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Questions 

1. What are the key valuation parameters in the process? 

The underlying valuation model is based on a constant growth 

dividend discount model (DDM), which is taught in year one of 

any finance course, as shown here: 

        
  

     
 

Where: 

Value is the present value of the future dividend income stream 

D is the dividend in one year’s time  

K is the discount rate applied to the earnings stream 

g is the growth rate into perpetuity 

Note: This equation only applies when the K > g. 

 

Return on Equity (ROE) and Business Risk (captured within K) are 

the key drivers of Value addressed within our investment process. 

Using historical time series data for Australian listed companies, 

we can derive estimates for ROE, K and g. The assumptions are 

reviewed periodically (at least annually). 

As all valuation methodologies are grounded in the same set of 

expected present value inputs, we can convert the PE ratio to an 

EBITA or EBITDA multiple, or Discounted Cash Flow (DCF) 

valuation methodology by employing the same underlying 

assumptions. 

2. Why use different valuation tools for different businesses? 

Short answer: To derive a better estimate of underlying business 

Value. 

Using a multiple valuation tool for some stocks may not be 

applicable due to the underlying nature of the business. For 

example, using a multiple valuation tool for a residential property 

developer that buys, rezones and on-sells land can provide a 

misleading view of Value, particularly at the bottom or top of a 

property cycle when earnings can be materially different to 

sustainable earnings power. As a residential property developer 

effectively earns an uplift on capital employed (buys land for $100 

and sells for $130 for example), looking at the embedded profit 

sitting within the property land bank (within book value or NTA) is 

likely to be a far better estimate of value. 

A DCF analysis is more appropriate for a finite life asset like a 

mine or a toll road. The DDM above assumes income into 

perpetuity, therefore, a multiple approach is generally not 

applicable for finite life assets. 

For industrial companies, we tend use EBITA or EBITDA multiples, 

as the business can be valued independently of the capital 

structure. This also allows easier like-for-like comparisons to 

similar businesses within and across geographies. Ongoing capital 

expenditures and working capital requirements can easily be 

incorporated into the analysis. 

For financial companies we tend to use PE multiples, as it is hard 

to dissect the business from the capital structure. 

3. What are the chances of model error entering the process? 

There is always potential for model error in any process.  We 

guard against it in the following ways. 

1) The valuation framework is theoretically rigorous but 

practically grounded. That is, we tend to employ simple 

models that capture 90% of the argument to produce a 

reliable estimate of value, rather than complicated models 

that lose meaning. 

2) Each of the portfolio managers agree on how all businesses 

should be valued. 

3) Each of the portfolio managers agree on the business risk 

assessment. 

4) Earnings estimates are checked against consensus estimates. 

5) Peer review and collective portfolio responsibility picks up 

significant outliers. 

 
4. How do you capture gearing in your valuations? 

Our valuation model assumes an acceptable level of gearing is 

factored into valuations. Therefore, highly geared companies will 

be penalised from a valuation perspective. Likewise, companies 

with strong balance sheets will be rewarded under Sigma’s 

valuation process. 

We do not employ hard and fast rules around gearing and 

interest cover metrics. However, we tend to favour companies 

with low gearing.  

5. Do you maintain your own models? 

Yes, proprietary models are maintained for all stocks in the Top 

100, and all stocks of significance in the small cap universe. 

Proprietary modelling is a key part of valuation process. 

6. Do you conduct absolute valuations? 

Yes, absolute valuations are conducted for all stocks. 

7. Do you focus on after-tax returns? 

Yes. Valuations incorporate franking credits (valued at 50% - 

based on academic findings) and portfolio turnover tends to be 

low relative to other managers, generating better after-tax 

outcomes. 

8. How forward looking are your earnings estimates? 
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We generally look forward by approximately 18 to 24 months. 

However, the time frame depends on our assessment of mid-

cycle earnings that represent the true earnings power of the 

business. Earnings estimates are also discounted for the time 

value of money. 

9. When do you roll forward valuations? 

Valuations are rolled forward once a year around June. While we 

could adjust the discount rate as we move forward through the 

year to be theoretically correct, in practice, it is easier to make 

the change at a point in time. 

10. Do you consider dividend yield and price earnings multiples 

when valuing a business? 

