
Dear Investors,

Our global strategy delivered 16.64% return outperforming the All Ordinaries by 12.86% in calen-

dar year 2015. Over the same period the All Ordinaries Index gained 3.78% in a year character-

ised by significant volatility.

Overview

The banks and large miners all came under heavy selling pressure as the commodity cycle un-

wound. 

Our best performers over the year included Alphabet (formerly Google), Microsoft, Home De-

pot, Visa and Lowes. Our largest sector exposure continues to be in the Information Technol-

ogy sector (see weighting by GICS Sector). Our portfolio companies in this sector include Visa, 

Mastercard, IBM and PayPal to name a few.

 

Our largest geographic exposure is the United States where our outlook continues to be posi-

tive. 

Whilst we acknowledge the uncertainty around the current environment, we believe investment 

in high quality global businesses will yield acceptable returns over the medium term. 

Market Review

Global financial market volatility was a feature in 2015. This volatility was fuelled by diverging 

monetary policies of major central banks, declines in commodity prices, and geopolitical ten-

sions. 

Emerging market economies that provided a tail wind to global growth during the 2000s now 

look like delivering more muted growth in 2016. In addition, the global economy needs to ad-

just to a weaker China. 
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The World Bank is forecasting global growth to accelerate slightly on the 2.4% earned in 2015. 

Underpinning this forecast is an assumption that China will engineer a soft landing. It also as-

sumes that the Federal Reserve will proceed with interest rate hikes without destabilising the 

growth in that economy.

United States of America

The US remains one of the few shining lights from a global perspective. The Federal Reserve 

officials expressed their confidence in the outlook by raising short term interest rates in Decem-

ber. The December rate hike represents the first rate rise in over a decade for the US economy. 

Consumer sentiment continues to be a key factor in delivering economic growth. Sentiment 

has been aided by a significant fall in energy prices which has freed up billions of dollars to be 

used by the household sector on the consumption of goods and services. We presently do not 

see any deterioration in the US economy. To our mind the US has been gradually improving 

since the fall of 2009 and we see no fundamental reason to change our view.

Our expectation is for the Federal Reserve to continue raising interest rates in the coming 

years. Whilst we acknowledge that the path to higher interest rates will not occur without a few 

speedbumps, we expect the economy to absorb any increases and continue its path to higher 

interest rates.

China

As the world’s second largest economy, China plays an important role in global growth. As we 

called out in our last report; China is attempting to transition the economy from investment led 

to consumption led growth. In the long run, this is a slower and safer path to travel, less de-

pendent on capital spending and debt. In the short term however, it poses risks to the current 

growth projections.

 

The chart below highlights China’s considerable growth from 2006 to 2015 including 2008 and 

2009.



Australia clearly benefitted from its exposure to China. The benefit was driven by a large pick up 

in our terms of trade. Higher iron ore and coal prices allowed Australia to avoid a deep reces-

sion that was felt by most countries around the world. 

China’s economic growth has been facilitated by the transition of millions of people from farms 

to cities. It has also been aided by low cost exports and heavy fixed asset investment. These 

levers will not contribute to growth in the same way as they have done in the past. 

We remain open to the prospect that a slowdown in Chinese economic growth would lead 

to a deterioration in world growth. Much has been written about the impact a slowing China 

could have on the rest of the world. The IMF estimates that a one percentage point reduction 

in China’s growth could reduce growth in advanced economies by 0.15%. At the time of writing, 

the IMF has cut the growth outlook for the global economy by 0.20%. 

As traditional growth engines of manufacturing and construction wane; services will need to 

pick up the slack. We continue to monitor the services sector as evidence of a successful transi-

tion.  

China - Currency

We remain concerned about the prospect of further devaluation of the Yuan. A significant de-

valuation of the Yuan would serve to export China’s domestic problems to the rest of the world. 



As the Yuan falls in value Chinese exports become more attractively priced to the rest of the 

world. This serves to support the economic growth in China. 

