
Dear Investors,

The portfolio returned 13.86% over the prior six months after all fees in AUD, outperforming the 

All Ordinaries Accumulation Index and MSCI World Index by 3.92% and 3.65% respectively.

Overview

At a sectoral level, the fund benefitted from positions in Information Technology, Financials, 

and Energy.  It was not surprising that our largest return came from investments in Information 

Technology. We own several stocks that fall into this category. Despite this GICS classification, 

the underlying businesses of these companies are diverse. For example, the drivers of Microsoft 

& IBM are not the same as the drivers for Visa & MasterCard. 

At an individual investment level, the fund benefitted from its positions in Deere & Co, JPMorgan 

and Phillips 66. Deere & Co share price rallied as the company delivered earnings that signifi-

cantly exceeded market expectations. Phillips 66 was a beneficiary of the higher oil price and a 

recovery in the 3-2-1 crack spread. JP Morgan enjoyed a share price rally as the market adjusted 

their expectation for interest rate rises in the US. 

General Electric (GE) and Johnson & Johnson were the two stocks that detracted from perfor-

mance over the period. We exited our position in GE, increasing our weighting to companies that 

are cheaper on a relative and absolute basis. We used the proceeds to increase our weighting in 

Wells Fargo & JP Morgan prior to the US bank rally. 

In terms of our portfolio concentration, our top 5 holdings account for 38% of the portfolio. Our 

top 10 holdings account for 62% of the portfolio. Both percentages increased over the period.

Market Review

The MSCI World returned 10.21% in AUD for the six-month period to 31 December 16. Most of 

this return was delivered in the final two months of the calendar year.  The market proved to be 

volatile again, following the US Presidential election and the BREXIT vote. 
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The US election provided a catalyst driving share prices higher. However, President elect Trump 

will need to deliver on his election promises. We are concerned about the prospect of trade 

protection and the impact this may have on the economy. The US has been a clear benefi-

ciary of market liberalisation over the last decade. This is evidenced by their advance in Gross 

Domestic Product per person, currently USD$51,549. However, this growth has come at the 

expense of the lowest quintile of income earners. The US has been getting richer, however, 

inequality has been rising too. 

The UK appears to have weathered the initial shock of the BREXIT vote, although, the value of 

the pound remains at a 30-year low. As we noted in our annual report, the impact to global 

growth because of a UK recession would be negligible. The Bank of England is hoping its deci-

sion to cut interest rates from 0.5% to 0.25% will stimulate economic activity and avoid a down-

turn. Time will tell. 

A discussion of the prior six months would not be complete without a comment on oil. The 

price of crude oil has significantly recovered from its low of $26.21 in February of this year. The 

market expectation is for oil to rise toward US$60 per barrel following the landmark agreement 

to reduce production between OPEC and non-OPEC nations.

From a global perspective, we expect moderate economic growth in 2017. However, we see 

rising interest rates and an overvalued bond market as the key risks on the horizon for asset 

prices and the economy. 

Asset Class Performance Since 2009

We review asset class returns since March 2009 below. Clearly, REITs have significantly outper-

formed all other investment classes  returning 21.8%  over this period. This has been driven by 

the compression of the risk premium and the search for yield. Real Estate, as an asset class, is 

very sensitive to changes in the price of long term bonds, specifically the 10-year. As the 10-

year bond yield fell, investors sought refuge in infrastructure and real estate. We believe real 

estate is overvalued and expect a normalisation in asset prices as interest rates rise.



A compression of the risk premium is concerning on a few levels. Firstly, the long-term bond 

rate instructs the capital allocation decision for investors. It is important from both an absolute 

and a relative perspective. We believe that the risk premium compression has led to excessive 

risk taking in the bond market – evidenced by the price of bonds and negative yields. A bond 

correction would have significant implications for investors of all asset classes. Equities would 

not escape a bond correction unscathed. We have deliberately raised our cash level to 15.5% to 

be able to respond to any market dislocation caused by a material bond correction.

Global Economics

USA

The US economy continues to strengthen, supported by a robust housing market and employ-

ment growth. The unemployment rate continues to fall reaching 4.6%, down from around 10% 

in 2009. 



