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PERPETUAL
WINS IN 2013

At Perpetual Investments, we make active investment decisions

based on a unique process that has been tried and proven over all
market cycles since 1966. Our team of specialist investment managers
are completely focused on producing the best outcome for clients.
While it goes without saying that we don’t set out to win awards, we
couldn’t be prouder of our recognition at the Morningstar Awards 2013.
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INFOCUS — AUSTRALIAN EQUITIES

A TIME

TO BUY
AND ATIME
TO SELL

AND HOW TO TELL THE DIFFERENCE

The past three
months have
produced solid

gains for investors

in the Australian
sharemarket.

But now what?
Simon Hoyle reports.

aking money in equities is simple.
MBuy low, sellhigh, and that's

prettymuchallthereistoit.But
this slightly facetious view overlooks two
fundamental questions: Whatislow? And
whatis high?

Right now, more investors are wondering
whatis "high", after a three-month period
in which the performance of the Australian
sharemarket hasbeen pretty solid.
Knowing when to buy a shareis only half
of the equation. The other halfisknowing
when - and having the discipline - to sell.

Asharepriceonits ownisanindication
of nothing more than the price the share
last traded for. To assess whether a price
is“low" or “high" youneed what Roger
Montgomery, founder of Montgomery
Investment Management, describes as
an"anchor”.

That anchor, for many investors, is the
intrinsic value of the company, andits
shares. Only if aninvestor knows what a
shareisworth -its value — can they assess

whetherit'sunderpriced or overpriced.

“Themostimportant thing thatIcan
probably say is, don't take your cues from
pricealone," Montgomery says.

“Don't let price determine your
behaviour.It's got tobe priceinrelation to
ananchor, and that anchor has tobe value.”

Nathan Parkin, portfolio manager for
PerpetualInvestments' ethicaland
socially responsible equity strategies, says
afocusonthefactorsthat determinethe
value of a company canhelpinvestors
avoid the common mistakes of buying at
the top of amarket and selling when the
priceisdepressed.

“"What'sreally important when markets
arediving orrallyingistohaveaprocessto
stick to, first and foremost,” Parkin says.

"We havefour things that we stick to,
and theyinclude: we see management;
welook at balance sheets and we have
specific criteria around that; welook at the
quality of the business; and we also look at
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ALL ABOARD?

Researchreleased by CoreData during Marchrevealed that investor sentiment towards Australian equities had
hit atwo-year high, driven by the performance of the sharemarket since November last year.

Retailinvestorsbeing what they are, it's likely that thisimproved sentiment will translate into higher fund
inflows —andif past history is any guide, that willhappen close to what turns out to be amarket peak.

Inthe second quarter of 2012, theinvestor sentiment index stood at -25.9.By March 2013 it hadimproved to
11.0 (see graph).

Theresearch found that even though sentiment had improved, the likelihood of investors moving money into
themarket any time soonhad not changed significantly.

Butit noted thatinvestors “may need yet another quarter or so of positive momentumin equity markets
before they make suchamove".

"Wedo believe, however, that thereasons for maintaining large allocations to cash have changed — where
previously this was due toinvestors simply being risk-averse, they are now parked, waiting for the right
opportunity to stick their heads out," it said.

The accompanying graph, which overlays the CoreData sentiment index and the S&P/ASX 200 Index, shows
how sentiment and the value of the equity market index tend to move together. If the market continues torise
inthe second quarter of 2013 andbeyond theninvestor sentiment can be expected toimprove considerably,
whichmay bethetrigger toinvest.

The CoreDataindexis anaggregate of investor sentiment, market expectations, household financial
security, investment satisfaction and intention.

Almost half (47.7 per cent) of the respondents to the CoreData survey said they believe equities will
outperform the property marketsin the coming quarter,and more than half (53.1per cent) said they believe that
the market for direct Australian equities willbe better for investorsinthe June quarter.

“"Whatever themarketisdoing, that
[process] doesn't change. And that helps at
thebottom of the market. When valuations
are falling out of bed and you've got to find
some conviction toinvest, a good balance
sheetreally helps at that point. And when
people get more lax or less worried about
balance sheets and more worried about
earnings momentum, we stilllook at that
sort of thing.

