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‘Opportunity is missed by most people because it is
dressed in overalls and looks like work.

- Thomas Edison

‘Investment returns are never guaranteed, but by
investing in line with my values, | know | won’t regret my
choices.’

- Seth Goldman

‘A safe investment is an investment whose dangers are
not at that moment apparent.’

- Lord Bauer

All eyes were on the central banks this month with the
US Federal Reserve reducing the official interest rate
for the first time in a decade to 2.25%. The RBA acted
earlier in the month, reducing Australia’s official interest

rate to just 1%.

While these moves have helped calm markets, including
Australia’s highly indebted housing market, we don’t
expect history will be kind to those who’ve thrown the

kitchen sink at the economy in the name of growth.

Recessions are the market’s healthiest way of purging
bad behaviour and eliminating poor businesses. This
ensures that savers and investors earn a decent return
for taking risks to improve productivity. Mild but regular
recessions also help prevent risky behaviour from
compounding to extremes that put the financial system

at risk, as we saw during the GFC.
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Central banks have all but declared that recessions

are no longer acceptable and can be avoided with

low interest rates and extreme measures such as
quantitative easing. For investors that have lived through
various cycles and don’t believe in the invincibility of
some well-paid academics that have never managed

money for a living, this creates a treacherous backdrop.

While it makes it harder to find great opportunities,
our job is to follow William Arthur Ward’s advice; ‘The
pessimist complains about the wind; the optimist

expects it to change; the realist adjusts the sails.’

This means not taking large risks, sticking to quality,
backing intelligent entrepreneurs with skin in the game
and waiting patiently for opportunities. As we know
from experience, that combination will eventually

provide material outperformance.

Aussie housing market

While Australia often has an unhealthy obsession

with property, its importance to the economy can’t be
underestimated. Although housing prices have started
ticking up, recent results from Domain and REA Group
suggest it reflects a shortage of properties rather than
another property boom. Investors set marginal property
prices, and so far they’re conspicuous by their absence

(see Chart 1 over the page).



INVESTSMART

Chart 1

Big four monthly investment mortgages

MACR(Q
BUSINESY

A/T{’;

A A D A e

&
> ha "y N >
FAC R

"
&

2 ©
o

& &
& @

i

R I o p P
& & FE TS R

=——ANZ ==—CBA NAB e WBC

www.macrobusiness.com.au

Despite the RBA's and Scott Morrison’s attempts to
encourage people to take on more debt, it seems
Australians are tapped out. Woolworths Holdings, a

South African company that acquired David Jones
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herding into stocks offering perceived safety or rapid
revenue growth, at some point the momentum will shift

to stocks offering more value (see Chart 3).

While the major Australian indexes have been
exceptionally strong this calendar year, the performance
has been dominated by Australia’s biggest stocks due to
a combination of investors chasing yield and high iron

ore prices.

Most of the rest of the market has been left behind,
particularly smaller companies that aren’t sharing the
spotlight with rapidly growing technology stocks. That’s
left our portfolio with a bunch of names that offer plenty

of potential when Mr Market focuses more on valuation.

Clydesdale Bank

Clydesdale remains in the sin bin after reporting
numbers at the low end of guidance. We weren’t
expecting good

numbers, but
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five years ago, has just written off $437m of its $2bn
investment blaming it on a ‘retail recession’ in Australia.
While it also reflects the decline of department stores,
we expect you’ll hear more stories like
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these over the next few years as many

guidance, but
there’s a clear risk of falling short. Particularly if UK

prime minister Boris Johnson pursues a hard Brexit.

While writing this update, | received a question from
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Lastly, while the market is currently
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Subsequent 4-year annualised relative re turn of value vs growth shares (right)
Relative attractivene ss of value vs growth shares (left)
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an investor, questioning why we would own Clydesdale
(and Link Services and Unibail Rodamco Westfield —
see below) when their share prices are falling and their

respective futures look so bleak.