It is often instructive to look at the US Treasury Yield curve as a leading indicator for economic 

activity. Presently, we have an upward sloping yield curve, a positive for equities and economic 

growth. An upward sloping yield curve indicates that the financial markets are expecting higher 

interest rates in the future. In contrast, an inverted yield curve, like the one that preceded the 

Global Financial Crisis, forewarns of tougher times ahead. Historically, a yield curve becomes 

inverted 12 to 18 months before a recession. This leads us to conclude, on balance, that eco-

nomic growth should continue in 2017 – save for a large dislocation in the bond market.

Moreover, we believe that the bias to the forward curve is to the upside. Infrastructure spend-

ing and public investment should provide an economic tail wind. Deregulation of the banking 



industry will also provide a boost to economic growth in the form of accommodative credit 

conditions. Credit is the grease which lubricates the wheels of economic activity. A loosening 

of credit regulation is a positive catalyst for equities and economic growth. On balance, we 

see the scales tipped toward growth in 2017 driven by moderate inflation, fiscal expansion, and 

financial deregulation.

Whilst these conditions are supportive of higher inflation, there are deflationary forces that 

should keep this contained.

1.   Output Gap

There is still slack in the economy – a feature of below trend growth. This leads us to believe 

that inflation will be modest in 2017, despite wage inflation increasing for the first time in many 

years.  

2.   Government Balance Sheets

Globally, government balance sheets have expanded from $6 trillion to $21 trillion. This large in-

crease in government debt may manifest in a financing squeeze producing a deflationary force 

on income growth and asset prices. 

Counterbalancing these deflationary forces is the prospect of trade protection. An outcome of 

a more protectionist US administration could see inflation move higher than is presently ex-

pected by the market. The implications of higher inflation would be felt most acutely by the US 



bond market. 

After a bull run spanning 35 years, the bond market enters the new year with a significant risk 

of a correction. Rising interest rates, coupled with the removal of central bank stimulus, seeks 

to exacerbate a correction that has been decades in the making. These conditions provide a 

confluence of forces with the potential to impact all asset classes.

Rising interest rates have implications for global investors as the risk-free rate is the yardstick 

that all other asset classes are evaluated against.

Outside of these economic factors, there are a number of structural factors to consider:

1.   A large increase in government debt, which has reached historic levels. 

2.   Quantitative Easing has reached its limit of effectiveness. 

3.   An aging population sees the ratio of workers per retiree declining.

4.   Large unfunded liabilities at local, state and federal levels in pension and healthcare.  

We believe the outcome of these issues will manifest in a financing squeeze producing low in-

come growth and low investment returns over the medium term. Unfunded pension and health 

liabilities will place a toll on government’s who will look to recoup this by way of higher taxes. 



Australia

The three main risks for Australian investors are:

1.   China Slow Down

2.   Housing Slow Down

3.   Government Credit Rating

We are circumspect about the recent rally in commodity prices. Despite strengthening com-

modity prices providing relief to our terms of trade we question the long-term sustainability and 

are worried about the sensitivity to a Chinese led slowdown. 

If we roll back the clock to 2009, Australia was drawn out of the Global Financial Crisis by 

China. China’s investment led recovery and demand for resources saw Australia ride a wave on 

the back of a recovery in our terms of trade. Unfortunately, this time, a China slow down may 

occur at the same time as the inevitable housing slow down arrives. 

The Australian economy has been under pressure in 1HFY17, with real output, employment and 

wages growth deteriorating. The Treasury has been cautious with their latest round of predic-

tions and forecast commodity prices to weaken in the years ahead. This will see the deficit 

surge through to 2019-2020, however, the Treasury expects a return to surplus in 2021. We put 

very little faith in their forward projections. 

Unfortunately, with respect to the housing market, and we don’t enjoy saying this, we feel that 

a slowdown is inevitable. Despite prudent supervisory measures and a strengthening in lending 

standards, we believe that strong house price growth will abate in 2017.

Complicating this, the potential loss of our ‘AAA’ credit rating in 2017 may see housing lending 

rates increase. Ironically, this may occur at a time when the RBA moves to loosen monetary 

policy. We would not be surprised to see the next move in the RBA cash rate to be lower, rather 

than higher. 



To our mind, with some of the developed world’s highest household debt to GDP, we see very 

little room for the RBA to lower rates. 

