
Dear Investors,

The portfolio returned 7.86% over the prior twelve months after management fees in AUD, 

outperforming the All Ordinaries Accumulation Index and MSCI World Index by 5.85% and 7.23% 

respectively. 

Overview

We have segmented our investments to make it easier for our investors to understand the un-

derlying drivers of the portfolio.  Going forward we will provide this detail to you. 

We evaluate our investments along a number of dimensions. Our investments span critical in-

frastructure, unique stand-alone investments and cash. 

Segmentation by Type

We define critical infrastructure as assets, systems, networks or platforms that are necessary to 

facilitate commerce in a particular industry. We own critical infrastructure from a wide array of 

industries including rail networks, payment networks, IT platforms, and midstream oil & gas as-

sets. We require this infrastructure to be both fundamental to the industry and hard to replicate. 

Our unique stand-alone investments have been selected by reference to the product or service 
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they provide. They must operate in an attractive industry, exhibit high barriers to entry and earn 

attractive returns on invested capital. 

In an overarching sense, our investments share a common goal - great management, a clear 

addressable opportunity, low levels of debt and high barriers to entry. Moreover, we prefer our 

investments to operate with a favourable tail wind, and exhibit growth above global GDP. This 

will provide the best opportunity to outperform the market over the long term.

What is the difference between Value and Growth investments?

We think about our companies as either value or growth. Our Growth investments tend to 

trade on higher multiples and to some extent have favourable characteristics that the market 

appreciates. Our Value based investments are generally out of favour and carry greater upside 

but also a longer term payoff.

We made a deliberate pivot from growth to value investments over the last six months. This has 

seen us exit a number of positions trading at prices approaching our estimate of intrinsic value 

to acquire businesses with a greater margin of safety.

Segmentation by Style

From 2012 to 2016, the S&P500 Total Return Index has increased 68%. If you invested $1 in 

2012 it would be worth $1.68 in 2016 inclusive of dividends.



We can disaggregate the return into two components1: 

(1) Investment Returns: the return attributable to an increase in earnings per share and divi-

dends. These returns have provided a steady underlying performance over a long period of 

time. 

(2) Speculative Returns: the return attributable to the increase in the multiple paid for those 

earnings (price-to-earnings ratio). The speculative returns on stocks represent the changing 

public opinion about stock valuations. Price to earnings ratios tend to rise and fall as investor 

sentiment about the economy’s future prospects changes. These are anything but steady. 

S&P500 – 2012 to 2016

Over this period, the price-to-earnings ratio on the S&P500 expanded from 14x in 2012 to al-

most 20x in 2016. This change represents an increase of 42% - Speculative Return. 

The balance of the equation is the Investment Return totalling 26% - a combination of earnings 

per share increases and dividend yield. 

Said another way, if you had owned a private business that earns $100,000 per year, the market 

would have paid $1.4m (14x multiple) for the business in 2012 and $2m (20x multiple) for the 

same business (assuming earnings remain at $100,000) in 2016.

The graph below highlights the price-to-earnings ratio of the S&P500 from 2012 to 2016. You 

can see the expansion in multiple as investor sentiment changed over the period. 

1 John Bogle, Investing the First 50 Years: Investing in the New Millennium, McGraw Hill, New York 2000, pp. 5-16.



S&P 500 PER 2012-2016

Incidentally, U.S. economic growth over this period remained fairly constant.

Why have you increased the weighting to Value?

Similarly, our growth oriented investments have experienced a significant increase in the mul-

tiple paid for each dollar of earnings. Whilst this is positive for short term returns it raises the 

portfolio risk over the long term. Moreover, we are concerned about the valuation premiums 

on some of our growth oriented investments. 

As a result of the expansion in growth multiples, we have chosen to pivot our assets toward 

value based investments. Our portfolio fundamentals have improved markedly as a result. The 

most notable metrics being the increase in dividend yield (up to 2.59% from 2.19%) in addition 

to a meaningful rise in book value per share.

What is the short term portfolio impact of the shift?

