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% 
6 months 

% 
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3 years 
% p.a. 

 
5 years 
% p.a. 

Since 
Inception^ 

% p.a. 

Sigma Australian Shares Strategy* (0.8) (5.1) (11.0) (2.4) 4.4 5.3 2.7 

S&P/ASX 200 Accumulation Index 3.9 1.1 0.6 3.1 7.7 7.4 2.5 

Value added (4.7) (6.2) (11.6) (5.5) (3.3) (2.1) 0.2 

*Gross Performance. Past performance is not a reliable indicator of future performance.  ^Since Inception: 1 July 2007 Ϯ 

Key points 

 Buyer beware as the market is overvalued at 21x 1-year forward earnings (ex BHP, RIO & Major Banks)  

 Embracing mispriced uncertainty while avoiding expensive bond like proxies 

 Portfolio metrics supportive of positive future returns albeit with more volatility in an overvalued market 

 

Portfolio commentary, positioning and outlook 

Financial Year 2016 has been a tough performance year for 

the Australian Shares Fund (Fund) relative to the benchmark 

as highlighted in the table below:  

Performance of the Fund by Financial Year 

Financial Year 2013 2014 2015 2016 

Fund 24.9% 19.4% 7.0% (11.0%) 

Index 20.5% 17.4% 5.7% 0.6% 

Relative 4.4% 2.0% 1.4% (11.6%) 

 

The graph to the right shows the PE of the S&P/ASX 300 

relative to the ASF’s sister Fund, the Sigma Select Equities 

Fund. The PE calculation excludes the four major banks and 

the two large diversified miners for both the index and the 

Fund. As these six large companies represent approximately 

32% of the index, the remaining 68% of the market is 

currently trading in excess of 21x 1-year forward earnings. 

Historically market PE’s exceeding 20x generate periods of 

negative returns. We therefore expect the Australian Equity 

market to generate very low to negative returns going 

forward.  

The rally in equity markets over FY13 and FY14 crystallised 

excess returns from a diversified portfolio of businesses with 

fundamentally lower volatility in a business sense. As we 

moved into FY15, valuation disciplines guided a rotation of 

the portfolio towards more economically sensitive businesses 

trading at significant discounts to long term valuations, as the 

market become increasingly more expensive driven by 

macroeconomic concerns and high levels of policymaker and 

investor risk aversion. 

 

In FY16 risk aversion heightened further with the essentially 

flat market return disguising the significant divergence in 

performance between very expensive bond proxies and 

significantly discounted economically sensitives businesses. 



 
 

 

As can be seen in the graph below defensive sector 

performance over the last two years has been nothing short 

of stunning. 

 

This has been a direct consequence of the “lower for longer 

interest rate thematic” driving investor capital toward safe 

haven investments near term. However, on fundamental 

grounds it is hard to justify why the property sector which 

derives in excess of 80% of its income from stable low 

growth rents (<4% pa) has re-rated by 50% over the last two 

years. Furthermore, the sector has increased gearing by 

over 30% since 30 June 2011, driven by cheap finance 

thereby increasing the sector’s risk profile. Equity markets 

are obviously capitalising the benefits of low interest rates 

and larger debt driven capital bases. These trends, prevalent 

in many of the defensive, structural growth and quality stocks 

has led to mispricing of equity risk that is likely to drive low 

returns and losses out of these sectors going forward. 

While valuations are being driven at the marco level by 

unconventional monetary policy “manipulations”, the 

earnings cycle at the micro level is starting to highlight the 

dangers coming into play for equity investors. We have 

observed profit shortfalls in stocks across a wide group of 

sectors including defensive, structural growth and 

economically sensitive exposures as shown in table. 

As our September 2016 Quarterly Strategy Review 

highlights, we believe aggressive valuations in perceived 

safe havens are showing inconsistency with trends in 

profitability on ground. Some stocks in these sectors are 

seemingly impervious to negative developments or 

management taking on greater risk. Coupled with interest 

rate and currency benefits peaking (healthcare in 

particularly) risks are clearly to the downside. 

