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The Fund delivered 2.6% for the quarter while its 
benchmark, MSCI ACWI, returned 1.5%. The Fund’s key 
sources of relative outperformance were: 

•  Stock selection – a large number of the Fund’s stocks 
delivered favourable performance while only a few 
delivered weak performance. The notable outperformers 
included Apple, IAC and Check Point, following their 
FY16 results; Unilever, following Kraft’s (albeit brief) 
takeover offer and the Mexican bank positions, Santander 
Mexico and BBVA.

•  Sector allocation (in local currency) – the strongest 
sectors were Information Technology (+12%), Health 
Care (+8%) and Consumer Discretionary (+7%) while the 
weakest sectors were Energy (-5%), Telecommunications 
Services (+1%) and Financials (+4%). The Fund has 
relatively large exposure to the better performing sectors 
during the quarter and low exposure to the weaker ones. 

•  Foreign exchange had a mixed impact – the Australian 
Dollar (AUD) rallied during the quarter, which was a 
headwind for our investments, which were unhedged, 
but had a positive relative impact on the Fund’s cash 
balance, which is held in AUD. The net impact was some 
minor relative benefit from foreign exchange, however, 
before we give ourselves a pat on the back we need to 
acknowledge that had we invested all the AUD cash into 
our stocks, the Fund would have delivered higher returns 
during the quarter.

•  Market insurance (put options) had minimal impact on 
performance because we reduced the level of insurance 
in the Fund. As a reminder, we bought this insurance due 
to the risks associated with Brexit and the US elections, 
which are now behind us.

We think the quarter’s performance supports our underlying 
expectations that the Fund should outperform during periods 
where there is not a violent shift into more ‘risk-on’ asset 
classes such as Financials, Materials and Emerging Markets.

ATTRIBUTION

Pengana International Equities Fund – A long-only fund that holds 30-50 companies globally.  
The Fund predominantly invests in companies that have businesses that deliver stable yet growing 
free cash flow throughout cycles whilst the Fund also opportunistically takes positions in more cyclical 
companies and those whose valuations have been materially misconstrued by the Market.

CIO and Portfolio Manager Jordan Cvetanovski Management fee 1.334% p.a.

Portfolio Manager Steven Glass Performance fee Nil

Redemption price at month end $1.0612 Minimum initial investment $25,000

Benchmark MSCI All Country World  
Index in AUD

Target Asset Allocation Cash 0 – 20% 
Equities 80 – 100%

APIR code PCL0026AU Investment strategy Long Only Global Equities

FUND DESCRIPTION AND FEATURES

The MSCI ACWI was up 5.7% in local currency and 1.5% 
in AUD terms as the AUD appreciated against every major 
currency, particularly the USD, EUR and GBP. 

The best performing sectors were Information Technology, 
Health Care and Consumer Discretionary. The worst 
performing sectors were Energy, Telecommunication 
Services and Financials. The best performing markets were 

Hong Kong/China, Spain and India. The worst performing 
markets were Russia, Japan, Norway and Canada. The oil 
price declined 5%, gold appreciated 7%, and the broader 
commodity index, CRB Spot, was up 2%.

Below we discuss one of the Fund’s more distinguishing 
features, which is its relatively lower exposure to the US 
(albeit the Fund still has c40% of its assets in the US) and 
relatively large exposure to Europe. 

MARKET COMMENTARY



US
The US has been a favourite amongst global investors for a 
while now. While we have long admired that country, there 
are a number of factors that are encouraging us to approach 
the region with growing caution.

Chief amongst these are near-record equity valuations in  
the US and, in particular, the domestically oriented small  
cap segment. 

Increasing share prices have been driven primarily by 
expanding valuation multiples rather than earnings or cash 
generation. This was initially explained by near zero interest 
rates and, in more recent times, (and quite ironically) by 
expectations of higher interest rates and very high (if not 
unreasonable) expectations of a flawless execution of 
President Trump’s (‘Trump’) promised tax overhaul and  
rapid deregulation. 

Our concerns with the more recent drivers of the US 
market’s performance are the following: (i) thus far, there is 
very little evidence that Trump can deliver on his campaign 
promises; (ii) inflationary pressures in the US continue to be 
asset based and we are yet to see meaningful wage inflation 
despite falling unemployment. This would suggest a much 
slower pace of interest rate normalisation and hence weaker 
USD and US Financials in the medium term. High equity 
prices, lack of inflationary traction and political uncertainty 
in the US have made us increasingly cautious of allocating 
capital to the US. 

Indeed, during the quarter, we saw a partial reversal in the 
so-called ‘reflation’ trade that drove risk assets strongly 
higher post Trump’s victory in November.  Although not 
entirely clear, it appeared that investors have backed away 
from ravenously buying riskier sectors such as financials 
and materials which have arguably rallied to the point where 
they offer very little value and are resting on unfounded 
expectations of a successful Trump policy rollout.  