We do use dividend yield, price earnings multiples, price to book, 

price to free cash flow etc. These metrics are considered as part 

of the analysis, and generally used as a way to develop a quick 

snapshot of what may be implied by a stock’s share price. 

However, comparing price to a fundamental metric (such as those 

above) is not valuation. 

Valuation considers risk and return to estimate what a business is 

worth independent of a company’s share price.   

11. You state that experience suggests once you start paying 

high multiples of earnings the probabilities of achieving the 

long term market return greatly diminish.  Is there a limit on 

what this number is? 

Figure 6 in the Investment Approach section, highlights the 

historical relationship between PE and Total Return for the US 

market. If a stock trades on a PE in excess of 20, the likelihood of 

achieving the long term market rate of return greatly diminishes. 

12. If the business risk assessment also impacts the valuation, 

what are the risks of double counting assessments? 

Experience tells us that a business rating well in qualitative sense 

(that is, it has a strong market position that is highly defendable, a 

well defined competitive advantage, generating high levels of 

profitability) is likely to generate significantly higher value 

outcomes, or rate well quantitatively.   

We are aware of the correlation in analysis, and by limiting the 

valuation premium to what can be justified by the historical facts 

and figures, we guard against overpaying for future earnings for 

low risk, high returning businesses. 

However, for a high risk, low returning business you need to 

guard against underestimating risk. Therefore, we ensure an 

adequate discount, justified by the historical facts and figure, is 

incorporated in our valuationss to guard against accepting undue 

risk. 

The following two examples illustrate the point. 

Company A generating relatively stable and sustainable outcomes 

is likely to be classified as having low business risk. The valuation 

should reflect the likely predictability of this outcome. The 

discount rate, K expressed in the valuation equation will be lower, 

raising the valuation multiple you are prepared to pay. If company 

A is also highly profitable, the valuation will be higher again as 

dividends (D) will be greater, lifting the valuation multiple you are 

prepared to pay even further.  

Likewise Company B generating relatively less stable and 

sustainable outcomes is likely to be classified as having high 

business risk. Again, the valuation should reflect the likely 

predictability of this outcome. In other words the discount rate, K 

expressed in the valuation equation will be higher, lowering the 

valuation multiple you are prepared to pay. If the company B has 

low levels of profitability, the valuation will be lower as dividends 

(D) will be lower, dropping the valuation multiple you are 

prepared to pay further again. 

This raises the question as to how much of the multiple paid 

reflects profitability versus the relative predictability of the 

earnings stream? And given the predictability of the earnings 

stream is related to the business risk assessment that is a function 

of stability and sustainability, what is the likelihood of “double 

counting” risk and/or return in either direction (i.e. over-

estimating or underestimating either risk or return or both) in the 

final assessment? 

We guard against this type of error by placing an upper and lower 

bound on the valuation parameters supported historically by the 

facts and figures.    

For a desirable business like Company A (High Returns, Low Risk) 

you are more susceptible to overpaying for future earnings. A 

theoretical valuation model may easily produce valuation 

estimates far in excess of the historical facts and figures. 

Therefore, we guard against model error for Company A (a 

desirable business), by limiting the valuation premium employed. 

For example, Sigma’s upper bound is a 30% premium (to market 

multiples) for the highest rated businesses in our universe that is 

generating high returns with relatively low business risk. This 

currently implies a PE multiple of 20. Keep in mind, that history 

suggests that if a stock trades on a PE of in excess of 20, you are 

unlikely to achieve your Return Objective. 

For an undesirable business like company B (Low Returns, High 

Risk) you are more susceptible to underestimating future risk. This 

is more commonly known as being caught in a “value trap”, that 

is, the stock trades on a low multiple for the risks are in fact high. 

Therefore, we guard against model error for company B, by 

ensuring an adequate discount is reflected in the valuation. For 

the lowest rated businesses in our universe, that is, generating 

low returns and high risk we employ a lower bound of up to a 50% 

discount (to market multiples). This currently implies a PE multiple 

of 8.    
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13. Why do you sell a stock? 

The reasons for selling a stock are a function of three variables: 

share price, valuation and business risk assessment.   

A relative change in each of these three variables will impact the 

probabilities of achieving the Return Objective. The main reasons 

we sell a stock are: 

1. The share price has increased in an absolute sense, closing 

out the discount to value. 

