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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* 11.2 10.6 11.2 8.5 3.8 11.3 7.0 

S&P/ASX 300 Acc. Index 5.2 9.4 5.2 13.5 6.0 11.0 6.8 

Value added 6.0 1.2 6.0 (5.0) (2.2) 0.3 0.2 

*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 20x 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 

The Sigma Select Equities Fund (Fund), outperformed (+6% 

relative) in the September Quarter regaining nearly half of 

the underperformance experienced during a tough 2016 

Financial Year as highlighted in the table below.  

Performance of the Fund by Financial Year 

Financial Year 2013 

% 

2014 

% 

2015 

% 

2016 

% 

2017 

FYTD 

% 

Select 27.2 22.0 5.9 (11.4) 11.2 

Index 21.9 17.2 5.6 0.9 5.2 

Relative 5.3 4.8 0.3 (12.3) 6.0 

*Includes 2 months for the prior year to the inception date being 2 May 2011 

Figure 1 highlights the clear overvaluation of the market 

excluding the big six (BHP, RIO, ANZ, CBA, NAB and WBC). 

These six large companies represent approximately 32% of 

the index, the remaining 72% of the market is currently 

trading in excess of 20x 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 business’s 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 
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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 to 30 June 2016, 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% in 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 tends 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 December 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) risk are clearly to the downside. Equity market 

performance during the September quarter is showing clear 

signs of a major turn in the investment cycle. Earnings in 

FY16 declined by 8% and dividends were cut by 11% despite 

macro tailwinds from declining interest rates and a lower 

currency.  Post reporting trends highlight that over the last 

quarter significant earnings downgrades have come from the 

overvalued defensive and structurally growing sectors 

that have driven the market (ex the big six) to a PE greater 

than 20x as highlighted in Figure 1.  

Consensus FY17 EPS Revisions 

Sector FY17 EPS Revision 

3mth 

FY17 EPS Revision 

12mth 

Consumer Staples -2% -14% 

Healthcare -11% -17% 

Telecommunications -5% -8% 

Banks -2% -9% 

REITS -2% -4% 

Utilities -6% -7% 

Gaming +1% +3% 

Resources +10% -46% 

Discretionary Retail +3% +11% 

Media -2% -7% 

Materials ex Resources -7% -14% 

General Industrials -7% -6% 

 Source: UBS, FactSet consensus 

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 useful reminder of a how micro events have a habit or 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 raising were announced the market believed it 

was a sure thing and de-rating started. 

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 20x, 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 Funds 47% valuation upside relative to a 

market that has downside, 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 Funds returns 

will exceed the market. 

  

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

Financial Year 2013 2014 2015 2016 2017 

Select 36% 32% 35% 43% 49% 

Index 12% 12% 0% 1% 1% 

Relative 24% 24% 35% 42% 47% 

 

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. 

Having approximately 19% 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. 
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However, our long-term fundamental valuations of both 

companies are substantially less volatile than share 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 

plenty of latitude if errors are made. By contrast the 

defensive-quality-yield thematic driving 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 

Fund performance was driven positively by: 

 The large diversified miners, with BHP (+18%) and RIO 

Tinto (+15%) buoyed by earnings upgrades and the 

unwinding of negative sentiment. If the duration of the 

current spot pricing trends extends this dynamic is likely to 

persist. The diversified miners have substantial upside 

(+50%) and remain key portfolio holdings (19% of the 

portfolio vs 6% for the index);  

 Whitehaven Coal (+126%) was stronger as coal markets 

surprised to the upside on supply concerns. At 30 

September 2015 the stock was $1.76, and subsequently 

declined to low of 37.5 cents in Feb 2016 on very little 

news. Post month end the Fund exited the position at 

close to $3 per share;  

 Global Fund Manager, Macquarie Group (+19%) continued 

climbing towards post GFC highs after delivering a inline 

result and re-iterating profit guidance; 

 Consumer electronics retailers, JB Hi-Fi (+23%) and 

Harvey Norman (+13%) both reported strong results 

supported by a strong housing market and the decline of 

Dick Smith; 

 Steel manufacturer BlueScope Steel (+22%) rallied post 

the third profit upgrade in 6 months; Scrap maker, Sims 

Metal Management (+18%) was also stronger as 

management’s outlook comments suggest far more 

leverage to improving conditions that previously thought. 

