The month that was…
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· The disturbing events happening in the US as this newsletter goes to print pale in comparison to what has occurred in asset markets over the month. Looting, shooting and protests have led to widespread curfews in many states, just as COVID-19 restrictions are eased. We can only hope an appropriate solution is found and concerns of the population are addressed. It seems we make the comment ‘it was a busy month’ almost every month in 2020, from bushfires to COVID-19 and a worsening trade war, there are plenty of reasons for investors to be concerned. 

· Despite the real economic impact yet to be completely understood global sharemarkets continued to rally in May, for the second straight month. The S&P 500 increased 4.5% for the month and is down just 6% thus far in 2020, with the ASX200 improving 4.2% but still down 14% for the year. The result has been many ‘experts’ suggesting that market has recovered too quickly and other suggesting that the worst is over. AMP’s Shane Oliver has interestingly suggest that consumer retail businesses will only recover from here. Many commentators are comparing the COVID-19 market correction to the GFC, suggesting this is just a dead cat bounce, despite this clearly being a very different, one-off shock to the entire world economy. In our view, there are simply too few participants that have experience across multiple crises to understand what is really going on. 
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· The first signs of how poorly the global economy fared in the first quarter are coming through on a weekly basis. Some high(low)lights were the Chinese economy contracting -9.8% (and subsequently abandoning their 6.5% growth target, the German economy entering a recession falling 2.2%, the US economy contracting 5% and the UE -3.5%. Unfortunately, the worst is yet to come. The US unemployment rates increased to 14.7% from as low as 4% pre-crisis with 40 million people filing for unemployment benefits. Australia fared markedly better ballooning from 5.2% to 6.2%, with the Job Keeper stimulus likely delaying the inevitable spike to around 10% unemployment. Australia’s world leading stimulus package (as a percentage of GDP) is being offset by continued state restriction putting the hand brake on a real recovery. 

· Dispersion remains the name of the game in global sharemarkets. Dispersion refers to the diverging performance of companies within the same index; think CSL vs. Westpac on the ASX. Case in point is the S&P500 strong performance since bottoming in March, but with relatively few companies, including Microsoft, Amazon, Netflix, Alphabet and Facebook moving the market higher. In Australia it has been the likes of CSL (ASX:CSL) and Afterpay (ASX:APT). Also known as attribution dispersion simply means that less companies are seeing share price increases and the ‘big are getting bigger’. Dispersion has historically been a fertile hunting ground for active investors as whilst markets overall appear overvalued individual companies are anything but. 
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·  The US-China trade war escalated once again following the forceful passing of a ‘Security Law’ in Hong Kong, bringing the population under Chinese laws and subject to charges for the likes of treason. Australia entered the fray as the Chinese finished a multi-year investigation by applying an 80% tariff to Australian barley and subsequently changed the import process for Australian iron ore. It is clear a renegotiation is occurring that may have long-standing impacts on Australia’s export-driven economy. The education and travel sectors are among the hardest hit. 
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· The industry super sector is under increasing pressure from the Coalition Government with ASIC highlighting discrepancies in Industry Super Australia’s (ISA) highly questionable modelling on the negative impact of withdrawing capital. Clearly, they were seeking to scare members out of withdrawing at a time where liquidity and cash is key. Research house Lonsec also made a well-publicized downgrade of Australian Super following its first negative performance in a decade. Lonsec cited concerns about transparency in terms of Australian Super not disclosing staff movements nor providing enough supporting information as to whether the internalization of their equity investments is both sustainable or delivering the performance expected of members. This came as industry fund owned ME Bank removed redraw account balances from struggling accountholders amid the worst of the COVID-19 shutdown without any disclosure. 

[image: ]

· It’s pretty clear that Modern Monetary Theory is in action across the developed world. The concept, rather than ‘belief’, being that Government balances sheets need not be run like a household budget on the simple basis they are able to print their own currency as required. This has been evidenced by the creation of billions of dollars by central banks around the world in order to get the economy through this difficult period. MMT seeks full employment via budget deficits with signs of inflation resulting in a reduction in spending, which seems to have worked in Japan; only time will tell the results in Australia and the US. The issue in our view has always been those entrusted with the levers or money printing and fiscal spending and ensuring it reaches the right parts of the economy. Some suggest this will support markets reaching new highs.

