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Pengana Capital Ltd (ABN 30 103 800 568, Australian financial services license number 226566) is the issuer of units in the Pengana Emerging Companies Fund (the “Fund”).  A product 

disclosure statement for the Fund is available and can be obtained from our distribution team. 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.  

FUND PERFORMANCE 

Net performance for periods ending 31 December 20181 

 1 mth 3 mths 1 yr 3 yrs p.a. 5 yrs p.a. 10 yrs p.a. 

Since 

Inception 

p.a.2 

Pengana Emerging Companies Fund -6.2% -18.6% -9.9% 5.2% 9.4% 15.4% 12.6% 

S&P/ASX Small Ordinaries Index -4.2% -13.7% -8.7% 7.4% 5.6% 6.9% 4.0% 

Outperformance -2.0% -4.9% -1.2% -2.2% 3.8% 8.5% 8.6% 

S&P/ASX Small Industrials Index3 -3.9% -13.4% -6.5% 4.7% 6.3% 9.8% 4.9% 

Outperformance -2.3% -5.2% -3.4% 0.5% 3.1% 5.6% 7.7% 

 

FUND COMMENTARY 

The Fund fell 18.6%1 over the December quarter, underperforming the Small Industrials Index by 5.2% and the Small Ordinaries Index by 4.9%. For 
the 12 months to December, the Fund was down 9.9%1, underperforming the Small Industrials Index by 3.4% and the Small Ordinaries 
Index by 1.2%.  

The Australian share market had the worst close to a year since 2011, with the ASX 200 index closing the quarter 8.5% lower. Global markets 
generally fared worse with the S&P 500 in the US down 14.3%, the technology heavy US Nasdaq index down 17% and the Nikkei in Japan down 
over 17%. The nervousness largely centred around concerns over global economic growth pending a US-China trade war, rising US interest rates 
and sluggish economic growth from China. 

In the small cap space in Australia, the quarter was notable for the large number of stocks subject to takeover bids. At year end, more than ten stocks 

were the subject of incomplete bids. These included Trade Me, MYOB, Navitas, Greencross, GrainCorp, Eclipx, The Reject Shop, QANTM 

Intellectual, Sigma Health and Healthscope. Collectively these companies account for around 7% of the Small Industrials Index and in a sharply 

falling market these companies strongly outperformed as their share prices were largely decoupled from the state of the market. The Fund did not 

have positions in any of these companies. 

As investors sought cover, traditional safe havens benefited with the gold index rising strongly led by Saracen Minerals +57%, Evolution +39% and St 

Barbara +35%. 

Whilst the portfolio has been thrown around by the market volatility of late, many of our defensive stocks have continued to perform relatively well. 

However, some of the more cyclical stocks we own (such as Seven Group, Emeco and Pinnacle Investment) have fallen sharply after performing 

strongly in previous quarters. The collapse in the mining services stocks has especially surprised us. The build-up of work remains very strong, driven 

by the mining capex cycle and government infrastructure commitments on the East Coast of Australia. Late in the quarter, we saw some of our stocks 

with low liquidity being hardest hit, this is consistent with what we have witnessed in the past during periods of indiscriminate selling and it tends to be 

transitory.  

Overall, the Fund remains defensively positioned. In particular, we remain wary of both housing and retail exposed stocks over 2019 as households 

are likely to clamp down on spending. A dangerous precursor to what may be expected in the upcoming reporting season is the recent release of the 

Australian new car sales statistics for the month of December which saw a 15% drop from last year with falling house prices, rising living costs, tighter 

finance regulations and the drought all sited as likely causes. 

The increased volatility in the market as a result of rising macro uncertainty and tighter financial conditions argues for a greater focus on portfolio 

resilience. The market’s weakness over the quarter feels more like an overdue market correction, as valuations had overreached, rather than a 

precursor to something more serious. As always, we remain vigilant to new stock ideas, as we have found in the past, volatile markets do have a 

tendency to shake out mispriced stocks for us to capitalise on. 

 

 

 

 

1 All performance figures are calculated net of fees and assume reinvestment of income distributions. Past performance is not a reliable indicator of future performance. 

2 Since November 2004 

3 The Fund does not invest in resource stocks. 
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RECENT PORTFOLIO ACTIVITY 

Purchases and sales during the quarter 

We added to our investment in AUB Group following a capital raising. We established new active positions in Equity Trustees, Jumbo Interactive, 

Helloworld Travel and Navigator Global.  

