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Dear Reader,

Welcome to the May issue of Master Investor Maga-
zine. It's a sad fact, but the average pension pot is 
just £50,000 and one in three retirees will have to rely 
solely on the state pension in retirement. And with the 
UK's state pension being one of the least generous in 
Europe, that's not a great prospect. 

So, with the start of a new tax year, what better time 

Editorial Contributors  
Filipe R. Costa
Richard Gill, CFA
Victor Hill
David Jones
John Kingham
Jim Mellon
Tim Price
Alan Steel
Nick Sudbury
Barney Whiter

Editorial 
Editorial Director James Faulkner
Creative Director Andreas Ettl

Master Investor Ltd.
Unit 2, The IO Centre
Salbrook Industrial Estate
Salbrook Road
Salfords
Redhill
RH1 5GJ
United Kingdom 

To get 25% off 
on THE END OF 
INDEXING  
CLICK HERE 
and use the 
promo code:

MASTERBOOK

to get a grip on your financial future? With that in mind, we've enlisted well-re-
spected IFA Alan Steel of Alan Steel Asset Management to put together an action 
plan for readers looking to give their financial affairs an overhaul. But for those of 
you that are already on top of things, there are plenty of exciting investment ideas 
in the rest of this month's issue. 

One area where UK investors as a whole score badly is geographical diversifica-
tion. So-called home bias is rife in the UK, with many a portfolio overexposed to 
the domestic market. Given that the UK market has been an underperformer of 
late versus other developed markets, this means that many UK investors will have 
seen their portfolios underperform as well. 

Historically, one of the reasons that investors favour the UK market is safety – our 
stock market is supported by a robust legal, economic and political system. But 
we should remember that there are other countries that share the same char-
acteristics, not least Australia and New Zealand. With that in mind, this month, 
Victor Hill goes hunting for investment opportunities 'Down-Under'. Turn to page 
16 and you'll find that Australasia is under-represented in UK portfolios despite 
an extraordinary track record of growth. 

Meanwhile, closer to home, Filipe R. Costa gets bullish on the FTSE despite the 
headwinds posed by Brexit; John Kingham investigates why Centrica has such a 
high yield despite its defensive characteristics; and David Jones asks whether ster-
ling's rally has run out of steam. For the more adventurous investors out there, 
Richard Gill is revisiting his 'dogs of AIM' theme, to pick out three high-yielders 
offering tempting prospects on London's junior market. 

I hope you enjoy reading the latest issue as much as we enjoyed putting it together. 

Best regards,

James Faulkner
Editor

Code can only be used on the Harriman House 
website. Minimum order of £5 required. P&P will 
be added at the checkout.
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So, networking we have been, and 
there is still a day and a bit to go. 
After that, it's NYC and a final meet-
ing before heading back to Europe. 
It's been a full round-the-world trip, 
since I've been hiking in Japan for ten 
days prior to that.

This hike took place in the poorest of 
the main Japanese islands, Shikoku, 

traipsing around Buddhist temples 
on what the guide described as a 
"pilgrimage" – but in reality, was a 
hard walk to gain as much exposure 
as possible to the beautiful country-
side. Another side of Japan is visibly 
on display here: not the neon glitz 
of Tokyo or of Osaka, but the hol-
lowed-out countryside, where there 
are very few children, where the av-

erage age of farmers is north of 70, 
and where people are mostly (rela-
tively) poor.

Japan: defying the 
coming bear market

This is the Japan that reflects the 
grim demographics of the country, 
a country that is destined, in the ab-
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It's late April in LA, it's raining, and it's time for the annual Milken Institute jamboree. 
Anthony Chow and I are here, having been relieved of a large sum in order to attend. As with 
most conferences, the true value is in the networking effect, not so much in what is said at 
the various sessions. Some of the thoughts expressed by the speakers are really interesting, 
but all of them are ultimately available online.

mellon on 
the markets 

BY JIM MELLON
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MELLON ON THE MARKETS

“TAKE MY WORD FOR IT, 
FACEBOOK IS GOING DOWN, 

AND IT REPRESENTS THE 
GREATEST SHORT ON THE 

MARKET TODAY.”
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MELLON ON THE MARKETS

sence of a baby boom/and or immigra-
tion to see its population decline from 
125 million today to about 50 million 
by the end of the century. 

Japan is a world leader in robotics and 
in automation generally, and a trip 
to Shikoku is a brilliant eye-opener 
as to why it needs both robots and 
home-service help for its ageing pop-
ulation. There simply aren't enough 
young people to go around, and un-
less Japanese attitudes to foreigners 
change, there never will be. 

That doesn't mean that Japanese 
standards of living have to fall; indeed, 
it is noticeable that in my thirty or so 
years of going to Japan, the country 
seems to have remained prosperous 
despite stagnant economic growth. 
This is partly due to the fact that there 
has been literally no inflation for two 
decades, as well as the fact that with 
a shrinking population, the GDP pie is 
split between fewer people. 

It also means that for we foreigners, 
especially now that the yen is under-
valued and relatively weak, Japan is no 
longer expensive. Sure, if you want to 
shop in Ginza or stay in the luxurious 
five-star hotels in Tokyo, you can – and 
will – pay a lot. But outside of those, the 
eye watering prices of twenty years ago 
have become downright reasonable!

I still think Japan is a market that can 
defy the coming bear market signals 
emanating from the US, and I still think 
that the Nikkei will go over 25,000 
sometime this year, as the S&P and 
Dow stall.

Facebook: firmly in the 
crosshairs

On that subject, my call on Facebook 
(NASDAQ:FB) – a short – looked damn 
good post-Master Investor, but not 
quite so clever post their results, which 
were stellar. Those results are a lagging 
indicator of Facebook's glory days; it is 
now a company with the appeal of a to-
bacco company, and its pariah status 
is only beginning to become apparent. 
The FTC could levy a fine of $40,000 per 
infraction of data protection, and if it 
did, Facebook would be bankrupt. That 
is unlikely to happen, but the big pots 
of money the FANG stocks are sitting 
on, must be tempting to governments 
and agencies everywhere. 

Apparently, 75 governments have now 
demanded information from Face-
book, and although the latter can af-
ford the best lawyers and is adept at 
making insincere apologies, this time 
they are firmly in the crosshairs. Take 
my word for it, Facebook is going 
down, and it represents the greatest 
short on the market today, along with 
Tesla (NASDAQ:TSLA) (a cash crash in 
the making if there ever was one) and, 
probably, Snapchat (NYSE:SNAP) as 
well. 

Speaking of maniacally crazy valua-
tions, Bitcoin et al have reached the 
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first plateau on their way to oblivion. 
If you still have any of these crypto 
things, and you're not a despot, money 
launderer or otherwise nefarious, it's 
time to get out. Despite some wild 
forecasts of vast appreciation to come, 
these cryptocurrencies are on the way 
down, possibly to where they started. 
Don't pay to play here, whatever the 
hipsters tell you.

Place your bets

Gold and silver keep on banging around 
in a range, buffeted by the winds of 
macro change. Those winds are now 

D K Grove / Shutterstock.com
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proteins and lab-grown meat – the 
"meatless future". This could indeed 
be a huge new industry – as much 
as $10 trillion a year – and should be 
watched very carefully. I intend to do a 
lot more investigation in this area and 
will report back to you on anything I 
find interesting.

From a geopolitical point of view, the 
consensus is that Trump is here to stay 
and that he is doing to Iran what he did 
to North Korea – bark hard until there 
is a retreat. He is doing more or less 
the same on trade and expect a "deal" 
with China sometime soon. He obvi-
ously doesn't like Merkel, or the EU. 
This might represent a good opportu-
nity for the UK, if Mrs May can apply a 
little magnetism to herself and to the 
forthcoming trip of the great man him-
self to Britain.

Overall though, the world economy 
is slowing. Europe has had its "dead 
cat bounce" and it was short lived. In 
Europe, the cheapest market is the 
UK, and GlaxoSmithKline (LON:GSK) 
has caught my eye, along with BP 
(LON:BP.) and Shell (LON:RDSB), 
which given recently rising oil prices 
look dirt cheap. 