Europe
We have been increasingly attracted to European stocks for 
three primary reasons:

(1)  Economy – the economic backdrop for Europe is better 
now than at any time since the GFC. Eurozone GDP 
growth has broadened and accelerated. Real GDP in the 
Eurozone was already growing faster than in the US for 
the latter part of 2016 and this momentum has continued 
with nominal GDP growth in the Eurozone set to reach its 
highest level since 2007. In addition, company earnings 
in the Eurozone are growing at a faster pace than the US 
and are continuing to benefit from a weak Euro and a 
very accommodative ECB in the medium term.

(2)  Valuations – European markets are currently trading at 
one of the widest discounts in four decades relative to 
the US. Europe is littered with high quality companies 
in many industries controlling dominant global market 
share. We are continuing to discover many high quality 
businesses at attractive valuations. 

(3)  Politics – the biggest risk to our enthusiasm lies in the 
political outcomes of the upcoming French and Italian 
elections. We are heartened, however, by the recent 
emphatic rejection of Geert Wilders’ populist policies in 
the recent Dutch elections and hence expect the EU to 
reject populism in all EU elections this year. We are further 
heartened by the quality of candidates, including and 
not limited to: Macron (France), Fillon (France), May (UK), 
Merkel (Germany), Shulz (Germany) all being credible and 
high quality bureaucrats.

Our Fund holds a sizeable allocation to European companies.

MARKET COMMENTARY (continued)

PORTFOLIO

The Portfolio can be divided into three segments:

1.	 Core	(60-80%	of	the	fund)

  Core is intended to provide a stable base for the Fund. 
Companies in this segment are growing, yet priced 
attractively, have low business cyclicality, strong cash 
generation, a dominant presence in their industry, strong 
management teams and favourable structural tail-winds.

2.	 Cyclical	(0-30%	of	the	fund)

  Cyclical contains companies we expect to benefit from 
shorter duration trends. As these cycles tend to be 
transitory, timing is more important in our investment 
decisions than in Core. Cyclical companies offer potential 
for materially larger gains than Core, however they are 
also riskier. There are periods when the Fund will not  
hold any cyclicals due to a lack of identifiable 

opportunities. Financials, basic materials and agriculture 
companies are examples of industries that may be 
represented in this segment.

3.	 Opportunistic	(0-20%	of	the	Fund)

  Opportunistic contains companies we believe are 
materially undervalued or companies whose growth has 
been under-appreciated. As with Cyclical, Opportunistic 
companies offer potentially more attractive shorter 
term gains than Core, however, also tend to be riskier. 
There will be times when the Fund will not hold any 
opportunistic stocks. Examples of these companies 
include: companies in the midst of a takeover, earlier 
stage internet/health/retail companies that are not 
materially cash flow positive and companies whose share 
price has materially declined.  



AIM

Our aim is to achieve superior AUD-denominated returns with 
low volatility. The superior returns aim can be disaggregated 
into: (i) capital preservation; and (ii) capital appreciation. The 
challenge is to strike a balance between the goals because 
focusing excessively on capital preservation and volatility 
minimization often comes at the cost of capital appreciation, 
and vice-versa.

The Fund has consistently delivered on its capital preservation 
and (lower) volatility goals but has not fully delivered on its 
capital appreciation goal as, since inception, the Fund has 
delivered 4.9% while the benchmark delivered 5.9%. 

The relative return underperformance is largely explained by 
the Fund being highly (perhaps overly) focused on capital 
preservation and volatility minimization. This focus manifested 
itself in two responses: (i) prudence; and (ii) mistakes.

Firstly, on the prudence. At the start of 2016, faced with 
Brexit, the US elections, (seemingly) elevated valuations and 
market manipulation via central bank intervention we took a 

conscious decision to de-risk the Fund. We reduced exposure 
to Opportunistic stocks, increased the Fund’s cash balance, 
invested in gold stocks and bought put options (insurance 
against a declining market). In terms of returns (but not peace 
of mind) these actions proved to be costly with the cash, gold 
and put options costing the Fund 2.3% in relative performance 
in the second half of 2016 alone. In other words, but for these 
defensive positions, the Fund would have outperformed the 
Benchmark since inception. 

In addition, our conservative approach lead us to sell down 
several ‘riskier’ positions in order to avoid excessive losses.  
Much to our chagrin many of these companies that we had 
sold went on to be either taken out or to rise well in excess  
of the market.  Such is the market we operated in since Brexit.  
The take-away is that we are clearly ‘fishing in the  
right pond’ and perhaps, had it not been for our unwavering 
urge to protect our clients capital we would have performed 
even better.  

RISKS TO ACHIEVING OUR AIMS

From a top-down perspective there are four broad risks 
that could hinder the Fund from achieving its performance 
objective in the short term:

•	 	Low	exposure	to	financials	in	the	US	and	Europe	
(banks	and	insurers): this means the Fund will not 
fully participate in any rally of that sector. We have a 
preference for certain banks operating in emerging 
markets.  By example, we hold a Brazilian bank and took 
the opportunity to invest in two Mexican banks following 
sabre rattling by Trump’s administration over the future 
of the NAFTA agreement. However, over the quarter 
we have added two financials with some European 
exposure. Namely, BBVA in Spain, and Deutsche Bourse 
in Germany. BBVA is for a large part a Mexican bank with 
some Spanish and Turkish exposure.

