September Quarterly Report

As is our practice, in this quarterly update we expand on our usual monthly narrative to provide investors with a
broader view of fund performance, the portfolio and our view of the current market.
Markets & Downside Protection
September saw the market fall significantly with the All Ordinaries
Accumulation Index down 5.3%. With our market top heavy in
Banks, any large market movement like this is invariably led by the
Banks, and this was certainly true in September. Dominating the
market news during the month was the slide in the Australian
dollar down around 6c to the US dollar, good news for our local
exporters including companies in the portfolio with global
operations (eg. Sonic Healthcare, Flight Centre, ARB Corporation),
but bad news for Australian travelers and overseas investors who
own Australian shares. The market recorded a small negative
return (-0.3%) for the September quarter, marked by a company
reporting season which didn't produce any nasty surprises but saw
earnings growth driven more by margin improvement than
revenue increases, and was followed by analysts trimming their
earnings forecasts on a raft of companies.
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Fund Performance and Lower Volatility
The Fund has out-performed the market by 2.2% during September (down 3.1% vs 5.3%) and 1.1% over the quarter
(up 0.8% vs down 0.3%). It is worth noting that the Fund has a solid track record of out-performing in down markets.
The table and chart below shows that of the 39 down-months since the Fund's inception, the Fund has outperformed
the market in 34 of those months, that is 87% of the time, at an average outperformance of 1.86% per month.
Countering this however, the Fund has under-performed the market in up-markets 73% of the time, with an average
under-performance of 0.98% per month. This out-performance in down markets and under-performance in up
markets results in much lower price volatility in the Fund unit price than the market (the All Ordinaries Index in this
case).
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However, there is another point that should be made here, because beating the market is fine but if it means taking
more risk to do so then this may make for a stressful investment. Over the past five years, for example, the annualised
volatility of monthly Fund returns (standard deviation) was 6.9% versus 12% for the Index. Over that five-year period
the Fund has generated a total return of 4% per annum more than the Index. So investors have enjoyed higher
returns and with less volatility. We believe this is a result of investing in high quality businesses with stable,
predictable earnings along with our philosophy of holding cash when we can’t find investment opportunities rather
than “chasing” the market. While we don't know if this will continue into the future this is a characteristic of past
returns that we are pleased to see.
Reporting Season Wrap
The majority of companies in the Fund reported either full year results or half-year results in the September quarter.
The reporting season was very much a mixed bag. Notable on the plus side, were companies that generate revenue
from the equity markets; namely Treasury Group, Platinum Asset Management, Fiducian Portfolio Services and
Euroz, with each delivering strong growth driven by improved market conditions. We will discuss Treasury Group in
more detail below.
Notable on the minus side of the performance ledger were Cochlear and Coca Cola Amatil, although these are smaller
holdings in the portfolio and had less impact. At Cochlear, while the 29% fall in reported profit looks grim this was
accentuated by a patent dispute provision of $22.5m. Also, there were some positives in the result, particularly in the
second half of the year performance, after key regulatory approvals had been obtained, with revenue up 28% and
operating profit up 42%. The market responded positively to the result pushing the share price up 13% on
announcement day. While we are currently well up on our $51.75 average purchase price, we are cautious holders of
the stock at current levels and are looking for further evidence of stabilisation of market share and margins.
The half-year result from Coca Cola Amatil was not so welcomed by the market and the share price is now roughly
where it was 5 years ago. There is not much going right for this business at the moment. The Australian business, the
largest in the group, was most affected with a volume decline in the high margin non-supermarket account business
where there are also high fixed costs. Aggressive competitor pricing and competition from private labels also
impacted the supermarket channel. Indonesia and PNG saw strong case volume gains but this was more than wiped
out by higher costs and a decline in the currency. The new MD, Alison Watkins, is currently leading a strategic review
of the business with a focus on the Australian business. It is painful to note that this is one of the few holdings where
the Fund is currently sitting on a capital loss (average purchase price $11.25). As shareholders, we look forward to
seeing meaningful improvement in the business and its underlying profitability, and with that an increased share
price.
Top 5 Portfolio Holdings
Taking a closer look at the Fund's largest 5 holdings which account for 30% of the portfolio:
Flight Centre is a significant business, as well as a significant holding in the portfolio. For the full year ended June, it
produced $16bn of transactions, and from that generated $2.2bn in revenue and an underlying after tax profit of
$264m. All these values represented record results for the business and all 10 countries in its portfolio were
profitable. Australia remains the mainstay of the business, generating 56% of TTV and even larger share of profits. It is
evident that management is focused on continuously improving the value-add proposition for its customers, which
indeed it must to thrive in a very competitive industry.