In a portfolio of over 20 stocks we’ll always have some
doing well, some doing poorly and a bunch doing
nothing. Usually even the great investors only get 60%
of calls right, but I'd also point out the three stocks
haven’t been in the portfolio long, and we buy stocks

with a three to five-year view.

You also can’t have good news and cheap share prices.
It’s one or the other. And it’s our long-term approach and
ability to suffer through and take advantage of bad news

that gives us an edge over the market.

Unfortunately, that means owning some stocks

whose share prices go down, either temporarily or
permanently, which is why so few people ever get rich
on the sharemarket. They simply can’t stomach share

prices falling.

Recalling Mike Tyson, who said everyone has a plan until
they get punched in the face. Many people pretend to
be long term investors until they bail at the first sign of

problems.

Admittedly, the performance of the fund has been poor
recently. But that’s been due to a lack of fresh ideas,
which we’re busy fixing as you can see from the new

stocks being covered on the Intelligent Investor website.

The operating trends for these three companies are
currently poor, but that’s why they’re potentially cheap.
Duffy’s strategy at Clydesdale will take a couple of years
to impact profitability and an ugly Brexit and recession
could make things much worse for Clydesdale before
they get better.

But at 0.5x book value and a strategy that should
produce a 10% return on equity in two to three years at
the very least (management is targeting 12% or more),
which would put the shares on a forecast dividend yield
of 10% in 2022 based on the current share price, for now
we’re hanging on. As always, we reserve the right to

change our mind at any time.

Lastly, it’s important not to get frustrated following one
or two poor performing stocks. Even if Clydesdale’s
share price halved from here, it would only cost the

portfolio around 1.5%. Yet if the share prices of Lovisa
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and 360 Capital doubled over the next few years, it
would add almost 10%. It’s easy to get gloomy, but as
Benjamin Graham warned, ‘To be an investor you must

be a believer in a better tomorrow.’
Unibail Rodamco Westfield

Make no mistake, the retail property industry is facing
its biggest test since Victor Gruen, an Austrian-born
architect who emigrated to the US, designed the first
outdoor suburban shopping plaza near Detroit in 1954.
Lower prices for many goods and services, rapid growth
in online shopping, and high rents are conspiring to send

many retailers bankrupt.

“ RECALLING MIKE TYSON, WHO SAID
EVERYONE HAS A PLAN UNTIL THEY
GET PUNCHED IN THE FACE. MANY
PEOPLE PRETEND TO BE LONG TERM
INVESTORS UNTIL THEY BAIL AT THE
FIRST SIGN OF PROBLEMS.

The Lowy family, which started building the Westfield
empire over 50 years ago, saw the writing on the wall
and sold its flagship stores to French shopping centre
owner Unibail last year. Unibail’s share price has fallen
by a third over the past year after announcing a major
profit downgrade. In the short term we’re not expecting
much good news, as the trends mentioned above are

only gaining strength. But Unibail is adapting.

The company’s latest half-year result provides plenty
for bulls and bears. The company has sold €3.2bn of
property at a premium to book value to reduce debt
and is now half way through its list of sale candidates
totalling €6bn.

While we take the massive gap between the company’s
net tangible asset value (NAV) and share price with a
grain of salt — if NAV were reliable the entire portfolio
should be sold to realise a profit of over 50% — it does
provide a margin of safety against lower property
values. This would happen if vacancies increase, lease
rates fall and/or interest rates increased. We note NAV

fell slightly in the half year result.

We currently estimate that flagship stores, like the huge
Westfield centres that dominate the CBD’s of Sydney
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and Melbourne, for example, constitute 85% of the
company’s portfolio. But that figure should increase over
time as lower quality centres are sold and the company’s

€10.9bn development pipeline takes shape.

This is extremely important, as the recent performance
of Unibail’s flagship stores has been good, while the rest
are struggling and will be hard to sell at a premium. For
the first half ending in June, for example, net income
increased in 2.2% in the US but the figure was 5.5% for
flagship stores. The UK was also a sore point, with sales
falling 6.3% mainly due to Westfield London.