 

Sector FY16 EPS 

Revision 12mth 

FY17 EPS 

Revision 12mth 

FY17 EPS 

Forecast  

Consumer Staples -20% -15% +11% 

Healthcare -12% -7% +13% 

Telecommunications -6% -9% +6% 

Utilities -6% -3% +18% 

Gaming 1% +1% +9% 

Discretionary Retail +7% +8% +8% 

Media -16% -15% +13% 

Materials -10% -11% +12% 

General Industrials -7% -6% +12% 

 Source: UBS 

Ignoring the changing risks and developments within a 

security regarded as a bond alternative or raising the bar by 

paying significantly more for the same level of attractive 

structural earnings growth is unlikely to end up in attractive 

long term returns. The de-rating of the banks in recent times 

is a useful reminder of a how micro events have a habit of re-

asserting valuation discipline.  

 

Late 2014 the Fund moved to be 20% underweight the Major 

Banks relative to the index after benefiting substantially from 

the re-rating in the years prior. While the move was initially 

predicated on valuation grounds (as seen by the high PE’s in 

the graph above), the recommendations out of the Murray 

Financial Services Inquiry announced in December 2014 

clearly highlighted that regulatory capital raisings were a 

certainty in the period ahead. However, the market took over 

four months to appreciate the Major Banks were about to 

raise in the order +$40bn plus of capital, and it was only until 

the capital raisings were announced that the market believed 

it was a sure thing and the de-rating started. 
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The reassertion of stock specific fundamentals has 

historically weighed on stock prices in the long run.  As the 

following chart shows the historical relationship between PE 

and future expected returns since 1871 is clear: High PE = 

Low Future Expected Returns. 

 

As portfolio managers we continue to remind ourselves that 

overvaluation is the key determinant of future losses, 

and with 72% of the market trading in-excess of 21x, losses 

are very likely. So how do we navigate such heady markets? 

By remaining focused on protecting the downside by not 

overpaying.  

This is achieved by putting capital to work in stocks with 

clear valuation support. Robust business models subject to 

more near term volatility are fitting very squarely into this 

camp currently. Consequently, the Fund is embracing short-

term volatility as our long-term valuation framework 

consistently applied over many years clearly indicates 

valuation support is evident.  

The Fund is favourably disposed relative to the market on 

many of the traditional implied metrics (PE’s, Dividend 

Yields, Price to Book Value, Price to NTA, Gearing etc.) 

indicating clear valuation support and strong downside 

protection. On our preferred sum of the parts valuation 

measure, the Fund’s 47% valuation upside relative to a 

market that is fair value implies the likelihood of 

outperforming over the period ahead is high, albeit with 

volatility (as has been experienced in the last 12 months). 

Over time, we believe fundamentals will weigh on share 

prices as they have throughout history and the Fund’s 

returns will exceed the market. 

  

Valuation Upside of ASF and the S&P/ASX 200 Index  

Start of 

Financial Year 

2012 2013 2014 2015 2016 2017 

ASF 42% 47% 31% 30% 31% 47% 

Index 23% 26% 12% 6% 0% 1% 

Relative 19% 21% 19% 24% 32% 46% 

 

One final point. It is important to differentiate between 

volatility and the risk of losing hard-earned capital. While the 

Fund remains very attractive on valuation grounds, our 

business risk metrics are the least attractive since inception 

as highlighted in the following graph (for the Sister Fund 

Select). Lower scores indicate a greater range of valuation 

outcomes can be expected. 

Business Risk Scores – Select vs S&P/ASX 300 

 

Having approximately 15% of the Fund in the two large 

diversified miners, BHP Billiton and Rio Tinto are key drivers 

of this outcome. Being linked to commodity markets naturally 

leads to more volatility in near term profit outcomes. 

