Investment Review / Investment Manager’s Review continued
Portfolio Review

CONTRIBUTORS

COSAN LTD

FONDUL PROPRIETATEA

Description
Family-backed Holding Company

Total return on position FY19 (local)2
92.0%

Description
Closed-end Fund

Total return on position FY19 (local)2
20.2%

% of portfolio1
3.3%
Discount
-20.3%

Total return on position FY19 (GBP)
100.5%

% of portfolio1
4.0%

Total return on position FY19 (GBP)
26.1%

Contribution (GBP)3
3.25%

Discount
-24.5%

Contribution (GBP)3
1.63%

% of investee company
2.1%

ROI since date of initial purchase4
56.2%

% of investee company
2.8%

ROI since date of initial purchase4
63.4%

Cosan Ltd (‘CZZ’) was, by some way, the largest contributor to
performance over the year, adding 325bps to returns. Its share price
appreciated by +121% vs the MSCI Brazil’s +31%, in USD – a notable
turnaround from last year when CZZ was our largest detractor.
CZZ has a complex structure. It has stakes in two listed holding
companies, Cosan SA (‘CSAN3’) and Cosan Logistica (‘RLOG’), which in
turn own listed and unlisted assets. This complex structure deters other
investors, and has led to discounts on discounts. When we first invested
in CZZ in July 2017, we saw a group of high-quality assets, run by highly
competent management, with huge upside from simplification of the
group structure.
In last year’s annual report, when commenting on the underperformance
of CZZ, we wrote that “we remain convinced by the merits of our
investment and look forward to continued buybacks, NAV growth and
the ultimate prize – the simplification of the group structure”. Since
then, CZZ has purchased 9% of its own shares, achieved NAV growth
of +86% and begun simplifying the holding structure by taking private
Comgás, a listed subsidiary of CSAN3.
Given the risk-free accretion to NAV, we have long been proponents
of buybacks. The accretion increases the wider the discount and, with
CZZ trading on a 54% look-through discount at the start of the year,
we were pleased to see management recognising the upside as well.
CZZ conducted two tenders over the year, contributing approximately
+9% to CZZ’s look-through NAV.
CZZ’s impressive +86% NAV growth was driven by both of its holdings
– CSAN3 and RLOG – which returned +61% and +110% respectively.
Returns at CSAN3 came from good results at Comgás (+15% EBITDA
growth); outperformance of their fuel distribution business, Raízen
Combustíveis, which achieved fuel growth of +7% versus peers’ +1%;
and the successful international expansion of their lubricant business
driving +43% EBITDA growth. Returns at RLOG benefited from a
narrowing of the discount from 29% to 11%, on increased likelihood
of restructuring, and a +64% share price gain in Rumo, RLOG’s sole
holding.

Fondul Proprietatea (‘FP’) had a turbulent year. In late December,
the Romanian government introduced an Emergency Ordinance
which, had it been successfully implemented, would have resulted in
material value impairment for shareholders of FP. The initial package
of measures included a tax on turnover for companies operating in the
electricity and gas sectors, and a cap on electricity and gas prices.
The measures would have affected many sectors to which FP has
exposure and, while some of the measures appeared to contravene
Romania’s obligations under EU law, the market nonetheless
responded negatively to the news. FP’s discount widened materially,
reaching in excess of 40% at the trough.
However, as 2019 progressed, the feared negative outcome appeared
to recede further into the distance. By April, the Romanian parliament
had significantly softened many of the envisaged measures. May’s
European elections saw strong performance from the Union to Save
Romania (‘USR’) – a pro-business, pro-EU, pro-reform party. Since
the elections, the Bucharest Stock Exchange has recovered by +18%
and Fondul’s share price is up +25%.
Overall, and despite the turbulent year, FP produced NAV returns of
+13% which, together with a tightening of the discount from 32% to
24%, resulted in a share price total return of +28% (in USD terms).
At the portfolio level, FP declared a dividend of RON0.09/USD1.08 –
equivalent to an attractive dividend yield of 6% on NAV and 8% on the
pre-distribution share price.
The potential for an IPO of key assets, including Hidroelectrica (38%
of NAV) and Bucharest Airport (8%), remains plausible, providing
catalysts to unlock value for shareholders. We believe that both
companies are valued extremely conservatively in FP’s NAV. With
a high dividend yield composed of recurring ordinary and special
dividends, high- quality and cheaply-held assets, a policy of returning
all sale proceeds to shareholders and a 24% discount to NAV, we
continue to believe that FP offers considerable value.

CZZ has consistently communicated its intention to simplify the
holding structure. Its aim is to see each underlying company with
its own listing held directly by CZZ. We believe that the acquisition
of Comgás minorities in March is the start of this process. Comgás
is now wholly owned by CSAN3 and management can focus on
recapitalising the business and distributing cash to CSAN3 before
eventually relisting and spinning out to CZZ.
Management’s increased focus on simplification, coupled with
buybacks and strong operating performance, saw CZZ’s discount
narrow from 33% to 20%, and the look-through discount from 54%
to 42%. With the strong performance, we took the opportunity to
sell down half of our position over the year. On a 42% look-through
discount, there is still significant upside and we remain confident about
the prospects of the investment.
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COSAN LTD /
RUMO
Rumo SA is a Brazilian rail transportation and
logistics business whose key area of activity extends
over Mato Grosso, São Paulo and the southern
states of Brazil, home to four of the country’s most
active ports, through which most grain production
is exported. The company operates 12,000km of
lines, 1,000 locomotives and 25,000 wagons, as
well as distribution centres and storage facilities.
Cosan Logística will benefit from long-term Brazilian
economic development and the increased use of
rail transportation.

3.3%

Source / Rumo

% of portfolio
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Investment Review / Investment Manager’s Review continued
Portfolio Review

PERSHING SQUARE HOLDINGS /
CHIPOTLE MEXICAN GRILL
Chipotle Mexican Grill operates in the fast-casual
dining segment, offering customers a range of allnatural Mexican-themed food, with a focus on burritos
and tacos. Founded in 1993 with a single restaurant,
the brand rapidly expanded across the United States
and today operates over 2,500 restaurants.