Happy Hunting!

Jim Mellon

beginning to blow in one broad direc-
tion – and that is a move to higher infla-
tion (good for precious metals) spurred 
by capacity constraints in many major 
economies, as well as incipient wage 
pressures. 

My bet remains on gold and silver, 
especially in an environment of bond 
market bearishness. It is only a mat-
ter of time before the important US 
10-year bond yield goes decisively 
above 3%, a key psychological indica-
tor. The supply of bonds in the Trump 
era of tax cuts and deficit spending 
will be staggering, and as the supply 
increases and interest rates rise, there 
will of course be a bigger interest bill to 
pay, exacerbating those deficits. Not a 
pretty picture. 

The US dollar is strengthening re-
ally because of this and because of 
"Quantitative Tightening" by the Fed. 
Charles Gave of Gavekal is forecasting 
a very nasty surprise this year, and I 
agree with him. Batten down those 
hatches and get ready for some in-
coming fire.
 
Meantime, at the Milken, the key 
themes appear to be: real estate every-
where is too expensive and in particu-
lar retail space is toast (minus 50% 
coming according to Sam Zell, a griz-
zled veteran of the industry); and an 
agricultural revolution is taking place, 
based around healthier foods, plant 
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“TRUMP IS HERE 
TO STAY AND 

HE IS DOING TO 
IRAN WHAT HE 
DID TO NORTH 

KOREA.”
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Why is it that according to research 
from Aegon, the average private 
pension pot for those heading into 
retirement these days is a measly 
£50,000, despite the fact that, for 
most of us, we've lived through the 
most bountiful sixty-odd years in 
history? When the average pension 
income in central London is just shy 
of £38,000 per annum, why is the 
national average only £18,400 – and 
a paltry £12,800 in the Midlands? 
Over a twenty-year retirement, that 
makes the total income difference 
between best and worst a whopping 
£630,000! 

Why do so many folks die without 
bothering with a Will or any other 
simple planning, leaving behind 
heartache, delays, taxes and heavy 
legal bills for their families? Why do 
so many 'investors' leave so much 

money languishing in deposits? 
Why is it that even those who see 
the sense of having equity portfo-
lios ignore annual allowances that 
give extra tax-free income opportu-
nities? Too many whys. We should 
replace them with "Why nots?" As in 
why not change old bad habits? Why 
not aim for excellence? Why not set 
goals and feel good about achieving 
them? When's a good time to start? 
Why not now?

"True happiness is becoming some-
thing. This can be done by being 
committed to lofty goals. We cannot 
become something without commit-
ment." 

- Marvin J. Ashton

When I was just a youngster back in 
the early 1950s, my memory of this 

time of year was rather clouded…by 
dust, lots of it. Yes, this was tradition-
ally the time that mums and grannies 
took their carpets out into backyards 
or gardens and gave them a good 
old-fashioned beating. Remember, 
this was years before household in-
novations such as fitted carpets.

If we were lucky, us youngsters es-
caped this outdoor mayhem but 
were usually roped-in to scrub-up 
brasses and polish the family sil-
ver. The whole affair was known as 
"Spring Cleaning". It was an annual 
event.

When you think of it, it all made 
sense and copied what nature did. 
For spring is the time when the days 
get longer and warmer (only longer 
in Scotland though). And in our mod-
ern world of fitted carpets and artifi-
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BY ALAN STEEL

… Now my advice for those who die 
Declare the pennies on your eyes 
'Cause I'm the taxman, yeah I'm the taxman 
And you're working for no one but me 

- The Beatles

COVER FEATURE

How to give 
your finances a 

Spring Clean

https://masterinvestor.co.uk
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“ONLY ONE IN TWENTY-FIVE 
OF US REACH RETIREMENT 
WITH GENUINE FINANCIAL 

INDEPENDENCE.”
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cial oak flooring it's a perfect time now-
adays to replace the carpet-beating 
ritual with taking our finances seriously 
at least once a year and giving them 
a good going over. For unless we do, 
how can we be sure about the quality 
of our financial lives in retirement? Or 
even worse, what mess will our fami-
lies inherit when we die? 
  
What have the Romans 
done for us? 

Despite spring moving around from 
year to year between March and April, 
"financial experts" tell us the best time 
to have a go at reassessing our finan-
cial plans, if we have any, is right af-

ter the new "fiscal year" or "tax year", 
which begins every year on 6th April. 
This year it was a Friday. 

Now who thought that one up? The 
sixth of April? Not an obvious starting 
date for anything, is it? Surely, logically, 
the first of January makes far more 
sense. And that's the conclusion in 
loads of countries including the US and 
Canada. So how come we're different? 
If you think Pensions legislation is com-
plicated, wait until you hear this.

In the UK the New Year used to start on 
25th March because of some weird re-
ligious accounting system in medieval 
times which divided the year into quar-
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ters. And for some reason lost in the 
mists of time, the quarter ending on 
25th March was when rents were due, 
and debts were settled. Over time, that 
day became the start of the new finan-
cial year. 

Moving to 6th April started in the six-
teenth century with Europe dumping 
the Julian calendar because somebody 
noticed (goodness knows how) that 
the calendar was out by ten days com-
pared to the solar year. Pope Gregory 
introduced his own calendar which 
fixed the discrepancy by dumping a 
few odd days. The UK was unimpressed 
and ignored it just to spite Europe. But 
170 years later we were 11 days out 
of alignment with the rest of Europe. 
(Nothing changes there then, eh?) We 
were brought into line by an Act of Par-
liament in 1751, which dropped eleven 
days out of September the following 
year (no doubt in the process upsetting 
a few thousand Virgos who missed out 
on their birthday pressies or parties).

Determined not to lose out on tax col-
lections, the government extended the 
tax year to 4th April. Then fifty years 
later added another day for reasons 
best known to themselves. Just to com-
plicate things further, while our tax 
year runs from 6th to 5th April, their fi-
nancial year runs from April Fool's Day 
to 31st March, as does the Corporation 
Tax year for businesses. And elsewhere 
in the world most, countries opt for tax 
years that run from 1st January.

This may help to explain why so many 
of us find money and taxes so compli-
cated, and why only one in twenty-five 
of us reach retirement with genuine 
financial independence bestowed 
through ample pension funds and tax 
effective investments. It is also partly 
why the vast majority of us leave our 
families in the lurch financially when 
we die, thanks to being so disorgan-
ised and under-prepared. So why not 
decide to make this April the time to 
start putting all that right?

Goals or dreams?

Like losing weight, you can go it alone 
relying on guidance from online help-
lines, or if you're like my wife, you'll 
simply buy slimming magazines every 
year, admire the pictures, but fall back 
into the same old habits. It was Ein-
stein who said, "Insanity is doing the 

“ACCORDING TO RESEARCH FROM AEGON, 
THE AVERAGE PRIVATE PENSION POT FOR 

THOSE HEADING INTO RETIREMENT THESE 
DAYS IS A MEASLY £50,000.”

https://masterinvestor.co.uk


same thing over and over again and 
expecting different results."

But for different and lasting results 
nothing beats having a coach to map 
out targets specifically for your circum-
stances and then keep you on track 
over time, one way or another. Some 
of the best advice I received regarding 
goals was from a coach in the US who 
said the challenge was to have BHAGs 
– Big Hairy-Assed Goals. So, let's see 
what goals you can come up with. First 
we need to start with some basic ques-
tions to establish where you are now 
and where you want to be. That way, 
we can establish inefficiencies, short-
falls, and what needs to be done.

First up, do you really want to be finan-
cially independent? And by that I mean 
arrive at a time when you are in con-
trol of whether to work or not. When 
ideally would that be? And if that was 
now, measured in today's money, what 
spendable income would you want? 
Would you want that to keep up with 
inflation? And if you were to snuff it 
today, what financial state would your 
partner or family be in? Happy with 
that, or not? What are you going to do 
about it? 