However, our long-term fundamental valuations of both 

companies are substantially less volatile than their share 
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prices would indicate. While there is no doubt, valuation 

estimates for the diversified miners are likely to have a wider 

range, the margin of safety provided by current share prices 

gives you a wide margin for error. By contrast, the defensive-

quality-yield thematic driving the overvaluation of earnings 

quality and certainty in perceived bond like equity stocks is 

virtually guaranteeing you will lose money, as the margin of 

safety is non-existent. 

Individual stock performance of note 

The Australian Shares Fund (“the Fund” or “ASF”) 

underperformed a rising market in June quarter as the 

defensive-quality-yield thematic was reinforced by the 

surprise Brexit vote. 

Fund performance was driven positively by: 

 Coal miner, Whitehaven Coal (+64%) rose strongly on 

higher thermal coal prices and a significantly lower risk 

profile post project completion;  

 Mining services company, ALS (+24%) rallied after 

receiving a non-binding and highly conditional proposal 

from Advent International and Bain Capital of $5.30 per 

share. The board rejected the approach as it significantly 

undervalues the company and we concur;  

 The world’s largest miner, BHP Billiton (+16%) rallied as oil 

prices recovered, and clarity was provided on the potential 

losses at the Samarco joint venture in Brazil. The world’s 

second largest miner, Rio Tinto (+7%) also rallied on 

positive sentiment towards resource names. Overall, the 

share price performance of the diversified names are 

lagging the leveraged single commodity exposed names; 

 Regional Bank, Bendigo and Adelaide (+8%) reversed 

recent declines post announcing positive lending 

momentum was regained, bucking the weaker financial 

trends; 

 While Australia’s largest Fund Manager, Macquarie Group 

(+8%) was positively received after delivering an in line 

result and better than expected FY17 guidance;   

 The absence of Commonwealth Bank (-1%), Westpac (flat) 

and Wesfarmers (-3%) contributed to performance in a 

relative sense. 

Fund performance was negatively impacted by: 

 Qantas (-31%) fell as the market debates whether the 

profit cycle has peaked post announcing yield declines and 

capacity rationing; 

 Media company Nine Entertainment (-28%) was weaker on 

downgraded profit expectations as a result of weaker than 

expected revenue growth during the March quarter; 

 Explosives provider, Orica (-18%) was also down after 

reporting a weaker than expected profit result in a tough 

operating environment;  

 AMP (-11%) was weaker after announcing Life insurance 

claims had spiked in 1Q16. Post Brexit the “lower for 

longer” interest rate thematic reinforced the trend on 

companies with substantial investment portfolios tied to 

interest rate dynamics. This also impacted QBE Insurance 

(-4%); 

 Recycler, Sims Metal Management (-9%) reversed some 

of the recent gains driven by stronger steel prices as 

competitor results in the US suggest margins are likely to 

subdued; 

 Bank of Queensland (-9%) was weaker after reporting an 

inline result but a more subdued near term outlook for net 

interest margins and non-interest income, a common 

theme for all the banks. The stock is cheap on 10x 1-year 

forward earnings;  

 The absence of CSL (+11%) and Newcrest Mining (+35%) 

impacted performance in a relative sense. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 

 

 

 

 

Stocks Added 

Australia & New Zealand Banking Group (ANZ) was 

acquired for the first time since inception (and after an 

absence of 6 years for the broader fund). Concerns over the 

rapid expansion into low returning-higher risk Asian markets 

are now being addressed under the new CEO. Importantly, 

the markets expectations for elevated bad debts (more than 

50% higher than the other major banks) more the captures 

the retreat, albeit acknowledging a bumpy ride ahead. The 

reinstated focus on Return on Equity is welcome news for 

shareholders. 

 

Flight Centre Travel Group (FLT) was added post the profit 

downgrade in late May. The stock has fallen some 29% from 

March 2016 to be approximately 42% off all-time highs 

reached approximately two years earlier. Trading on 13x 

(downgraded earnings) with a solid balance sheet and a 

dependable franchise, we believe the market is overreacting 

to the cyclical nature of the industry, believing the current 

trends (softening commission rates etc.) are structural in 

nature. 