9.2%
% of portfolio
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CONTRIBUTORS

PERSHING SQUARE HOLDINGS
Description
Closed-end Fund

Total return on position FY19 (local)2
20.6%

% of portfolio1
9.2%
Discount
-27.3%

Total return on position FY19 (GBP)
24.2%

% of investee company
2.7%

ROI since date of initial purchase4
37.8%

Contribution (GBP)3
1.31%

Pershing Square Holdings (‘PSH’) was the third-largest contributor to
your Company’s returns over the period, adding 131bps, driven by NAV
growth of +33%. As a reminder, 40% of the PSH position is hedged (as
at the financial year end) by shorting a pro rata amount of the underlying
holdings; this provides the potential for equity-like returns from discount
tightening (albeit this did not prove to be the case over the period)
while not taking on equity market risk. The outright long position added
186bps to returns, and the hedged position reduced returns by -55bps
as a result of the discount widening.
The majority of PSH’s holdings produced strong returns, with positions
in Chipotle (+85% total share price return), Starbucks (+60%),
Restaurant Brands (+23%) and Hilton Worldwide (+16%) all being
significant contributors. Only one stock, Lowe’s Inc, produced negative
returns (-2%).

Taking a step back, it is highly debatable whether PSH should be
refinancing its debt at all, let alone using very long-dated debt to do so.
Given that the existing debt has been cited frequently in the past by the
board and by the manager as an impediment to more aggressive share
buybacks and/or tender offers, or other more structural solutions, there
is a strong argument that it should be repaid in full at its maturity in 2022
and that the company should either be run on an unleveraged basis or
levered using more flexible debt.
Aside from limiting the company’s ability to manage its discount,
the additional gearing increases the option value of the manager’s
performance fee (as performance fees can be viewed as a call option
on NAV growth with the strike set at the high watermark, the more
leveraged the company is, the more volatile its NAV will be, and the
more valuable is that option). We have grave concerns that the board
of PSH seems to have been blind to the consequences of, and conflicts
surrounding, the recent debt issue.
We invested in PSH over two years ago, having conducted extensive
due diligence on its portfolio and the manager’s investment strategy,
and have benefited from the strong NAV returns as performance has
turned around. We continue to have a favourable view of the prospects
for further share price appreciation from PSH’s portfolio of high-quality,
free cash flow-generative companies with limited capital expenditure
requirements, high returns on invested capital and clear idiosyncratic
drivers for earnings growth. We now await a similar “turnaround”
from the board, which bears responsibility for the discount suffered
by shareholders.

PSH also holds stakes in Fannie Mae and Freddie Mac, option-style
plays on housing market reform in the US. Over the year, those
positions increased by +164% and +156% respectively as the US
Treasury inched ever closer to overhauling the businesses and ending
the government’s claim over the companies’ excess capital.
(Note: these positions are not hedged given their non-equity-market
risk profiles).
Despite the strong progress over the year, the share price discount to
NAV widened out from 24% to 27%, which reduced share price returns
slightly. PSH introduced some measures to combat the extraordinarily
wide discount, including a quarterly dividend payment and a buyback
programme for 3% of outstanding shares. While both of these measures
are helpful at the margin, we believe that deeper structural solutions are
needed to resolve the issue.
The discount, however, was not helped by the issuance of USD400m
in debt with a 20-year maturity in August – a view which we made
known to the Chairman of PSH by means of a public letter.
Our view, expressed in detail in the letter, was that the issue of such
long-dated debt would act as a poison pill in constraining the ability of
the company to tackle its very wide discount to NAV. While the eventual
terms of the debt showed some concessions (e.g. caps after ten years
on the make-whole premium due in the event of early repayment,
offering some protection against further falls in interest rates), and hinted
at a portion of the proceeds being used to refinance existing debt, these
do not change our fundamentally negative view of the issue.
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Investment Review / Investment Manager’s Review continued
Portfolio Review

We don’t just
analyse performance.
We actively encourage it.

JAPAN SPECIAL SITUATIONS*
The Japan Special Situations basket is a portfolio of 18 cash- and securities-rich Japanese operating
companies. Driven by the Abe administration, pressure is mounting on Japanese companies to
change their corporate governance practices and capital allocation policies. We believe that it is
increasingly probable that these companies will begin to return excess capital to shareholders
or put it to more productive use, with highly attractive risk-adjusted returns for shareholders.
It has been over two years since we launched the Japan Special
Situations basket. This basket was created to exploit a niche
opportunity that we saw in undervalued, overcapitalised, smallcap Japanese companies. These companies have generated
an enormous amount of cash which they have not been able to
invest fast enough, leading to a large accumulation of cash on the
balance sheet. With the introduction of the Corporate Governance
Code in 2015, companies have been returning this to shareholders,
through increased payout ratios and record-high buybacks.

Despite the positive actions of many companies, Japanese stocks
have lagged over the past year. The MSCI Japan Small Cap has fallen
-1% against the S&P 500, which rose +10%, and the MSCI Europe,
which gained +5% (in GBP).
The fractious US-China trade war and the view from foreign
investors that Japan is a never-changing, expensive proxy for global
growth, has continued to take its toll. The mismatch to how we see
fundamentals and how foreigners view the market creates exciting
opportunities for us.

PERFORMANCE OF JAPAN SPECIAL
SITUATIONS BASKET SINCE LAUNCH
30.0%
AGT Japan Basket
25.0%

TOPIX
MSCI Japan Small Cap

20.0%
15.0%
10.0%
5.0%
0.0%
-5.0%

* For definitions, see
Glossary on pages
89 to 92.

-10.0%
Jun 17

Oct 17

Feb 18

Source / AVI, FactSet. All data total return GBP.
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Tokyo Tower,
Japan

91%

Despite this, the basket is still ahead of the MSCI Japan Small Cap
Index, returning +18% since inception versus the index’s +11%, and,
most importantly, valuations have become cheaper. The EV/EBIT
of the basket has fallen from 3.7 at the start of the financial year to
3.1 at the end, and, similarly, the percentage of the market cap that
the basket has covered by net cash and investment securities has
increased from 75% to 91%. Lower valuations give greater upside
to our fair values. Coupled with the progress we are seeing on the
corporate governance front, we are excited about the prospects of
this basket, which is why it remains our largest portfolio weight.
JAPANESE LISTED COMPANIES
COMPLETED BUYBACKS (JPY TRILLION)

On average, net cash
and investment securities
account for 91% of the
market capitalisation of
the stocks in the basket*.

