share  price  is probably  due  a pause,  but  nevertheless  supported  by  strong  

industry  dynamics.  

A potential  turning  point  for  property  valuations  

The  conclusion  from  all  of  the  above  is that  we  might  be witnessing  a major  schism  inside  property  market  

valuations  driven  by  COVID -19  and  identifiable  megatrends  that  will  remain  with  us for  many  more  yea rs  to  

come.  

Assessing  the  exact  impact  and  consequences  won't  be easy  for  investors,  as no  two  assets  are  identical,  while  

most  REITs and  asset  owners  have  different  portfolios,  profit  drivers  and  strategies.  
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But  times  they  are  a-changing  and  for  the  likes  of  Goodman  Group,  Charter  Hall  and  Centuria  Industrial  REIT it  

is more  than  plausible  this  year's  new  dynamic  will  cement  their  profile  as the  better  growth  alternative  among  

peers.  

  

Rudi  Filapek -Vandyck  is Editor  at  the  FNArena  newsletter,  see www.fnarena.com . This  article  has  been  prepared  

for  educational  purposes  and  is not  meant  to  be a substitute  for  tailored  financial  advice.  

 

Worries  over  the  planned  proxy  rule  changes  in  Australia  

Will  Baylis  

The  Australian  Treasury  recently  issued  a consultation  paper  on  changes  to  proxy  advice  that  mirror  some  of  

the  proposals  issued  under  the  US Trump  administration.  To us,  the  new  rules  are  founded  on  a misguided  

notion  that  the  proxy  voting  sector  lacks  transparency.  

We believe  that  the  rule  changes  would,  if  anything,  undermine  the  rights  of  asset  owner s to  vote  as they  wish  

and  give  companies  undue  influence  on  proxy  recommendations  and  outcomes.    

We recently  made  a submission  to  the  Treasury  consultation  outlining  our  concerns  as to  why  this  is not  in  the  

best  interests  of  our  clients  or  the  market  mo re  broadly.  We outline  the  key  points  of  our  submission  below.  

Proxy  voting  is  a core  element  of  our  active  ownership  approach  

We have  long  believed  that  it  is our  job  as fiduciaries  to  make  a stand  where  we  see an  issue  which  could  

detract  from  good  gover nance,  sustainability,  and  investor  outcomes.  Annual  General  Meeting  (AGM)  season  

(typically  October  to  December  in  Australia)  is a critical  time  to  re -emphasise  our  stance  regarding  a boardôs 

progress  on  ESG matters  through  engagement  and  the  voting  of  pr oxies.  

In  order  to  vote  proxies  for  our  clients,  we  do  our  own  internal  assessments  of  boards  and  management  with  a 

comprehensive  investment  process  which  includes  our  actions  taken  in  relation  to  voting  for  AGMs and  

shareholder  resolutions.  We supplement  this  wi th  the  input  of  external  providers  to  provide  additional  insight  to  

company  financial  accounts,  AGM resolutions  and  assessment  of  directors  who  are  up  for  re -election.  

Unlike  what  is being  suggested  by  the  Treasury  rules,  we  do  not  agree  with  the  premise  that  institutional  

investors  that  use  proxy  advisors  are  overly  influenced  by  the  research  provided  by  them.  

The  reality  is that  we  frequently  disagree  with  the  views  of  our  proxy  advisors.  In  2020,  we  voted  differently  to  

the  proxy  advice  provided  in  12%  of resolutions.  And  where  we  did  agree,  it  was  often  for  different  reasons  

than  those  stated  in  the  proxy  advisor  report.  Ultimately,  our  voting  is undertaken  based  on  an  assessment  in  

the  best  interests  of  our  clients.  

Sharing  recommendations  with  companie s in  advance  may  compromise  independence   

The  Treasury  has  suggested  a number  of  changes,  one  is that  proxy  advisors  should  provide  their  report  

containing  the  research  and  voting  recommendations  to  the  relevant  company  before  investors.  

We do  not  agree  wi th  this  approach.  

Directing  the  distribution  of  independent  research  recommendations  to  issuers  in  advance  of  its  release  

compromises  the  expectation  that  this  research  will  be independent  of  the  issuer.   

