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Quarter 

% 
6 months 

% 
FYTD 

% 

 
1 year 
% p.a. 

 
3 years 
% p.a. 

 
5 years 
% p.a. 

Since 
Inception^ 

% p.a. 

Sigma Select Equities Fund* 2.8 12.2 24.8 24.1 5.0 11.3 8.5 

S&P/ASX 300 Acc. Index 4.7 9.9 15.6 20.2 7.5 10.8 8.0 

Value added (1.9) 2.3 9.2 3.9 (2.5) 0.5 0.5 

*Gross Performance. Past performance is not a reliable indicator of future performance.  ^Since Inception: 2nd May 2011 

Key points 

• Buyer beware as the market is overvalued at 19x 1-year 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 

Over the March quarter, the Sigma Select Equities Fund 

(Fund), underperformed (+3%) a rising market (+5%) as a 

“melt up” in markets extended the strong gains from the prior 

year. Overall, we remain cautious on Australian Equities given 

overvaluation and moderate rates of earnings growth. Figure 

1 shows the PE of the market excluding the big six (BHP, RIO, 

ANZ, CBA, NAB and WBC). As these six large companies 

represent approximately 35% of the index, the remaining 65% 

of the market is currently trading slightly over 19x 1-year 

forward earnings. Historically market PE’s around 20x 

generate periods of negative returns. We therefore expect the 

Australian Equity market to generate very low returns going 

forward. Consequently, our cash weighting has started to rise 

as portfolio positions are realised on valuations grounds. The 

Funds cash weighting currently stands at 15%, up from 5% 

twelve months ago. This is towards the upper end of the 

Funds 25% maximum cash limit. However, we believe this 

remains a prudent position until an appropriate discount to 

valuations return. Sigma believes the market currently has 

12% downside and therefore at a growing risk of a correction 

(see Table 1).  

As we highlight in Sigma’s June 2017 Quarterly Strategy 

Review, the current higher risk environment for equities 

requires a strong focus on capital preservation. Many 

financial assets currently offer low returns and are vulnerable 

to correction. Therefore, maintaining valuation discipline is 

paramount under present circumstances. 

 

Table 1: Valuation Upside of Select and the S&P/ASX 300 Index  

Start of 

Financial 

Year 

2013 2014 2015 2016 2017 Current 

31 Mar 17 

Select 36% 32% 35% 43% 49% 18% 

Index 12% 12% 0% 1% 1% -12% 

Relative 24% 24% 35% 42% 47% 30% 
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Figure 1 - PE ex BHP, RIO & Major Banks: S&P/ASX 
300 vs Select

Source: Factset, S&P, Sigma esimates

Select Equities S&P/ASX 300 Index

https://www.stoneshot.com/e/pinnacle/11937/sigma/Sigma_Jun17_qtr%20strategy.pdf
https://www.stoneshot.com/e/pinnacle/11937/sigma/Sigma_Jun17_qtr%20strategy.pdf


 
 

 

Given a firming growth environment and bottoming of inflation 

it seems interest rates are unlikely to decline with support for 

elevated equity multiples peaking. The impact of gradual 

monetary tightening and rising real yields suggests a more 

corrosive environment for low growth, bond beneficiaries than 

the market perceives. We therefore remain substantially 

underweight expensive defensives as we believe their 

valuations remain heavily reliant on low real interest rates. 

This is also the sector where gearing has increased and 

payout ratios are highest. Table 2 illustrates this point, through 

an example of a stylized REIT geared at 30% of asset value, 

growing its rent at CPI and facing 200bps of higher interest 

costs over 5 years. 

Table 2: Impact of +2% change in interest rates on a geared REIT 

Year 2018 2019 2020 2021 2022 Change 

Rent 100.0 

 

 

102.5 105.1 107.7 110.4 +10% 

Interest 21.0 24.0 27.0 30.0 33.0 +57% 

Net Income 79.0 78.5 78.1 77.7 77.4 -2% 

       

Cap Rate 5.0% 5.3% 5.5% 5.8% 6.0%  

Rental Growth  2.5% 2.5% 2.5% 2.5%  

Gross Value 2000 1952 1910 1873 1840 -8% 

Debt 600 600 600 600 600  

Net Value 1400 1352 1310 1273 1240 -$160 

Interest Rate 3.5% 4.0% 4.5% 5.0% 5.5% +2% 

Real Interest Rate 1.0% 1.5% 2.0% 2.5% 3.0% +2% 

Distribution Yield 5.6% 5.6% 5.6% 5.5% 5.5% -0% 

       

Debt: Capital 30% 31% 31% 32% 33% -3% 

Interest Cover 4.8 4.3 3.9 3.6 3.6 -30% 

This REIT would deliver an investor a 16.5% total return (net 

income of $390 over 5 years offset by $160 in capital losses) 

or 3% per annum with a declining distribution profile. The 

return estimate is also generous as it assumes no dilution to 

address the deterioration in the balance sheet and interest 

cover, with the latter declining significantly. 

Within an improving economic environment, we continue to 

see pockets of opportunity and cyclical tailwinds in some 

economically sensitive exposures where macroeconomic risk 

and structural decline themes have been overplayed. 

Accordingly, Sigma Select’s strategy remains positioned 

in cheaply valued cyclical exposures in Large Cap 

Resources, Diversified Financials, Domestic Cyclicals, 

Regional Banks and overlooked Small Caps. Stronger 

economic tailwinds for good franchises with strong balance 

sheets and reasonable starting valuations remain as core 

attractions. 