NUMBER OF SHAREHOLDER PROPOSALS IN
JAPAN IS RISING SLOWLY BUT STEADILY
54
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Source / CLSA

* For definitions, see Glossary on pages 89 to 92.
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Investment Review / Investment Manager’s Review continued
Portfolio Review

CONTRIBUTORS

OAKLEY CAPITAL INVESTMENTS
Description
Closed-end Fund

Total return on position FY19 (local)2
17.5%

% of portfolio1
5.4%
Discount
-29.3%

Total return on position FY19 (GBP)
17.5%

% of investee company
11.9%

ROI since date of initial purchase4
35.3%

Contribution (GBP)3
0.88%

Oakley Capital Investments (‘OCI’) is a London-listed fund investing in,
and making co-investments alongside, the private funds run by Oakley
Capital – a private equity firm set up by Peter Dubens, a well-regarded
UK entrepreneur, with over EUR1.5bn under management.
Oakley Capital has a distinctive approach to private equity investing,
as it focuses on complex deals (such as carve-outs) sourced by
its network of entrepreneurs who believe in the Oakley philosophy.
This method allows Oakley to avoid the auction process – where
competitive bids push up asset prices – and assemble a portfolio of
businesses currently growing EBITDA at 31% annually, held at an EV/
EBITDA multiple of just 12x, which we consider to be modest in light
of the aforementioned earnings growth and the multiples at which
comparable listed peers trade. Oakley focuses on niche areas where
it has expertise, such as consumer, TMT and education.

Fund II also saw a major transaction occur, with Warburg Pincus buying
a significant stake in Inspired, which resulted in a 72% uplift to the
carrying value. OCI retains exposure to Inspired both through Fund II
and through a co-investment.
In August, OCI completed its admission to the Specialist Fund
Segment (‘SFS’) of the London Stock Exchange, which we view as an
improvement over the previous Alternative Investment Market (‘AIM’)
listing, where corporate governance protections are weaker. When we
consider previous corporate governance improvements – including a
share buyback (albeit small), repeated public commitments not to issue
shares at a discount, an energised marketing campaign and improved
transparency in financial reporting – it is clear that OCI has made great
strides in improving its governance standards, notwithstanding there
remains considerable room for further advances.
Despite the strong growth in NAV (+28% total return) and corporate
governance improvements over the year, OCI’s discount widened from
24% to 29%, resulting in a share price total return of +19%. While we
accept that OCI has a lingering reputation for violating shareholder
rights, we believe that the current discount is an excessive punishment
for past transgressions that are now receding into the rear-view
mirror. With an attractive portfolio of fast-growing stocks acquired at
reasonable multiples, a unique approach of avoiding auctions and
leveraging its network of entrepreneurs, and a wide discount to NAV,
we think that OCI remains as compelling an investment as when we first
invested in it 18 months ago.

The portfolio consists of 17 companies spread across those three
sectors. Major holdings include Inspired (a global network of K-12
schools), Time Out (a media brand in the roll-out phase of a foodmarket concept), WebPros (a US and European provider of webhosting services and software), Career Partner (a German private
university) and Schülerhilfe (a provider of after-school tutoring in
German-speaking countries).
The past year has been a busy one for Oakley Capital and OCI.
Oakley Capital successfully marketed its Fund IV, which raised almost
EUR1.5bn from institutional and private investors; OCI itself made a
commitment of EUR400m to Fund IV, accounting for 27% of the total.
Fund IV made its first investment in May of this year into Seagull &
Videotel, providers of e-learning solutions to the maritime sector, and
subsequently invested in Seven Miles, a German seller of digital and
physical gift vouchers to both consumers and B2B clients.
In addition to this, Fund III (2016 vintage) made three new investments
into Ekon (a Spanish provider of ERP software), Rastreator & Acierto
(Spanish price comparison websites) and Alessi (an Italian provider
of luxury household goods). The Alessi investment will be Fund III’s
last, with the remainder of committed capital used to finance further
investments into the existing holdings.
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OAKLEY CAPITAL INVESTMENTS /
CAREER PARTNER GROUP
Career Partner Group is a leading provider of higher
education in Germany, operating principally under
the brand of the International University of Applied
Sciences Bad Honnef. The group has over 20,000
students, offering more than 80 study programmes
at Bachelor, Master, and MBA level.

5.4%

Source / Career
Partner Group

Reddam House Berkshire, United Kingdom

% of portfolio
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Investment Review / Investment Manager’s Review continued
Portfolio Review

CONTRIBUTORS

THIRD POINT OFFSHORE INVESTORS

SONY CORP

Description
Closed-end Fund

Total return on position FY19 (local)2
7.9%

Description
Asset-backed Company

Total return on position FY19 (local)2
9.5%

% of portfolio1
4.9%

Total return on position FY19 (GBP)
14.1%

% of portfolio1
4.8%

Total return on position FY19 (GBP)
11.9%

Discount
-17.9%

Contribution (GBP)3
0.71%

Discount
-36.3%

Contribution (GBP)3
0.57%

% of investee company
9.2%

ROI since date of initial purchase4
12.8%

% of investee company
0.1%

ROI since date of initial purchase4
11.6%

Third Point Offshore Investors (‘TPOU’) added 71bps to your
Company’s returns over the financial year, driven by a +3% growth in
the NAV and a tightening of the discount from 22% to 18%, resulting in
total share price returns of +8%. A +6% strengthening of USD relative
to GBP provided a further tailwind for returns. Underlying performance
on the long side was good, with the top seven positions (accounting for
50% of NAV) increasing by an average of +15%.
In large part due to our engagement with the company’s board and
manager, TPOU has introduced various measures to tackle the
persistently wide discount at which its shares have traded. These
include a move to a Premium Listing, a buyback programme, the
cancellation of TPOU shares held by the Master Fund, a reduction
in the management fee from 2% to 1.25% and the appointment
of a new chairman.
In a Corporate Update published in late September 2019, the board
announced an aggressive USD200m buyback programme to take
place over the next three years. This sum is equivalent to 30% of the
market cap just prior to the announcement. Significantly, the chairman
commented that shareholders will be consulted on “alternative
approaches” should the programme not have the desired effect.
We continue to view TPOU as an attractive opportunity for your
Company’s portfolio.