2. The share price has increased in a relative sense, making 

other stocks relatively more attractive. 

3. The Valuation has changed due to the underlying 

fundamentals, changing the relative discount to valuation. 

4. The Business Risk Assessment has changed due to underlying 

fundamentals, changing the relative risk profile and 

potentially the discount to valuation. 

Sigma’s screening tool picks up movement in stocks as they move 

further down the relative rankings, flagging sale candidates. 

14. What is your portfolio turnover? 

Historically portfolio turnover has averaged around 30 to 40%, 

which is low by comparison to most investment managers. 

Keep in mind that turnover is a function of the opportunity set. 

Throughout the global financial crisis for example, turnover 

actually increased, as increased share price volatility relative to 

fundamental valuation, presented more opportunities to 

generate excess returns. 

15. Why not use a wider range of business risk scores (i.e. -5 

through to +5 for example)? 

The primary objective of the business risk assessment is 

quantifying the relative risk profiles of businesses within the 

universe based on stability and sustainability. We could use -5 to 

+5 in place of -2 to +2 for each of the three categories (Business 

Franchise, Management and Industry Structure) however the 

relativities are going to remain the same. The framework provides 

enough latitude to differentiate between businesses on relative 

risk grounds. 

16. Why take 50% of the Discount to Valuation ranking and 50% 

of the Business Risk Score to achieve the final ranking, versus 

other possible combinations? 

As Sigma is equally discerning on the price we pay as to the risk 

we take on, the discount to valuation (estimate of excess return) 

and the Business Risk Score (estimate of risk) are weighted 50/50 

in the second step of the screening process. 

The investment process is not a black box where a formula drives 

the final outcome. The process provides a framework to consider 

risk and return, pointing the portfolio managers in the right 

direction. 

17. Most investment managers have one portfolio manager, but 

you have four [in your large cap team], therefore how are 

decisions made? 

The decision to invest in a stock is agreed by all portfolio 

managers.  

As the portfolio managers have all agreed on the valuation 

parameters and the business risk score, a stock that ranks well 

under the screening process is considered for portfolio inclusion. 

Therefore, what to potentially include in the portfolio drops out 

of a systematic process where the key parameters have already 

been agreed by all of the portfolio managers.  

For example, stock A with a final ranking of 5 is highly likely to end 

up in the portfolio which has 30 stocks, as the portfolio managers 

have all agreed through the course of the process. That is, it is 

clear on risk adjusted valuation grounds that stock A has a high 

relative probability of achieving our Return Objective. It would be 

hard for any one of the portfolio manages to veto such a position 

without all of the portfolio managers agreeing to a change in 

valuation parameters or business risk scores. On the other hand, 

for stock B with a final rank of 30 for example (for a 30 stock 

portfolio), the decision to include in the portfolio is not as clear.   

As it is clear stock A should be in the portfolio, the question is 

then how to weight stock A in the portfolio relative to the other 

stocks that also rank well to maximise the probability of achieving 

the Return Objective. This is where all portfolio managers debate 

and agree on the final weightings. When determining weightings 

the following principle is kept in mind: The greater the discount to 

valuation and lower the business risk score the greater the 

portfolio weighting. 

This process of “contrast and compare” permeates down through 

the final rankings of attractive risk-return opportunities to 

achieve the desired relative weightings. As we move further down 

the list, whether to include a stock in the portfolio (like stock B 

above) is also debated and agreed.   

18. What happens if all the portfolio managers do not agree? 

If a portfolio manager does not agree to include a stock that ranks 

well under the process, either the business risk assessment or the 

valuation requires further review. A clearly articulated argument 

identifying why the valuation parameters or the business risk 

assessment needs to be changed, has to be agreed by all of the 

portfolio managers. If all of the portfolio managers still do not 

agree, then the stock will not be included. However, this is a very 

unlikely event as it works against the collective wisdom of our 

rigorous process.  
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19. How do you determine position size in the portfolio? 

The key to great stock picking and superior portfolio management 

is: Determine the relative edge and act on it. This is why our 

teams are structured as portfolio managers/analysts. As analysts 

you determine the basis of edge, as portfolio managers you 

understand the relative importance.  

Another way of saying this is: The greater the discount to 

valuation (or excess return) and lower the business risk score (or 

lower risk) the greater the portfolio weighting.   