However, consistent with our concerns on elevated risk and 

overvaluation across many Large Cap exposures, the strategy 

retains an overweight to Small Caps and an above average 

cash allocation as a preferred defensive position. 

Individual stock performance of note 

Fund performance was driven positively by: 

• Media companies, Nine Entertainment (+23%) and NZME 

Limited (+55%) were higher as the market digested their 

positive comments about an improving advertising market. 

Speculation about the future of the Ten Network also led to 

theories that the competing television networks would gain 

market share that would offset any impact from the 

fragmentation of media spend; 

• Qantas Airways rallied (+19) after posting strong results and 

announcing the potential for further capital management at 

year end; 

• Supermarket giant, Woolworths (+11%) was also stronger 

after posting solid like-for-like sales momentum, reversing 

the recent trend;  

• The absence of index heavyweights Telstra (-6%), 

Brambles (-23%) and Scentre Group (-5%) helped 

performance in a relative sense. 

Fund performance was negatively impacted by: 

• Travel company, Flight Centre (-6%) was weaker again 

during the quarter as the market extrapolated the lower 

guidance given in the prior quarter; 

• Tox Free Solutions (-8%) was lower on a disappointing 

result which was impacted by the dry weather conditions in 

NSW affecting the volumes of liquid waste collected and 

treated. We see this as a transitory issue and added to the 

position; 

• Bendigo and Adelaide Bank (-2%) was weaker post a solid 

no surprise result. However, housing concerns due to 

potential for the HomeSafe contribution to reverse and 

weaker than expected revenue weighed; 

• Scrap metal supplier, Sims Metal Management (-2%) was 

weaker despite an earnings upgrade, with the market 

focussed on the uncertainty around scrap metal markets in 

the second half of FY17; 

• Negative sentiment towards retailer, Harvey Norman (-12%) 

weighed. Concerns over an inflated Australian housing 

market combined with company specific accounting 

complexities in relation to franchise support structures 

gained a lot of negative media attention during the month. 

While complicated and costly as a motivational tool, long 

term observers of the business understand the fundamental 

mechanics and reasons for it’s deployment. Importantly, 

cash flow generation at Harvey Norman has never been 



 
 

 

stronger, therefore, we believe the market will refocus on 

the fundamentals in time; 

• Once again, the absence of the two largest stocks in the 300 

index, Commonwealth Bank (+7%) and Westpac Bank 

(+8%) detracted in a relative sense. CSL (+25%) rallied 

strongly post a profit upgrade, while higher forward power 

prices supported another rise in utility provider, AGL 

(+21%).  The fund does not hold either stocks.  

 

Stocks Added 

Graincorp (GNC) is an integrated grain business supplying 

grain and processed grain products to customers in domestic 

and international markets, with a focus on wheat, barley and 

canola. Improved operating performance combined with 

diversification into Malts & Oils provides a more stable 

earnings base going forward. The current bumper east coast 

harvest is likely to be underestimated as well. The stock is 

trading at a 20% discount to valuation.  

Stocks Sold 

None 

 

Pricing Metrics 1-Yr  

PE 

Net 
Div. 
Yield 

Price/ 
Book 
Value 

Price 
to 

Cash 
Flow 

Select Equities Fund 13.4 4.8% 1.6 4.4 

S&P/ASX 300 17.5 4.4% 2.9 8.3 

Date Mar-17 Mar-16 Mar-15 Mar-14 

Stock Numbers  32   35   35  37 

Large Caps  17  18   20  23  

Small Caps (ex-100)  15   17   15 14  

Active Share 72.5% 79.3% 71.2% 60.5% 

Small Cap Weighting 13.9% 20.5% 12.2% 9.9% 

Source: Sigma estimates, GS Portfoliowise



 
 

 

 

Top 5 active positions 

Stock Active weight % 

By Large Cap stocks:  

Rio Tinto  4.4 

BHP Billiton  4.1 

Bank of Queensland 4.0 

Bendigo and Adelaide Bank  3.6 

Harvey Norman 3.2 

By Small Cap stocks:  

Sims Metal Management  2.3 

APN News & Media 1.4 

Nine Entertainment  1.3 

Tox Free Solutions  1.2 

Seven West Media 1.0 

Note: Active weights refer to positions above benchmark only. 

Asset allocation 

Sector Active weight % 

Consumer Discretionary  6.3 

Materials 4.0 

Industrials  (0.8) 

Consumer Staples  (0.9) 

Information Technology  (1.3) 

Financials ex-Real Estate  (1.3) 

Energy  (2.3) 

Utilities (2.7) 

Telecommunications  (4.1) 

Health Care  (6.1) 

Real Estate (6.3) 

Cash & Other 15.5 

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

 

Strategy summary 

Sigma Select is a concentrated ‘broad-cap’ strategy 

blending the highest conviction stock ideas from Sigma’s 

Large Cap and Small Cap investment teams, leading to: 

 

• Superior outperformance potential, 

• Lower risk, and 

• Increased consistency. 

What makes Sigma Select unique? 

• Concentrated, value-biased portfolio of 20 to 40 stocks 

• Broad investment universe (ASX 300) increases alpha 

opportunities and diversification benefits 

• Timely execution of Small Cap exposure (up to 25%) to 

capture beta opportunity 

• Efficient alpha extraction from holding meaningful Small 

Cap positions 

• Focus on downside protection: cash allocation (up to 

25%) varies according to market outlook 

 

 

 

Why aren’t other investment management firms 
doing this?  

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 and completely aligned 

to the success of the Select strategy. 

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 

Contact 

For more information contact Pinnacle Investment 

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

See also www.sigmafunds.com.au  

 

 

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 2017. 

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