Perspectives and actions

Let's look at some perspective. Let's 
assume you want to be financially in-
dependent in 15 years' time and that 

in today's money that would equate 
to £3,000 a month after tax. Also, let's 
assume you want that income infla-
tion-proofed and you also want your 
partner's income to be protected on 
your death. Assuming that future infla-
tion is 2% per annum, by simple rule of 
thumb you'd need to build a fund of £2 
million or thereabouts in only 15 years. 
Ouch!

The earlier you become aware of the 
enormity of such a target, the better. 
Now you may begin to understand why 
Einstein also said, "Compound inter-
est is the 8th wonder of the world. He 
who understands it, earns it. He who 
doesn't, pays it."

So, your financial "Spring Cleaning" 
should just start with goals on what 
you'd specifically want to achieve in 
real terms (BHAGs) in capital and in-
come for your later years, and what 
legacy you'd prefer to leave to your 
family on your death. And now for the 

hard bit: laying bare your existing situ-
ation to the eyes of another.

Any well-designed financial plan starts 
with the goals, then assesses where 
you are today. And it should start with 
protection issues, the potential "what 
ifs". What if you died tomorrow? What 
if you became ill tomorrow? Do you 
have cover for these possibilities? Is it 
enough? Will any payments go directly 
without tax and delay to who needs 
them most? Are your pension plans 
in trust? Are you sure? Do you have a 
Will? If so, when was it last reviewed? 
Have your circumstances changed? If 
you don't have a Will, go and get one. 
If you don't know why, go speak to 
families that have experienced such a 
nightmare.

Facing-up to difficult 
questions

Now let's go through your savings 
plans in detail. Pensions first. Many of 
us have been in different jobs or ca-
reers, and with pensions legislation be-
ing such a dog's dinner, what with over 
a couple of hundred law changes in the 
last 20 years, plus so-called "Pensions 
Simplification" twelve years ago, and 
bewildering "Freedoms" introduced 
more recently, there's every chance 
you've gone off-piste. 

Add to that lot the increasing number 
of different types of plan you may be 
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“FIRST WE NEED TO 
START WITH SOME 

BASIC QUESTIONS TO 
ESTABLISH WHERE 
YOU ARE NOW AND 
WHERE YOU WANT  
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stuck with, with their ever-increasing 
small-print restrictions, and the over-
charged and underperforming invest-
ments inside, the chances are high that 
a review can improve your eventual 
fund size significantly. No matter how 
complex you think they are, pensions 
should be the starting point of retire-
ment planning thanks to their still-be-
nign tax status. 

Yet another restriction on tax reliev-
able contributions has come along 
to introduce "tapering rules" which 
further complicates what is known 
as "carry forward" rules. There used 
to be a retrospective chance to catch 
up on previous years when you didn't 
make full contributions to your pen-
sion plans and pick up tax relief. That's 
much harder now, especially the more 
you earn above £150,000, but that now 
includes dividend income and benefits 
in kind. The more you earn the less 
you can contribute and offset against 
taxes. 

Sadly, the whole pensions area is so ut-
terly complex you need a Philadelphia 
lawyer or preferably an experienced 
and qualified IFA to guide you through 
the jungle. But it's well worth it. Few, if 
any, investment areas are as tax effec-
tive, even against Inheritance Tax (IHT). 
And if you haven't had the treatment 
of the death benefits checked recently, 
do so without delay.

Next up list your deposits, collectives 
(investment trusts, OIECS, investment 
bonds) and review the performances 
net of costs. Update your portfolio val-
ues. Have you taken advantage of an-
nual tax exemptions? Have you taken 
advantage of all the opportunities to 
roll over tax free gains into ISAs which 
in turn avoid high rate income tax on 
dividends, as well as giving you free-
dom from any Capital Gains Tax (CGT)? 
If not, why not?

Aiming for tax freedoms

Have you thought of shares in the AIM 
index which don't count when calculat-

ing an IHT tax charge? (HMRC in 2016 
raised over £5 billion in Inheritance Tax 
for the first time.) Have you thought of 
investing in VCTs or EIS investments 
which, while higher risk, give valuable 
upfront tax reliefs, and freedom from 
CGT and Income tax ad infinitum? 

Let me remind you that there's no bet-
ter feeling, when you're my age, than 
a tax rebate and repeating tax-free 
cheques from my VCTs. I must admit 
that my only regret in investment over 
the years is that I didn't stick more 
away into VCTs. As I said to a financial 
journalist pal recently, "Don't complain 
that your VCTs haven't given you any 
capital gains, they produce tax free 
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income for life, your partner's life and 
the tax-free income can pass down the 
generations." 

Finally, are you making full use of all 
the tax allowances available to you and 
your partner? Tax planning doesn't 
just stop at different income tax rates. 
It should apply to building real wealth 
over the years by proactive use of all 
tax planning opportunities, and regu-
lar Spring Cleaning of your investments 
too. And it makes sense to review your 
attitude to risk. As you age, asset pro-
tection usually takes precedence over 
out and out growth. Especially after a 
nine-year equity bull market that few 
saw coming. Now go get that coach! 

About Alan

Alan Steel rose to prominence in the financial sector after being the first 
person to put pen to paper to accuse Equitable Life of rampant mis-selling. A 
true champion of the ordinary saver/investor, Alan founded Alan Steel Asset 
Management in 1975, and now has over £1 billion under management. Visit 
the company website at www.alansteel.com. 

This is the personal view of Alan and is not advice. Readers should take per-
sonalised independent advice on such matters.

“NO MATTER HOW COMPLEX YOU THINK THEY ARE, PENSIONS 
SHOULD BE THE STARTING POINT OF RETIREMENT PLANNING 

THANKS TO THEIR STILL-BENIGN TAX STATUS.”
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opportunities in focus

Investing 
down-under
Australia and New Zealand should 
be on investors' radars

BY VICTOR HILL
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They are non-identical twins on the other side of the world. Despite their shared language 
and historical DNA they are very different. They are both amongst the most prosperous na-
tions on Earth in GDP-per-capita terms. They both command immense resources (though 
of different kinds) and benefit from some of the best educated populations. The quality of 
life in both countries is exceptional. Yet Australia and New Zealand are often off-radar for 
UK and US investors.

Why? Because they are so far away? In a digital age geographical proximity accounts for less. 
Besides, air links are improving by leaps and bounds. In March Qantas (ASX:QAN) launched 
its 17-hour non-stop service between London Heathrow and Perth. They are already talking 
about the viability of a non-stop service between London and Sydney. The new generation 
of airliners coming on-stream soon will be able to fly London-Auckland non-stop.

In a globalised world a shared language, legal code, and political and cultural values still 
count for a lot. Investment in Australian and New Zealand equities is a way by which UK 
and US investors can diversify into two consistently growing economies while undertaking 
minimal political, legal and regulatory risk. Currency risk is also manageable. Moreover, 
opportunities abound down-under…

https://masterinvestor.co.uk
https://masterinvestor.co.uk
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criticism. The NZX is trying to improve 
liquidity and is consulting with the in-
vestment industry on how to channel 
more trading through the formal mar-
ket as opposed to off-market trades 
which obscure price transparency. 
To this end the NZX is overhauling its 
price structure and bringing its trading 
and clearing model into line with global 
norms.

New Zealand has a somewhat lower 
standard of living than Australia – 
though it has a GDP-per-capita com-
parable with that of Britain. Unlike 
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Young and rich

These two young countries have 
achieved astonishing levels of well-be-
ing in their relatively short histories 
and have huge future potential. Aus-
tralia has the 10th highest GDP-per-
capita in the world in nominal terms 
while New Zealand is in 19th place. 
Australia, the size of the USA minus 
Alaska, has a population of under 25 
million while New Zealand has 4.8 mil-
lion people (though its population has 
grown by about 15 percent in the last 
four years).

True, there is minimal manufactur-
ing in both countries. Ford Austral-
ia's engine and vehicle plants closed 
in October 2016 and the Holden and 
Toyota Australia factories closed in 
late 2017 since when all cars are im-
ported. Principal automotive imports 
are from Japan (Toyota (TYO:7203), 
Honda (TYO:7267) and Mitsubishi 
(TYO:8058)) and Korea (Hyundai 
(KRX:005380) and Kia (KRX:000270)). 
But the service and commodity sectors 
are booming. If the bedrock of Aus-
tralia's prosperity is mining, New Zea-
land's is agriculture.