· There were two key themes in April and May, capital raisings and bankruptcies. In the US high profile companies like Hertz, JC Penney and J. Crew entered bankruptcy whilst in Australia the list of retailers and travel businesses in trouble continues to grow. On the other hand, some $20bn has been raised thus far by ASX listed companies attempting to make it to the other side of this issue. As highlighted in my article with Morningstar there is a big difference between companies using capital to repay debt and those seeking opportunities. 
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· Our latest bug bear in this crisis has been the seeming procession of investment managers prognosticating on investment returns and the outlook for markets. This despite many claiming outperformance by falling 17% when markets fell 20% or underperforming even more heavily. We believe there is great value in outsourcing to professional managers but are clear they need to be assessed like any other investment, regularly and with complete transparency. As always, we suggest looking more closely at those managers making the news and comparing to the long-term performance of their funds, many of which are clearly lacking. 

· In one of the more unsurprising events of recent months, the widely advertised Mayfair Platinum Group appears to be capitulating. The trustee of the IPO Wealth Fund, Vasco Trustees, has appointed receivers after the company failed to make a repayment of c$3 million. The convoluted structure of the business involves investors lending money to a separate company, which then invests these funds into a range of venture capital and other private companies. Some examples include yacht rentals and accounting IT platforms. The strategy being to use investors’ money to make higher returns than term deposits; the issue being they were marketed as low risk products to investors, something ASIC wasn’t too happy about. The group was heavily promoted by Switzer Media with some staff holding positions on the companies unofficial advisory board. This is a disappointing but not surprising result for all involved.
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Model Portfolio Update
- Investment Committee –
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Global sharemarkets continued their recovery in May, delivering a second straight month of positive returns. The technology-heavy US market stands apart from the rest of the world with both the Dow Jones and S&P 500 still delivering positive returns over the last 12 months. Until recently the ASX200 (ASX:XJO) had recovered the least of almost all developed country sharemarkets, however, a late May rally in the banking sector began to close the gap. The themes of the month could best be described as a return to the status quo. The COVID-19 shutdowns in Brazil have seen the iron ore price move above $100 per tonne, supporting the Material sector and sending the AUD over $0.66 in recent days; interestingly this will go a long way to softening the economic and fiscal hit. The IT sector was supported by an incredible rally in Australian Buy Now Pay Later unicorn Afterpay (ASX:APT). Whilst the defensive sectors which benefitted from the initial shutdowns, including Consumer Staples and Healthcare, have given way to more cyclical businesses. Yet with riots and looting engulfing the US, disputes with China increasing and Hong Kong’s independence again in question, the outlook only gets more difficult by the day. We have spent a great deal of time seeking to understand what the economy will look like tomorrow, what role things like property and airports have to play, as well as potential impacts on all sectors of the economy. We will share this in the coming months. Now to the companies:

Both the Munro Global Growth and GQG Global Equity Fund’s performed well during the month. The funds global focus means they have been exposed to some of the best performing names in 2020, including Alibaba, Microsoft and Amazon. 

Alibaba (NYSE:BABA): The e-commerce giant reported a steady improvement in March, having seen out the worst of the shutdown. Revenue improved 22% on the previous year to $16.1 billion and the company increase active consumers by 15 million people (yes 15 million!) to 726 million in March. Management were clear that they are benefitting from the digital transformation forced by the COVID-19 lockdowns with the Cloud Computing division up 58% to $1.7 billion in revenue, albeit half the size of Amazon. Microsoft (NASDAQ:MSFT): The power of the cloud and the digitisation theme continued overnight with Microsoft announcing they had seen two years of digital transformation in just two weeks. Revenue increased 15%, with general cloud up 35% and the growing Azure business, used by smaller companies, putting on another 59%; these are quarterly growth rates. Amazon Inc. (NASDAQ:AMZN) reported 26% growth in quarterly revenue as consumers flocked to the online platform, but profits were below market expectations with c$4bn in operating profit to be dedicated towards COVID-19 related costs.