The higher than expected dividend supported the view; 

 The absence of index heavyweights Commonwealth Bank 

(+0%), Telstra (-4%) and CSL (-4%) helped performance 

in a relative sense; 

Fund performance was negatively impacted by: 

 

 Media companies, Seven West Media (-27%) and APN 

News & Media (+15%) were weaker with Seven West 

delivering an in line result, but downgrading the outlook for 

FY17 earnings; 

 Global commercial insurance giant, QBE (-9%) was also 

weaker for the second month in the row, with the market 

extrapolating a below expectation result, highlighting 

ongoing pricing pressure and the impact of lower interest 

rates. With the balance sheet and a sustainable dividend 

profile restored, the future will look brighter when macro 

headwinds abate; 

 Childcare operator, G8 Education (-18%) declined after 

delivering a result below expectations as a result of 

increasing competition. The inability to pass on wage cost 

increases was clearly evident in the results leading to 

margin pressures. Consequently the fund sold out of the 

stock;  

 The absence of South32 (+57%), Fortescue Metals 

(+44%), Wesfarmers (+12%) and Treasury Wine Estates 

(21%) impacted to performance in a relative sense.  

 

 

 

 

 

  



 
 

 

Stocks Added 

Cleanaway Waste Management (CWY) is a waste business 

focused on the Municipal, Commercial & Industrial waste 

collection and disposal business in metro and regional areas. 

It also has an industrial services arm which has been 

impacted by the downturn in Australian manufacturing and 

resources. Management is expected to deliver on integrating 

and simplifying the business to allow it to reduce its cost 

base to be able to focus on growing revenues. Earnings 

appear to have bottomed with growth a real possibility given 

the focus to drive revenue growth and expanded margins off 

a lower cost base. The company is trading on 5.8x 

EV:EBITDA a significant discount to international peers 

which trade between 7-8x EV:EBITDA. 

Stocks Sold 

G8 Education (GEM) was sold for reasons outlined above. 

 

Pricing Metrics 1-Yr  

PE 

Net 

Div. 
Yield 

Price/ 

Book 
Value 

Price 

to 
Cash 
Flow 

Select Equities Fund 15.4 4.6% 1.6 5.4 

S&P/ASX 300 18.5 4.6% 3.0 9.0 

Date Sep-16 Sep-15 Sep-14 Sep-13 

Stock Numbers  34 34 37 37 

Large Caps  20 18 22 24 

Small Caps (ex-100)  14  16 15 13 

Active Share 73.1% 76.5% 66.5% 57.7% 

Small Cap Weighting 13.3% 15.8% 11.3% 8.5% 

Source: Sigma estimates, GS Portfoliowise



 
 

 

 

Top 5 active positions 

Stock Active weight % 

By Large Cap stocks:  

Rio Tinto  5.3 

Bendigo and Adelaide Bank  5.1 

BHP Billiton 4.9 

Bank of Queensland  4.2 

Harvey Norman 4.0 

By Small Cap stocks:  

Sims Metal Management  2.3 

APN News & Media 1.5 

Tox Free Solutions 1.1 

Nine Entertainment  1.1 

Peet Limited 0.9 

Note: Active weights refer to positions above benchmark only. 

Asset allocation 

Sector Active weight % 

Consumer Discretionary  6.6 

Materials 6.5 

Financials ex-Real Estate  4.1 

Energy  (0.4) 

Information Technology  (1.2) 

Industrials (1.3) 

Utilities (2.4) 

Consumer Staples (2.5) 

Telecommunications  (5.1) 

Real Estate (7.0) 

Health Care (7.3) 

Cash & Other 10.0 

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 2016. 

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