Australia is a very significant country, 
financially speaking. The Australian Se-
curities Exchange (ASX, based in Syd-
ney) has nearly 2,200 listings and has a 
market capitalisation of about US$1.3 
trillion making it the eighth largest eq-
uity market in the world and the sec-
ond largest in the Asia-Pacific region. 
The Australian foreign exchange mar-
ket is the seventh largest in the world 
in terms of global turnover, while 
the Australian dollar is the fifth most 
traded currency. The Australian Dol-
lar-US Dollar trade is the fourth most 
traded currency pair worldwide. Partly 
as a result of its compulsory super-
annuation system, Australia has the 
largest pool of funds under manage-
ment in the Asia-Pacific region, and the 
fourth largest in the world. Finally, the 
big four Australian banks – Westpac 
(ASX:WBC), Australia New Zealand 
Banking Group (ASX:ANX), National 
Australia Bank (ASX:NAB) and Com-
monwealth Bank of Australia (ASX-
:CBA) – are truly international univer-
sal banks which also dominate New 
Zealand's banking sector.

The New Zealand market is much 
smaller. The NZX, based in Wellington, 

has around 300 listings with a market 
capitalisation of US$99 billion in April. 
As I discussed in a recent article, there 
is a worrying tendency for NZ compa-
nies to delist from the NZX and to list 
in Australia, often using so-called back-
door listings. Moreover, a number of 
NZ listed entities have been acquired 
by foreign purchasers of late. The re-
sult is that the NZX has been getting 
smaller.

Despite a relatively benign economic 
backdrop the New Zealand stock ex-
change, the NZX, continues to draw 

“THESE TWO YOUNG COUNTRIES HAVE 
ACHIEVED ASTONISHING LEVELS OF WELL-

BEING IN THEIR RELATIVELY SHORT HISTORIES 
AND HAVE HUGE FUTURE POTENTIAL.”

https://masterinvestor.co.uk
https://masterinvestor.co.uk/economics/the-grass-is-greener-in-the-land-of-the-long-white-cloud/
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Australia, it enjoys a generous social 
system with free healthcare provided 
by the state. The quality of life of both 
countries, taking into account the ab-
sence of pollution and hours worked 
is amongst the best in the world. Both 
countries boast very high levels of life 
expectancy (82.8 years for Australia 
and 81.6 years for New Zealand).

The Australian economy advanced 
0.4 percent in Q4 2017, after an up-
wardly revised 0.7 percent growth in 
the previous quarter. It was the weak-
est growth rate since a contraction in 
Q3 2016. Overall in 2017 the economy 
grew by 2.4 percent, slightly below ex-
pectations of 2.5 percent growth. GDP 
Growth Rate on a quarterly basis in 
Australia averaged 0.85 percent from 
1959 until 2017, reaching an all-time 
high of 4.40 percent in Q1 1976 and 
a record low of minus 2 percent in Q2 
1974. Almost alone amongst Western 

Countryi Land Area Population 
2018

GDP/capita – 
nominal – PPP

Australia 7,692,024 km2 24,919,800 $55,707-$49,882

Canada 9,984,670 km2 34,653,100 $45,077-$48,141

New Zealand 268,021 km2 4,877,460 $41,593-$38,502

United Kingdom 242,495 km2 65,648,054 $39,735-$43,620

United States 9,833,520 km2 327,051,000 $59,501-$59,495

Table 1: Australia & New Zealand compared with other 
Anglophone countries

nations, Australia (and New Zealand) 
sailed through the Financial Crisis of 
2008 unscathed.

New South Wales is still seen as the 
powerhouse of the Australian econ-
omy and considers itself the model 
for other states. Sydney is the financial 
and cultural if not the political capital 
of the country and the home to many 
of Australia's largest companies.

During April, normally breezily con-
fident Australian leaders expressed 
grave concern over the prospect of a 
US-China trade war. Politicians lec-
tured the Aussie public about "the 
perils of protectionism". On 06 April 
Labor Trade spokesperson Jason 
Clare, in a speech to a Perth busi-
ness breakfast said he found it hard 
to believe that the world's two largest 
economies "would be sucked into the 
vortex of a full-blown trade war". Aus-

tralia regards itself as a beacon of free 
trade.

For a nation of just 25 million people, 
Australia punches above its weight in 
sport, science and medicine. It is cul-
turally vibrant and is a must-see tourist 
destination.

On 12 April economic forecaster In-
fometrics slashed its growth forecast 
for the New Zealand economy citing 
short-term headwinds created by gov-
ernment policy. The prediction made 
by Winston Peters MP, Deputy Prime 
Minister and Foreign Minister, last year 
that an economic correction was due 
appears to have been correct. Info-
metrics now sees GDP growth slowing 
to 2.4 percent by the end of 2018 and 
slipping below 2 percent in 2019 – al-
most one percent lower than previous 
forecasts.

Part of this is due to a slowdown in 
migration and in the housing market 
– already in train before the new gov-
ernment came to power last October. 
But Infometrics thinks that the cancel-
lation of numerous road construction 
projects in favour of rail and public 
transport initiatives will cost jobs. Sup-
ply-side constraints in the construction 
sector are also a brake on growth.

Infometrics forecasts that net migra-
tion will fall from 68,900 in the year to 
March to below 17,000 by 2021. So long 

    
Some Aussie stars and 
potential unicorns

Internode is an Adelaide-based in-
ternet service provider founded by 
Simon Hackett (see below) in 1991. 
It was acquired by iiNet for AU$105 
million in 2012.

RedFlow (ASX:RFX) is a Bris-
bane-based listed entity currently 
valued at around AU$64 million. 
Its major shareholder, director and 
ex-CEO, is serial tech tycoon Simon 
Hackett. The current Chairman is 
Brett Johnson, formerly a long-time 
member of Qantas's general coun-
cil; the CEO is Tim Harris, the former 
CEO of Chorus in New Zealand. For-
mer Santos boss David Knox is also 
an investor. Redflow is a high-tech 
start-up with proprietary technology 

in lithium battery production. Mr 
Hackett sees parallels between the 
fledgling energy storage market of 
today and where the internet was in 
the early 1990s. This is a very spec-
ulative stock. The shares are well 
down on a 12-month basis but went 
from AU$0.12 to AU$0.14 in April.

Sundance Energy Australia 
(ASX:SEA) is raising AU$331 million 
– almost six times its market capital-
isation – to fund a AU$221.5 million 
acquisition of acreage in Texas's Ea-
gle Ford shale basin from Pioneer 
Natural Resources and its joint ven-
ture partners. The company expects 
to be able to produce up to 22,000 
barrels of oil equivalent a day by 
2019 generating estimated revenues 
of US$250 million a year. This deal, if 
it goes through, will transform Sun-

dance from a low-profile player into 
a major Australian oil and gas stock. 
Sundance has been active in the USA 
since 2006. The only Australian oil 
group to have cracked the US shale 
sector previously was Aurora Oil & 
Gas which sold its Eagle Ford basin 
position to Baytex Energy (TSE:BTE 
& NYSE:BTE) in early 2014 for US$1.8 
billion at the top of the oil market.

BHP Billiton (LON:BLT & ASX:BHP) 
infamously lost billions in the US 
shale sector from which it is still 
trying to extricate itself. Special-
ist investors who understand the 
US shale sector might nonetheless 
wish to be a part of the Sundance 
deal. Jon Bishop, an analyst at Eu-
roz (ASX:EZL), the joint underwriter 
of the issue, says that Sundance has 
picked up "a unique opportunity".

https://masterinvestor.co.uk
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have had a good first hundred days 
– but there are signs that her govern-
ment is flagging as she prepares to go 
on maternity leave. (Yes, New Zealand 
is right-on socially progressive.)