The model portfolio had just four detractors during the quarter, with CSL (ASX:CSL) giving up some gains and gold bullion impacted by the strengthening AUD. Some of the major highlights were those companies who undertook capital raisings during the month, being Ramsay Healthcare (ASX:RHC), Qube Holdings (ASX: QUB) and National Australia Bank (ASX:NAB). The companies raised capital at $56, $1.95 and $14.51 respectively, with the current share prices of $69.24, $2.74 and $17.88 meaning those who took up the offers have been well rewarded. I wrote about these during the month with Morningstar. The major banks are likely wishing they went ahead with capital raisings after NAB managed to both pay a dividend and then raise over $1 billion to shore up their balance sheet. 

The addition of Macquarie Group (ASX:MQG) to the model portfolio was rewarded, with the company leading the capital raisings table at the end of May, managing 19 offers and some $4.3 billion of the $20 billion raised by companies. They also welcomed Joe Hockey who will assist in their renewable and traditional infrastructure push in the US. 

Woolworths Ltd (ASX:WOW) announced a 10.7% increase in sales for the March quarter, with online sales up 34% and reaching close to 5% of their total. If anything the lockdown seems to be pushing more and more people online which can only be positive in the long-term. It wasn’t all good news with management highlighting the increased costs due to COVID-19, 22,000 new staff and the fact that their hotel business costs $30-$35m to run each month.

Link Administration Holdings Ltd (ASX:LNK): LNK continued its recover as it administers the many hardship payments on behalf of the likes of Australian Super. The company’s PEXA platform may be nearing an IPO as it is reaching critical mass, benefitting from the need for digital conveyancing and settlements post COVID-19. The platform has also attracted interest from the UK and has thus far avoided another capital raising.  

Capital structure & junk bonds
- Jamie Nemtsas -

With historic levels of volatility being experienced in even the lowest risk asset classes like Government Bonds, were thought it worth providing a refresher on the capital structure of modern day corporates and more importantly banks. We will also provide a short summary on the difference between a ‘normal’ bond and the unfortunately named ‘junk bond’.

First, to capital structure. The chart below provides a simple summary of a traditional corporate or business and the various ways that they source the capital required to fund operations and acquisitions. At the top of all capital structures, or ‘stacks’ as they are affectionately known in the industry, is Senior Secured debt. Senior meaning it ranks above every other lender, preference share and ordinary shareholder; and Secured, because it is secured against either individual assets the company owns or the entire asset base of the company. The next line is Senior Debt, which is not secured by physical assets but still highly ranking in the overall scheme of things. 
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Following Senior debt is Subordinated Debt, which effectively means it ranks below Senior debt and is similar unsecured, with no rights to any physical assets in event of bankruptcy. Rather Subordinated Debt holders would need to wait until all other debtholders were repaid before having any hope of receiving capital. The final and most common two for Australian investors are ‘Hybrids’ otherwise known as preference shares and equity. As the chart suggests, equity holdings, being those who hold ordinary shares are last in line, with preference shareholders ranking slightly above. Interest or dividend payments for hybrids and ordinary shareholders are discretionary, whereas payments for the prior are legally contracted. 
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At this point, it worth providing some more granular detail regarding the various credit ratings applied to bonds and hybrids. The chart above shows the threshold between Investment Grade and Sub-Investment Grade or ‘Junk’ Bonds. It is in the latter sector where exponential growth in borrowing has occurred in recent years, ballooning to $1.2 trillion in the US alone. 

There are many nuances in the bond sector, just like in equity markets. For one, different ratings agencies may rate different companies at varying levels of risk, making it difficult for investors to assess the true risk. On the other hand, there are many companies around the world, like our own Seven Group or Crown, who simply aren’t concerned about their credit rating and happy to pay whatever rate is required when they seek to raise capital. Interestingly, Australia’s bank hybrids are no longer rated (due to liabilities from the GFC) by the major agencies and hence tend to fall into the ‘junk category’. 