Despite only being held since the middle of June, Sony was the sixthlargest contributor, adding 57bps to performance as its share price rose
by +10% from our average purchase price.
Sony is known to consumers as an electronics company, but today that
division accounts for a relatively small portion of overall profits. In reality,
Sony owns a myriad of businesses, within which there are four “crown
jewels” – Gaming, Music, Pictures and Semiconductors (image sensors)
– which account for 68% of sales and over 100% of operating profits
(ex-financial services). Operating profits for these four businesses have
grown at an annual compound rate of 24% over the last four years.
Despite the attractiveness of the underlying businesses, the market
prices Sony on a 37% discount to our sum-of-the-parts NAV.
We believe that this discount is driven by the complexity of the
conglomerate structure, which drives a series of hard-to-dispel
misconceptions, such as: the Gaming business is cyclical and dependent
on the “console cycle”; the Semiconductor business is exposed to growth
in smartphones; and the Mobile Communication division will continue
to generate losses indefinitely. However, our research indicates that
these conceptions are incorrect. The Gaming business is moving to a
subscription-based recurring-revenue model; the Semiconductor division
manufactures genuinely differentiated products and will benefit from the
increasing use of cameras in smartphones and automobiles; and, with
a focus on cost cutting, the mobile business will turn a profit. We also
note that the recent proposed Universal Music Group (‘UMG’) Tencent
transaction values UMG at 22x 2019 estimated EV/EBITDA; to our minds,
this confirms the high value placed on unique content assets by strategic
buyers and the read-across for Sony Music is, in our view, very positive.
We are encouraged by the presence of activist investor Third Point,
whose London-listed vehicle is a top ten holding of your Company,
on the register. We agree with Third Point’s arguments that there are
several levers that management could pull to realise Sony’s value,
including: (a) a spin-off of Sony’s semiconductor business; (b) disposal
of the listed stakes in Sony Financial, M3 and Spotify (16% of Sony’s
market cap), which would have the benefit of both freeing up capital for
growth and deconsolidating Sony Financial; and (c) the deployment
of a moderate amount of gearing to conduct further buybacks.
Whilst Sony’s board stated in a formal reply to Third Point’s letter that
they would not consider a spin-off of their semiconductor business for the
time being, we are nonetheless encouraged by their receptiveness to their
campaign, and note that, as suggested by Third Point, Sony sold its listed
stake in Olympus for USD760m. In our opinion, this reflects an investing
environment in Japan which is increasingly welcoming of shareholders
engaging constructively with companies. Furthermore, we believe that this
type of large-cap activism could have a trickle-down effect towards the
smaller segments of the market as investors become increasingly aware
of, and interested in, the opportunities available in Japan.
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Looking to the future, we are excited by the underlying strength of
Sony’s businesses and their potential for growth. Coupled with a highly
attractive 36% discount and multiple levers for value creation, we
continue to see this as a highly attractive investment.
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TOP 20 LOOK-THROUGH COMPANIES

AVI Global Trust invests in holding companies and closed-end funds that in turn invest in listed and unlisted companies. We show below
the top 20 holdings on a ‘look-through basis’, i.e. the underlying companies to which we have exposure. For example, AVI Global Trust
owns a stake in Swire Pacific, a Hong Kong-listed family-controlled holding company, that accounts for 3.7% of AVI Global Trust’s portfolio
(3.94% of its NAV). Swire Pacific’s largest holding is Swire Properties, a Hong Kong property developer, which accounts for c73% of its
own NAV. This translates to an effective exposure of AVI Global Trust to Swire Properties of 2.9% of AVI Global Trust’s NAV. The table
below is an indication of the degree of diversification of the portfolio.
		Underlying
		 look-through
Look-through companies
Parent company
weight

Look-through
holding sector

Swire Properties

Swire Pacific Ltd ‘B’

2.9%

Real Estate Operating Companies

doValue

Eurocastle

2.3%

Specialised Finance

Minor International

Symphony

2.3%

Hotels, Resorts and Cruise Lines

Sony Playstation

Sony Corp

1.8%

Interactive Home Entertainment

Fujitec

Fujitec

1.7%

Industrial Machinery

Hidroelectrica SA

Fondul Proprietatea GDRs

1.7%

Electric Utilities

Benefit One

Pasona

1.6%

Human Resource and Employment Services

Partner RE

EXOR

1.6%

Reinsurance

Kato Sangyo

Kato Sangyo

1.5%

Food Distributors

Ferrari

EXOR

1.4%

Automobile Manufacturers

Kanaden

Kanaden

1.4%

Trading Companies and Distributors

Cosan Logistica

Cosan Ltd

1.4%

Railroads

SK Kaken

SK Kaken

1.3%

Specialty Chemicals

TFG Asset Management

Tetragon Financial

1.3%

Asset Management and Custody Banks

Bureau Veritas

Wendel

1.2%

Research and Consulting Services

Fiat Chrysler Autos

EXOR

1.2%

Automobile Manufacturers

Daiwa Industries

Daiwa Industries

1.2%

Industrial Machinery

Aker BP

Aker

1.2%

Oil and Gas Exploration and Production

Toshiba Plant

Toshiba Plant

1.2%

Construction and Engineering

Sony Music

Sony Corp

1.2%

Movies and Entertainment

EXOR: HOW THE LOOK-THROUGH ANALYSIS WORKS

EXOR is an Italian-listed holding company in which AVI Global Trust’s portfolio has an investment. Although EXOR is just one company,
it provides your Company’s portfolio with exposure to many different geographies and sectors by virtue of the fact that EXOR itself
holds a diversified portfolio of companies.
Company name