Ms Ardern, 37 years old, a feminist 
who once worked in the UK Cabinet 
Office, became the leader of the La-
bor Party only seven weeks before last 
year's election when it was lagging in 
the polls. Her fresh and outspoken ap-
proach benefited Labor. In the election 
of 23 September Labor's share of the 
vote went up from 25 percent in the 
previous election to nearly 37 percent 
and seats won increased from 32 to 
46. In order to gain power, however, 
Ms Ardern was forced into a surprise 
coalition with Winston Peters' populist 
New Zealand First Party (9 seats) and 
James Shaw's Green Party (8 seats). 
She therefore leads a government with 
a majority of only 7 seats over the Na-
tional Party, now led by Simon Bridges 
MP.

The National Party (roughly analogue 
to the Conservative Party in the UK) is 
still tainted by the revelation that one 
of its MPs, Jian Yang, who immigrated 
to New Zealand from China in 1999, 
covered up the fact that he used to 
teach at a Chinese spy school.

Airlines: the kangaroo and 
the silver-backed fern

Qantas (ASX:QAN) is the flag carrier 
of Australia and its largest airline by 
fleet size, international flights and in-
ternational destinations. It is the third 
oldest airline in the world, after KLM 
and Avianca, having been founded in 
November 1920. It began international 
passenger flights in May 1935 as the 
"Queensland and Northern Territory 
Aerial Services" and was nicknamed 
"The Flying Kangaroo". Qantas is a 
founding member of the Oneworld air-
line alliance.

A significant international player with 
a truly global route network, Qantas is 
also the owner of Australia's number 
one budget airline, Jetstar. The CEO of 
Jetstar since last November is Gareth 
Evans who was previously CEO of Qan-
tas. The airline has carried more than 
250 million passengers since it was set 
up in 2003. The airline's route network 
extends across Australia and New Zea-
land where it has 20 percent of the in-

Australia's retail giants: 
"The three Ws"

Wesfarmers (ASX:WES) with its HQ 
in Perth is a massive Australian re-
tailer which owns, amongst other 
chains, the DIY and hardware chain 
Bunnings Warehouse and Austral-
ia's number one supermarket chain, 
Coles. But when it comes to success 
overseas, one of Australia's most 
outward-bound companies has 
met with disappointment. Bunnings 
bought DIY chain Homebase in the 
UK from Sainsbury's (LON:SBRY) 
in February 2016. Bunnings then 
sought to rebrand Homebase in its 
own colours and to focus on barbe-
que equipment and garden furni-
ture in a country with a much wet-
ter climate than that of Australia. 
The result was an almost immediate 
loss of market share. Bunnings, as-
sisted by Lazards, is expected to re-
instate the Homebase brand in the 
UK in due course. Bunnings Ware-
house is also the leading DIY super-
store chain in New Zealand. Coles 
has over 100,000 employees and, 
together with rival Woolworths, ac-
counts for more than 80 per cent of 
the Australian grocery market. It has 
over 800 superstores and another 
600 convenience stores mainly lo-
cated in petrol stations, generating 
revenues of AU$33 billion. Coles 
Online is the company's online 
shopping ("click & collect" and home 
delivery) service. Recently Wesfarm-
ers announced its intention to de-
merge the Coles business, seeking 
to retain only a 20 percent stake go-
ing forward.

Westfield Corporation (ASX:WFD) 
& Westfield Group (ASX:WDC). 
Founded in 1960 by legendary im-
migrant from Slovakia Frank Lowy 
– who is often cited as Australia's 
richest manii – the company owns 
shopping malls across Australia, 
the UK and the USA – including Lon-
don's two largest malls. In June 2014 
Westfield split into two listed entities 
– Westfield Corporation taking the 

international assets while Westfield 
Group manages the Australian and 
New Zealand real estate portfolio. 
Westfield Corp's shares spiked in 
December since when they have 
vacillated.

Woolworth's Group (ASX:WOW). 
It may come as a surprise to Brit-
ish and American visitors to learn 
that Woolworth's is alive and well 
and living in Australia! This brand fa-
mously died out in the UK in 2009. 
Woolworths Group, affectionately 
known as Woolies, is a major Aus-
tralian retailer with high-end super-
markets throughout Australia and 
New Zealand. It is the second largest 
company in Australia by revenue, 
after Wesfarmers, and the second 
largest in New Zealand. In addition, 
Woolworths Group is the largest 
takeaway liquor retailer in Australia 
and the largest hotel and gaming 
poker machine operator. With over 
200,000 employees the company 
had revenues of AU$59 billion in 
2016 but was narrowly loss-making. 
The company's shares have traded 
in the AU$25-28 range over the last 
12 months, though in April the share 
price experienced a pronounced up-
turn.

as Australia is growing faster than New 
Zealand, given freedom of movement 
between the two countries, young Kiwi 
talent is likely to head across the Tas-
man Sea and fewer New Zealanders 

working in Australia will want to come 
home.

The Prime Minister since October last 
year, Jacinda Ardern, is considered to 

TK Kurikawa / Shutterstock.com
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Wine is money

The Australian wine industry has es-
tablished itself as a major provider of 
high quality and varied wines to the 
world. In April CHAMP Private Equity 
did a deal to sell Accolade Wines 
to global buyout firm The Carlyle 
Group (NASDAQ:CG) for reportedly 
in excess of AU$1 billion. Accolade 
is the largest producer of Australian 
wine and its labels include Hardy's, 
Leasingham, Grant Burge, St Hallett, 
Petaluma, and Croser. It ranks in the 
top wine producers globally with 
AU$350 million of exports annually 
to 140 countries. Carlyle bought both 
CHAMP's 80 percent stake plus the 
20 percent stake owned by US liq-
uor company Constellation Wines (a 
subsidiary of Constellation Brands 
(NYSE:STX)). CHAMP effectively cre-
ated Accolade in 2011 when it bought 

Constellation's Australian and Euro-
pean businesses for AU$290 million. 
Accolade is on track to make an esti-
mated AU$100 million this year. The 
new owner is expected to accelerate 
Accolade's Asia strategy – meaning 
selling more wine to China where 
the market is growing at about 50 
percent per year.

Accolade operates the largest wine 
bottling, packaging and distribution 
centre in Europe – Accolade Park in 
Bristol, UK which employs 500 peo-
ple. The company is replicating this 
facility in Berri, South Australia. Ac-
colade was to have been listed on 
the ASX but according to Australian 
sources the floatation was pulled 
due to uncertainty around Brexit. 
Carlyle reportedly outbid US private 
equity house TPG and European 
group PAI Partners.

ternal airline market. It has a fleet of 
eight Airbus A320s and five Bombar-
dier Q300 aircraft. It has an order for 
several Airbus A321NEO airliners to be 
delivered in mid-2020.

Air New Zealand (NZX:AIR), founded 
in 1940, is the country's national flag 
carrier. Based in Auckland, the airline 
operates scheduled passenger flights 
to 20 domestic and 31 international 
destinations in 19 countries around 
the Pacific Rim and the United King-
dom. The airline has been a member 
of the Star Alliance since 1999.

During the week of 16 April AIR can-
celled a number of scheduled flights 
further to the incident in the USA when 
a Boeing 787-Dreamliner experienced 
problems with a Rolls Royce Trent 1000 
aero-engine. AIR operates 11 such air-
craft. This was particularly disruptive 
as it coincided with the New Zealand 
school holidays.

New Zealand's film and 
media industry

One of the things that pushed New 
Zealand forcefully onto the bucket lists 
of the world's better heeled tourists 
was the Lord of the Rings film trilogy 
which, as everyone knows, was filmed 
there. You can now visit the Hobbiton 
movie set – it has become a very taste-
ful theme park in Matamata (not far 
from Auckland) on the North Island. 
The great battle scenes were shot in 
the glorious Southern Alps not far from 
Queenstown.

What is not so well known is that New 
Zealand, despite its small population, 
has an important movie industry. Wel-
lington, the capital, is the traditional 
home for movie companies but Auck-
land is catching up fast. Foreign movie 
production companies are flocking 
to New Zealand to make their films 
thanks to the wonderful scenery com-
bined with excellent infrastructure and 
technical talent. Shooting recently fin-
ished in Otago province for Mission Im-
possible: A Wrinkle in Time.

