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Quarter 

% 
6 months 

% 
1 year 

% 
2 years 
% p.a. 

 
3 years 
% p.a. 

 
5 years 
% p.a. 

Since 
Inception^ 

% p.a. 

Sigma Australian Shares Strategy* (8.8) (13.0) (2.4) 1.7 11.1 6.3 3.3 

S&P/ASX 200 Accumulation Index (6.6) (12.7) (0.7) 2.6 9.3 6.5 1.8 

Value added (2.2) (0.3) (1.7) (0.9) 1.8 (0.2) 1.5 

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

Key points 

 Significantly overweight Diversified Miners and underweight Major Banks 

 Cyclical sectors expected to benefit as earnings bottom and risk appetite increases  

 Fund positioned for US interest rate normalisation; while exceeding local market dividend yields 

 
Individual stock performance of note 

The Fund underperformed a declining market in the 

September quarter. The substantial underweight position in 

Major Banks was the main contributor to performance in a 

relative sense for the second quarter in a row due to the 

absence of three Majors Banks (ANZ -16%; CBA -12% and 

WBC -7%). However our substantial overweight in Regional 

Banks underperformed with Bendigo and Adelaide Bank (-

17%) falling post a weaker than expected result, a trend that 

impacted Bank of Queensland (-9%) prior to the October full 

year update. However post month end, Bank of 

Queensland’s stronger than expected result and upbeat 

guidance for net interest margins combined with Westpac’s 

$3.5bn capital raising and mortgage repricing efforts to offset 

profitability declines has refocused the market’s attention on 

regulatory changes that are likely to benefit Regionals over 

Majors. Bank of Queensland in particular has rallied strongly 

(+14%) since month end, with Bendigo and Adelaide Bank 

(+5%) starting to recover as well. Qantas (+18%) was the 

largest individual contributor to performance in response to a 

falling oil price (-23%) and rising passenger demand. 

BlueScope Steel (+20%) also recovered after better than 

expected results and well received management plans to 

improve profitability. The lower A$ should benefit both stocks 

going forward. 

On the negative side of the ledger, Origin (-47%) was the 

Fund’s worst contributor for the quarter. The reassessment 

of the long term oil prices and increased capital investment 

into APLNG has forced an equity capital raising ($2.5bn) and 

other balance sheet initiatives (+$2bn). As we foreshadowed 

in August, we cut the position size knowing the stock price 

was likely to be pressured by the spectre of capital raisings. 

While the stock remains undervalued the near term energy 

price headwinds (electricity as well as oil) are likely to 

provide a future opportunity to reweight.  

Media companies APN News & Media (-31%) and Seven 

West Media (-23%) continued to be pressured by a structural 

change thesis driven by the entry of online streaming 

services Netflix and Stan. However, we believe the market is 

substantially overplaying the extent which these new 

services will eat into the advertising revenue of the major 

free to air television networks. Anti-siphoning laws regulating 

media companies access to significant sporting events 

remains the substantial barrier to entry, and we believe the 

overseas experience of free to air television networks is 

unlikely to be repeated in Australia. On a positive note, the 

Fund’s largest media holding, Nine Entertainment Holdings 

(+5%) bucked the trend, post reporting results in line with 

downgraded guidance and increasing share buy-back 

conviction. Since announcing the share buyback in February 

2015 management have acquired nearly 7% of shares on 

issue. 

Orica (-30%) issued a profit warning as the new CEO reset 

earnings. This provided an opportunity to top up the Fund’s 

holding. Volumes are the key drivers for explosives earnings 

and should continue to be supported in an era of expanded 

production. While the dividend may be at risk of reset the 

already low payout ratio of 65% (pre-earnings) downgrade, 

means the reset is likely to be small. 



 
 

 

The absence of CSL (+4%) and Wesfarmers (+3%), typical 

defensive holdings, detracted from performance in a falling 

market in a relative sense. 

Economic developments and markets 

The S&P/ASX 300 Accumulation Index was down (-6.5%) in 

the September quarter, after falling by a similar amount in 

the June quarter (-6.5%). CYTD the Australian Equity market 

is down 3.5%, with Large Caps (S&P/ASX100) 

underperforming Small Caps by 2.7% over the same period. 

CYTD Small Cap Industrials are in positive territory (+2.8%) 

outperforming Large Cap industrials (-1.0%), while Large 

Cap resources (-17.5%) and Small Cap Resources (-20.4%) 

were both down. Banks have underperformed the broader 

index to be down 9.8% CYTD with most of the 

underperformance coming in the 2nd and 3rd quarters (down 

11% each) to be 20% off their peaks reached in early April 

2015. 