We also  do  not  want  to  see undue  costs  and  time  del ays  added  to  the  process  of  proxy  advisors.  Independent  

researchers  should  be able  to  rely  on  a companyôs public  documents  and  meetings  with  company  executives,  

without  any  requirement  to  provide  them  with  draft  research  in  advance.   

Increased  costs  from  additional  regulation  will  impact  returns  for  investors.  Given  the  Government  and  

regulator  focus  on  affordable,  low -cost  superannuation,  we  are  concerned  about  the  increased  costs  of  proxy  

regulation.  

The  ASX is already  established  as a forum  to  enable  issuers  to  provide  continuous  disclosure  to  an  informed  

equity  market.  A company  can  make  an  announcement  on  its  website  or  via  the  ASX and  does  not  require  the  

proxy  adviser  to  do  so.  

https://www.fnarena.com/
https://treasury.gov.au/sites/default/files/2021-04/c2021-169360_consultation_paper.pdf
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Proxy  advisors  are  already  well  regulated  

Proxy  advisors  are  in  a competit ive  industry.  Our  preferred  advisors  engage  regularly  with  ASX- listed  

companies  and  include  the  issuerôs views  on  AGM proposals.  We also  value  the  fact  that  our  Australian  proxy  

advisor  has  an  Australian  Financial  Services  licence  (AFSL)  as it  relates  to  providing  credible  insights  regarding  

the  companyôs financial  accounts  and  AGM resolutions.  

What  we  expect  is for  ASIC  to  continue  to  regulate  the  proxy  advisors  such  that  if  a proxy  advisor  is found  to  

not  show  professional  conduct  or  independent  research,  then  in  a manner  similar  to  other  regulated  entities,  

the  license  to  operate  is reviewed  and  remediation  actions  are  taken.  

To require  additional  licensing  would  be regulatory  overkill.  The  best  analysis  is driven  by  excellent  financial  

research  and  each  analysis  of  resolutions  at  AGMs or  EGMs always  contains  opinion  about  the  companyôs 

historical  or  forward - looking  financials.  

We also  note  that  the  ASIC  review  of  proxy  adviser  engagement  practices  in  June  2018  was  extensive,  and  

concluded  that:  

ñvoting allows  shareholders  to  express  their  views  on  important  issues  as well  as hold  the  Board  to  account  for  

the  companyôs performanceò. 

This  is central  to  why  we  have  our  own  investment  team  and  access  to  multiple  proxy  advisors  who  can  add  

valuable  and  independent  insight.  

Inertia  and  increased  influence  of  company  directors  on  proxy  recommendations  

Finally,  one  of  our  key  issues  with  this  consultation  pap er  is that  it  is focussed  on  the  wrong  issues.  

The  extremely  low  4-7%  óVote Against  Managementô average  by  shareholders  for  ASX company  resolutions [1]  

hig hlights  that  inertia,  exacerbated  by  the  shift  to  passive  investment  management,  is a bigger  issue  than  a so-

called  lack  of  transparency  from  proxy  advisors.  

Our  challenge  as an  institutional  investor  is to  hold  boards  and  management  to  account.  This  can  only  be done  

via  independent  research  and  good  financial  accounting  insight.  In  2020,  we  voted  against  management  in  12%  

of  resolutions [2] , well  above  the  ASX historical  average.  Our  team  also  conducts  over  1,000  meetings  with  

company  management  each  year,  and  our  long  history  of  constructive  engagement  between  our  investors  and  

management  teams  places  us in  a strong  position  to  be proactive  and  effect  chang e.  

Our  biggest  concern  is that  the  implementation  of  the  Australian  Treasuryôs change  could  instead  exacerbate  

influence  of  company  directors  on  proxy  recommendations,  the  reverse  of  the  consultation  paperôs objectives.  

We do  not  want  to  see any  change  tha t  increases  the  ability  of  company  directors  to  prevent  independent  

scrutiny  of  their  governance  practices  and  behaviours.  