Annabelle Sheehan, CEO of the New 
Zealand Film Commission, who was 
previously CEO of the South Australia 
Film Commission, said in a recent in-
terview: "Hollywood Studios know our 
country well and appreciate working 
here with great crews. But one has to 

https://masterinvestor.co.uk
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Owned by the Pandey family, CP Group 
has been both an active developer and 
owner of hotels. It bought three hotels 
last year from the exiting Host Hotels 
and Resorts Group (NYSE:HST) and 
recently converted offices into the 
129-room, Sofitel Wellington at a cost 
of NZ$51 million. It is also converting 
Auckland's former Reserve Bank build-
ing into a Sofitel.

The next biggest player is Singapore's 
CDL Hospitality Trusts (SGX:J85), 
which owns 12 hotels representing 6 

Outdoor clothing NZ 
style: Kathmandu 
Holdings

Outdoor equipment and cloth-
ing manufacturer Kathmandu 
(NZX:KMD & ASX:KMD) is a NX 
brand born in the mountains accord-
ing to its French CEO Xavier Simonet. 
In March the company acquired US 
footwear business Oboz Footwear 
for US$60 million which provides a 
unique distribution channel, retail 
and wholesale, for the company's 
products in the USA. Already 10 per-
cent of sales are generated there. 
Kathmandu employs 2,000 people 
– 160 at its Christchurch HQ, 60 in 
Melbourne (where Simonet is based) 
and more than 1500 throughout its 
chain of 163 retail stores through-
out NZ and Australia – plus one flag-
ship store in London's Kensington. 
A more extensive UK store network 
was closed in 2015. The company 

was given an award for ethical 
fashion practices last year for its 
commitment to send zero waste to 
landfill. It recycles 100 percent of all 
plastics it uses.

For the six months to 31 January, 
Kathmandu reported profits of 
NZ$12.3 million – up 23 percent on 
the previous year with better mar-
gins given lower clearance stock. 
Sales rose 4.3 percent to NZ$204.8 
million. Like-for-like store sales were 
up by 7 percent in the first six weeks 
of the current half-year. The com-
pany's strategy is to focus on the 
expansion of online sales in Austral-
asia and internationally.

This is a volatile stock. The retailer's 
shares hit rock bottom in June 2012 
at NZ$1.27 and hit an all-time high 
in 2014 of NZ$4. It is currently trad-
ing at a 12-month high of around 
NZ$2.60.

keep building and maintaining rela-
tionships to remain competitive". It is 
rumoured that Disney's forthcoming 
blockbuster Mulan and James Camer-
on's planned sequel to Avatar will be 
filmed in New Zealand.

The special effects company Weta 
Workshop based in Miramar (North 
Island) has met with international 
acclaim for its contribution to films 
such as the blockbuster Pacific Rim: 
Uprising.

The Kiwi hospitality 
industry is on a roll

New Zealand's providers of accommo-
dation of all kinds achieved a record 
39.6 million guest nights in the year to 
February – up 2.8 percent on the pre-
vious year according to Statistics New 
Zealandiii. 44 percent of those guest 
nights were accounted for by foreign 
visitors. The upsurge in tourism and 
hospitality has provoked a flurry of ho-
tel developments.

International guest nights were well up 
in the South Island with large increases 
in visitor numbers for Christchurch, 
Queenstown, Kaikoura, Southland and 
Dunedin. New Zealand offers the full 
spectrum of hospitality options from 
five-star hotels, through motels, hol-
iday parks, campsites, self-catering 
apartments and backpacker hostels. 
But the clear trend in New Zealand 
tourism is towards the higher end: 
luxury hotel stays are on the rise while 
the backpacker market seems to be in 
decline.

The survey found that, overall, hotel 
occupancy rates increased to an all-
time high of 81.8 percent. Some of the 
world's biggest hotel brands have es-
tablished themselves in New Zealand. 
A few, such as Hyatt (NYSE:H), have 
entered or returned to the market in 
the last few months and more, includ-
ing Ritz-Carlton, are rumoured to be on 
the way.

New Zealand's biggest owner of ho-
tels is CP Group, with 17 hotels and 8 
per cent of the country's hotel roomsiv. 
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percent of the market. CDL's portfo-
lio has not changed in several years. 
However, it is refurbishing the former 
Copthorne hotel in Auckland's water-
front, turning it into a five-star, 190-
room Millennium Hotel in early 2017. 
It will also take over the management 

of the 452-room Rendezvous Hotel in 
September, renaming it the Grand Mil-
lennium Auckland.

France's Accor SA (EPA:AC) which 
owns the Ibis and Novotel brands 
manages 17 percent of all hotel rooms, 
followed by Singapore's Millennium 
(LON:MLC) with 8 percent. Australia's 
Choice Hotels (NYSE:CHH) has 5 per-
cent. Heritage (NZ), Rydges, Britain's 
Intercontinental (LON:IHG), Distinc-
tion (NZ) and Australia's TFE Hotels are 
also significant players.

To reign or not to 
reign: the future of the 
monarchy in Australia and 
NZ

Many visitors arrive in Australia and 
New Zealand and are amazed to see 
the face of Queen Elizabeth staring at 
them from bank notes and coins. The 
UK monarch is Queen of Australia and 
Queen of New Zealand.

The Press of New Zealand's South Island 
reported on 20 April that Prime Minis-
ter Ardern had met with Prince Charles 
– the man who might be King. While the 
monarchy has strong support in both 
countries, it is fair to say that there is a 
considerable body of opinion on both 
sides of the Tasman Sea which favours 
a move towards a republic after HM 
The Queen eventually leaves the stage.

There seems to be two strands to re-
publican sentiment. Firstly, there are 
those who believe that the monarchy 
– a British monarchy – represents the 
colonial past and that both countries 
need to express their identities by hav-
ing one of their own nationals as head 
of state. The second strand is agnostic 
on the issue of a republic but is not 
comfortable with the Prince of Wales. 
Some think that Prince Charles does 
not resonate with the Aussie and Kiwi 
public – and that Prince William would 
be a more popular sovereign. Others – 
the social conservatives who still wield 
influence despite recent social reforms 
like same-sex marriage – will never for-
give the Prince of Wales for the dissolu-
tion of his marriage with Lady Diana…

That said the Prince's visit to Queens-
land and the Northern Territory to 
open and then follow the Common-
wealth Games in April was deemed a 
great success by the Australian media. 

    
Did you hear the 
one about the Kiwi 
aerospace industry?

It is common to hear people say 
there is no manufacturing in New 
Zealand – but that is not quite true. 
Hamilton-based aircraft manufac-
turer Pacific Aerospace (private) 
has been making small civil air-
craft since the 1950s and currently 
employs about 180 people. How-
ever, the company is currently in 
the doldrums. Only one aircraft 
has been rolled out of the hangar 
since February last year accord-
ing to local sourcesv. The CFO and 
the commercial general manager 
both left within a month of each 
another. And, to ice the cake, the 
company stands accused of sanc-
tions-busting in North Korea. How-
ever, the company claims to have 
firm orders and new models in the 
pipeline including for the Papua 
New Guinea Defence Force.

The main product is the mul-
ti-purpose 10-seater P-750 XTOL 
(extreme take-off and landing) 
aircraft. The planes are thought 
to sell for about NZ$2 million 
each. In 2016 a joint-venture was 
announced with Chinese state-
owned aviation giant Beijing Au-
tomotive through BAIC Interna-
tional (Hong Kong). The plan was 
to make up to 40 aircraft per year 
in Hamilton, half of which would 
go to China. That is not how things 
have turned out. According to the 
Weekend Herald a factory in China 
is now manufacturing P-750s us-
ing staff trained in Hamilton.

Currently the company is 50 per-
cent owned by the Chinese and 
50 percent by pacific Aerospace 
Group. The latter is 33 percent 
owned by PAHL Ltd owned by the 
Camp brothers and 67 percent by 
Auckland property and agribusi-
ness investor Nicsha Farac.