% of EXOR's portfolio

Geography

Sector

Fiat Chrysler Autos

23%

Global

Automobile Manufacturers

Ferrari

27%

Global

Automobile Manufacturers

CNH Industrial

15%

Global

Agricultural and Farm Machinery

4%

Italy

Movies and Entertainment

30%

Global

Reinsurance

1%

Global

Publishing

Juventus
Partner RE
The Economist
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CONTRIBUTORS

EUROCASTLE INVESTMENT

TETRAGON FINANCIAL

Description
Closed-end Fund

Total return on position FY19 (local)2
8.0%

Description
Closed-end Fund

Total return on position FY19 (local)2
2.8%

% of portfolio1
4.2%

Total return on position FY19 (GBP)
10.1%

% of portfolio1
3.9%

Total return on position FY19 (GBP)
8.5%

Discount
-9.7%

Contribution (GBP)3
0.55%

Discount
-46.2%

Contribution (GBP)3
0.45%

% of investee company
15.1%

ROI since date of initial purchase4
10.1%

% of investee company
2.8%

ROI since date of initial purchase4
26.2%

We initiated a position in Eurocastle Investment (‘ECT’) in March, at
an average buy-in discount of 22%. Since then, ECT has contributed
55bps to returns and was your Company’s seventh-largest contributor.
Positive returns came despite a -10% fall in the NAV over the period, as
a narrowing in the discount from 25% to 10% provided a counterweight
to the decline in NAV.
ECT’s largest listed holding, doValue (51% of NAV), an Italian third-party
servicer of non-performing loans (‘NPLs’) with EUR137bn of assets
under management (‘AUM’), has produced a negative return since
March, with its share price down by -23%. We consider doValue to
be a much misunderstood stock, with its share price highly correlated
to Italian financials despite its lack of any significant balance sheet
investments. We view doValue as more akin to a fund manager, earning
“base” and “performance” fees on amounts collected from corporate
debtors, with historic collections demonstrating resilience across
economic cycles.
doValue’s revenues for the first half of 2019 grew by +7%, and net
income by +27%. We believe that doValue’s acquisition of Altamira
Asset Management in January is a transformational and highly accretive
deal which is underappreciated by the market, providing an additional
EUR56bn in AUM acquired at just 4x EV/EBITDA. Importantly, Altamira,
with its market-leading positions in Spain, Portugal and Cyprus,
diversifies doValue outside of Italy to the whole of southern Europe and
gives it further opportunities for growth. Trading on a mid-to-high teens
free cash flow yield, we see significant upside for the shares from here.
In August, ECT sold down 25% of its holding in doValue, with the
proceeds used to fund a tender offer at NAV.
We see multiple layers of value at ECT: aside from doValue’s
undervaluation, the NPL investments held on ECT’s balance sheet are
valued at a blended 13% discount rate, and ECT itself trades on a 10%
discount to NAV.
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For definitions, see Glossary on pages 89 to 92.
Weighted returns adjusted for buys and sells over the year.
Figure is an estimate by the managers and sum of contributions will not equal quoted
total return over the financial year.
Figure quoted in GBP terms. Refer to Glossary on pages 89 to 92 for further details.
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Tetragon Financial (‘TFG’) added 45bps to your Company’s returns over
the financial year. The NAV grew by +14% on a total return basis, but
was tempered by a widening of the discount from 39% to 46%, which
reduced shareholder returns to +3% (in USD). A +6% strengthening in
the GBP/USD exchange rate provided a further boost to returns.
Over the period, returns were significantly aided by a transformative
transaction within TFG’s asset management business, TFGAM.
GreenOak – a real estate investment firm with USD11bn AUM, in which
TFGAM owned a 23% stake – announced that it would be merging with
Bentall Kennedy, a global real estate investor owned by SunLife with
USD36bn AUM. Under the terms of the deal, TFG retained a 13% stake
in the Bentall-GreenOaks combined entity, and received a cash payout,
which was used to fund a NAV-accretive tender offer.
We calculate that the deal was struck at a +92% uplift to GreenOaks
carrying value, which provided a +5% boost to TFG’s NAV
(pre-performance fees). This transaction was TFG’s first (partial) exit from
the managers that it owns within its TFGAM subsidiary, and highlights
the conservative valuations at which TFG marks its holdings.
Trading on a 46% discount and sporting a 6% dividend yield, TFG is
attractively priced, although we acknowledge that corporate governance
concerns and the lack of shareholder voting rights are a significant factor
weighing on the discount. Further realisations from the TFG AM business
and/or an IPO may provide a catalyst for some of the trapped value to
be unlocked.
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GP INVESTMENTS

KINNEVIK ‘B’

Description
Closed-end Fund

Total return on position FY19 (local)2
28.5%

Description
Family-backed Holding Company

Total return on position FY19 (local)2
12.4%

% of portfolio1
1.4%

Total return on position FY19 (GBP)
29.5%

% of portfolio1
3.4%

Total return on position FY19 (GBP)
8.6%

Discount
-43.8%

Contribution (GBP)3
0.35%

Discount
-22.0%

Contribution (GBP)3
0.30%

% of investee company
11.2%

ROI since date of initial purchase4
-12.6%

% of investee company
0.6%

ROI since date of initial purchase4
8.6%

GP Investments (‘GPIV’), a Brazilian private equity company, had a
strong year, with its share price increasing +30% in BRL terms. The
majority of the returns came from a tightening of the discount from 56%
to 44%, with the NAV increasing by +1% over the period.
GPIV’s strong performance reflects a general resurgence in the fortunes
of Brazilian equity markets, with the Bovespa Index rising by +32% over
the year. The election of the authoritarian Jair Bolsonaro, the “Trump of
the Tropics”, has encouraged investors with his promises of reforming
excessive government spending, especially state pensions.
Centauro (26% of NAV) – the largest retailer of sporting goods in Latin
America – IPO’d in April and, following a shaky start, has seen its share
price increase by +74%. The IPO proceeds were earmarked to fund
a renovation of the existing store network. The group has multiple
avenues to pursue for growth, including an expansion of the existing
store network from 190 stores currently to a potential 300-400, an
increased online presence and the roll-out of its ‘5G’ store format, which
will involve creating ‘smart’ stores that can measure customer activity
and enhance the shopping experience. Despite the strong share price
increase, Centauro trades on 14x times estimated 2020 EV/EBITDA,
which we believe represents good value for a company with multiple,
credible avenues for growth.