  

Will  Baylis  is a Portfolio  Manager  at  Martin  Currie  Australia . Martin  Currie  is the  manager  for  the  Legg  Mason  

Martin  Equity  Income  Fund,  also  available  as an  Active  ETF (Managed  Fund)  ASX:EINC.  Martin  Currie  is a 

Franklin  Temp leton  specialist  investment  manager,  and  Franklin  Templeton  is a sponsor  of  Firstlinks.  This  

article  is general  information  and  does  not  consider  the  circumstances  of  any  individual.  Past  performance  is not  

a guide  to  future  returns.  

For more  articles  and  papers  from  Franklin  Templeton  and  specialist  investment  managers,  please  click  here . 

  

[1]  Source:  Martin  Currie  Australia,  ASIC;  as of  31  Decem ber  2020.  Average  against  vote  by  resolution  type  by  

ASX 200  company  shareholder,  simple  average  of  each  type.  5%  in  2016,  4%  in  2017,  7%  in  2018  (based  on  

Figure  6 in  ASIC  REP 609  Annual  general  meeting  season  2018 .)  

[2]  Source:  Martin  Currie  Australia.  In  2020,  for  the  972  resolutions  for  stock  holdings  in  portfolios  managed  by  

the  Martin  Currie  Australia  team,  we  voted  against  management  in  116  resolutions.  
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How  to  invest  as  inflation  fears  fade  

Dami en Klassen  

Last  week,  the  US reported  annual  inflation  of  5%,  the  highest  since  2008.  Pundits  are  suggesting  investments  

in  anything  from  commodities  to  value  stocks  will  protect  portfolios  from  rising  inflation.  My take  is these  assets  

have  already  run.  But  the  current  owners  do  need  someone  to  sell  to,  which  is why  these  stories  abound.  

Current  inflation  is supply -chain  based,  temporary,  and  the  recent  price  sig nals  might  even  create  the  opposite  

effect.  

Why  is  todayôs inflation  different  from  the  1970s?  

The  world  has  changed.  The  structure  of  todayôs economy  is radically  different  to  the  1970s  and  1980s.  

1.  Base  effects . Most  of  the  inflation  is either  in  the  supply  chain  or  comes  from  starting  at  a low  base,  both  of  

which  will  pass.  

 

Stimulus  cheques  do  create  inflation  by  boosting  demand,  but  a one -period  inflation  spike  does  not  create  

ongoing  inflation.  

2.  Economic  orthodoxy  has  been  over  engineered  to  prevent  inflation . Stagflation  was  rampant  in  the  

1970s  and  1980s.  The  end  came  when  central  banks  (led  by  the  US)  showed  they  were  prepared  to  cause  

recessions  to  'anchor'  inflation  expectations.  Just  as importantly,  new  rules  were  enacted  to  ensure  inflation  

wouldnôt return:  

a.  Monetary  system:  Indepen dence  from  political  intervention  for  central  banks,  inflation  targets,  various  rules  

on  government  money  printing.  

b.  Oil  prices:  The  best  solution  to  high  commodity  prices  is high  commodity  prices.  A wave  of  investment  and  

increased  supply  meant  oil  prices  stopped  rising.  

c.  Deregulation:  A range  of  industries  changed  from  public  to  private  ownership,  lowering  costs.  

The  pendulum  has  swung  too  far.  The  steps  taken  to  prevent  inflation  have  entrenched  disinflation.  

3.  Inflation  expectations . Low  inflation  expectations  have  become  entrenched.  Employees  have  stopped  

demanding  continual  wage  rises.  It  took  30  years  for  expectations  to  fall  from  5%  to  below  2%.  A jump  to  

higher  inflation  expectations  is unlikely  to  be qui ck.  

4.  Changing  economic  structures  and  demographics . In  most  developed  countries,  manufacturing  has  

shrunk  as a proportion  of  the  economy  by  a third  since  the  1980s.  Union  membership  has  plummeted.  This  

puts  even  more  focus  on  wages,  as wages  are  the  large st  cost  for  service  companies.  The  1970s  and  1980s  saw  

significant  financial  reforms  which  dramatically  increased  debt  levels.  While  debt  is increasing,  inflation  

increases,  but  high  levels  of  debt  are  deflationary.  

  