Nevertheless, there is a deep-seated 
notion amongst many in both coun-
tries that they will never be truly in-
dependent nations until such time as 
they have one of their own as head of 
state. My best guess is that, come the 
day, the parliaments of both coun-
tries will proclaim Prince Charles king 
– though with loud dissenting voices. 
There will then be referenda on the 
issue of the monarchy – which will be 
finely balanced.

While the monarchy is a potent symbol 
of Australia's and New Zealand's um-
bilical link to the Mother Country, the 
strategic alliances they maintain are 
more important than any symbol. In 
London at the Commonwealth Heads 
of Government Conference (CHOGM) 
in April, UK Foreign Secretary Boris 
Johnson and NZ Foreign Minister Win-
ston Peters pledged closer coopera-
tion in the Pacific region. Britain and 
New Zealand will co-host a forum on 
climate change in the Pacific in Decem-
ber at Wilton Park.

At the end of the day, the Five Eyes 
Agreement on intelligence sharing (be-
tween the UK, the USA, Canada, Aus-
tralia and New Zealand) is de facto the 
most effective military alliance in the 
world. On 20 April the NZ Prime Min-
ster, Jacinda Ardern, told the Five Eyes 
that New Zealand had been hacked by 
Russia. One is tempted to say: We are 
all in this together.

Australians will tell you that the war in 
the Pacific during WWII was won by the 
Americans and that they still look to 
America for ultimate protection, rather 
than to Britain. Indeed, Britain's mili-
tary presence in the Pacific is now neg-
ligible. In a more uncertain world, how-
ever, the combined military resources 
of the CANZUK (Canada, Australia, New 
Zealand and the UK) powers would be 
formidable. I expect this to climb to the 
top of the agenda once the current fog 
surrounding the Brexit negotiations 
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i	 Figures from Wikipedia, accessed 17 May 2016.
ii	 According to The Financial Review Rich List 2017 he is Australia's fourth richest man. 
iii	 Reported in The New Zealand Herald, B2, 13 April 2018.
iv	 See: https://www.stuff.co.nz/business/property/85164931/hotels--who-are-the-biggest-players
v	 Aviation workers waiting for takeoff, by Andrea Fox, Weekend Herald, page C5, 14 April 2018.
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World Bank IFC.

dissolves, as eventually it must. In ten 
years' time, Australia and New Zealand 
will loom larger in our strategic think-
ing than they do now. And they will be 
more important destinations for our 
investment capital.

God defend New Zealand!

When New Zealanders sing their na-
tional anthem, they pray for God to 
defend their island nation knowing 
that their last line of defence is not 
their armed forces, which are small, 
but their extraordinary isolation. Who 
would want to invade New Zealand? a 
Kiwi friend asked me.

New Zealanders harbour a fierce com-
petitiveness with Australia – expressed 
in the ferocious rivalry between the 
two nations' rugby and cricket teams – 
because they know that Australia has 
been endowed with greater blessings 
by Mother Nature; and yet they have 
been able to construct a nation of par-
allel prosperity and quality of life. New 
Zealand's strengths are numerous, not 
least its fertile land and its industrious 
people; but its greatest weakness is 
that it is too small. Small nations, which 
lack economies of scale, tend to be less 
efficient – and therefore less prosper-
ous – than large ones. That said there 
are many examples of small nations 
which have become rich by building up 
their competitive advantages – think of 
Switzerland.

The choices that New Zealand makes 
over the next ten years will set the 
country's future course for the next 
century and more. New Zealand needs 
to establish enduring partnerships with 
larger nations and groupings, which is 
why the TPP is considered a no-brainer 

there. But New Zealand, which is 
rightly proud of its multi-ethnic char-
acter, also needs to decide whether it 
wishes to remain an English-speaking 
nation or one largely speaking Manda-
rin. Time will tell.

Advance, Australia Fair!

You will never meet an Aussie who 
would not wish to be anything other 
than Australian – even if the Australi-
ans are inveterate travellers, especially 
when young. Those who spend time 
working abroad, not least in the UK, 
normally return in time. The notion 
that the country is blessed by nature 
and that it is a country where hard 
work pays off is implicit in the lyrics 
of Australia's national anthem. Unre-
stricted by the social attitudes of the 
Old World, endowed with the abun-
dant resources of a huge and vibrant 
young nation, Australians possess the 
sense of possibility of the Americans, 
but without their deep anxieties.

Australians all let us rejoice
For we are young and free
We've golden soil and wealth for toil
Our home is girt by sea.

Action

There are a wide number of equity op-
portunities for clever stock pickers on 
the Australian stock market; the New 

Zealand market, however, is smaller, 
less liquid and more volatile. That said 
there are numerous NZ stocks worth 
following, as described above, though 
many are listed on the Australian mar-
ket. Since nearly all Australian large 
cap stocks are heavily invested in New 
Zealand, the best way to get exposure 
to these two growing economies is via 
a diversified Australian equity fund.

The Ellerston Australian Market Neutral 
Fund is of interest to sophisticated in-
vestors but, unfortunately, is currently 
closed to new subscriptions. Australian 
equity funds delivered an average re-
turn of 12.9 percent in calendar 2017, 
while the S&P-ASX 300 index returned 
11.9 percent over the year, according 
to the Morningstar Australian Institu-
tional Sector Survey.

Most major London-based investment 
houses offer Australian funds but 
amongst locally-domiciled funds some 
of the star performers over the year 
have been Platypus Australian Equities 
Fund and Bennelong Concentrated 
Australian Equities Fund – which deliv-
ered returns of 24.2 percent and 30.8 
per cent respectively in 2017.

The team at Platypus applies quanti-
tative screens and fundamentals as 
the main drivers of its strategy, which 
results in a punchy portfolio of 20-40 
stocks, according to Morningstar.

“IN TEN YEARS’ TIME, AUSTRALIA AND NEW ZEALAND WILL 
LOOM LARGER IN OUR STRATEGIC THINKING THAN THEY DO NOW. 

AND THEY WILL BE MORE IMPORTANT DESTINATIONS FOR OUR 
INVESTMENT CAPITAL.”
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The healthy market gains in the last 
few years, coupled with a greater 
awareness of the importance of 
costs on long-term performance, 
has spawned a huge increase in 
the popularity of low-cost, passively 
managed index funds and ETFs. 

According to data from the Invest-
ment Association, in February 2016 
tracker funds accounted for £105.1 

opt for a well-run active fund could 
earn a significantly higher return. 
The main risk is that they could just 
as easily end up with a duff one that 
does much worse and it is amazing 
what a huge difference it can make. 

Over the last three years, the 250 
actively managed funds operating in 
the UK All Companies Sector gener-
ated an average return of 20.2%. The 

There's a lot of talk about the recent sharp increase in volatility creating a stock picker's 
market after years in which the majority of shares have tended to move in unison. In the-
ory, this sort of environment, where prices behave in radically different ways, should fa-
vour active funds over their index tracking counterparts, but it is a big ask to generate long-
term outperformance after deducting the higher charges. 

billion out of the total open-ended 
funds under management of £909.5 
billion. By February 2018, this figure 
had risen to £165.5 billion out of 
£1,205.8 billion. This represents a 
staggering 57% increase versus an 
overall rise of just 32.5%. 

Passively managed funds provide 
a low-cost way to track the perfor-
mance of an index, but those who 

Funds in Focus

IS it better to be 
active or passive?

BY NICK SUDBURY
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best with a gain of 93% was Chelver-
ton UK Equity Growth, while the 
worst was Old Mutual Woodford 
Equity Income with a loss of 7%. 
Over the same period the FTSE 
All-Share ETFs typically returned 
between 17% and 18%. 

Some investors believe that the best 
active funds can consistently out-
perform and will never use an index 
tracker, whereas others are sceptical 

and don't think that an active man-
ager will be able to add value after 
deducting the additional costs. A 
more agnostic approach is proba-
bly better, but whichever category 
you opt for you will still need to pick 
the right funds to get the highest 
returns.

Both have a role to play

Nick Bamford, a Chartered Financial 
Planner at Informed Choice, says 
that they use both active and pas-
sive funds for their client portfolios 
as they believe there is validity for 
both. "In a mature market like the US 
or UK where finding an active fund 
that consistently outperforms the 

index is more challenging, we might 
lean in favour of a passive fund." 