A by-product of this shift will be the potential to underperform in the short term. Our largest 

value based investments are trading at significant discounts to our estimate of intrinsic value. 

However, the timing of their recovery is uncertain. 

The market eschews uncertainty. Uncertainty provides long-term investors an opportunity to 



acquire quality businesses at discount prices. The corollary is that we may underperform the 

market over the next 12 months. 

This pivot may impact our short term performance, however we are confident that this decision 

will be vindicated in our 3 and 5-year performance.

Portfolio Weights by Percentage

Top 5 Holdings by %

IBM 10%

Phillips 66 10%

Visa Inc. 6%

Microsoft 6%

PayPal 5%

In terms of our portfolio concentration, our top 5 holdings account for 37% of the portfolio. 

Our top 10 holdings account for 57% of the portfolio. Both of these percentages increased over 

the period.

Investment Categorisation

As we set out in the Executive Summary, we evaluate our investments along a number of di-

mensions: critical infrastructure, stand-alone investments and cash. 

Our critical infrastructure investments span a wide array of industries. We discuss our invest-

ments in Payment Processing, Midstream Oil & Gas, Innovative Cloud and Agriculture below. 



We prefer that each investment be supported by a structural growth outside of general eco-

nomic growth. 

Critical Infrastructure - Payment Processors

Shift from Cash to Cashless

Our investments in payment processors provide the rails on which transactions ride. Together 

they process hundreds of billions of transactions totalling trillions of dollars each year. The rails 

are made available to thousands of banks worldwide to facilitate payments for merchants and 

consumers. 

Whilst Australians’ are familiar with the ‘tap and go’ payment system in Australia, few people re-

alise that we lead the world in this regard. The growth in contactless payments is driving a sec-

ular shift from cash to card. Presently only about 15% of all retail payment transactions globally 

are made on card2. This sets up a strong structural tail wind for our investments in payment pro-

cessors. This tail wind ensures steady volume increases that will play out over the next decade.

Critical Infrastructure - Oil & Gas

Growth in Gas demand

For decades, coal has been the dominant energy source for generating electricity in the United 

States. However, times are changing. The Energy Information Administration (EIA) is forecasting 

that 2016 will be the first year that natural gas-fired generation will exceed coal generation in 

the United States. Gas has many benefits, its clean, cheap and plentiful. 

Our investments in midstream Oil & Gas assets span complex refining, NGL fractionation, stor-

age and transportation. We have chosen to invest in the infrastructure in preference to the 

underlying commodity.

The chart below highlights electricity generation by source. The intersection of the light blue 

and grey lines graphically illustrates this trend. We expect Natural Gas to become a larger per-

centage of U.S. electricity generation over time.

2 MasterCard 2015 annual report 10k.



The recent rout in oil and gas prices created an opportunity to acquire these assets at good 

prices. Despite our investments being ‘tolling’ businesses they were swept up in the recent 

market turmoil. Whilst we don’t profess to have any knowledge on the path of future oil and 

gas prices, we know that our investments are crucial to the efficient functioning of this industry. 

Importantly, the recent price volatility was a supply led rout. The demand outlook for both oil 

& gas and their by-products is largely unchanged. This means that our businesses will trans-

port greater volumes of gas on their network and refine more oil at their refineries. As oil prices 

normalise over the coming years, we expect these businesses to take a larger percentage of the 

value chain within this industry.

Supply-demand imbalance and oil

The supply-demand imbalance that has plagued the industry looks set to move to equilibrium 

over the next two quarters as inventory draws reduce the overhang. 

Moreover, supply disruptions in Libya, Yemen, Alberta & Venezuela add to the tightened outlook 

for oil. Demand has been remarkably resilient over time and we expect this to continue. In light 

of the recent oil price fall, the super majors have been high-grading projects thereby moderat-

ing supply over the medium term. This should put a floor under the oil price.