The quarter started with Greece being a key area of focus for 

global equity markets however global growth concerns driven 

by poor economic indicators coming out of China soon took 

over. As a result the Chinese equity market experienced a 

volatile quarter with the Shanghai Composite Index down (-

29%). In July, after experiencing the largest one day fall in 

over 8 years more than 60% of all stocks were suspended 

from trading after falling by the daily limit. The downtrend 

extended into August (down 12.5% and minus 20% intra-

month at one stage) and into September, where the market 

was down another 4.8%.  

The Chinese government was quick to react to the selloff in 

July, announcing a range of unconventional measures 

including a ban on short selling and IPO’s, forced share 

purchases by state-owned investors, a ban on sales by 

major shareholders and direct credit support from the central 

bank. In August, the PBoC announced another 25 basis 

point cut each in the benchmark lending rate and the deposit 

rate (the fifth such cut in nine months) and lowered the 

Reserve Requirement Ratio for banks by another 50 basis 

points (the fourth such cut in seven months). Later that 

month the Chinese authorities also took the unprecedented 

step of imposing a ceiling for local government debt. At the 

end of September China’s central bank and banking 

regulators announced that the down payment requirement 

for first mortgages would be lowered from 30% to 25% to 

provide further support to housing.  While the Chinese equity 

market has fallen 18.5% in the last six months, year on year 

the market remains up 29%. 

Commodity markets were generally weak on the back of the 

deteriorating outlook for China and sluggish pace of global 

growth during the quarter. Brent oil fell (-23%) over the 

quarter with accelerating production from OPEC and 

expectations of additional supply from Iran also weighing on 

prices. In August, Oil experienced a roller-coaster ride, 

touching a 7 ½ year low of US$42.70 per barrel (Brent) on 

24th August (WTI fell to below US$40 per barrel) before 

rebounding by an extraordinary 27% to finish the month 

higher, before retracing by a further 8.1% in September.     

Iron Ore prices fell 5% during the quarter in response to the 

weakening demand outlook from China with the benchmark 

Qingdao iron ore price ending at US$56.3/t. The LME index 

of base metals declined 11% with all major metals except tin 

(+13%) posting weaker pricing: nickel (-13%), copper (-10%), 

zinc (-16%), lead (-5%) and aluminium (-5%) were all down. 

Gold ended the quarter down 5% at US$1,115/oz after 

trading at a five year low of US$1,085/oz in early August.  

The Australian dollar ended the quarter down 9% to end at 

$0.702 against the US dollar. 

US economic data was generally strong during the quarter 

with both the manufacturing and non-manufacturing ISM 

index at levels indicating strength in the US economy while 

inflation expectations remain well contained. Real GDP 

growth in 2Q was revised up from 3.7% to 3.9% between the 

BEA’s second and third reports on growth for the quarter, 

whilst the unemployment rate also declined to 5.1%, which 

means the unemployment rate has declined by a full 

percentage point over the last year. Job openings also 

increased to an all-time high of 3.9% of the labour force in 

July, from 3.6% in June. Fed Chair Janet Yellen reiterated in 

August that "economic conditions likely would make it 

appropriate at some point this year to raise the federal funds 

target rate". However, the Fed emphasised that “global 

economic and financial developments to restrain activity 

somewhat and put further downward pressure on inflation in 

the near term” as the reason for the FOMC to postpone 

raising rates at September’s meeting. This is notwithstanding 

unemployment being well within the guided zone for rate 

rises to commence. 

Domestically, Real GDP for Q2 rose a weaker than expected 

0.2% q/q, the slowest pace in four years and down from the 

0.9% q/q in 1Q. The slowdown quarter on quarter was due to 

the traded sector, driven partly by port disruptions in exports 

and strength in consumer goods imports. The big drag came 

from net exports taking off -0.6% pts, while domestic demand 

was on the firmer side (0.8% q/q), and is annualizing at 2% 

this year, more than double the average pace of the period 

since mining capital expenditure peaked in mid-2012. 

Consumption growth was 0.5% q/q, holding its annual rate in 

the mid-2% area.  

NAB's survey of business conditions for June picked up 

strongly to +10.9 (previous: +6.4), the highest level since 

October 2014, then subsequently declined over the rest of 

the quarter. Dwelling commencements (by number) 

rebounded sharply in Q1-15 by 8.6% q/q to a near a record 

high. However, Q1-15 (public & private, real) non-residential 

building commencements slumped 10% q/q (or down 



 
 

 

21%y/y) to near the lowest level since Q209.  Private new 

capital expenditure (volumes) for Q2 fell a much worse than 

expected -4.0% q/q or -10.5% y/y (consensus: -2.5% q/q, 

previous: -4.7% q/q), the weakest y/y number since the last 

recession ended in 1992. However the estimate of nominal 

capex intentions for FY16 was upgraded to $115 billion 

(consensus: $111bn).   