 

Clydesdale Banking Group (CYB) was initially sold, then 

acquired after a significant drop in the share price post the 

Brexit vote surprising markets. Regulatory undertakings 

provided by National Australian Bank places Clydesdale in a 

unique position with a strong and clean balance sheet.  

Although the road maybe bumpy, at 0.6 times price to book 

the business is undervalued. 

 

Stocks Sold   

Perpetual (PPT) was sold reducing the Fund’s exposure to 

Markets in general. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 

 

 

 

 

Top 5 active positions 

Stock Active weight% 

By Large Cap stocks:  

Harvey Norman Holdings  5.4 

Rio Tinto  5.2 

Bendigo and Adelaide Bank 5.0 

BHP Billiton 5.0 

AMP 4.3 

By Small Cap stocks:  

Seven West Media  2.1 

Whitehaven Coal  1.6 

Nine Entertainment 1.4 

G8 Education 1.2 

McMillian Shakespeare 0.6 

Note: Active weights refer to positions above benchmark only. 

 

Asset allocation 

Sector Active weight % 

Consumer Discretionary  9.8 

Materials 6.3 

Financials ex-Real Estate 4.3 

Information Technology  (0.9) 

Energy  (1.0) 

Utilities (2.0) 

Industrials (2.0) 

Consumer Staples (2.7) 

Telecommunications  (5.7) 

Health Care (5.9) 

Real Estate (7.8) 

Cash & Other 7.6 

Note: Active weights refer to positions above or below benchmark. 

 

Strategy summary 

Australian Shares combines the highest conviction stock 

ideas from Sigma’s Large Cap investment team driving 

superior performance, lower risk and increased consistency 

of returns. 

 

Australian Shares - Competitive Advantage 

 Deep and rigorous fundamental analysis of companies 

and sectors 

 Thorough ongoing peer review by a very experienced 

team of investors 

 Investing with conviction in a focused portfolio of 

undervalued businesses 

 Putting aside benchmarks to allocate capital with the aim 

of achieving the stated return objective 

Contact 

For more information contact Pinnacle Investment 

Management, the Fund’s distributor, on 1300 010 311.  

See also www.sigmafunds.com.au 

Sigma’s Differentiated Business Model: ‘Integrated & 
Aligned Investment teams’ 

 Most investment management firms comprise distinct 

Large Cap and Small Cap teams with separate incentive 

structures and competing interests 

 In contrast, Sigma’s Large Cap and Small Cap teams 

are equal partners, completely aligned to success of the 

Sigma’s investment strategy’s 

 Sigma Australian Shares strategy is enhanced by an 

integrated investment approach of an experienced 

investment team 

About Sigma Funds Management 

 Value-style Australian equities manager which aims to 

outperform without the downside of “value traps” through 

an investment approach called Value: Risk Adjust 

 Sigma is an investment partnership, 51% owned by 

Aziumt, Italy’s leading independent asset manager with 

the Executive founders owning the remaining 49% 

 

 

 

Ϯ Since Inception performance includes 22 months at a former investment manager plus median value manager performance for transition period prior to setting up 

Sigma. DISCLAIMER: This document was prepared by Sigma Funds Management Pty Limited (ACN 137 097 075, AFSL 339901) (‘Sigma’). Sigma does not give 

any warranty as to the accuracy, reliability or completeness of the information contained in this document, and any persons relying on this information do so at their 

own risk. This document is provided for general information purposes to wholesale clients only. Accordingly, reliance should not be placed on this commentary as 

the basis for making an investment, financial or other decision. This document has been prepared without taking account of any person’s objectives, financial 

http://www.sigmafunds.com.au/


 
 

 

situation or needs, and because of that, any person should before acting on the information, consider the appropriateness of the information having regard to the 

their objectives, financial situation and needs. Past performance is not a reliable indicator of future performance. The Information Memorandum (IM) should be read 

in full before investing in the fund and is available upon request. © Sigma 2016. 