“ OVER TIME PROPERTY VALUES IN
MAJOR CITIES WILL INCREASE AND
LANDLORDS LIKE UNIBAIL HAVE MORE
OPTIONS TO REDEVELOP SHOPPING
SPACE THAN MANY DOOMSDAYERS
PREDICT.

The sooner the company jettisons its lower quality
stores across the globe the better, and conditions may
not get better than right now while interest rates are

low, and credit is flowing easily.

Management highlighted the ‘strong impact of the
deliveries of the Tesla Model 3. Sales across the
Continental European portfolio would’ve only grown

2.9% without them, compared to the 4.9% reported.

On the plus side, it shows Unibail is adapting by
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introducing new retailers. Tesla stores are also bound
to attract inquisitive shoppers. But on the flipside, you
don’t buy Tesla’s every week or every month. Perhaps
in future we’ll see many more auto companies selling
their wares, like Range Rover does in Westfield Bondi

Junction.

Management has reduced its development pipeline by
10%, is building more office and residential property
and signing up many new retailers to replace obsolete
offerings. It appears to be doing a decent job of
transitioning the business, but life isn’t going to get
any easier. Management increased its forecast annual
distribution by €0.30 to €12.10 to €12.30 for a current
yield over 8%, but it was only due to cheaper

borrowing costs.

Only those with premium property have a chance of
avoiding the fate of UK shopping centre owner and
victim Intu. Its share price fell 30% after reporting an
18% fall in rental income, as its lower quality assets and

high debt levels magnified the problems.

Over time property values in major cities will increase
and landlords like Unibail have more options to
redevelop shopping space than many doomsdayers
predict. But the transition is not without risk and will be
bumpy. We expect Unibail to survive and prosper given

its first-class property portfolio.
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Portfolio allocation

ASSET ALLOCATION TOP 5 HOLDINGS

Sector Weighting Security Weighting
Financials 24.20% Commonwealth Bank of Aus. (CBA) 9.3%
Industrials 16.40% Westpac Bank (WBC) 6.7%
Consumer Discretionary 15.10% BHP Group (BHP) 6.0%
Materials 11.00% Sydney Airport (SYD) 5.6%
Real Estate 9.10% 360 Capital Group (TGP) 51%
Consumer Staples 8.00%

Performance numbers exclude franking, after investment and admin fees;
excludes brokerage. All yield figures include franking. All performance figures,
Cash 7.80% graphs and diagrams are as at 31 Jul 2019. Performance figures are based on
the portfolio’s previous investment structure, a Separately Managed Account
Communication Services 3.30% (SMA). This portfolio is now offered as a Professionally Managed Account (PMA),

as of 1November 2018. The underlying securities remain the same between the
Information Techno|ogy 2.70% SMA and PMA structures. The inception date refers to the SMA. Please see the

Investment Menu for full PMA fee details.

Health Care 2.30%

Skin In The Game podcast

Join portfolio managers Nathan Bell
and Alex Hughes weekly as they discuss
stocks, economics, their respective
portfolios and much more.

INVESTSMART AUSTRALIAN EQUITY INCOME FUND (MANAGED FUND)


https://www.investsmart.com.au/podcasts

INVESTSMART

InvestSMART Group Limited (INV)

was founded in 1999 and is a leading Australian
digital wealth advisor which has over 32,000
clients and over $1.4B in assets under advice.
InvestSMART’s goal is to provide quality
advice and low cost investment products, free
from the jargon and complexities so commonly
found in the finance industry, to help you meet
your financial aspirations.

The Portfolio

The InvestSMART Australian Equity Income Fund
(ASX:INIF) is a concentrated portfolio of 10-35 Australian
listed stocks. The Fund focuses on large, mature
businesses with entrenched competitive advantages,
and dominant smaller companies we believe will
produce strong cash flows to support dividends in the

future.

Investment objective

The Portfolio’s investment objective is to produce a
sustainable income yield above that of the S&P/ASX 200

Accumulation Index.