"Wedon't startincluding stocks at
amarket peak where quality is
potentially compromised.”

Parkin says a successfulinvestor will
have strong buy and sell disciplines, so
when the time comesto pull the trigger
—whether to buy something or to sell
something - there's no emotion clouding
thejudgment.

"“A couple of the biggest positionsin the
fundIrunhere, at the start of 2012 - so the
calendar year, January - were completely
exited by the time we got to December,”
hesays.

“For instance, Breville [was] my biggest
active position at the start of last year.Thad
about 6 per cent overweight in the stock
whenit was at $S3 and it was trading on sub-
10 times [price/earningsratio], had net cash
onthebalance sheet and was growing at
15t0 20 per cent. By the end of the year the
stock had gone to 16 times forward earnings
- that'slaughable now - but it got to S7 and
we thought there was somerisk around
some parts of the business. That's come to
pass..where they havelosta contract for
part of their business, so the market has
paid 16 times what was the wrong earnings.

"The stock doubled, and then some, over
the course of the year but we sold our whole
position out over that time."
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Montgomery says his firmis currently undertaking some
research onhow torefineitssell decisions.

“The bigissue that we're challenged by at the moment, and
something that we'reinvestigating, is whether or not there's some
explanatory power in the path the stock price took toreach its
overvaluedlevel,"he says.

“For example, if it was slow and steady over the course of a
couple of years,is that different toa very sharprise over avery
short period of time? Thatis something that we're exploring and
studying at the moment.

“We'relooking for answers to the question of how to behave once
acompany reaches apoint that's very close to our sell triggers. We
have severalrulesfor deciding when to sell.

"When ashare pricerises above our future intrinsic value - the
higher of the intrinsic values for a company over the next two years
- it produces what we call anegative internal rate of return [IRR]. At
that point, we're thinking about selling the entire position.

“But where it becomesinteresting is where we think the
company isavery high-quality business, we thinkit's got very
bright prospects, butit'snow giving us anegative internalrate of
return over thenext two years.

“Thenit's very subjective as to whether we sell or not. On one
hand wereally like thebusiness, wereally believeit's got great
long-term prospects, but it'snow at a price that'sreflecting some
exuberance that may indeed beirrational.

INFOCUS — AUSTRALIAN EQUITIES

1. Shareprice goes
wellabove current
intrinsic value.
2.Youwere wrong
—ifyouhavemadea
mistake, get out.

3. Thereturnonequity
of acompany starts
todecline.

4. Theintrinsic valueof a
company stopsrising or
startstodecline.

5. Thequality of the
company starts
todecline.

ONE GOOD REASON
NOT TO SELL
1.Next year's valuation
is significantly higher
thanthe current price

Source:Montgomery
Investment Management

I'VE GOT ALL MY SUPER
IN THIS FUND. IF [CAN'T
BACKMYSELF I CAN'T
EXPECT ANYONE ELSE
TODOIT

"We're asking ourselves this question
at the moment: Does it matter the pathit
takesto get there,and can we defineit?
And once we've defined it, can we see some
explanatory power init that explains what
happensto the share price next?

"My gut feelingis thatif it'sareally short-
term spike, an almost vertical trajectory
toapoint whereit's wellaboveitsintrinsic
value - evenifit'sonthebasis of some
newinformation - then that'slesslikely
tobesustainedintheshortrunthana
slow and steady appreciation [to a point of
overvaluation].

"But we could be completely wrong on
that. That's the nullhypothesis.”

Montgomery will sell stocksin his
portfolio when their price exceeds their
intrinsic value, and park the proceeds
incashfor aslongasnecessary,before
identifying new investment targets.

But for afund manager whose mandate
limits how much cashit canhold, the
options are more limited.

Parkin sayshis fund caninvest nomore
than10 per cent of its assetsin cash, but
that'sjust how helikesit.

"Iprobably wouldn't like any more, tobe
honest, hesays.

"Sometimesit forces you toreally dig
deep and try and find something thatis
good value. That'snot always abad thing.
Wedon't try to time the market. I think
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that's very, very difficult. Butlooking
backwards,it's always apparent that when
you are finding a lot of opportunities, the
cash[inthe fund]is very, very low..and
within amarket there are places where you
can find some sort of solidarity in terms of
valuein anotherwise overheated market.