Never Sell Stocks
Cost Co
- Drew Meredith -
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This month we take a look at the often misunderstood, bulk retailing business Cost Co (NASDAQ:COST). Similarly to Woolworth’s (ASX:WOW) the company has performed reasonably well throughout the COVID-19 shutdowns benefitted from hoarding and its business model of offering incredibly low prices for bulk purchases. The company sells all kinds of food, automotive supplies, toys, hardware, sporting goods, jewelry, electronics, apparel, health, and beauty aids, as well as other goods. It also operates under the well known Kirkland Signature brand, similar to Aldi’s business model in Australia.

The company has a unique business model, in that it is structure as a club, selling memberships for around USD$60 per year. These memberships account for some 70% of earnings (EBIT) and are required for anyone wishing to shop either in person or online. The rgoup has over 780 stores across the globe, but with most revenue sourced from the US, 73%, and Canada, 14%. After launching in 1998, Cost Co has slowly built up a store network of 12 in Australia, and I have little doubt everyone knows someone who is obsessed with their bulk buying, in-house product range. Such has been the companies success in expanding globally, that there share price has averaged an 18% annual return over the last 5 years.

The company offers strong results despite COVID-19, with US comparable store sales up 8% excluding petrol and International up 12%; yes, they also sell petrol at 75% of their big box warehouses. Some 40% of their sales continued to be sourced from food and general items, with 18% from fuel, fresh food 13% and hard lines or hard products, 16%. Results have been impressive, with a constant increase in revenue from $129 billion in 2017, to $141 billion in 2018 and $152 billion in 2019, benefitting from faster global expansion and some 200 of its over 800 stores now located offshore. Interestingly, only 4% of global sales have traditionally been online. This is, however, beginning to change.
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According to Morningstar, digital sales rose 66% on an adjusted basis and nearly 100% in the March. The company benefiting from considerable protections from digital rivals that should also act to limit its long-term e-commerce potential (such as its sales of bulky items at modest margins). The Australian e-commerce offering is also up 30% for the year. The company has consistently delivered strong returns to shareholders, with Return on Invested Capital or ROIC averaging in the teens for most of the decade and currently sitting around 17%. This is similar, but slightly higher than Woolworths result of around 14%. 

COST is by no means cheap, it trades on a P/E of around 30 times, not dissimilar to WOW, at 27x, but with a seemingly more scaleable business model. As with all grocery retailers management are investing heavily into digitisation and their low prices along with membership fees should entrench them in the post-COVID-19 economy.  The membership base is almost cult-like and offers competitive advantages that will be needed as they seek global domination amid an uncertain economic environment. 



Afterpay – All grown up?
- Drew Meredith -
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I must disclose that I have been a non-believer of the Afterpay story from the beginning. I simply could not understand how a modern-day layby business that makes slim margins could be the next PayPal or Visa. Yet, the company has been making impressive strides towards global domination.

I should also disclose that I’m a regular user of the Afterpay platform, using the eight-week payment period to spread any purchases across credit card billing periods and thereby keep more money in my offset account for longer. Call me crazy, but it seems to be free money?

As you would expect, I wasn’t particularly surprised when the APT share price crashed to under $10 in the midst of the COVID-19 sell-off. I was very surprised when the stock subsequently rallied by over 300% to some $40 today.

What’s happened to Afterpay since then?

This is where it gets interesting…

[image: ]


Tencent, one of the original Chinese internet giants and owner of the online gaming title Fortnite, announced it had taken a 5% stake in the business. So why is this important?

Tencent also owns Weixin Pay, which is the leading mobile payments player in China, processing over one billion transactions each day. It’s clear that Tencent sees an opportunity in both scaling Afterpay’s platform into Asia and leveraging its expertise for its own global expansion. Management of Tencent noted ‘the customer-centric, interest-free approach, as well as its integrated retail presence and ability to add significant value for its merchant base’. The latter point is key, as Afterpay has consistently seen businesses attract higher online sales overnight.

[image: Afterpay Interest Free Payments at Barbeques Galore]

The reasons I don’t like Afterpay

To be honest, the idea seems far too simple and easily replicable that I simply didn’t view it as being sustainable. However, the company has clearly identified a niche and is applying the Google approach by seeking world domination and acquiring any competitors as they arise.