Stronger than expected jobs growth continued throughout 

the quarter (for the sixth consecutive month in a row), 

however a higher participation rate saw the unemployment 

rate climb 0.2% to 6.2%. The wage price index for Q2 rose 

+0.6% q/q and 2.3% y/y to a record low y/y pace. 

The RBA left the cash rate steady at 2.0% throughout the 

quarter. While comments on the currency was less explicit 

than earlier in the year, we note the RBA Governor “called 

out” the Fed to start the process of raising rates. 

Portfolio positioning and outlook  

The Fund’s relative valuation upside currently stands at 38%, 

a since inception high, highlighting a portfolio embedded with 

future outperformance. In an absolute sense the portfolio 

currently has 42% upside relative to the market which is fairly 

valued (+4% upside) in our view (see graph below). While 

the portfolio remains attractive on valuation grounds, our 

business risk metrics are the least attractive since inception.  

 

This has been the case for some 18 months, and as 

communicated in our quarterly strategy reviews we fully 

expect more volatile outcomes relative to market (as recent 

performance indicates), however we continue to believe the 

valuation upside will more than compensate for the volatility. 

We believe Australian equities remain vulnerable to an 

unwinding of the “defensive-quality & yield” play that has 

driven markets post the GFC should global interest rates 

rise. Unconventional monetary policy and “near zero interest 

rates settings” are now clearly distorting markets.  

While the unemployment rate is close to 5% in the United 

States, the Fed is still finding reasons not to “lift interest 

rates” after nearly eight years at zero. This position is 

becoming harder to justify with calls from our own central 

bank for US Fed officials to “just do it” i.e. lift rates. 

The focus on “defensive-quality-yield” has resulted in the 

market overlooking elevated stock prices as a function of 

earnings power, justified by “dividend yields” remaining 

attractive relative to “low interest rate settings”. Defensive 

stocks (approximately 30% of market cap) have been the 

main recipients of this trend, followed closely by the major 

banks (another 30% of market cap) until recently. 

We believe market participants have fallen into the trap of 

starting to assess approximately 60% of the equity market as 

a having “bond like coupons” (i.e. fixed “dividend payments”) 

that can be discounted at interest rates currently being 

implied by the bond market. If the same logic was applied to 

Sigma’s valuation framework i.e. let’s use the current 10-year 

Australian bond rate of approximately 3.0% as our risk-free 

rate assumption (versus our assumption of 5.5%), our 

valuations would no doubt be substantially higher. Indeed the 

market as a whole would look exceeding cheap. However, 

we stopped believing the bond markets long ago.  

At Sigma, our valuation framework favours a common sense 

approach, relying mainly on multiples of earnings power, 

whether that be PE, EV/EBITA etc. as the benchmark by 

which we assess value. Furthermore any disciple of 

valuation understands that dividends are an outcome of a 

capital allocation process. Earnings strength and the capital 

required to generate a particular level of earnings are the 

primary determinants of value in any business.  

On this score, the Major Banks and the Diversified Miners 

(Rio Tinto and BHP Billiton) are currently going through 

opposing capital cycles which has implications for earnings 

and valuation moving forward. Major Bank capital intensity is 

increasing driven by the government and regulators desire to 

ensure a much safer banking system. Regulatory balance 

sheet actions are likely to see less earnings for every $1 

worth of capital employed. Major Banks are likely to reduce 

dividend payout ratios as a consequence. 

In contrast, the capital intensity of the Diversified Miners is 

decreasing as the resource investment boom finishes and 

austerity measures are implemented in response to falling 

commodity prices. Conversely, the balance sheet actions 

taken by the management teams of the Diversified Miners as 

a consequence of focused austerity is likely to see future 

earnings and return profiles improve. 

Ironically the market does not see it this way. In light of 

weaker near term commodity prices, dividend sustainability 

is being questioned as can be seen from the historically high 

dividend yield of BHP in the Figure 1 below. RIO exhibits that 

same trend with a net dividend yield north of 7% as well. 
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However the market is yet to appreciate the ‘austerity 

mindset” under new leadership as explained in 2013 Sigma 

Insight - Harvesting the Rewards from Resource Investment.  

