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Catalysts remain elusive 
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January 2016 just continued the trend of “growth” stocks overwhelming “value” stocks. The issue in the 
Australian market now is twofold. Putting cycles aside, in the long run how much difference in growth is there 
between a “growth” and a “value” stock; and, secondly, what multiple differential is appropriate for this 
difference? 

To us, a growth stock is not one with momentum, whether that is share price or earnings. A growth stock is 
simply one able to reinvest valuably, which is at above its cost of capital, for a sustained period. This is how 
economic value for a shareholder is created, and ultimately, as Martin highlighted last month, the trailing 
verification of how much growth has been created is reflected in the growth of net tangible assets, adding back 
dividends, for each share in a company (assuming gearing is held in a sustainable range). Similarly, our value 
for a company is simply the forward projection of the same factors. A value stock is hence not one with a low 
multiple, per se, but rather is one where the gap between this assessed value and the market value of the 
company exists. In each case, we believe the best investments arise when we are forming a considered view 
of sustainable earnings, not just spot earnings, and where our views on “growth” and “value” are formed 
accordingly. 

The nature of the Australian market is that cycles are deep and pervasive.  Through “stronger for longer” to 
now, commodities have reminded us of their cyclical nature in an aggressive fashion through the past decade. 
It would be an error to think that the commodities cycle is the only one at play in the ASX, however; the 
interest rate cycle is actually a far stronger presence, especially currently, although because it is at a cyclical 
high it attracts little critical attention. To give this some perspective, through the past forty years, the Materials 
sector has represented between 12% and almost 60% of the ASX200; whilst Financials including Property has 
represented between 10% and a little more than 50%. That is, the amplitude of the cycle as represented by 
market value of the equity in the ASX index is both extremely wide, and close to the same in magnitude 
through time for each of Materials and Financials. Currently, Materials is close to a forty year low on this 
measure (i.e. very close to 10%), whilst Financials are within a few percent of a forty year high. Given this, 
what is a “neutral” position for an investor in each sector? This is the context in which we argue that a 10% 
overweighting to materials through the past year, and a similar underweighting to Financials and other bond 
sensitive stocks on the ASX, is not extreme, even though it has led to a seemingly extreme outcome for our 
investors through the past year. 

Simply put, earnings and price momentum have been the kings of equity market performance. There is a 
perfect correlation between earnings momentum and sector performance through the past year, and this trend 
has been compounded by ratings; that is, those with modestly upgraded earnings have also received large re-
ratings, and vice versa. 

This is logical if there is large divergence in the “growth” characteristics of stocks within the universe, and 
secondly that the starting multiples do not reflect this difference in growth profile. Unfortunately, neither is the 
case. For example, since 2003, the relative growth difference between the (unloved) BHP and the (loved) CSL 
is approximately 1% per annum compound (on a book value and dividends basis, and even after BHP’s large 
write offs). That sounds low, but remember that CSL has directed most of its investment in recent years into 
share buybacks, which currently offers a return of circa 5%. CSL has been and is a well managed company; 
BHP’s record is clearly mixed. We are not comparing which company is “good/better” and which one is 
“bad/worse”. We are simply using history and current actions as a guide as to what the true “growth” history of 
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the two companies is, and dimensioning that even if the future sees those returns diverge to some extent, the 
starting base in terms of cashflow growth has been far more similar than different. We are using actual 
numbers for BHP and CSL to illustrate the principle; “growth” should be defined by economic value, and not 
anchored to most recent share price performance, which so often colours investment perception. 

The second limb of the equation is the far more problematic one, and that is the multiples investors are now 
paying for these cashflow streams, which have diverged to their widest levels ever, by some margin. In 2003, 
both BHP and CSL were trading at 1.5x book value. BHP is now trading at or about 1x book value (even after 
large write offs) whereas CSL is trading at almost 9x book value. The former is priced to achieve very low 
returns on average, into perpetuity; the latter the reverse, with little or no scope for adverse surprise without 
shareholders incurring a large derating. Recency bias is overwhelming, but history is instructive; going back 
every year through the past decade will show that the winners and losers across the market in any given year 
tend not to persist, either because of executional issues or changes in regulation, which prompt a change in 
the perception of duration attaching to the returns profiles. AGL, for example, was one of the worst performers 
in 2014, and yet has rerated more aggressively through the past 18 months than the changes in the underlying 
cashflows generated by the business would suggest should have been the case.  

Our underlying core belief is that the sustainable return on investment generated by a company is the single 
most important driver for long run equity returns. This belief has been challenged as the market has continued 
to rerate stocks where earnings have been buoyed and derate stocks where earnings have been challenged 
by cyclical factors through the back half of last calendar year, and this theme continued into January 2016. We 
appreciate growth will be lower for longer, and that secular breaks are occurring and will occur in the earnings 
power of industries, however the multiple attaching to the implications of this thematic is objectively at forty 
year extremes now; we continue to believe it is well beyond being priced in.  

Outlook 

Through the past decade, we have looked to arbitrage price and value in each ASX sector, such that we are 
underweight when expensive and overweight when cheap. With the exception of property, this has seen us, at 
different times, overweight or underweight every sector in the market. Rarely have these positions been co-
incident with market favour. It is fair to say, though, that our current sectoral positioning feels more isolated 
than before. Catalysts remain as elusive as ever, but a reliance upon the sustainable cashflow returns 
generated by a company, for its shareholders, as the basis for our valuation, and the belief that an investment 
process predicated upon the difference between a share price and this valuation will ultimately produce a 
better return than one ignoring valuation, remains. 
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