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  MINIMISING VOLATILITY IS TOO OFTEN
OVERLOOKED

Last year, on January 2nd, the Wall Street Journal published an article entitled: “Year-End Review and Outlook: Weak
2018 finishes, investors faith in stocks tested”.

The article began by positing that investors were heading into 2019 with a weary outlook after a very difficult end to
2018. At that time, the market had swooned – mainly driven by negative developments in technology stocks – leaving
investors feeling pessimistic. While there were many contentious debates around the future of the stock market, there
was one thing that investors did agree on: the stock market was going to face even more troubles in 2019.

Fast-forward a year and what happened?

The MSCI delivered approximately 24 percent, taking it to all-time highs. More unexpectedly, the technology stocks,
that had previously caused major concern, actually drove this growth. Apple stock, for example, approximately
doubled in price over 2019. To put this growth into perspective for our Australian investors, Apple is now almost as big
as the entire Australian share market. This performance was not driven by earnings, but rather by multiple-expansion –
putting a line through the argument that these types of stocks were overvalued. The point is not to make a case for
these growth stocks; it’s rather to point out that the share market is inherently uncertain.

So how do we manage this reality? An inherently unpredictable equities environment means that a portfolio like ours
needs to continuously focus on risk management. Let’s begin with our definition of risk management. All good fund
managers will have some focus on risk management, but we believe that our portfolio has a unique way of defining risk
itself.

Some people regard risk as the danger of under-performing the market. Others regard risk as the need to hedge all
their investments, in order to guarantee a return, as small as that may be. Some people just think of risk management
as an outcome, rather than the path to that outcome. At Pengana International Equities, however, we consider risk
management from 3 perspectives. Firstly, there’s the return: one has to make money. To not make money is risky as
inflation eats into one’s capital every day, which can lead to a lower quality of life if one doesn’t generate returns above
inflation. Secondly, we think about minimizing losses, the reasons for which are self-evident. Finally, we think long and
hard about minimizing volatility. We believe that while people often overlook volatility, the path of returns is very
important as a volatile fund dramatically increases the risk of investors putting in money, or taking out money, at the
worst possible times.

There is one part of our portfolio, in particular, that epitomizes our focus on risk management. These are our
investments in stocks that benefit from volatility and the changing of the interest rate environment. First, let’s look at
why we have these positions in the first place:

Ultra-accommodative monetary policy has been the key driver of 2019’s bull market. It has increased the present value
of future expected cash flows, which in turn has increased the multiples that investors are prepared to pay for stocks.
Additionally, loose monetary policy has increased the amount people are willing to pay for fixed-income securities. I
don’t believe that it is a stretch to say that the fixed-income market is currently in a bubble, and thus, we think that one
of the key market risks at the moment is a change in the interest rate environment. If ultra-accommodative and stable
interest rates are the key drivers of a bull market, it stands to reason that a change in that environment could burst this
bubble, devastate fixed income, and accordingly result in a large decline in equity prices. In order to manage these
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risks, not only have we thought about how we can minimize losses – which all good fund managers will do – but our
multidimensional definition of risk led us a step further. We have asked ourselves: “how do we make money if market
volatility increases or if interests rate increase?”

Our solution has been to invest in stocks that will benefit in the case that these potential risks actualize. These stocks
are mainly derivative exchanges such as CME Group, Intercontinental Exchange and Deutsche Börse, which sell the
derivatives that people use to protect their portfolios when there is uncertainty. Hence, the more uncertainty, the more
demand for their derivatives and the more money a derivative exchange makes. The other part of our solution is
investing in market makers such as Flow Traders. Market makers stand between the buyers and the sellers in an equity
market and make money when there is increased volatility – as the gap between the prices of buyers and sellers
increases. An increase in volatility is positive for the stocks of both derivative exchanges and market makers.

CME Group is the monopoly provider of the world’s most important derivatives, and is one of our favourite stocks from
this part of the portfolio. CME Group is the place that banks have to go to if they want to hedge their US interest rate
exposure, the place that commodity companies have to go to if they want to hedge their gold exposure. However, not
only is it the largest, most dominant, derivative exchange in the world, it also has a competitive advantage that we
believe cannot be undermined. We are of this opinion because of CME’s huge scale and because of the fact that they
benefit from a phenomenon known as network effects. Network effects occur when all of the buyers in a market want
to be where the sellers are, and all of the sellers want to be where the buyers are, leaving no oxygen for smaller
competitors to enter the space. For this reason, we believe that investing in CME is investing in a high-quality business
that will generate very healthy cash flow for years into the future, while also providing solid downside protection. It is
exactly the kind of company we are happy to own and will likely continue to own for a long time.