In the five year period from 2011 to 2015 BHP invested 

US$101bn, a huge amount of capital at peak commodity 

prices. We were substantially underweight BHP at the time 

as we could see management was starting to spend like a 

labour government out of control. Those days are gone – the 

mindset has changed as the results over the last 18 months 

have shown this to be case. RIO (in particular) and BHP 

have both started to deliver outstanding underlying results 

due to the new era of austerity. The new management teams 

are clearly focused on driving better returns for shareholders. 

While payout ratios remain elevated (>100%) strong margins 

and balance sheets at the bottom of the cycle places both 

businesses in a great position to strengthen their market 

positions and capture future “commodity strength”.  

It is clear that returns either through dividends or buybacks 

are being prioritised over investment. Over the next five 

years we expect BHP to spend US$37bn in capital 

expenditure or approximately 40% of the previous five years. 

Therefore, notwithstanding lower commodity prices net cash-

flow is likely to be better in the period ahead.  

However, increased Depreciation and Amortisation (D&A) 

charges are currently depressing profits as shown in the 

Figure 2. While D&A charges in the majority of businesses 

are genuine expenses, in BHP’s case they overstate the true 

amount of capital required to sustain the business. They are 

a reflection of the past excesses and not the future austerity 

mindset.  

  

Dividend coverage by free cash-flow at arguably the bottom 

of the cycle remains strong as shown in the table below. 

BHP’s Earnings - US$bn FY06A FY16F %Chg. 

EBITDA 17.0 16.9 0% 

Depreciation & Amortisation (2.8) (8.8) 217% 

EBIT 14.2 8.1 (43%) 

Interest Expense (0.5) (1.0)  

Pre-tax Profits 13.7 7.1 (48%) 

Tax expense (3.5) (2.2)  

NPAT 10.2 5.0 (51%) 

Stay in business Capex 1.4 3.0 114% 

Free Cash Flow 11.6 10.8 (-7%) 

Dividends 1.9 6.6 242% 

Free Cash Flow for Growth Capex 9.6 4.1  

Source: Annual Reports & Presentations, Sigma Estimates 

Substantially higher Depreciation & Amortisation (D&A) 

charges are currently depressing near term earnings that are 

expected to be down 51%. However, Free Cash Flow after 

stay in business capital expenditure is only expected to 

decline by a relatively modest 7%. 

We only have to go back a few years to the GFC where a 

focus on near term bank earnings was pressuring share 

prices and increasing dividend yields in a similar fashion. 

During the GFC, CBA (& the other Major Banks) was being 

asked the same question, as shown in Figure 3 below. 
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BHP's Historical Dividend Yield
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As figure 3 highlights, CBA’s net dividend yield reached a 15 

year high of 10% in late January 2009 post the collapse of 

Lehman in August 2008. With the prospects of a major 

downturn straining CBA’s balance sheet and sharply 

increasing bad debts driving profits lower, dividends were 

likely to be cut. However as Figure 4 highlights, on Pre-

Provision Profit Multiples, the key measure of earnings 

power, CBA was trading at 4 times or half the historical long 

term average of 8 times in the proceeding 12 year period. 

 

Notwithstanding, the dividend cut of 14% for the first time in 

CBA listed history in FY2009, the share price rose from $25 

per share to nearly $71 at the end of September 2015, to be 

one of the greatest bank stock rallies in recent history. So 

why did the market get it so wrong? Due to the focus on near 

term earnings while underestimating the substantial 

structural changes that would drive higher and more resilient 

earnings over the medium to longer term.  

 

For the Major Banks, the flight to quality during the GFC, 

drove a rapid change in pricing power that resulted in a 

20bps uplift in net interest margin as shown in Figure 5. This 

resulted in an underlying 15% uplift in total income in 2009, a 

record for the Australia bank sector and more than 2 times 

the annual average increase of 7% over the prior decade.  

   
 

As analysts were forecasting net interest margins to go well 

below 2%, the increase was even more marked relative to 

expectations. In other words they variant perception was 

large. The resulting rise in income was so great that a 

doubling in bad debts was largely offset over calender year 

2009. Renewed pricing power combined with ongoing market 

share gains led to ongoing outperformance post the GFC. 

The big miners are currently facing a similar situation as to 

the major banks during the GFC: Share price pressure 

resulting from a near term focus on current earnings without 

looking at the forward indicators of change. The potential for 

stronger earnings and improved returns from the Major 

Miners required an austerity commitment first and foremost, 

which is now well underway. While the entire commodity 

complex is under pressure, as evidenced by the steep share 

price falls of Swiss commodities trading house, Glencore, in 

this environment the strong thrive just as the Major Banks did 

during the financial crisis. RIO and BHP’s have Tier 1 assets 

with unassailable scale advantages placing them in a very 

strong position which is likely to reinforced in the current 

environment. 