Oil Demand & Supply Forecast

Critical Infrastructure – Agriculture

World Population Growth and Emerging Middle Class

The global population is tipped to grow to more than 9.5 billion people by 2050. It is also pre-

dicted that the world’s expanding population will enjoy higher living standards and diets that 

include more grain intensive foods such as meat. The worldwide demand for grain (corn, rice, 

soybeans, and wheat) has climbed steadily in recent years and is up approximately 40% since 

20003. To facilitate these growth objectives, the industry will require investment in agricultural 

land, crops and equipment.

In relation to the farm economy’s strong growth years earlier in the decade, the current down-

turn has been dramatic. Since peaking in 2013, industry sales of large agricultural equipment in 

North America have fallen sixty (60) percent. Whilst it is impossible to forecast a recovery, we 

believe the current depressed prices represent a good entry level for investments held over the 

next five years. 

The current technological advancements with respect to precision farming aided by GPS sys-

tems has driven a demand for new machinery. We are optimistic that this theme will play out 
3 Source: USDA WASDE Report, August 2014.



over the next decade and reinforces our investment in this segment.  

 Global Population Estimates 1950-2100

Critical Infrastructure – Cloud

Shift to the cloud

The cloud war today is being fought on two dimensions, namely the cost to compute (process-

ing) and the cost to store (storage). We have seen this market dominated by Amazon, which 

has cut its price 50 odd times over the last few years. However, fighting a war on price is only 

fun for so long. The market has become overly enamoured with size. We expect the next phase 

of this battle will be fought on value and innovation. 

By innovation, we mean opportunities for users to build and deploy applications in significantly 

less time. The cloud of the future will need to be a platform for innovation. This theme is early 

in its evolution and we expect it to play out over the next five years. 

The chart below illustrates the expected growth over the next few years in the public cloud. 

Whilst we expect the public cloud to grow rapidly, we also anticipate development of the hybrid 

cloud. A hybrid cloud is an integrated cloud service utilising both private and public cloud. For 

example, companies might use a public cloud for email and workflow applications but house 

financial and other sensitive data in a private cloud. IBM is specifically focused on the hybrid 

cloud and we believe IBM can prosper in this arena. 



Public IT CLoud Spending ($b)

Stock In Focus

After stringing together 16 quarters of negative growth, IBM’s share price has retreated nearly 

50% from its 2012 high. We began to accumulate a position over the last 9 months and IBM 

now represents 10% of the portfolio. 

The share price decline has been driven by rationalisation in low return verticals and decline in 

large scale ERP implementations. In a nutshell, their core business is shrinking, and their new 

businesses are growing. The market is waiting for the inflexion point. However, we think about 

investments based on intrinsic value and IBM’s value is significantly higher than the current 

share price.

We would not be surprised to see earnings per share move lower over the next 12-18 months. 

However, our valuation of IBM is around $225. In a downside scenario we value the company at 

$150. We like companies where the payoff is asymmetrical – IBM is such a company. 

Our portfolio has been assembled for the long term. We are happy to wear short term under-

performance so long as we acquire great businesses at low prices. 

Reinvention 

IBM has been ushering in a new wave of growth – what they refer to as their strategic imper-

atives. The strategic imperatives include analytics, cloud, security, mobility and social. These 



strategic imperatives represent 37% of total revenue. The two topical growth areas are Cognitive 

Computing and the Internet of Things.  

 

Cognitive Computing

A cognitive computer is a misnomer. It is not a computer, rather an array of sophisticated algo-

rithms that interpret and understand data. But why is this important? 

Today the largest natural resource is data. As data proliferates, the need to process and under-

stand it increases. This drives a requirement for computers that can understand (not just pro-

cess) large volumes of data. A cognitive computer is a computer that can ingest large quantities 

of unstructured data enabling it to reason and learn.

Traditional computers are very good at computations as the name suggests. However, they re-

quire the data to be structured in a pre-defined manner, like the information you see in a data-

base. 

The problem however, is that 80% of data is unstructured. Unstructured data includes things 

such as news articles, research reports, social media posts, images and video. To date this infor-

mation has been dark i.e. it is unable to be processed by traditional computers. 

