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Key points 

 BHP and RIO’s renewed Return on Capital focus is a major positive change for shareholders 

 Net cash flows to substantially improve from a production uplift and productivity gains as investment declines 

 Cash returns increasing through improving dividend profiles and the prospect of share buybacks 

 Sigma Select moving underweight Major Banks and overweight Diversified Miners for the first time in 5 years 

 
Resource company returns – just starting? 

Episodes of super-normal commodity price inflation are 

generally regarded as the best time to invest in resource 

companies. The industrialisation of Japan, Korea & Taiwan, 

the ‘Asian Tigers’ and most recently China, each created 

demand-driven commodity price inflation, and in most cases 

resource sector outperformance (as highlighted in Graph 1). 

However, capital investment typically responds to demand 

growth with a lag, and this cycle has been no different. The 

scale of the supply response, and the sustainability of 

demand, then dictates the returns on this investment. The 

Fraser-era “Resources Boom” of the late 1970s was one 

where demand failed to live up to investment expectations.  

However, there are sub-cycles within these broader super 

cycles. Under Sigma’s “Value: Risk Adjust” investment 

philosophy we see a profitable opportunity for resource 

investment, a view contrary to market expectations. This led 

us to selectively lift our Resource exposures starting in the 

June Quarter of 2013 after an extended period of caution 

and sector de-rating. The opportunity we see is threefold: 

 

 Volume leverage – underpinning profit growth 

 Management discipline – to focus on return on capital 

 Increasing cash returns to shareholders likely

 

Volume leverage – underpinning profit growth  

The volume leverage aspect is simple, and well understood. 

Graph 2 provides an illustration of the lag between project 

capital expenditure and revenue growth during the China 

boom. The chart also clearly highlights the migration of the 

mining boom from “investment to production” as revenues 

are likely to increase for Australian resource exports not 

withstanding commodity price falls.  

Having endured a capital expenditure drag on company cash 

flows since 2006 (with a GFC pause), the sector is now on 

the brink of generating returns from these investments. Cost 

inflation and excess capacity may dull returns within certain 

sectors (e.g. thermal coal), but we are clearly on the cusp of 

a strong period of volume growth in the resources industry. 

Volume growth enhances revenues and assists unit cost 

structures. Combined with declining capital expenditure, this 

typically creates a return-rich period for investors, if demand, 

meets growing supply.   
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Graph 1 - Mining Cycles 
Source: IRESS 
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Management discipline – to focus on Return on 
Capital 

However, management discipline is required to not squander 

the returns from these massive capital investments. We 

believe the prospects for discipline have been enhanced by 

the unprecedented wholesale change in management of the 

leading Resource houses over the past 12 months. BHP, 

RIO, Anglo, Xstrata and nearly every major Gold company 

(including Australia’s Newcrest) has changed, or will change, 

its CEO. Those that have changed have already reined in 

capital expenditure and exploration, and cut operational 

expenditures. CEOs are now operational cost cutters rather 

than ‘growth visionaries’:  Return on capital will again be the 

‘new black’.  

 

 

 

The parallel we draw is best illustrated by BHP as shown in 

Graph 3. In the 1990s, BHP shook off the austerity of the 

1980s cost-centric management - an era of $15/t iron ore 

and $30/t coal - for a period of ‘visionary’ expansion by John 

Prescott. ‘Asian Tiger’ demand was the buzz word. Like this 

cycle, each new project announcement (Magma, platinum, 

mineral sands or HBI) was rewarded with share price 

outperformance. However, when execution failed, capital 

expenditure budgets blew out, and external events (e.g. Asia 

crisis) struck, underperformance followed. It took crisis, 

board renewal and management change to reverse the 

malaise. The ensuing performance from December 1998 

under new CEO Paul Anderson - a combination of austerity, 

divestments and focus on return on capital - was sensational.  
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Graph 2 - Key Australian Exports (A$bn) 
Source: ABS, BREE & Sigma estimates 
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Increasing cash returns to shareholders likely 

Under its previous CEO, BHP spent around US$100bn in 

capital expenditure and net acquisitions in the past six years, 

double what the company spent over the previous ten years. 

RIO also spent nearly $100bn in the past six years, triple 

what it spent in the previous 10 years. However, under 

BHP’s new CEO Andrew Mackenzie, and Rio Tinto’s Sam 

Walsh, both companies are now focussed on squeezing 

capital and reducing costs.  

 

Graph 4 highlights the improvement in free cash flow 

(operating cash flow less investing cash flow) Sigma expects 

from BHP and RIO combined over the next few years. Even 

though profits rise modestly, free cash generation will be 

much stronger. As a result, increasing cash returns through 

improved dividend profiles and share buybacks are likely 

under new disciplined management. 

 

At the current exchange rate (AUD/USD 0.92) and assuming 

no increase in the final dividend, BHP is yielding 3.4% and 

RIO is yielding 3.0%. This is a minimum, as we expect 

dividends to be higher over the next year and to increase 

substantially over the following two years as reduced 

gearing, lower capital and operational expenditures, together 

with improved volumes (not pricing), drive higher profits and 

higher pay-out ratios. Both companies will also generate 

substantial franking credits (which Sigma explicitly values), 

so we expect dividends to continue to be fully franked. Keep 

in mind, that since becoming dual listed companies over a 

decade ago, both have maintained or increased dividends 

with the exception of Rio Tinto during the GFC. However, it 

only took two years to beat the pre-GFC highest annual 

dividends, and on an increased share count due to poor 

acquisitions and capital raisings. Prior to that Rio Tinto had 

the industry’s most enviable progressive dividend track 

record.  