In early 2019 we rebuilt a position in Kinnevik, the Swedish holding
company. Your Company has invested in Kinnevik at many points in
recent decades, attracted to the Stenbeck family’s long-term mentality,
dynamic focus on growth and successful track record of value creation.
The impetus for reinvesting was twofold: in 2018, Kinnevik’s discount
widened from as narrow as 10% to 18%, and shares in its largest
holding, Zalando (the e-commerce company), had nearly halved as
the market reacted poorly to a short-term blip in growth, creating an
interesting prospective NAV growth dynamic. Whilst the NAV has grown
by 22%, the discount has widened further and consequently we have
added to the position.
Since the initiation of our position, shares in Zalando have rallied by
+54% (in EUR terms). The company held a Capital Markets Day in
February at which it reported strong growth for the fourth quarter of
2018, easing concerns. They provided an update on their evolution as a
platform business and the positive implications that this has for mediumterm profitability. Looking ahead, as shoppers continue to migrate to
online, we believe the growth runway to be immense.

Since its establishment in 1936, Kinnevik has continually reinvented itself,
from iron, paperwork and woodworking industries, to telecoms and then,
over the last decade, to digital consumer businesses. In 2019, Kinnevik
accelerated the rate of change once again, transforming itself into a
At the portfolio level, GPIV made further progress in paying off expensive
fully-fledged growth and venture capital investor. To do this, Kinnevik will
debt (10% interest rate), with gross debt of USD107m as at June
distribute its stake in Millicom (20% of NAV) to shareholders, a yield of
2019 (compared to USD131m this time last year). The fund is now in
24% and equivalent to eight years’ ordinary dividends. This seems highly
a net cash position, with 2% net cash as a percentage of NAV, which
sensible: not only is it a rare opportunity to receive such a large portion of
compares with -4% the year prior. At a 44% discount to NAV and with a
NAV back at a zero discount, but it shrinks Kinnevik’s portfolio to a more
portfolio of attractive, fast-growing assets, we continue to view GPIV as
suitable size for growth and venture investing. As well as this, Kinnevik
a compelling holding.
has sold approximately 17% of its stake in Zalando, which will help to
reduce debt, freeing up the capacity to pursue further new unlisted
growth investments.
Disruption is in Kinnevik’s DNA and, indeed, the market is taking some
time to digest Kinnevik’s bold new vision, as indicated by its 22%
discount. We have used this uncertainty to add to the position at what
we consider to be attractive valuations. As investors come to appreciate
Kinnevik’s unique and specialised offering of liquid low-effective-fee
venture capital investing, it seems probable that the discount will narrow.
This, coupled with continued strong NAV growth, should provide
attractive future returns for your Company.
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For definitions, see Glossary on pages 89 to 92.
Weighted returns adjusted for buys and sells over the year.
Figure is an estimate by the managers and sum of contributions will not equal quoted
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Investment Review / Investment Manager’s Review continued
Portfolio Review

DETRACTORS

SWIRE PACIFIC ‘B’
Description
Family-backed Holding Company

Total return on position FY19 (local)2
-12.5%

% of portfolio1
3.7%

Total return on position FY19 (GBP)
-7.7%

Discount
-46.8%

Contribution (GBP)3
-0.34%

% of investee company
2.1%

ROI since date of initial purchase4
4.3%

Swire Pacific was your Company’s fifth-largest detractor, reducing
NAV by -34bps, as unrest in Hong Kong had an impact on two major
components of Swire Pacific: Swire Properties (73% of NAV) and
Cathay Pacific (11%).
The performance of Swire Pacific ‘B’ shares can be split into two
distinct periods. Pre- and post- the Hong Kong demonstrations, with
the first recognised protest held on 9 June. Up until this point of the
financial year, Swire Pacific performed well, with the ‘B’ share price
up by +10% on an increasing NAV (+13%), with a widening of the
discount from 43% to 44%. Swire Properties was benefiting from its
asset rotation policy, funding the next phase of developments, plus
the de-centralisation story in Hong Kong was a boon for their Island
East portfolio. Cathay Pacific, two years into their transformation
programme, posted improving 2018 results, with the belief that
they would continue to benefit from the roll-off of fuel hedges and
improving operations.
However, since the demonstrations started, the performance of Swire
Pacific and its underlying holdings has more than wiped out1 the gains
from the opening eight months of the financial year. The ‘B’ shares’
discount has widened to 47% on a falling NAV, down 11% over the
financial year, a swing of -24% since the start of the demonstrations.
Cathay Pacific has been in the headlines with staff involved in
demonstrations while its three most senior management, Chairman,
CEO and COO, have been replaced. Air China has a 30% stake in
Cathay Pacific and the Civil Aviation Administration of China were
critical of Cathay’s commitment to safety and security, which were
probably factors in the changes. This appears to have appeased the
Civil Aviation Administration of China. While appeasing the Chinese
authorities reduces some pressure in the short term, companies are
having to tread a fine line between being seen to side with China or
the protestors. While Cathay Pacific has suffered from the specific
issues mentioned above, the unrest has also led to a dramatic fall in
visitor numbers to Hong Kong. Cathay Pacific reported passengers
flying into Hong Kong fell by -38% in August, as overall tourist
numbers fell to nearly half of the level that they were expected to be,
while cargo volumes have also declined on the back of slowing global
trade. Although the current situation is painful for Cathay Pacific, we
believe that when the current issues are resolved, visitor numbers will
bounce back quickly, with Cathay Pacific being a beneficiary of this as
it is the flag carrier for Hong Kong.
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For definitions, see Glossary on pages 89 to 92.
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SWIRE PACIFIC /
SWIRE PROPERTIES
Swire Properties is 82% owned by Swire Pacific and
is your Company’s largest underlying exposure. Swire
Properties owns a prime, mixed-use portfolio in Hong
Kong, Tier 1 cities in China and Miami. It trades on a
discount of c.49% to estimated NAV.