"We're constantly trying toidentify
the trends of what's expensive, because
everyone's chasing yield, or what have you.
Andwetrytostay away from those areas.
But eveninamarket that hasrunhard,
you canstill find some companies that are
still growing, that are undervalued. Evenin
thelast couple of months we'veinitiated a
couple of new positionsin the fund where
the analystshaveidentified something
interesting and the company hasbeen
overlooked becauseit'silliquid orit's too
small - any number of reasons - but the
management are saying, look, things are
pretty good and we're still growing.

“It gets harder. You've got to look harder,
but sometimes that's not necessarily a
bad thing.”

Montgomery says that at abasiclevel,
investors simply do not want tolose money,
and “when youlook at the volatility of
returns of fully invested funds, thereis
some soundreasoning for finding that
research companies and financial planners
arenow looking for funds that have the
flexibility tomove to cash when they can't
find anything of value'.

“If youcan'tfind an attractive
investment, the only safe placetobe
investedis cash. Fund managers can push
ashard astheylike to find something
attractive,but youcan'tturnadogintoa
cat.If there are only dogs and no cats, it
doesn't matter how hard youresearch, or
how fast you get into the office, you can't
changethatfact.”

Parkin sayshiscashholdings at
any moment arenot determined by a
market view, but by the availability of
opportunities at good valuations.

“We don't hold cash necessarily because

FUND MANAGERS CAN
PUSHAS HARD AS THEY
LIKE TO FIND SOMETHING
ATTRACTIVE,BUT YOU
CAN'TTURN ADOGINTO
A CAT

themarketisovervalued,” he says.

“"Iwon't try to time themarket. Infactin
thelast few months there'sbeen abuild-up
of cashin the fund, butit's because we're
selling what we consider tobe overvalued,
but we'renot finding alot toreinvestin. So
[itis|not asa design, but as a consequence
of thefact that we'renot finding the
opportunities that we werelast year. At
some pointslast year we were verylowin
cash —lessthan1per cent.But that was
areflection of the fact that we thought
everything was quite cheap.”

Parkin saysabout half his timeis spent
monitoring stocksin the portfolio, and
the other halfis spentlooking for new
opportunities. He typically holds about 50
stocks. Of those, the bottom 20 tend to be
stocksheis either building a positionin or
inthe process of exiting, and ""the top 30
aremeaningful”.

"Icanbe plus or minus 8 per cent
[compared toindex weighting]. It's pretty
flexible," he says.

"There are some ethicalrestrictions that

overlay the fund, and a consequence of
thatisthere'sareasonable amount of the
market thatIcan't buy - typical things that
youwould expect, like gaming companies,
alcohol, coal seam gas, uranium and
weapons. There are two filters on the fund,
and one of them knocks out alot of mining
businesses.It'srarethatI'llever holda
mining stock.”

Parkin says most of Perpetual's
analytical gruntisfocused onfiguring out
what a company's value is today, what it
willbenext year, and the year after that.

“That'swhere thereal prizeisin terms of
makingrealmoney for our clients,” he says.

“Leaving out the current concerns
or euphoria, that's what we tend to
concentrate on.

"That's thereal decision. The daily
fluctuationsin share price might help you
enter at abetter price or exit at a slightly
better price, but therealinvestment
decisionislooking a couple of years out, and
taking the time to meet
withmanagement, whichisreally key to
our process.

"One of the things we've done well over
the past year is[that] most businessesin
thisenvironment aren't growing revenue,
and we've been able to find afew that have
had the conviction to grow their business,
interms of new capital, new expansion or
indeed taking costs out of the business to
grow earnings.

“They are thereal opportunities that
we've seen, and we just use the daily
fluctuationsin share price to improve our
entry price or just finesse the exit."

Ultimately, Parkin hasjust asstrongan
interestinmaking sure his fund performs
consistently ashisinvestors do — and not
only becauseit'shisjob.

"I've got allmy super in this fund,”
Parkinsays.

“Ifigured thatIwasputting 100 per cent
of my effortinto thisevery day,andifIcan't
back myselflcan't expect anyone else to
doit” m
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Visit perpetual.com.au/awards to find out more,
or contact your Perpetual BDM on 1800 062 725.
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