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Management has provided guidance of 5-8% profit growth for the coming year, disappointing some in the market, but
we prefer management who under-promise and over-deliver. The company maintains a strong balance sheet with
just $45m in debt and cash of $476m. Dividends rose 11% for the year to $1.52 per share.
Woolworths is one of Australia's largest listed companies, and as a result one where it is difficult to significantly move
the dial in terms of revenue and earnings. Particularly challenging in the last year has been price deflation (3%) and
the poorer than expected sales and losses within the Home Improvement (ie. Masters hardware) division. Despite
these challenges, the business managed underlying sales and profit growth of around 6%. The Australian Food and
Liquor division is the engine room of the business and while Coles
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Insurance broking group, Austbrokers, produced a solid result for the year with adjusted profit up 10.5%. Austbrokers
provides a range of support services to insurance broking businesses where the group holds an equity interest in
these businesses but importantly the individuals who run the business day to day retain a significant equity interest.
The insurance broking network comprises 48 brokerages with around 320,000 clients and $2bn in gross written
premium. The company was listed in November 2005 at $2.00 and has experienced consistent growth in revenues,
profits and dividends since then and now trades around $10. The fund made its first purchase around the GFC market
low in March 2009 at $3.61 and has an average purchase price of $4.99.
Fund manager, Treasury Group, has benefited from an improvement in equity markets during the past year which
saw funds under management (FUM) grow 48.5% to $25.4bn including the acquisition of ROC partners ($5.3bn), and
17.6% excluding that acquisition. A return to favour by retail fund manager Investors, Mutual (IML) saw an improved
revenue mix (retail vs. institutional) and an 18.4% lift in boutique management fees. Welcome cost control at the
boutiques and at head office produced a 40% lift in pre-tax profit. The full year franked dividend was up 25%.
Subsequent to the end of the financial year, the company announced a merger with Northern Lights Capital, a
privately owned US based asset management business with $24.2bn in FUM across 13 boutiques. Management has
highlighted the earnings accretive nature of the acquisition along with several other merger benefits. However, major
corporate transactions like this are high risk and will need to be very well managed if shareholders are going to see
the espoused benefits.
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Spark Infrastructure has a 49% interest in two electricity distribution networks in Victoria and South Australia. These
networks are monopolies, and as such, must adhere to the decisions of the Australian Energy Regulator in setting the
prices that it charges its customers. These prices are derived from a formula which effectively allows for an
appropriate level of return on the assets employed. Central to this calculation is the weighted average cost of capital
(WACC) which has been set at 9.49%-9.76% for the current regulatory period. We think this is an attractive return
given the stable cashflows that the business generates. For the first half which ended June, Spark reported only a
slight increase in revenue and profit impacted by reduced residential demand for electricity. For the full year, the
company has provided guidance of 4.5% growth in the distribution and 3-5% for next year.
Current Activity and Outlook
One year ago in this update, we noted the exceptional share price performance of retailers and, as a result, the
scarcity of value on offer in that sector. Things are certainly quite different one year later as the table below shows.
While Domino's Pizza has had another stellar year, and is even more expensive than it was last year, there are some
steep falls elsewhere in the sector and as a result, our interest is much keener today than one year ago and highlights
the need for patience when investing.
Company
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produced a good enough result to justify
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the current share price.
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During the quarter, we initiated 2 new
positions in retail stocks. The first is
Harvey Norman
68%
14%
somewhat illiquid and we will hold back
The Reject Shop
45%
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on divulging its identity until we have
Domino’s Pizza
43%
77%
established our position. The second is in
electronics retailer Dick Smith Holdings which was listed on the ASX late last year after being sold by Woolworths to
private equity in 2012, pocketing just $20m cash in the initial payment. To the credit of the private equity owners and
management, and to the discredit of its previous owners (Woolworths), the business has been returned to robust
health in not much more than one year.
Dick Smith owns and operates a chain of 379 stores across Australia and New Zealand and the company is expecting
to open a further 20 stores in FY15 and has a 3 year target of 450 stores. Like for like growth is difficult given industry
competition and price deflation, so growth is expected mainly through store roll-out at around 5-6% of existing store
count. The company is currently debt free. We think the stock is attractively priced at current levels.
The market has certainly turned bearish in the last several weeks, and we are hoping that this will throw up more
opportunities amongst the existing portfolio and within our watch-list, as there is ample cash in the Fund to take
advantage of these.
The Fund will pay a distribution of 1.1817c for the quarter.
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