However the advocates of dividend cuts are extrapolating the 

recent excesses convinced the Major Miners will need to 

continue spending rather than prioritise returns. We believe 

the evidence to the contrary in this regard, and the very 

austerity measures employed by the largest industry 

players will eventually create a positive commodity price 

response in itself. 

Ironically, the sustainability of bank dividends in light of the 

new capital requirements is only just starting to permeate 
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CBA Historical Dividend Yield near the GFC
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market psychology. Figure 6 highlights the issues facing the 

major banks as we move forward. 

 

The regulator wants to address the trend of declining risk 

weighted assets to gross loans (RWA to GL) over time as 

shown in Figure 6. As RWA to GL increases, this requires 

more capital to support any given level of loan growth, 

therefore more earnings are required to be retained, and less 

dividends paid out. After 15 years of rising dividend payout 

ratios, the possibility of going back to the future of 60-65% of 

bank earnings like we had in the past is something the 

market is yet to fully appreciate. Capital intensity is clearly 

on the rise.  

However, it is not all bad news for Banking. Regional Banks 

(Bendigo and Adelaide; Bank of Queensland) remain well 

positioned in the transition to a more resilient and 

competitive banking system, as they already hold more 

capital than the Major Banks. As the Major Banks re-price 

loans (WBC just announced such a measure in October with 

their $3.5bn capital raising) to offset the profitability 

pressures, the Regionals should benefit through higher 

margins and market share gains that should eventually see 

the ROE of the Majors and Regionals converge. In other 

words, earnings should expand on the existing capital base 

leading to improvements in future profitability. 

As valuation support is clearly evident (+50% valuation 

upside) and likely to improve for the reasons outlined above, 

the Major Miners and the Regional Banks are in our Top 5 

Active positions representing approximately 30% of the 

portfolio. These stocks also have an average net dividend 

yield of approximately 6.5% well above the Australian 

Equity’s market net yield of 5%. Thus importantly we are 

more than likely to be paid along the way, in addition to the 

upside from the changes ahead. 

 

 

 

 

 

 

Stocks Added 

McMillan Shakespeare (MMS) is a provider of salary 

packaging, novated leasing and fleet & asset management 

services. Sigma believes the market is underestimating the 

value and synergies of the recent Presidian acquisition. The 

acquisition is on track to deliver stated synergies with 

opportunity for further savings to be realised. The UK 

business is now profitable on a run rate basis and will make 

a positive contribution in FY16. New UK products have also 

received tax office approval and initial client demand has 

been encouraging. It is trading on a FY16 PE of 12. 

 

Stocks Sold 

Henderson Global Investors (HGG) is a global investment 

manager based out of London. The fund initiated a position 

in HGG during the European crisis when the stock was 

trading below $2 per share, well below our assessment of 

fundamental value. The business through well timed “bottom 

of the market” acquisitions has been transformed over recent 

years from being a predominantly “wholesale” based asset 

manager to a retail funds manager with higher margins and 

longer duration customers. The stock was sold on valuation 

grounds at prices above $6, as we believe the transformation 

has now been reflected. 

 
Woodside Petroleum (WPL) the largest and lowest risk oil 

company in the Australian market was sold on valuation 

grounds. 
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Top 10 active positions 

Stock Active weight% 

By Large Cap stocks:  

Qantas 4.8 

Rio Tinto  4.8 

AMP 4.5 

Harvey Norman Holdings 4.5 

Bank of Queensland 4.4 

By Small Cap stocks:  

Nine Entertainment  2.2 

Seven West Media 1.6 

Slater & Gordon 0.9 

G8 Education 0.9 

McMillian Shakespeare 0.6 

Note: Active weights refer to positions above benchmark only. 

 

Asset allocation 

Sector Active weight % 

Materials  8.8 

Consumer Discretionary  7.7 

Financials ex-Real Estate  2.8 

Information Technology (0.9) 

Industrials  (1.1) 

Utilities (1.7) 

Consumer Staples  (3.4) 

Energy (3.7) 

Health Care  (4.7) 

Telecommunications  (5.3) 

Real Estate (7.1) 

Cash & Other 8.6 

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 

 Independent and majority employee-owned firm  

founded in 2009 by six experienced investment 

professionals who previously worked together at a 

leading global investment manager 

 

 

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 

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 2015. 

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