I still have some difficulty with a business model that provides interest-free purchases to consumers that it does not undertake credit checks on, but somehow maintains bad debts as low as 1%. Are they gaming the system and measurements somehow? We may never know, they just keep growing.

Afterpay makes margins as low as 2%, lower in the US and UK, on the total transaction volumes they report. It hardly seems sustainable and has relied on incredibly cheap funding sources to keep its loan book growing. Will the bond market stress have an impact on this? It doesn’t look like it.

Of greatest concern was the seeming ease with which the likes of PayPal, Visa, Mastercard or even retailers themselves could turn on a similar buy now pay later option effectively killing Afterpay’s market. Thus far all have tried, but with little success.

Maybe I was wrong?

With the company reporting a 105% increase in transactional sales in March, confirming the Australian business is actually cash flow positive and some 8% of all payments now on the Buy Now Pay Later platform according to Worldpay, it would appear I may have been too bearish.

Afterpay reported its third-largest month on record and experienced losses of just 1% on its loan book whilst doubling its total transaction volumes each year since 2018. It is increasingly clear that Afterpay will become a data-driven business with invaluable information available to the retailers and merchants with whom they partner.

The global expansion appears to be paying off too, apart from a $1.5 million legal settlement with the State of California. Some 38% of revenue is now coming from the US and 5% from the UK, both of which are growing quickly compared to the ‘mature’ Australian market. Afterpay’s merchants are a laundry list of the most well-known retailers, eBay, Samsung, Kookai, American Eagle, Footlocker, etc. with the number growing 78% to 48,000 in the last 12 months alone.

The most important work for me was reviewing their own summary of their business model, the highlights were as follows:

· Transaction volumes are as low as $150 on average, keeping exposures small
· All are repaid in 4 instalments
· Customers are immediately suspended if they miss a payment
· Payment terms cannot be extended, and
· The average balance of $211 is well below the average credit card of $3,380

Have I changed my mind?

Yes.

I’ll admit that I now see merit in the Afterpay business model. However, at over $40 per share and relying on continued growth in retail spending amid a global recession, I struggle with today’s valuation — if only I bought some at $10. The company doesn’t make a profit but offers breakneck growth, so perhaps it’s worth buying on dips below $25… if it ever happens again.

GQG Global Equity Fund
- Drew Meredith -
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We recently covered GQG Partners following a pre-Christmas party meeting and subequently approved the fund for addition to our Model Portfolios. Given this change, we thought it appropriate to provide an update to investors. Interestingly, the fund was a finalist in Research House Morningstar’s Undiscovered Manager of the Year, despite having over $40 billion in assets under management. Go figure.  

Background

GQG was founded by Rajiv Jain and is based in Fort Lauderdale, Florida, away from the noise of New Work. After being established in 2016 the group has grown quickly to over $40bn in assets under management, the majority of which has been invested by major institutions and pension funds ($24bn), including Australian Super. Rajiv previously lead the international equities team at the renowned Vontobel and has 26 years’ experience, he is supported by specialist analysts.  

Why GQG Partners?

GQG Partners has established itself as a global leader in equities spanning the US, Europe and Emerging Markets delivering benchmark beating returns in a highly volatile environment. It has achieved this by focusing on it’s three core principles, of having Global Breadth in their analysis, seeking forward looking Quality and ensuring investors benefit from compounded Growth through consistent investment. 

The primary differentiating point comes in Rajiv’s decision to focus on identifying forward looking quality, via an internal analytical process, rather than relying on historical measures that quickly become irrelevant. The management team delivers on this by making quantitative assessments of barriers to entry, sustainability of earnings and changing industry dynamics. GQG also ensures team alignment by requiring all capital to be invested within the fund and restricting personal trades completely. 

Why Value Bucket? 

The fund meets the requirements of the Value Bucket as it seeks to deliver compounding returns (2%-3% above benchmark) to investors via capital growth rather than income. It does so by identifying companies that offer better earnings growth opportunities than either their current price or backward-looking measures are suggesting. 