There are several other themes in our portfolio such as investments in companies that benefit from industrial
resurgence, companies that benefit from emerging market growth, companies that benefit from IT disruption and
companies that benefit from defensive growth. We look forward to sharing the thinking behind these themes in future
presentations.

TOP HOLDINGS (ALPHABETICALLY)

Alibaba Group  China Information Technology

Alphabet Inc  United States Communication Services

Aon  United States Financials

Charter Communications Inc  United States Communication Services

Cigna Corp  United States Health Care

CME Group  United States Financials

Deutsche Boerse  Germany Financials

Medtronic  United States Health Care

Mowi ASA  Norway Consumer Staples

UnitedHealth Group Inc  United States Health Care
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SECTOR BREAKDOWN CAPITALISATION BREAKDOWN

REGION BREAKDOWN SEGMENT
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NET PERFORMANCE FOR PERIODS ENDING 31 JAN 2020PORTFOLIO PERFORMANCE

NET PERFORMANCE SINCE INCEPTIONPORTFOLIO PERFORMANCE

1

1 MONTH 1 YEAR SINCE INCEPTION P.A.

Fund 3.9% 22.1% 8.4%

Benchmark 4.4% 28.2% 8.1%
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FUND PORTFOLIO SUMMARYSTATISTICAL DATA

PORTFOLIO MANAGERS

Jordan Cvetanovski
CIO & Portfolio Manager

Steven Glass
Deputy Portfolio Manager &
Analyst

FEATURES DESCRIPTION

Pengana International Equities Limited provides access
to the benefits of an actively managed core portfolio
of 30-50 ethically screened companies across
developed and developing global markets via a listed
investment company structure. Investments are made
predominantly in companies that deliver stable yet
growing free cash flow throughout cycles (which we
classify as ‘Core’ holdings) whilst also taking positions
in more cyclical companies (‘Cyclical’) and those whose
valuation has been materially misconstrued by the
market (‘Opportunistic’). We avoid investments in
companies that in our opinion are harmful to people,
animals or the environment.

VOLATILITY 12.5% NUMBER OF STOCKS 35

BETA (USING DAILY RETURNS) 0.43 MAXIMUM DRAW DOWN -47.4%

3

4

PORTFOLIO MANAGERS Jordan Cvetanovski

Steven Glass

ASX CODE PIA

FEES Management Fee: 1.23% p.a. 

Performance Fee: 15.38% of

any return greater than the

MSCI World***

INCEPTION DATE 19 March 2004

INVESTMENT OBJECTIVE MSCI World Total Return

Index, Net Dividend

Reinvested, in A$

NTA POST TAX ** A$ 1.278

NTA PRE TAX ** A$ 1.336

PRICE CLOSE ** A$ 1.155

UNITS ON ISSUE ** 254.02m

PREMIUM/DISCOUNT TO PRE-

TAX NTA **

-13.6%

DRP Yes
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1. As at the last day of last month prior to publishing of this report. Performance figures refer to the movement in net assets per share, reversing out the impact of option exercises and payments of dividends,
before tax paid or accrued on realised and unrealised gains. Past performance is not a reliable indicator of future performance, the value of investments can go up and down.
2. Inception date of PIA: 19 March 2004, new investment team with new mandate adopted: 1 July 2017. Pengana International Equities Limited has been managed under the new investment mandate by the
Pengana investment team since 1 July 2017. The performance since inception in the table above refers to the movement in net assets per share since the inception of PIA in March 2004.
3. Annualised Standard Deviation since inception
4. Relative to MSCI World
**. As at the last day of last month prior to publishing of this report. The figures are unaudited.
***. MSCI World refers to the MSCI World Total Return Index, Net Dividends Reinvested, in A$.

T: +61 2 8524 9900 CLIENTSERVICE@PENGANA.COM

F: +61 2 8524 9901 ABN 30 103 800 568      AFSL 226566

None of Pengana International Equities Limited (“PIA”), Pengana Investment Management Limited (ABN 69 063 081 612, AFSL
219462) nor any of their related entities guarantees the repayment of capital or any particular rate of return from PIA.
Performance figures refer to the movement in net assets per share, reversing out the impact of option exercises and payments of
dividends, before tax paid or accrued on realised and unrealised gains. Past performance is not a reliable indicator of future
performance, the value of investments can go up and down. This document has been prepared by PIA and does not take into
account a reader’s investment objectives, particular needs or financial situation. It is general information only and should not be
considered investment advice and should not be relied on as an investment recommendation.

javascript:void(0);