There is no set formula on what the final absolute portfolio 

weighting of a stock should actually be as the relative opportunity 

set will drive the weighting process.  

For example, in an undervalued stock market as indicated by 

many undervalued stock opportunities, spreading the portfolio 

weights and thereby reducing risk further through diversification 

(the first rule in investing), would improve the probabilities of 

achieving the Return Objective. On the other hand, in a market 

where undervalued stock opportunities are more limited, a 

disproportionate weighting in a couple of outstanding stocks may 

improve the probabilities of achieving the Return Objective. 

20. Do you have individual stock limits? 

Yes. Depending on the strategy employed, the individual stock 

limits will range from 5% to 8% away from the benchmark.  

21. Do you have sector limits? 

No. However, we aggregate sector positions to understand our 

sector exposures. 

22. How do you trade off two stocks with different risk and 

return profiles? 

Sigma’s investment process is designed specifically to answer this 

question. The framework has been designed to allow the Portfolio 

Managers to compare one set of risk-return opportunities to 

another.  

23. What type of value manager are you? 

If you were to coin a phrase for us, Value: Risk Adjust, probably 

describes what differentiates Sigma from other typical value 

managers. Traditional value managers in the search for 

favourable risk-return situations, inevitably end up in “value-

traps” – businesses where the risks are high and therefore low 

valuations justified. Sigma is equally discerning on the price we 

pay for a business to the risk we take on. 

24. At what point do you consider a business too high risk to 

invest in? 

When risk becomes uncertainty. Risk implies some quantity 

susceptible to measurement where you can estimate a 

probability, while uncertainty is immeasurable. 

Generally, businesses without earnings or making losses are 

excluded from consideration. Business models that are judged as 

being severely challenged may also move into the uncertain 

category. Also, stocks that are highly geared are very likely to be 

excluded from consideration. 

25. Do you consider Environmental, Social and Governance (ESG) 

issues in your process? 

Yes, Sigma incorporates ESG into our investment process.  Firstly, 

into valuations where we can quantify the impact, and this may 

impact a stock’s inclusion or weighting in a portfolio depending 

on the valuation impact. And secondly, in the business risk 

assessment, which impacts on the weighting of a stock in the 

portfolio. 

It is Sigma’s formal policy to engage companies on material ESG 

issues that may impact company value. 

26. Can you define risk? 

Sigma defines risk relative to aim. When we think about risk, we 

are really addressing the following question:  

What is the probability of achieving the aim? 

If Sigma’s aim or return hurdle is 3% pa above the benchmark for 

example, we can view the Return Objective as the probability of 

achieving the return hurdle of 3% pa above the benchmark. 

As we outline in Tenet 1, we define our Return Objective as 

targeting returns above the index benchmark over the medium to 

longer term while taking on less risk than the market overall. Put 

another way, we are trying to maximise the probability of 

achieving above benchmark returns. 

Tenet 2 explicitly defines that Sigma assesses risk in a business or 

fundamental sense measured relative to the business universe. 

Therefore, when we determine the business risk assessment for 

each company we are considering a relative fundamental risk 

assessment.   

Conceptually you can make the case for a fundamental risk 

benchmark (just as there is a return benchmark), that represents 

some average level of fundamental business risk. Given a long 

enough time frame, the market will reflect the average level of 

fundamental business risk, that is fundamental business risk = 

market assessment of risk. 

27. Under what conditions do you expect to perform well and 

likewise poorly? 

We tend to outperform the market with less volatility over time, a 

direct function of Sigma’s Value: Risk Adjust approach to 

investing.  

Volatile markets will tend to help our performance due to the 

opportunities created, while markets driven by momentum for 

extended periods will make it hard to outperform due to our 

valuation focus. 
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28. How does your team handle mistakes? 

Openly, quickly and with ego left at the door! 

Mistakes are an inevitable part of decision making. In fact, if you 

are not making mistakes, you are unlikely to actually be achieving 

the Return Objective. The key is calculated risk taking, that is, 

allocating capital to where the probabilities are favourable across 

a range of opportunities, and repeating the process consistently. 