Performance & Top Holdings

The fund was one of the leaders in Australia, falling just 2.6% for the three months to 30 April, compared to the benchmark which fell 10% in the same period. The fund has also performed strongly since its inception delivering a return of 16.7% per annum, compared to the benchmark of 8.3%. The global equity fund is concentrated in the US where around 60% of holdings are listed but includes both European and Chinese diversification. 

The fund has no market cap restrictions, but a country cap of 20% above benchmark and must always be exposed to at least five sectors.  In terms of the key holdings, a number of the global leaders are among the top 5 holdings, including Amazon and Microsoft, however, it is outside these top holdings where the diversification is evident. 

Among the remaining holdings are investment bank Citigroup, consumer products manufacturer L’Oréal, semi-conductor designer Nvidia, drinks supplier Diageo, healthcare providers Novo Nordisk and Novartis and both Visa and Mastercard. The quality of the portfolio is evident through the ROE of 31%, compared to just 20%, driven by the avoidance of loss-making business.  

Reasoning: The fund is unique in many ways but most importantly through its in-depth research process which we believe is GQG’s competitive advantage. Where most managers rely on broker research or management meetings, GQG employs a number of investigative journalists and forensic accounting specialists to find the answer to questions that few want to ask. 

These teams are tasked with stress testing each business considered for addition to the portfolio, speaking to suppliers, partners, staff and bankers to identify any underlying risks and identify blind spots to the traditional valuation process. The accountants are tasked with understanding creative debt policies and intangible asset risks and finally to determine any correlation in end consumer risk within their portfolio. 

We believe these policies have been key to deliver outperformance since inception and in ensuring the funds Upside Capture (109% of market) and Downside Capture (72%) is among the best on offer. Importantly, GQG are signatories to the UN PRI and will not invest in Tobacco or Munitions businesses. 

Global Change
- Loftus Peak, Alex Pollak -
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Global change – what is happening now, and what comes next?

From the outset, Loftus Peak has positioned clients to benefit from the changes that are occurring in business across the globe. The internet and digitisation have been the catalyst for many of those changes and dramatically impacted the way we connect, work and consume. Some of these changes are visible in our everyday lives. E-commerce continues to grow, and currently makes up 11% of global retail*. The share of homes with a streaming video subscription, be it Netflix, Hulu, Amazon and such, was up from 61% to 67% of homes**.

Other changes are not so obvious, like the growth of cloud computing and data centres, machine learning and artificial intelligence, the roll-out of 5G and healthcare to name a few. These are trends which we expect to continue playing out over coming years, and so too the investment return from the companies we invest in that are capitalising on these changes. While we recognise that growth is never linear – and indeed the pace of change – the lockdowns the world is currently experiencing have forced consumers and businesses to quickly adapt, and with that we are beginning to notice the pace of change is accelerating. 
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We are currently experiencing the largest living and working-from-home experiment ever. Businesses that were on the fence about the usefulness of conferencing tools such as Zoom, Microsoft’s Teams and Google’s Hangouts now find themselves utilising these solutions every day. The same goes for those that operated with on-premise servers and were considering moving much of their workloads to the cloud. Here in Australia, NAB is re-platforming its call centres to run on Amazon Connect in the hope of resolving customer queries faster – banking on-line is already a mainstream proposition for most in Australia and beyond. Telehealth – seeing a health professional via a video or phone link – is now a rebate-able item from Medicare. On the consumer side, many individuals, unable to make a trip to the local shopping centre for their purchases, will instead be doing so online. The value of the time consuming trip to a store, often accompanied by higher prices due to shopping centre rent costs and parking charges, is being questioned.

Entertainment is also in the crosshairs. Many Foxtel users (and cable TV customers in the US) already know there is little-to-no live sport currently being broadcast, and this comes at a time when individuals arguably have more free time than ever. Consumers are therefore looking for alternatives. Netflix is the largest direct-to-consumer streaming service currently available – in terms of subscribers and quantity/quality of catalogue – making it the first and potentially only alternative many will need to trial. Just recently, Netflix showed the strength of its digital solution when it announced first quarter net subscriber additions of 15.8 million paid subscribers; the market was expecting 8.2 million. This shows how ill-prepared investors are for the tectonic shifts coming to all industries because of digitisation and the internet, and now accelerating because of the current environment we find ourselves in. 