Why the InvestSMART Australian Equity
Income Fund?

Australia has one of the world’s most stable and highest
returning share markets and is often considered a safe-haven
by investors. As contrarian value investors, producing safe
and attractive returns in the stock market means sticking

to a disciplined and repeatable process. We do this by
patiently waiting for overreactions in share prices, so we can
buy at a large discount to our estimate of intrinsic value.

Who manages the investment?

Nathan Bell, has over 20 years of experience in portfolio
management and research and is supported by our
Investment Committee, chaired by Paul Clitheroe. Before
returning to InvestSMART in 2018 as Portfolio Manager,
he was the Research Director at our sister company,
Intelligent Investor for nine years which included over
four years as Portfolio Manager and being a member

of the Compliance Committee. Nathan has a Bachelor

of Economics and subsequently completed a Graduate
Diploma of Applied Investment and Management. Nathan
is a CFA Charterholder.
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Key Details

A portfolio of individually-selected Australian
Equities

Active Stock Selection, Value Investing Approach

S&P/ASX 200 Accumulation Index

1July 2015

5+ years

10 - 35 stocks

0.60% -0.97% p.a.

N/A

$25,000

Professionally Managed Account (PMA)

Suitable for investors who are seeking domestic
equity exposure with a growing stream of
dividends to offset inflation

Nathan Bell, CFA
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Important information

While every care has been taken in preparation of this
document, InvestSMART Funds Management Limited
(ABN 62 067 751 759, AFSL 246441) (“InvestSMART”)
makes no representations or warranties as to the
accuracy or completeness of any statement in it
including, without limitation, any forecasts. Past
performance is not a reliable indicator of future
performance. This document has been prepared for
the purpose of providing general information, without
taking account of any particular investor’s objectives,
financial situation or needs. An investor should,
before making any investment decisions, consider the
appropriateness of the information in this document,
and seek professional advice, having regard to the
investor’s objectives,financial situation and needs.
This document is solely for the use of the party to

whom it is provided.

This document has been prepared by InvestSMART.
Financial commentary contained within this report is
provided by InvestSMART. The information contained
in this document is not intended to be a definitive
statement on the subject matter nor an endorsement
that this model portfolio is appropriate for you and
should not be relied upon in making a decision to invest

in this product.

The information in this report is general information
only and does not take into account your individual
objectives, financial situation, needs or circumstances.
No representations or warranties express or implied,
are made as to the accuracy or completeness of the
information, opinions and conclusions contained in this
report. In preparing this report, InvestSMART has relied
upon and assumed, without independent verification,
the accuracy and completeness of all information
available to us. To the maximum extent permitted by
law, neither InvestSMART, their directors,employees or
agents accept any liability for any loss arising in relation

to this report.
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The suitability of the investment product to your
needs depends on your individual circumstances and
objectives and should be discussed with your Adviser.
Potential investors must read the Product Disclosure
Statement (PDS) and Investment Menu (IM), and FSG

along with any accompanying materials.

Investment in securities and other financial products
involves risk. An investment in a financial product may
have the potential for capital growth and income, but
may also carry the risk that the total return on the
investment may be less than the amount contributed

directly by the investor.

Past performance of financial products is not a reliable
indicator of future performance. InvestSMART does not
assure nor guarantee the performance of any financial

products offered.

Information, opinions, historical performance,
calculations or assessments of performance of financial
products or markets rely on assumptions about tax,
reinvestment, market performance, liquidity and other
factors that will be important and may fluctuate over

time.

InvestSMART, its associates and their respective
directors and other staff each declare that they may,
from time to time, hold interests in Securities that are
contained in this investment product. As Responsible
Entity, InvestSMART is the issuer of the product through
the Managed Investment Scheme (ARSN: 620 030 382).

InvestSMART Funds Management Limited
PO Box 744

Queen Victoria Building

NSW 1230 Australia

Phone: 1300 880 160

Email: invest@investsmart.com.au

www.investsmart.com.au