Equity Trustees is an independent provider of various specialist trustee and administration services to fund managers and philanthropic groups. We 

are attracted to the group’s defensive underlying earnings and likely growth that will come from the further outsourcing of domestic trustee services. 

Jumbo Interactive is an online reseller of Tabcorp’s lottery tickets, operating under the name Oz Lotteries. With only 18% of lottery tickets being sold 

online in Australia there are strong opportunities for growth as customers switch their buying habits from traditional newsagencies to the internet. 

Helloworld Travel is an Australian based travel business offering both retail and corporate travel services. After a major revamp of its corporate 

structure, Helloworld is set to reap the benefits from improved operating efficiency and profit margins. 

International fund manager Navigator Global was added early in the quarter before financial markets tipped. Operating through US based 

Lighthouse Investment Partners, we are attracted to the strong loyalty the fund manager has built with its clients and new product offerings about to 

be launched. 

We sold our entire positions in WorleyParsons, MNF Group, Lovisa Holdings, Freightways, Hansen Technologies and National Tyre & Wheel. 

We exited our investment in WorleyParsons largely due to concerns surrounding the A$4.6b acquisition of US based Jacobs Engineering Group. 

Whilst at face value the deal is expected to be strongly earnings accretive, we felt the risks taken to successfully integrate the businesses are too 

great. 

Long term holdings in MNF Group, Freightways and Hansen Technologies were disposed of. We expect the companies’ profit growth to taper off 

from levels enjoyed in the past.  

Lovisa Holdings was sold due to valuation concerns. There seemed little recognition in the share price of the risk to earnings of a downturn in retail 

spending in Australia. 

The very small position in recent IPO National Tyre & Wheel was divested after disappointing the market with a large profit warning. 

We reduced our investment in Corporate Travel as we tempered our opinion of the company’s ability to consummate accretive bolt on acquisitions 

given the lower share price. 

The Fund had around a 0.6% investment in equipment financier Axsesstoday that went into voluntary suspension in mid-September due to a 

“detailed review of the company’s business strategy”. Subsequently the company announced that changes to accounting standards triggered a 

technical breach of their banking covenant and accordingly were in discussions with their banks to have this clause waived. By the end of November, 

the company announced that it was still negotiating with its banks and planned to raise $25m. With no realistic measure by which to arrive at a share 

price for Axsesstoday and with the shares not having traded since mid-September we believe the most conservative approach is to value the stock at 

zero. 

 

Key stock moves during the quarter 

• Technology One (+10%) rose after the release of a strong full year profit result. The market also focussed positively on the 

company’s comments around the strong take-up of its Cloud based subscription products and the hope that the UK business 

is turning around. 

• Equity Trustees (+5%) is considered a key beneficiary of the Banking Royal Commission. 

• Charter Hall Group (+4%): the REIT sector in general performed strongly over the quarter (down only 1.9%) as the sector 

benefited from its defensive characteristics during volatile times. 

• Mainfreight (+3%) released an above market interim profit result over the period leading to strong analyst upgrades. 

• Integral Diagnostics (+1%): in a market buffeted by concerns over the state of the economy healthcare stock share prices 

are less impacted. 

• Pinnacle Investments (-45%), after rising 49% during the September quarter, the share price slumped in part due to 

enthusiasm from last quarter dissipating and with the company’s funds under management linked to equity markets a 

reassessment of shorter-term earnings prospects. From our perspective, Pinnacle’s prospects remain very strong. 

• Emeco Holdings (-41%) and Seven Group (-37%) share prices were savaged despite both businesses performing to our 

expectations. Our investment thesis is that we are still in the relatively early stages of an upturn in the mining capex cycle, 

not too different to what we saw in 2004 to 2012, as mining resource reserves continue to deplete. 
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• Bingo Industries (-41%): following an ACCC ruling putting the agreed acquisition of Dial-a-Dump in jeopardy and perceived 

exposure to a housing downturn. We believe the company’s exposure to residential construction waste is less material than 

the market believes. 

• Smart Group (-25%): as the market becomes impatient that the money the company raised in February 2018 has not been 

deployed on an acquisition. 