And at the heart of all these distance solutions is the cloud. COVID-19 is a new and powerful factor driving an increase in capital into the cloud to enable work and leisure anywhere, in the office, on the commute and at the beach. This has been happening at speed for some years, and the value of Microsoft, Amazon, Google, Alibaba and Tencent have increased as a result. 

This is not to suggest that businesses and consumers won’t return to their old ways after the outbreak has been contained – some will. However, in being exposed to products which deliver better solutions through the utilisation of new tools, many will decide the new solutions superior. 

The market is currently viewing companies such as Netflix, Amazon and Tencent as safe-havens because of the digital solutions they deliver in the current environment. These companies’ share prices fell less than the general market because investors were focusing on which companies stood to benefit in the short-term. However, the market is only beginning to understand what comes next – the changing behaviours and subsequent acceleration in the pace of change from which these companies will benefit in the long-term.  We believe this will create the opportunity for further risk-adjusted returns in the next 3-5 years. 

Wattle Watch
- Private Credit -
- Rachana San -
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As highlighted on several occasions in the past, the Wattle Partners Investment Committee actively avoided any investment in private credit, below investment grade debt or ‘junk bonds’ throughout 2018 and 2019. The reason for this was simple, we did not believe the returns on offer were sufficient to justify the additional risk associated with making loans to lower rated companies. Unfortunately, the majority of Australian industry funds held substantial exposures to the sector, as did many unknowing investors buying the likes of the Neuberger Berman (NBI) or Partners Group (PGG) listed investment companies. 

The results are now clear for all to see, with most of these bond funds falling between 10 and 20% during the worst of the liquidity crisis that hit markets in March and April. The result? With such a large revaluation of the sector, we believe it now offers a more appropriate risk-reward equation and in fact in some cases a more compelling return opportunity than sharemarkets.

How is this possible you ask? 

Well many bonds are now offering interest payments of up to 10% per annum, which are contracted, rather than discretionary like dividends, and trading at 10-20% below their repayment value. Our preference in the lower credit rated sector is for senior or secured loans, which means they are first in line in the event of default and will generally have security over specific assets of the borrowing company, property, vehicles etc. 

This month we met with Invesco, who have issued a Senior Secured Loan strategy that is available on the Hub 24 Platform. Invesco Credit Partners is the corporate lending division of the firm, established in 1982 and employing over 115 staff. The team currently manage around $31bn across the entire spectrum of corporate lending including investment grade, distressed, senior secured, unsecured, with a smaller and medium sized company focus.

This fund will invest into a portfolio of floating rate, senior bonds secured against the assets of sub investment grade companies (being below BBB- credit rated or unrated). Nearly every bond issue open to this new fund has already been through a full due diligence with another part of the Invesco team, reflecting the huge synergies the company can leverage. The fund seeks to deliver a return of Cash + 4.0% over rolling three-year periods and the source of this income is non-discretionary interest payments on secured bonds. The fund has averaged an income distribution of around 5% in the last five years.

The fund offers a unique exposure to a sector of the global fixed income markets that is normally off limits for retail investors. Senior Secured Loans are secured by the physical assets of the underlying businesses, with loan or bondholders the first in line should the company enter bankruptcy or administration. These sectors have been shown to offer non-correlated returns compared to more volatile equity markets, particularly when active management and experience is applied. 

The fund currently holds a diverse portfolio of loans spread across electrical (11%), telecommunications (9%), business services (7%) and utilities (5%) among many others. 93% of the underlying loans are secured with just 2% unsecured and 82% issued by US companies.  We will be undertaking additional due diligence on this and other similar strategies in the coming weeks. 



General Advice Disclosure: Any recommendations given on this website and Blog are General Advice only. We have not considered investors personal or individual circumstances. All readers should seek professional advice before acting on any recommendation. You should also obtain a copy of the relevant Product Disclosure Statements for any product discussed before making any decisions.
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1 Month 1 Year

S&P/ASX 200 5076.83 5755.69 4.23% -10.02%

All Ordinaries 5110.56 5872.2 4.90% -9.54%
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