IBM have developed a platform to deal with unstructured data, called IBM Watson. Watson is 

a cognitive computer that can understand natural language, images and video. This has many 

real world applications. 

In healthcare, Watson is being trained using 30 billion images including X-rays, CT scans and 

MRI scan that could help diagnose ailments like cancer and heart disease sooner. At Medtronic, 

Watson has been able to diagnose a hypoglycaemic event in a diabetic three hours before it 

happens. 

Watson’s increasingly advanced cognitive abilities may redefine standards and practices in the 

health-care industry. IBM believes $2 trillion is wasted in health-care spending. It estimates that 

the total addressable market for health and life science solutions to be about $200 billion. 



Internet of Things

The second large trend is the Internet of Things or IOT. What is IOT? IOT is a network of sen-

sors that collect data. For General Electric (GE)4, it is the thousands of sensors that pull large 

amounts of data from a jet engine, an MRI scanner, or gas turbine. 

You can quickly see that this will lead to an explosion of data. The next decade will see the evo-

lution of the Internet of Things (IOT). 

IBM has chosen to focus on the infrastructure – which raised our attention. The growth in data 

will create two needs. The need for a reliable cloud based platform that can handle billions of 

enquiries per second and sophisticated analytic capability to process the data (see Watson). 

Their acquisition of The Weather Company brings a platform that handles 100 terra bytes of 

information ingested per day, from 2.2B locations handling 15-26 billion API requests per day.  

In short this is a platform that scales and is the class leading in IOT. Other opportunities in sepa-

rate verticals include Oil & Gas, Retail and Healthcare to name a few. 

IBM Summary

At the age of 105, IBM has weathered many storms as it reinvented itself a number of times. 

From tabulators to giant disk drives, mid-range personal computers or mainframes5. The prod-

uct changed but the script was the same. We are betting that IBM can reinvent itself again with 

Cognitive and IOT.

4 General Electric is a portfolio holding – see Industrial Internet
5 Fortune, IBM Seeks to Reinvest Itself Again, Barb Darrow, June 2016



Portfolio Contribution

A short comment on individual contribution by company. Our performance over the 12 months 

was materially aided by LinkedIn, Alphabet and Home Depot. On the negative side, the perfor-

mance was impacted by ING, Lloyds and CSX Corp.
 

Linkedin

LinkedIn provided a meaningful contribution to performance as the company was the target 

of an opportunistic raid by Microsoft (another portfolio holding). Microsoft agreed to acquire 

LinkedIn for US$26.2 billion, a 50% premium to the share price. We acquired a position in Linke-

dIn following its share price decline to $105 (from $190) in February this year. Whilst we are 

disappointed to lose a great business, we believe the acquisition will create meaningful revenue 

synergies for the acquirer as the LinkedIn business is integrated into Microsoft’s productivity 

solutions segment. We increased our weighting in Microsoft by 1% following the acquisition 

announcement. 

The deal provides Microsoft with the world’s largest professional social network with the ability 

to help power data tools for Microsoft Dynamics (which competes with Salesforce). We also 

believe that Lynda, the training and development business opens a large new addressable mar-

ket opportunity for Microsoft. 

Lloyds & ING

The prospect of prolonged negative rates in Europe has seen us exit our positions in Lloyds and 

ING. Whilst both banks operate with leading positions and have strong capital ratios, we are 

concerned about the prospect and duration of negative rates in Europe. We exited these invest-

ments prior to the BREXIT vote. 

CSX

We also exited our investment in CSX as the prospect of rail consolidation in the United States 

Top Contributors Bottom Contributors

LinkedIn ING

Alphabet Lloyds

Home Depot CSX Corp



now seems remote. 

Part of our investment in CSX has been redeployed to our other rail holding, Union Pacific 

(UNP). UNP is exposed to the same underlying structural story as CSX. However, it has a stron-

ger economic franchise and larger exposure to Mexico. 