The marginal efficiency of an interest rate cut is lowered as the household would not necessari-

ly respond by borrowing more. This creates a ‘pushing on a string’ problem for the RBA.

Now, let’s turn our attention to the global political landscape.

Geopolitical Outlook

A primary focus for the new US administration will be to reduce the trade deficit with China, 

presently US$365.7 billion. This relationship is heavily weighted toward China who exports 

significantly more goods and services to the US than it imports. Since joining the World Trade 

Organisation in 2001 under President Clinton, the US manufacturing base has been decimated. 

Many believe this was facilitated by an undervalued Yuan. However, identifying the problem and 

resolving the problem, are two very different things. 

President elect Trump campaigned for a withdrawal from the Trans-Pacific Partnership (TPP) 

and renegotiation of the North American Free Trade Agreement (NAFTA). The 12 nation TPP 

is President Obama’s signature trade initiative which has been signed, but not ratified by Con-

gress. 

With respect to NAFTA, President Trump openly criticised the pact between the US, Canada, 



and Mexico. We expect he will seek to renegotiate this agreement. Whether he decides to 

follow through with punitive tariffs aimed at American firms that have offshored operations 

to Mexico, is yet to be seen. Mexico is the 2nd largest trade partner with the US – and bilater-

al trade is relatively balanced. His argument has driven the narrative that where the American 

worker lost, the Mexican economy gained. However, the Mexican economy has grown at 2.5% 

a year under NAFTA.

It is important to again highlight that the US has been a clear beneficiary of market liberalisa-

tion. This is evidenced by their advances in Gross Domestic Product per person. However, this 

growth has clearly come at the expense of the lowest quintile of income earners – with rising 

inequality a feature of this recovery. We remain vigilant on the impact of increasing trade pro-

tection for Global growth. Clearly, this issue will play out over the course of 2017. 

US & China

Let’s review the relationship between the US and China. Currently, the balance of power be-

tween these two countries looks firmly in the US’s favour. For every $1 of goods the US sells to 

China, it imports roughly $4 of Chinese goods. This makes a trade war with the USA unlikely, 

fortunately. It also tells us that China will need to play ball on trade.

  

Donald Trump’s decision to appoint Peter Navarro to oversee US Trade and Industrial policy 

is an interesting appointment. Peter Navarro is the professor of economics and public policy 

at the Paul Merage School of Business, University of California, Irvine. After reading his book 



“Death by China”, we believe he will take a hard line stance with China. A trade war or currency 

war could have significant implications for China, Australia and global growth.

Interestingly, China holds significant Foreign Reserves - US$3 Trillion at present. US Government 

Bonds are roughly one-third of this at $1.12 Trillion. Accordingly, a rise in US rates would lead to 

a steep deterioration in the value of China’s US government bond holdings. 

Currency

China maintains the value of the Yuan in a range - a range too low according to President elect 

Trump. Trump publicly lambasted China during his campaign, referring to it as a currency ma-

nipulator and raising the prospect of a 45 per cent tariff on Chinese imports.Whilst China, may 

have maintained a favourable currency since joining the World Trade Organisation in 2001, the 

problem they currently face is the opposite of this. 

Recently, China has been defending its currency to avoid a rapid depreciation. Chinese admin-

istrators are concerned about the prospect of further capital flows leaving their shores and have 

been selling their holdings of US treasuries to stop the devaluation of the Yuan. 

Debt

Another concern we are monitoring in China is their debt problem. Over the last five years, 

China has substantially increased their debt level as they finance large infrastructure programs. 

Today, China’s debt to GDP is 250%, up from 163% in 2008. This has largely come from sharp 

increases in consumer and banking debt. 

An alarming trend is the increase in the percentage of total loans that have been reclassified. 

China’s listed banks have been reclassifying their loans as investment receivables. Why? It en-

ables them to lend money with less impediments as they aren’t required to reserve capital 

against these types of loans. Currently, investment receivables are equivalent to 20% of total 

loans outstanding - up considerably from 12 months ago. 

Despite China’s official GDP growth estimates looking seemingly robust, we are concerned 

about the long-term sustainability of this growth. China has pivoted away from consumption 



led growth back to investment led growth, which is being funded for the most part through 

debt. 