The PBOC have resurrected a long held pledge to manage the currencies against a basket of 

currencies. China currently sits on $3.3 trillion of foreign currency reserves should they wish to 

intervene in the currency markets. 

Australia

Australia continues to transition from mining led growth to other forms of growth. Presently 

growth in Australia is around 2.2% in real terms. Australia continues to expand at a moderate 

pace, for now at least, withstanding a significant decline in mining capital expenditure. Business 

confidence surveys portend a gradual improvement in conditions going forward. Low interest 

rates are providing a fillip to support borrowing and spending. 

House prices in both Sydney and Melbourne are moderating. The commercial property market 

is being supported by low long term interest rates and solid employment numbers. 

The Australian dollar is providing a much needed boost to the economy. We expect this to 

continue as businesses adjust to a lower currency. This provides a welcome relief to those 

industries affected by a high Australian dollar during the mining boom i.e. manufacturing and 

tourism.

Both household debt and government debt remain at record levels. We are concerned about 

the level of federal and household debt and we continue to monitor this closely. 

The greatest unknown for Australia is China and its outlook. Our sensitivity to Chinese growth 

has never been greater. The success of this transition will undoubtedly have repercussions for 

Australia.



Market Outlook

We are often asked about the likelihood of another 2008 style crash. Whilst we don’t profess to 

hold any superior knowledge in this regard we make the following observations:

• In both 1929 and 2007 the market enjoyed a significant boom that culminated in large re-

turns and market exuberance; 

• Leverage in the household sector was significantly higher stressing borrowers’ ability to 

make repayments;

• Years of low inflation and stable growth fostered complacency – the Great Moderation;

• Leverage within the banking sector was significantly higher;

• Subprime mortgage backed securities do not exist in the same form as those in 2007. The  

core of the crisis exposed negative equity as house prices plummeted;

• Pooled mortgages were sliced and diced so many times that even the institutions who 

owned them could not assess their inherent risk.

Summary

We do not know what the future holds in the short term. However we are cautiously optimis-

tic about the prospects over the medium term. For us – nothing changes. We will continue to 

focus our efforts on the acquisition of high quality businesses at reasonable prices. 

We look forward to updating the market on our portfolios in July 2016. 

Sincerely,

Lachlan Hughes, Founder & CIO
Important: Swell Asset Management is committed to providing our clients with excellent service. If we can assist you in any way please tele-

phone +61 7 5551 0299 or visit our website www.swellasset.com.au. This document has been prepared without consideration of any specific 

client’s investment objectives, financial situation or needs. While this document is based on the information from sources which are considered 

reliable, Swell Asset Management, its directors and employees do not represent, warrant, or guarantee, expressly or impliedly, that the infor-

mation contained in this document is complete or accurate. Any views expressed in this letter are taken to be those of the individual sender, 

except where the sender specifically attributes those views to Swell Asset Management and is authorised to do so.

Swell Asset Management is an authorised representative of Hughes Funds Management Pty Limited AFSL 460572 (ACN 167 950 236)



Earnings Yield15 10 Year bond (US) Margin Of Safety16

6.80% 2.05% 4.75%

Dividend Yield Price to Earnings Price to Cash Flow EV/EBITDA ROE

2.19% 14.7x 8.86x 10.04x 33.60%

Portfolio Fundamentals

1 Earnings Yield = 1 divided by the Price to Earnings Ratio
2 Margin of Safety = Earnings Yield Less US 10 Year Bond 

Top 5 Holdings 

Visa Inc. 6.34%

Microsoft 5.97%

PayPal 5.85%

General Electric 5.34%

IBM 4.96%

GICS Sector Weights

Contributions By Company

Top Contributors Bottom Contributors

Alphabet Inc. (Formerly Google Baidu

Microsoft Corp Union Pacific

Home Depot Inc. CSX Corp

Visa Inc. Yum Brands

Lowes Inc. ING Group