 

 
 

The improved free cash flow generation may also manifest 

itself in share buybacks.  Both companies have pursued this 

strategy in the past, particularly in the period from 2005 to 

2008. Interestingly, those periods were characterised by 

CEOs before they retired from the company i.e. before 

Marius Kloppers and Tom Albanese replaced the return on 

capital-focussed Chip Goodyear and Leigh Clifford 

respectively. With the appointment of Andrew Mackenzie and 

Sam Walsh, we see a reversion to these accretive strategies. 

 

From Sigma’s perspective, these changes have made both 

companies lower risk investment propositions. Combined 

with attractive valuations (even though our commodity 

assumptions are below consensus) and a market pre-

occupied with an expectation of an imminent iron ore price 

collapse (contrary to our view), an attractive risk-return 

opportunity had opened up. Accordingly we materially lifted 

our exposure to the diversified miners for the first time in 5 

years starting in the June 2013 Quarter. 

 

Portfolio funding sources – CBA and the banks 

Since August 2008 Sigma has been overweight banks on the 

basis of positive structural change, reinforcing the value 

proposition provided by the major banks. In our May 2011 

Sigma Insight: Australian Banks Stocks - Attractive Risk 

Adjusted Returns we articulated four key conclusions: 

 
1) Thesis on track - Structural change in funding was 

raising the barriers to entry; 

2) Capital positions strong pre-crisis – therefore 
regulatory reform only impacting at the margin; 

3) Thus, Return on Equity is likely to be as least as 
good as pre GFC, however the risks are lower; 

4) Thus, while earnings per share growth will be lower, 
the risks to earnings are also lower. 

We believe the thesis has largely played out as highlighted in 

relative sector performance shown in Graph 5 over the page.  
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Over the 5 ¼ year period from 31 July 2008 to 31 October 

2013 Banks have outperformed the S&P/ASX 300 

Accumulation Index by 11.5% per annum, and the S&P/ASX 

300 Resources Accumulation Index by 21.8% per annum. 

Clearly a significant re-rating of banks stocks, as evidenced 

by the six listed banks representing close to 31% of the 

S&P/ASX 300 Accumulation Index at the end of October 

2013, relative to 23% just over two years ago. 

 

A comparison of the stock price movements of the two 

largest stocks on our exchange, CBA and BHP, in Graph 6 

highlights the opportunity at hand. Sigma’s valuation of CBA 

has increased by approximately 10% since 30 June 2011 

(largely in line with earnings per share growth), while the 

stock price has increased by 45% over the same time frame 

(to 31 October 2013). As shown in Graph 7, the discount to 

valuation (Value) has closed as CBA’s share price has 

climbed ever higher. BHP’s valuation on the other hand has 

increased by approximately 2% over the same period, 

although the share price has declined by 14%, increasing the 

discount to valuation to approximately 30%, and opening up 

a substantial Value differential between the two stocks of 

approximately 30%.  

Over the last two years Value in CBA has been similar to 

BHP however the risk profiles had been moving in the 

opposite directions. While positive structural change in 

Banking was lowering risk and reinforcing valuation metrics, 

the lack of management discipline in the large diversified 

miners was increasing risk. Under Sigma’s Business Risk 

Assessment, Banks were clearly lower risk than the 

diversified miners, therefore on a “Value: Risk Adjusted” 

basis the banks offered a superior risk-return profile.  

 

With the Value side of the CBA risk-return equation likely to 

be realised and the effects of positive structural change 

waning as confidence improves in the financial system, the 

margin of safety has declined.  Conversely, BHP has seen 

Value becoming increasingly evident. Combined with early 

signs of a decreasing risk profile due to new disciplined 

management, the margin of safety in BHP is significantly 

greater in a Value: Risk Adjusted sense relative to CBA.  

Accordingly we have funded the move into BHP by selling 

down CBA and trimming some of our other major bank 

holdings. 
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Graph 5 - Total Returns: Banks vs S&P/ASX 300 vs Resources 

Source: IRESS  
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Graph 6 - Share Price Performance of BHP and CBA 

Source: IRESS 
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Conclusion for Sigma’s positioning 

 

In summary, we believe BHP and RIO’s renewed Return on Capital focus is a major positive change for shareholders. We expect 

net cash flows of the miners to substantially improve following an uplift in production and productivity gains (as a result of past 

capital investment) at the same time as investment declines. Shareholders will benefit from increasing cash returns through 

improving dividend profiles and the prospect of share buybacks. We have positioned Sigma Select to harvest this shift by moving 

underweight Major Banks and overweight Diversified Miners for the first time in 5 years. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

About Sigma Funds Management 

 
 Value-style Australian equities manager that outperforms while protecting 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 

 Sigma’s unique Select strategy combines the highest conviction stock ideas from Sigma’s Large Cap and Small Cap 

investment teams into a single portfolio driving superior performance, lower risk and increased consistency. 

 

For more information, please contact Pinnacle Investment Management on 1300 010 311. 

See also www.sigmafunds.com.au 
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