What we saw in the most recent economic numbers showed fiscal spending increase by 12% 

over the past 12 months while fiscal income increased only 3%. This indicates that they are bor-

rowing significantly to boost GDP numbers. This is unsustainable behaviour and coupled with 

the continuing reclassification of debt, places China in a precarious situation should there be 

a significant downturn. Any event of this nature could have negative ramifications for Australia 

and Australian investors. 

Summary

Our job, as a global investment manager, is to allocate capital to the highest producing regions 

and select the highest producing companies that can benefit from the prevailing economic 

conditions. The US still offers the best risk-reward equation after considering the effects of cur-

rency on the investment. We expect a tightening credit market in the US to drive a strengthen-

ing of the US dollar against the Australian dollar. 

We look forward to providing our next update in July 2017.  

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)



Portfolio Contribution

A short comment on individual contribution by company. Our performance over the 6 months 

was materially aided by Deere & Co., J.P. Morgan and Microsoft. On the negative side, the per-

formance was impacted by Johnson & Johnson and General Electric.
 

Top Contributors 

Deere & Co.

Much of John Deere’s price appreciation came on the back of their fourth quarter earnings call 

where earnings were better than expected. It was also helped along by short sellers who had to 

to close their positions as the fear surrounding excess inventory in the secondary market began 

to melt.

J.P. Morgan

JP Morgan was a beneficiary of the financial sector rally seen in November. The election of 

Trump erased a significant amount of uncertainty that was experienced throughout the election 

campaign. In addition, the president elect has spoken of reducing and/or removing regulations 

such as Dodd-Frank and the Volcker Rule. 

While we appreciate the boost JP Morgan received in November this was not the rationale that 

drove our investment decision. We believe the US banking system offers value that cannot be 

found in Australia. Furthermore, a quality bank such as JP Morgan offers what we feel is supe-

rior value. The markets now believe that the US economy is on a path to recovery highlighted 

by the rise in interest rates by the FOMC in December. We believe JP Morgan will continue to 

benefit from a stronger US economy and higher interest rates.

Microsoft

Microsoft contributed 1.02% of performance to the portfolio over the past 6 months. The ma-

Top Contributors Bottom Contributors

Deere & Co Johnson & Johnson

J.P. Morgan General Electric

Microsoft



jority of this came from share price appreciation which grew 21.4%. The share price increased 

after both the 3rd and 4th quarter earnings reports which were both better than expected. 

Microsoft is generating its growth mostly from the cloud business. It’s intelligent cloud business 

continues to grow at over 100% year on year and management believe it will deliver 20 billion 

in revenue per year by 2018. Considering its revenue run-rate is already close to 10 billion we 

believe that it should achieve these targets with ease. The other positive is that Microsoft’s other 

businesses have been resilient in the face of expected tough conditions including a drop in PC 

sales and cessation of mobile phone manufacturing.

Bottom Contributors

Johnson & Johnson

Johnson & Johnson’s underperformance in the last six months has been largely a result of the 

rotation out of defensive stocks following the election. Ironically, with all the talk of pharmaceu-

tical regulation from the Democrat camp, the share price actually fell following the Republican 

election win. If anything a Republican victory is beneficial to Johnson & Johnson. 

Since the election there has been little talk about pharmaceuticals and we continue to believe 

Johnson & Johnson stands to benefit over the long term from the structural tailwinds such as 

the ageing population and growing, global middle class. In terms of valuation we believe it is 

currently within its fair value range and price appreciation will continue to be driven by earnings 

growth. 

General Electric

We exited our position in GE in September, realising a loss that contributed -0.14% to the perfor-

mance over the six month period. Our reasoning for exiting GE was based on its relative value. 

At 18x forward earnings we believed there were better value opportunities within the portfolio. 

With the proceeds, we increased our stake in Wells Fargo and J.P. Morgan prior to both com-

panies rallying strongly. We continue to monitor GE, which we consider a high quality business, 

for an opportunity to acquire it at a discount to its intrinsic valuation.



Earnings Yield1 10 Year bond (US) Margin Of Safety2

5.84% 2.44% 3.40%

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

2.14% 17.80x 13.04x 10.42x 26.15%

Portfolio Fundamentals

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

GICS Sector Weights

GICS Sub-Industry