3.7%
% of portfolio

Swire Properties has been at the epicentre of the recent
demonstrations, with its large Pacific Place mixed-use scheme located
beside Admiralty, where the protests originally took place. Indeed,
demonstrations led the centre to lose some trading time to closures.
As mentioned earlier, tourist numbers are down significantly, reducing
spend in their retail assets, but also impacting hotel occupancy, with
Swire managing and leasing several hotels in Hong Kong. The extent
of these problems will be revealed in results for the third quarter.
Despite this, performance of their office portfolio continues, with
CLSA renewing their lease at Pacific Place at levels rumoured to be
above where we value the property. Other lease discussions for offices
continue as normal as they benefit from the move away from Central
to cheaper business districts, such as Island East, where Swire
Properties has significant exposure.
The ‘B’ shares, which your Company owns, still ascribe an efficientmarket-hypothesis-busting negative valuation to the ex-Swire
Properties businesses. While this situation has now persisted for well
over a year, it seems unlikely that the Swire family will let this persist
indefinitely, with almost half of their economic holding in Swire Pacific
being through the ‘B’ shares.
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JARDINE STRATEGIC

TOKYO BROADCASTING SYSTEM

Description
Family-backed Holding Company

Total return on position FY19 (local)2
-13.8%

Description
Asset-backed Company

Total return on position FY19 (local)2
-21.9%

% of portfolio1
4.1%

Total return on position FY19 (GBP)
-9.5%

% of portfolio1
3.2%

Total return on position FY19 (GBP)
-14.3%

Discount
-39.7%

Contribution (GBP)3
-0.54%

Discount
-48.6%

Contribution (GBP)3
-0.72%

% of investee company
0.2%

ROI since date of initial purchase4
-3.6%

% of investee company
1.4%

ROI since date of initial purchase4
-3.2%

Jardine Strategic was our fourth worst performer, reducing NAV by
-54bps over the year as the share price fell by -18%. The share price
decline outstripped the -11% decline in NAV, and we saw the discount
widen to 40%. Jardine is facing a multitude of headwinds, similar to
Swire Pacific, but not all down to the demonstrations in Hong Kong.
With 23% of NAV in Hongkong Land, it was an obvious detractor from
performance (reducing NAV by c.8% since the protests started), as
falling tourist numbers impacted retail sales along with a slowdown
in Central Hong Kong rental growth as Chinese demand waned (this
was likely occurring before the current demonstrations). We have
also seen weakness from Jardine Cycle & Carriage (23% of NAV),
Astra (82% of Cycle & Carriage’s NAV) and Mandarin Oriental (5% of
NAV). Similarly to Swire Pacific, performance was satisfactory until the
demonstrations in Hong Kong started but deteriorated after, partly due
to Hong Kong but also as a result of global growth concerns.
Jardine Cycle & Carriage and Astra are suffering from a South East
Asian slowdown as commodity prices impact numerous divisions
directly (mining and heavy equipment) but also second derivatives
of these economies such as auto sales. While Astra has improved
market share, auto sales in Indonesia have been weak, while
increased competition has impacted margins.
Mandarin Oriental is an interesting case. Performance has been terrible,
with the share price down by -24% this calendar year. With nearly 50%
of earnings and NAV coming from the Excelsior hotel in Hong Kong,
we see earnings pressure as the Excelsior closed in March, although
this was flagged well in advance to the market. However, on a NAV
basis, we see reason to be optimistic given the potential for outsized
gains when the development of the Excelsior site into a commercial
property is completed. Valuing a potential development at a 7%
capitalisation rate means that this property alone would be worth more
than the current market capitalisation of Mandarin Oriental, giving some
sense of how cheap it is at present.
Short-term numbers coming through are suggesting that Hong Kong
tourist numbers are down by as much as 50% and hotel occupancy
down from a normalised 80% to c.50%. We are likely to see pain in
reporting numbers of Hong Kong-focused stocks (Hongkong Land
and Dairy Farm), while margin pressure on Jardine Cycle & Carriage’s
auto exposure is unlikely to ease in the short term until new models are
released. However, the Jardine Group is now rich with cash, with Jardine
Strategic sitting on USD1.5bn and Jardine Matheson USD1.3bn after
the sale of Jardine Lloyd Thomson earlier this year. This gives them the
firepower to take advantage of any weakness in their underlying holdings.
With Jardine Strategic trading at the wider end of its discount range (40%)
and their holdings in the main trading at discounts to their long-term
multiples, we believe that much bad news has been priced in and
will watch carefully to see where the company decides to deploy its
cash reserves.

Tokyo Broadcasting Systems (‘TBS’) was our third largest detractor
this year, reducing returns by 72bps. TBS’ share price fell by -26%
which, coupled with NAV growth of +2%, resulted in a substantial
widening of the discount from 30% to 49%. Key holdings Tokyo
Electron (25% of NAV) and Recruit Holdings (19%) had mixed
fortunes, returning +36% and -13% respectively.
TBS announced its full-year results in mid-May. Management gave
a weak outlook for the 2020 profitability due to reorganisation costs
and the beginning of 4K broadcasting, announced a dividend payout
ratio of only 23% (well below the company’s stated 30% policy), and
gave no further strategy for reducing cross-shareholdings. Investors
had previously been hopeful for the prospects of a strategic change in
policy, following a Citibank research note in February which explicitly
mentioned the possibility of a large-scale sale of securities and greater
shareholder returns through buybacks and dividends. The market
reaction was distinctly negative, with the stock falling by -15% on the
day of the announcement.
Further disappointment came when TBS declined to take part in either
Tokyo Electron’s buyback or a block offering of Recruit shares. We
were disappointed by this as both represented opportunities to reduce
the extraordinarily large allocation in TBS’ NAV.
Against this, there are some grounds for optimism: in March, TBS
sold down around 8% of one of its largest holdings, Tokyo Electron,
introduced stock-based compensation for directors and saw
a 3% reduction in key allegiant shareholder stakes.
Despite a difficult year, we believe that the investment case for TBS
remains strong. It has excess cash, listed securities and prime Tokyo
real estate which cover its market capitalisation almost two times
over. TBS is, in effect, an asset manager with a small broadcasting
business. Whilst thus far TBS has been ambiguous in its intentions for
these assets, we believe that if it were to announce a clearly defined
strategic policy to reduce its over-capitalised balance sheet, the
market would reward the company with a much higher share price.
We remain in regular dialogue with TBS’s board of directors in order to
produce a satisfactory outcome for all stakeholders. We added to our
position on share price weakness during the year.
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For definitions, see Glossary on pages 89 to 92.
Weighted returns adjusted for buys and sells over the year.
Figure is an estimate by the managers and sum of contributions will not equal
quoted total return over the financial year.
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Investment Review / Investment Manager’s Review continued
Portfolio Review