 

Portfolio positioning following the Banking Royal Commission  

Clear winners are independent platform providers such as Netwealth, Hub24 and Praemium. Financial advisors use these platforms as a practise 

management tool to administer their client’s financial affairs. Even before the Banking Royal Commission shakeout these three specialty providers 

attracted over 60% of net new money flowing onto platforms due to their superior technology and service. With less than 4% share of the $850b 

currently on platforms these three have a runway for growth that extends well into the next decade. There is no doubt in our mind that money will now 

churn away from the conflicted big four banks and AMP, which collectively speak for 70% of the market, at an accelerated pace. Further, perhaps 

20% to 30% of the $850b on platform is money that advisors still receive trail commissions on courtesy of FOFA “grandfathered” commissions 

legislation, which had the unintended (but blatantly obvious) consequence of discouraging advisors from considering alternate products and 

platforms. This protected trail commission has universally been mocked for encouraging the very things the Royal Commission is attempting to 

overcome and will accordingly be scrapped. Once legislated the change removes another barrier from these better platform providers dominating the 

space. 

 

 
Source: Strategic Insight and Ord Minnett 

 

Independent fund managers are bound to see an uptick in fund flows into their products as advisors and investors seek a stronger alignment of 

interest between those recommending a fund and the investor. Pinnacle Investment Management is an independent boutique fund manager 

running twelve separate capabilities that has grown from $10b to $47b under management over the last six years. Pinnacle has the advantage of not 

only being nonaligned from the banks but having highly performing funds with a co-ownership model with the fund manager that results in the 

retention of key personnel. We know this space well given Pinnacles’ model is very similar to that developed at Pengana Capital. 

Finally, the independence of corporate trustees is also under the spotlight. As one of Australia’s oldest and most trusted financial service companies 

Equity Trustees is well positioned to take advantage of the inevitable outsourcing of the corporate trustee function by the banks. Equity Trustees 

provides a low fuss, cheap and independent alternative product offering which we expect will result in years of growth for the company. 
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COMPANY VISITS 

Our central belief is that contact with management is the key to unlocking value within the small cap sector; hence during the quarter we made direct 

contact (one on one) with over 50 companies. The table below shows the listed companies with which we had direct contact during the period 

(note that for some of these we had multiple meetings). In addition, there are many unlisted competitors, suppliers and prospective listings that we 

have also met. 

Abano Health Emeco Holdings Mainfreight Tassel Group 

AUB Group Equity Trustees Metcash Technology One 

Axsesstoday Eroad MNF Group Temple & Webster 

Bingo Industries Evans Dixon Moelis Australia Trade Me Group 

Breville Group Fisher & Paykel Health National Storage Vocus 

Burson G8 Education National Tyre & Wheel  

Cabcharge Gage Road Brewing Navitas  

Catapult Group Gemtrack Nufarm  

Civmec Healius Onevue Holdings  

Cleanaway Waste Helloworld Over The Wire  

Collins Food Infomedia Ozforex Group  

Corporate Travel IPH QMS Media  

Domain Isignthis Redcape Hotel  

Dulux group Johns Lyng Group Redhill Education  

Eclipx Group Jumbo Interactive Ryman   

FUND DESCRIPTION 

The Pengana Emerging Companies Fund seeks to combine the skills of highly experienced small company investors (over 45 years’ experience 

between the two fund managers) with a limited fund size to provide above market returns over the medium term. Our benchmark is the S&P/ASX 

Small Ordinaries Accumulation Index. The fund managers, Steve Black and Ed Prendergast, are part owners of the business and investors in the 

Fund, providing a strong incentive to perform. The Fund has strong research ratings from all major research houses and over the period since its 

inception has delivered returns well above benchmark. 

FUND FEATURES 

4 All percentages are on a GST inclusive basis less applicable reduced input tax credits. Please refer to the Product Disclosure Statement for a more detailed explanation. 

For more information on the fund click here 

 

 

Style Bottom up stock picker Management Fees4  1.3340%  

Benchmark 
S&P/ASX Small Ordinaries 

Accumulation Index 
Performance Fees4 

20.5% of the performance above the 

benchmark 

Investors Closed to new investors Fund Size 0.5% of the benchmark capitalisation 

Number of Stocks in 

the Portfolio 
50-60 FUM at Month End A$733.0m 

Inception Date 1 November 2004 
Application Price  

at Month End 
A$2.0568 

Identification Code(s) 
APIR PER0270AU  

ARSN 111 894 510 

Redemption Price  

at Month End 
A$2.0445 

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 

PENGANA.COM 

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