Interestingly, Mexico is set to supplant China as the US’s largest trade partner in the medium 

term. Mexican exports to the US have more than doubled since 2009. A 40-foot container from 

China to the US takes 4 weeks and costs $4,300. The same container to Mexico costs $1,800 

and takes just one week. 

Since 2010, Chinese manufacturing wages began to pass that of Mexico and have quintupled 

since 2004. Mexican wages have risen 50% over this time but when adjusted for productivity, 

labour costs are now 13% lower than those of China. This bodes well for Union Pacific as they 

are the leading provider of transportation services to and from Mexico serving all six major gate-

ways. 



Economic Outlook

Whilst we believe the macro outlook is important, we don’t believe it is knowable. The primary 

driver of our investment process is the business and its specific fundamentals. 

Said another way, we start with the business, then its industry and drivers, and finally the econo-

my. 

U.S.A

The US economy has generally improved since the fall of 2009. The household sector contin-

ues to be supported by a declining unemployment rate of 4.7% and a robust housing market. 

Surprisingly, wage inflation has not been a feature of this recovery. However, we expect wage 

inflation to rise as the economy approaches full employment. 

We provide a waterfall below of the primary drivers of US GDP. You can see that the largest 

contribution to GDP is consumption, responsible for 68.6%1 of US GDP. 

1 Bureau of Economic Analysis (BEA) U.S. Department of Commerce http://www.bea.gov/iTable/iTable.cfm?ReqID=9&step=1#reqid=9&-
step=1&isuri=1



Housing continues to be a bright spot with new home sales showing the underlying health in 

this sector.  Housing affordability has been supported by solid employment data, low interest 

rates and an accommodative Fed. The Housing Affordability index remains considerably above 

its 2006 lows.

Housing Affordability Composite Index

Household balance sheets (as shown by the light blue section in the area chart below) have 

recovered from the GFC lows. Recovering asset prices and stable household debt levels foster 

a positive outlook for the US.



USA Debt to GDP

Gross private domestic investment (16.5%2 of GDP) has been disappointing to date and while 

residential fixed investment has grown for the past 8 quarters it has been more than offset by 

negative growth in non-residential investment. This is partially due to weaker investment from 

the energy sector given the decline in commodity prices dollar. 

Net exports which accounts for -2.8%3 GDP have been dampened by a strong US dollar whilst 

Manufacturing and Services sectors continue to be competitive on the global stage. 

Government consumption and investment represents 17.6%4 of GDP and is expected to have 

a small positive contribution to GDP growth in 2016/17. With an election date scheduled for 8 

November 2016, we are not expecting any significant change to government spending.

At the last meeting the Fed published a chart showing their expectation for the glide path of 

interest rates over the coming years. The Fed’s assessment shifted lower in June where longer 

run expectations were reduced with the neutral rate clustered around 2.5%-3.5%. 

Federal Reserve Chairwoman, Janet Yellen noted that the “US economy is doing well”. A tenta-

tive fed focused on output growth, hiring, and business investment, is giving no indication with 

regard to timing of the next rate increase. We believe the chance of recession is low despite 
7Ibid
3 Bureau of Economic Analysis (BEA) U.S. Department of Commerce http://www.bea.gov/iTable/iTable.cfm?ReqID=9&step=1#reqid=9&-
step=1&isuri=1 
4 Ibid



mixed signals of late – we rate this probability around 15%. 

Australia

The Australian economy has been remarkably resilient continuing to defy expectations. We 

provide a waterfall below detailing the primary drivers of Australian GDP. You can see that the 

largest contribution to GDP growth is Consumption and Net Exports.

Australian GDP year to March (A$ b)

Australia is forecast to grow at circa 2.25% in 2016/17. Despite a fall in mining investment, our 

mining export sector should continue to benefit as the economy rebalances to the production 



and export phase. Low interest rates are supporting domestic demand and the lower Australian 

dollar is aiding the trade sector.  

The Australian Department of the Treasury forecasts household consumption to contribute 1.5 

percentage points to growth in FY17.