As Sigma’s investors are interested in the final portfolio outcome, 

our investment teams are aligned to this outcome rather than 

focusing on individual areas of responsibility. Collective portfolio 

responsibility drives ownership of the end decision by all of the 

portfolio managers. When a mistake is made, we do not point the 

finger at the Portfolio Manager/Analyst responsible. As all the 

Portfolio Managers have agreed to the decision to invest, we take 

collective responsibility for the outcome. The mistake is discussed 

and dealt with in a timely and open manner while keeping ego to 

a minimum. 

And by mistake, we are generally referring to a situation where a 

“permanent diminution in fundamental business value” has 

occurred. As the foundations of any fundamental investment 

framework are reliable estimates of business value a mistake of 

this nature is an unforced error. 

29. What tracking error do you target? 

We do not specifically target tracking error. It is the outcome of 

the portfolio composition. We do monitor it, and generally, it will 

be between 2 to 4% for our more diversified portfolios and 

between 4 to 8% for our smaller companies and more 

concentrated portfolios.  

30. Do you have a fair dealing policy? 

Yes. Sigma deals fairly and objectively with all clients when 

making investment recommendations and taking investment 

action.  

31. How are the stocks divided between portfolio managers? 

Although on average each portfolio manager has covered 

approximately 75% of the market, stocks are generally divided 

according to expertise. For the top 100 stocks listed on the ASX, 

each portfolio manager will cover approximately 25 stocks. 

32. Do you conduct regular company meetings? 

Yes. Sigma conducts regular company meetings. 

33. What are your sources of information? 

Company released information (Annual Reports, Results 

Announcements, Presentations etc), industry journals, RBA, ABS, 

newspapers, consultants, analysts etc.  

34. Do you rely on broker research? 

Our research is proprietary. However, we will consider broker 

research from analysts we regard highly. 

35. What is your source of idea generation? 

The portfolio is set to capitalise on the “variant perception”. That 

is, where our view of risk and return is sufficiently different to the 

market so that we can generate above average returns with 

below average risk. In this process, we have formulated a view on 

each stock, with a clear understanding of what would be required 

for the stock to be considered for portfolio inclusion. 

36. Macroeconomic inputs are used lightly in the process, why is 

this so? 

Macroeconomic inputs are important, however, we are careful as 

to how these inputs are weighted in the investment process. 

History and our experience suggest macroeconomic forecasting is 

prone to large errors, particularly in trying to pick turning points. 

Forecasting at the macro level is akin to taking an aerial shot from 

a very high vantage point that captures more than just the 

“wood”, enabling you to view the entire “forest” by aggregating 

masses of detail at the “tree level”.   

However, the further you are away from the trees, the details 

become harder to see, simplifying assumptions need to be made 

that may or may not be approximately correct and that are likely 

to obscure the meaning of the facts and figures. Forecasts, based 

on such rocky foundations, are therefore likely to be rubbery and 

subject to substantial revision and change. Therefore, we tend to 

weight industry and company level information with more 

certainty in the process. 

37. What is your capacity limit in terms of managing money? 

We have set the capacity constraint at 0.75% of the ASX’s total 

market capitalisation. 

Based on our past experience, managing more than 1% of the 

market will start to impact performance.  

38. If a team member is away, who is covering their stocks? 

We have assigned cross stock responsibility. 

39. Are there any advantages in running a large cap and a small 

cap process in the same investment house? 

Yes. Insights can be gained by engaging all companies (large and 

small) in each industry. 

 

40. What do you mean by managing for “unintended risks” in 

the portfolio? 

Understanding the risks you are taking. 

Stocks are grouped into similar businesses, such as Banks, Steel, 

Contractors, Defensives, Cyclicals, Financials etc. This improves 

the understanding of what exposures are being taken when 

setting the final portfolio. This is particularly important to 

understand as Sigma’s investment process is driven from the 

bottom up. 
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41. Is valuation predominately analytically driven? 

Yes. Valuation is driven firmly by the facts and figures. We screen 

on discount to valuation first and foremost as the foundations are 

more objective. 

42. Is the business risk assessment predominantly quality 

driven? 

While the business risk assessment is predominantly qualitative in 

nature that is, judging management and aspects of industry 

structure and the business franchise, it can also be quantitative. 

For example, a market share statistic is a quantitative measure, 

and so too is the return on equity which feeds into the business 

franchise score.  

 

 