DETRACTORS

AKER ASA

RIVERSTONE ENERGY

Description
Family-backed Holding Company

Total return on position FY19 (local)2
-19.0%

Description
Closed-end Fund

Total return on position FY19 (local)2
-53.6%

% of portfolio1
1.6%

Total return on position FY19 (GBP)
-22.3%

% of portfolio1
2.4%

Total return on position FY19 (GBP)
-53.6%

Discount
-26.4%

Contribution (GBP)3
-0.78%

Discount
-42.0%

Contribution (GBP)3
-2.93%

% of investee company
0.5%

ROI since date of initial purchase4
145.2%

% of investee company
5.1%

ROI since date of initial purchase4
-37.0%

Last year’s top contributor, Aker, was a significant detractor from your
Company’s performance this year. Over the period, Aker’s shares
declined by -32% on a total return basis, as NAV weakness was
compounded by the discount widening from 14% to 26%.

Riverstone Energy (‘RSE’) was by far our largest detractor for the
year (-293bps) with a share price fall of -54%. A sharp decline
in the NAV (-36%) was compounded by a near-doubling of the discount
to 42%.

NAV performance was disappointing, returning -20%. Shares in Aker BP,
the Norwegian oil exploration and production company that accounts for
72% of Aker’s NAV, returned -25%; there was also weakness at other
listed holdings, most notably Aker Solutions (5% of NAV), which declined
by -57%. Your investment in Aker has never been predicated on a
directional view on oil, but over shorter periods fluctuations in the
oil price can buffet or burnish Aker. In the case of financial year 2019,
it was the former: Brent crude oil prices declined by -27%, much to the
detriment of Aker’s NAV. Over the longer term, Aker’s NAV performance
has outperformed the return from an investment in oil, and indeed global
equity markets. It is this – as well as their active approach to deal making
and value creation – that attracts us to Aker.

Over the year, the price of West Texas Intermediate oil declined by -26%,
with geo-political concerns outweighed by continued strong production
levels. Sentiment to the US Oil & Gas sector is at all-time negative levels,
with energy’s share of the S&P 500 at just 5% (down from a peak of
13% in 2008). Multiple compression in publicly traded peers (the S&P
E&P Index trades at 5x EV/EBITDA vs 12x less than three years ago) has
translated into write-downs for RSE’s private investments.

Whilst the oil price clouded the outcome, there were still some positive
developments on the NAV front. Both operational and financial
performance remain strong at Aker BP, which held a Capital Markets
Day in January, projecting a greater-than-40% reduction in operating
expenditure per barrel by 2023, and materially increasing their dividend
forecast, with dividends expected to grow by 2.6x in the same period.
During the year, there were also positive developments at Aker Energy
(10% of NAV), a Ghanaian offshore oil and gas venture established in
2018, in which Aker holds a 49% stake. The venture is typical of Aker,
finding growth opportunities and suitable partners in the long-term
pursuit of value.
Turning to the discount side of the equation, Aker suffered from a
substantial de-rating in its discount from 14% to 26%, which alone
reduced shareholder returns by -15%. This was something which we
had prepared for, exiting over 70% of the position in the first nine months
of calendar year 2018 on lower discounts. Following weakness, the
position was subsequently rebuilt this year at a weighted-average
24% discount. We remain attracted to the long-term prospects of
NAV growth and discount narrowing.

More specific pain has been felt at Canadian holding Hammerhead
Resources, RSE’s largest investment, due to government caps placed
on production for companies such as Hammerhead that operate in
Western Alberta. A shortage of pipelines and other infrastructure has
depressed oil prices (when oil cannot be transported out of the Basin,
this depresses local oil prices) within the Basin and led to the
government action.
Overall, RSE’s holdings were valued at a MOIC (multiple of investment
cost) of 0.9x at June 2019 – this compares to a MOIC of 1.4x during the
third quarter of 2018.
RSE’s woes were further compounded by a -79% decline in the share
price of its sole listed holding, Centennial Resources (‘CDEV’, 7% of
NAV). CDEV was hit by the decline in oil prices over the period, which
was compounded by guidance from management that it would be
reducing production estimates by more than expected in response to
the oil price slide. While this move is sensible insofar as it leaves oil in the
ground when it is priced too low, it also means that CDEV is unlikely to
break-even until at least 2022; previously, management had projected
break even profitability in 2020.
There were some points of positive news over the past year, including
the realisation of two assets – Sierra and Meritage Midstream –
accounting for 7% of NAV, and an announcement with the June 2019
results that the board continues to “evaluate options with the goal of
reducing the discount”, and that it has been “holding discussions [...]
regarding potential changes to the terms of the investment management
agreement.”
The RSE investment has been a difficult one for your Company to
date, with weak NAV growth since the position was initiated in 2015,
and discount widening impairing shareholder returns. While we would
not want to pre-judge the announcement of the board’s measures to
reduce the discount, we believe that structural solutions will be required
to narrow the discount sustainably and we continue to engage with
the board and management of RSE in order to achieve a satisfactory
outcome for all parties.
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For definitions, see Glossary on pages 89 to 92.
Weighted returns adjusted for buys and sells over the year.
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