Our primary concern is the indebtedness of the household sector. The ability of the household 

sector to absorb an exogenous shock is lessened owing to the increasing level of private sector 

debt. Australian household debt continues to hover at record levels, 124% of GDP. The majority 

of this debt (as much as 90%5) relates to property loans. 

Australian Debt to GDP

The impact of a shock would undoubtedly be felt in private consumption as purchases are 

deferred in preference to debt retirement. To date, the wealth effect has been aided by strong 

asset price growth fortifying household balance sheets. However, this can unravel quickly and 

we are cognisant of the sensitivity to house prices and employment. 

On a positive note, the effects of supervisory measures that seek to slow lending to the housing 

sector are beginning to take effect. Outside of housing, the two largest sources of instability 

remain China and Commodity prices. 

A recovery in commodity prices since the end of last year should continue to provide a boost 

to the terms of trade. Moreover, the production phase of Australia’s gas projects will see this 

5 ABS: Table 34. Household Balance Sheet, Current prices, http://www.abs.gov.au/AUSSTATS/abs@.nsf/DetailsPage/5232.0Dec%202015?Open-
Document



growth extend over the medium term. Accordingly, we expect net exports to produce a posi-

tive contribution to GDP in the coming years. 

Australia’s unemployment rate was unchanged at 5.7% in May. Despite this print, leading indi-

cators such as job vacancies and job advertisements have shown mixed results. This has led 

the RBA to moderate its growth forecast for employment6. The participation rate held steady at 

64.8% for May but continues a downward trend from 2010. 

Wage inflation hit an 18-year low in May with growth of just 0.4% for the quarter and 2.1% for 

the year to March. The subdued growth in labour costs remain a concern and may provide a 

catalyst for the RBA to ease monetary policy in Australia.

The government has a stated goal to return the budget to surplus by 2020-21, however the 

assumptions underlying the forecasts are based on robust growth assumptions from Treasury. 

We point out the risk that Australia may lose its AAA credit rating. The loss of our AAA rating has 

implications for the Australian banking sector. Australian banks source funding in the wholesale 

markets where their credit rating is determined by reference to Australia’s sovereign credit rat-

ing. This could impact Households who may receive a rate increase(s) from their bank outside 

of the RBA movement. 

The median debt to GDP for AAA rated countries is around 42%. Australia’s National7 debt to 

GDP is around 44%. Therefore, lower economic growth than forecast could jeopardise our AAA 

credit rating.

Rest of World

China

The Chinese government are grappling with two forces namely an indebted banking system 

and a rebalance to consumer led growth. Recently, expectations of a weaker Yuan have created 

a flight of capital which has troubled authorities. Despite the perception of increased stability, 

we remain concerned about China’s outlook and the repercussions for Australia. 

We provide a stacked chart below detailing the primary drivers of Chinese GDP. You can see 

that Investment has been the primary driver. China is attempting to rebalance the economy 

6 Minutes of the Monetary Policy Meeting of the Reserve Bank Board, 3rd May 2016. http://www.rba.gov.au/monetary-policy/rba-board-min-
utes/2016/2016-05-03.html
7 Includes National, State and Local Government debt as well as other public organisations.



from Investment led to Consumption led growth. The success of this transition is a key factor 

to watch for the global economy.

Contribution to GDP Growth in China 2005-2014 ($US)

Europe

The political headwinds are rising in Europe as the solidarity of the EU is tested. Has the EU’s 

internal equilibrium been permanently disrupted with the exit of Britain? What are the long run 

implications for Europe? We believe it is too early to tell. However, what seems to be a likely 

short term extension is a continued bias toward accommodative monetary policy. The monthly 

asset purchases of €80 billion euros are intended to run until the end of March 2017 or beyond. 

Macroeconomic projections for the euro area foresee real GDP to increase 1.6% in 2016 and 

1.7% in 2017 and 2018 supported by low oil prices and falling unemployment levels. Inflation 

continues to disappoint and the ECB is poised and ready to respond. Are negative interest rates 

in Europe indicating fragility in the economy? Perhaps, what is clearer is the Governing Council 

is ready to do what it takes to boost the economy. 