•	 	High	Eurozone	FX	exposure: Our Eurozone currency 
exposure is unhedged at this stage and remains 
exposed to adverse political outcomes from the 
upcoming European elections.

•	 	Zero	Japan: Japan has a highly distorted economy 
and equity market due to the country’s monetary and 
fiscal policies, which we consider contentious and 
unprecedented. We believe these policies have created 
conditions that are susceptible to volatility and a marked 
downturn. Strength in the Japanese market and Yen will 
be a headwind to the Fund’s relative performance..

•	 	European	exposure: The Fund has relatively high 
European exposure. This exposure is centred on 
exporters with dominant market shares and that are 
more exposed to the global economy rather than Euro-
centric problems. Regardless, the mere fact that they are 
domiciled in Europe might expose the Fund to weakness 
stemming from the Eurozone.

PORTFOLIO (continued)

As at 31 March 2017, 62% of the Fund was invested in 
‘Core’, 19% in ‘Cyclical’ and 10% in ‘Opportunistic’. 

The Fund’s highest sector weightings are Information 
Technology (20%), Consumer Staples (19%) and  
Industrials (13%). 

The Fund’s most notable sector underweight is in Financials, 
with the Fund’s only bank stocks being those with material 
exposure to Mexico (BBVA and Santander Mexico) and Itau 

(Brazilian bank). The Fund also has no direct exposure to 
Utilities or Asian markets (including Japan).

The most material changes to the Fund during the quarter 
were increasing the exposure to Financials, primarily due 
to investments into banks with Mexican exposure, and 
re-initiating a position in Intercontinental Exchange and 
Deutsche Boerse.



P
C

00
11

7 
 0

51
7Pengana Capital Ltd (ABN 30 103 800 568, Australian financial services licence number 226566) is the issuer of units in the Pengana International Equities Fund  

(ARSN 604 292 677) (the “Fund”). A Product Disclosure Statement for the Fund is available and can be obtained from our distribution team or website. A person should 
obtain a copy of the Product Disclosure Statement and should consider the Product Disclosure Statement carefully before deciding whether to acquire, or to continue 
to hold, or making any other decision in respect of, the units in the Fund. This report was prepared by Pengana Capital Ltd and does not contain any investment 
recommendation or investment advice. This report has been prepared without taking account of any person’s objectives, financial situation or needs. Therefore, before 
acting on any information contained within this report a person should consider the appropriateness of the information, having regard to their objectives, financial 
situation and needs. Neither Pengana Capital Ltd nor its related entities, directors or officers guarantees the performance of, or the repayment of capital or income 
invested in, the Fund. An investment in the Fund is subject to investment risk including a possible delay in repayment and loss of income and principal invested.

Pengana Capital Limited   ABN 30 103 800 568, AFSL 226566
Level 12, 167 Macquarie Street, Sydney, NSW 2000   |   T +61 2 8524 9900  |   F +61 2 8524 9901
For further information please visit our website at www.pengana.com

NSW/ACT

Alex Keen

M: +61 478 971 000
E: alex.keen@pengana.com

QLD

Rachel Elfverson

M: +61 434 980 561
E: rachel.elfverson@pengana.com

PRIVATE CLIENTS

Daniel Fine

T: +61 2 8524 9900
E: clientservice@pengana.com

VIC/SA/TAS/WA

Client Services

T: +61 2 8524 9900
E: clientservice@pengana.com

CONTACTS

STOCK FOCUS

B&M European Retail is a general merchandise discount retailer 
based primarily in the UK with a smaller operation in Germany. 
B&M satisfies our free cash flow valuation criteria and has a 
visible growth path over the next 10 years. We are always 
on the lookout for companies deploying a clear and simple 
business model successfully and reliably over time. B&M ticks 
a lot of boxes. Firstly, it has successfully grown over the last 
decade to over 500 stores in the UK. This growth has come 
without spending a single penny on advertising. Each store 
deploys a strict limited SKU (number of items on sale) policy 
which in turn means very efficient working capital requirements 
and favourable purchasing terms as the group grows. Indeed, 
their average payback period for a new store is 8 months!  In 
summary, with these kind of metrics, we want them to open 
as many stores in as many viable locations as possible. B&M 
currently has clear plans to double the store base over the next 
decade. This equates to approximately 7% revenue growth per 
year solely based on the UK store rollout potential.  

In addition, B&M benefits from the general UK population 
trading down due to tightening economic conditions. The 
company focuses on areas that are less affluent and aim to 
gain share from the general retailers that don’t have a clear 
value or price proposition. With Brexit looming, B&M has an 
appealing format for Britons looking to lower grocery and 
general expenses.  

The company’s third source of potential growth is their 
international ambitions. B&M is actively looking to eventually 
roll out its store format across the European continent. Since 
2014 they have entered Germany, home of the discount format 
champions Aldi and Lidl. Indeed, B&M’s ambitions are to be to 
general merchandise what Aldi is to food. There are signs that 
this strategy is starting to bear fruit and the German business 
will marginally contribute to the group profitability this year. 
Success in that market will provide proof of concept for further 
continental expansion.