United Kingdom

At the time of writing, the UK is navigating their departure from the EU after 43 years of British 

membership. EU leaders have dug in their heels over uncontrolled migration highlighting the 

complexities of the severance. Access to the single market requires ascension to the accep-

tance of four freedoms; free movement of capital, labour, services and goods. Investor expec-



tation is for central banks to step up stimulus measures in the wake of the UK’s vote to leave 

the EU. 10-year UK Gilt yields are presently at an all-time low below 1 per cent. Bond rates are 

indicating the fall out to deliver downward revisions to economic growth. 

Presently we do not have any direct exposure to the UK or Europe. However, we do own global 

companies that have subsidiaries operating in these regions. 

India

Despite global confidence levels at moderate levels, there continues to be pockets of growth in 

the global economy. India was the fastest growing economy in 2015 and forecasts predict that 

growth is likely to continue at 7.5% for the next two years. One of India’s major drivers will be 

their working age population that is forecast to reach 1 billion people by 20308. 

BREXIT

The impact on global growth should be negligible. – and not likely to move the global econo-

my into recession. A global recession cannot be ruled out and we rate this as a 15% probability. 

However, if the UK fell into recession, the impact on global GDP via lower UK import demand 

would be small, as the UK accounts for less than 4% of global imports of merchandise goods. 

Swell Revenue by Geography

8 Australian Budget 2016-17, Statement 2: Economic Outlook. http://budget.gov.au/2016-17/content/bp1/html/bp1_bs2-01.htm



Summary

Our view hasn’t changed over the past few years. We continue to believe that we are in a low 

growth world. Global equities remain attractive relative to other asset classes. 

Equity investments should be made with reference to the risk free rate, generally accepted to 

be a 10-year government bond. Today, the return on a US 10-year bond is around 1.46%. If you 

held this investment for 10 years, it would produce a return approximately equal to 1.46% per 

annum. 

Our portfolio of high quality global equities produce a 6.33% earnings yield. The dividend yield, 

which we expect to grow over time is 2.59%, nearly 2x the 10 Year bond rate. 

Global unemployment rate has been steadily coming down since 2009 when it peaked at 6.2%. 

The global unemployment rate is now just 5.5%. OECD countries however show a bleaker 

picture with their unemployment rate at 7.5%. With unemployment back to pre-recession levels, 

what has changed? In a word, debt. 

A McKinsey report noted that global debt has increased by $57 trillion9. The three identified 

areas of emerging risk are (a) the rise in household debt (b) rise in home prices and (c) quadru-

pling of China’s debt, fuelled by real estate prices and shadow lending. 

With interest rates at near zero and negative in quite a few developed economies, the tradition-

al returns achieved on equities must moderate. If you look at the return on equities over the last 

100 years, they typically produce a nominal return of around 10% per annum. 

We believe that market expectations around returns needs to be rebased. Accordingly, we are 

targeting lower returns as a result. 

Accommodative central bank policy across the world is not delivering the desired response – a 

return to above trend growth. Current monetary policy is leading to economic distortions. 

Whilst these distortions prevail and volatility remains a feature, we believe it prudent to maintain 

9 McKinsey Global Institute, Debt and Deleveraging, Richard Dobbs et al, February 2015



a higher cash balance to take advantage of the portfolio volatility. 

Fortunately, our investment strategy does not rely on us picking the path of each or any econ-

omy. Our businesses are exposed to favourable tailwinds and will prosper overtime. Whilst 

expectations and impact of monetary policy is important, we don’t believe it to be knowable. 

Therefore, we will continue to focus on the selection of outstanding companies exposed to 

favourable long term trends. 

We look forward to updating you in January 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)



Earnings Yield15 10 Year bond (US) Margin Of Safety16

6.33% 1.46% 4.87%

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

2.59% 15.8x 9.1x 10.2x 46%

GICS Sector Weights

GICS Sub Industry

Portfolio Fundamentals

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