Informed Choice has developed 
their own quant screen as a method 
of reviewing the thousands of 
active and passive funds available. 
This looks at 12 points of reference 
including the long-term perfor-
mance, volatility and charges, as well 
as certain technical ratios. 

The aim of the process is to find suit-
able funds that display consistent 
risk-adjusted returns combined with 
low charges. Those that have passed 
the test include Rathbone Income 
and the passively managed Fidelity 
International Index. 
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Rathbone Income aims to achieve 
above average and maintainable 
income and is managed by the highly 
respected Carl Stick. The fund invests 
in small, mid and large size UK divi-
dend paying companies that are trad-
ing at a discount to fair value with the 
40-stock portfolio having an attractive 
historic yield of 4%. Its largest holdings 
include the likes of Royal Dutch Shell, 
Unilever, Glaxo, AstraZeneca, BP and 
British American Tobacco. 

Get active 

Darius McDermott, MD of Chelsea 
Financial Services, says that they 
favour active funds because they think 
they can identify managers that can 
consistently do better than the index 
after charges, so there is the potential 
for investors to get better returns. 

"An active manager can avoid certain 
stocks and sectors and invest in tomor-
row's winners rather than stocks that 
have already perhaps peaked. We look 
for a clearly defined and articulated 
process, with evidence that the man-
ager sticks to this process over the 
course of a market cycle, and evidence 
that they can repeatedly add value."

One such that they have identified 
is F&C UK Mid-Cap (see fund of the 
month below), which gives investors 
access to a high conviction portfolio 
of around 30 medium-sized UK com-
panies. "The manager focuses first 
and foremost on limiting capital loss 
and he has a good, sensible process of 
investing in simple businesses at rea-
sonable valuations." 

Adrian Lowcock, Investment Director 
at Architas, likes managers who have 
conviction in their ideas and believe in 
their process, but says that this must 
be accompanied by an ability to criti-
cally assess their decisions, especially 
the ones which went wrong. "Patience 
is also an important characteristic 
amongst fund managers as they can 
often be right, yet the market doesn't 
agree."

He recommends Lindsell Train Global 
Equity, which he says has a clear pro-
cess with a focus on the long-term 
growth of companies that the manager 
believes have something unique. The 
businesses it invests in have barriers 
to entry that competitors cannot easily 
replicate.

The £4 billion fund provides exposure 
to a concentrated portfolio in which 
the 10 largest holdings make up just 
over 60% of the assets. These include 
well-known companies such as Unile-
ver, Diageo, Heineken Holdings, Nin-
tendo, the London Stock Exchange and 
PepsiCo. 

Small is beautiful 

Patrick Connolly, a Certified Financial 
Planner at Chase de Vere Independent 
Financial Advisers, asserts that many 
active funds should have an advantage 
over their passive counterparts in the 
long-term. "Most passive funds are 
managed on the basis of market cap-
italisation, which means they will have 

the largest weightings in the biggest 
companies, but over time, small and 
mid-cap stocks should be expected to 
outperform their larger rivals which 
might be at the consolidation stage of 
their development."   

He likes Rathbone Global Opportu-
nities, which has been managed by 
James Thomson since 2003 and in that 
time has established a strong track 
record. The fund invests predomi-
nantly in the US and Europe, with the 
manager adopting a flexible approach 
as he searches for under-the-radar 
and out-of-favour growth companies.

Laith Khalaf, Senior Analyst at Har-
greaves Lansdown, believes that the 
most important factor in choosing 
an active fund is the manager, whose 
skills will be a key determinant of 
returns. "We suggest that investors 
look for managers who have a long 
track record of outperformance across 
a range of different market environ-
ments, so normally a performance his-
tory of seven years or more."

“PASSIVELY MANAGED FUNDS PROVIDE A LOW-COST WAY TO TRACK 
THE PERFORMANCE OF AN INDEX, BUT THOSE WHO OPT FOR A WELL-
RUN ACTIVE FUND COULD EARN A SIGNIFICANTLY HIGHER RETURN.”
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FUND OF THE MONTH 

Tom Wilson, the manager of the F&C UK Mid-Cap fund, aims to identify businesses with a strong competitive advan-
tage, attractive returns and low levels of debt. He then conducts detailed research to make sure that the valuation is 
attractive relative to the company's perceived prospects. 

These sorts of stocks can continue to generate profits irrespective of the state of the wider economy and tend to 
come out of economic downturns better than when they went in as they can pick up market share from their weaker 
competitors. 

Wilson has put together a concentrated 30-stock portfolio, with the 10 largest holdings including the likes of John 
Laing Group, Melrose Industries, UBM, National Express Group and Pennon Group. The three main sector exposures 
are Financials, Industrials and Consumer Services. 

McDermott says that he likes the manager's valuation discipline and the bias in favour of companies that can be eas-
ily understood. "The fund has continued to perform well during a period when its investment style has been out of 
favour – outperforming the index in four out of the past five calendar years, with cumulative outperformance of 21% 
(compared with the FTSE 250) after charges." 

F&C UK Mid-Cap provides exposure to a portfolio of value stocks that are largely domestically focused in the UK. This 
is one of the most unfashionable parts of the market with many of these businesses being written down because of 
fears about the impact of Brexit. When the growth/tech bubble finally bursts, it will be these sorts of companies that 
will be positively re-rated. 

Fund Facts

Name: F&C UK Mid-Cap 

Type: UK UCITS

Sector: UK All Companies 

Total Assets: £42.7m

Launch Date: 31 December 2005 

Historic Yield: 1.9%

Ongoing Charges: 0.81 %

Website: www.bmogam.com
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He says that investors might want to 
consider the Marlborough UK Micro 
Cap Growth fund that invests in some 
of the smallest companies in the UK 
stock market. "Such businesses tend 
to be risky, but often come with good 
long-term growth prospects. This is an 
area of the market which enjoys less 
scrutiny and consequently is a good 
hunting ground for active fund manag-
ers like Giles Hargreave who runs this 
fund."

The £1.1 billion fund has 55% of its 
assets invested in micro-cap stocks 
worth less than £250 million, with a 
further 26% in the small caps that are 
valued at £250 million to £1 billion. It 
is a highly diversified portfolio which is 
typical of this end of the market with 
275 different holdings. 

The passive alternative 

The main advantage of using trackers 
is that they are usually much cheaper 
than actively managed funds. The typ-
ical annual charge on an index tracker 
can be around 0.1% per annum, 
whereas an active fund might be 0.75% 
per annum or more. This is a big differ-
ence and means that actively managed 
funds start with a significant disadvan-
tage. 

"Tracker funds are the perfect option 
for those who are disillusioned with 
the higher costs of actively managed 
funds because they don't believe that 
they can consistently outperform or for 
those who want a simple long-term buy 
and hold option," explains Connolly.

When selecting a tracker fund he looks 
for those from experienced passive 
managers that predominantly use 
full replication to track their target 
index and have competitive charges. A 
good example is HSBC FTSE All Share 
Index, which provides a broad expo-
sure to the UK stock market and is very 
low cost. 

Lowcock says that passive funds are 
more automated, as there isn't a man-
ager deciding which stocks to buy, so 
the focus is more on the efficiency 
of the process. "The two main areas 
which impact on the performance are 
the tracking error, which measures 
how much the fund differs from the 
index, and the costs. The speed and 
efficiency in allocating new money can 

also be important as cash weightings 
could be a drag on the returns."

He recommends Blackrock US Equity 
Tracker, a cheap index fund that pro-
vides access to the world's largest 
equity market. These sorts of funds 
have been an effective way to get expo-
sure to the US as it is one of the most 
efficient investment markets available, 
making it hard for analysts to get a 
competitive advantage.

Other passive options that are closer 
to home include the Legal & General 
UK Index fund and the HSBC FTSE 250 
Index fund, which are simple, low-cost 
funds for those who prefer this type of 
exposure. 

HSBC FTSE 250 Index was launched in 
October 1997 and has assets under 
management of £816 million. The fund 

About Nick

Nick Sudbury is an experienced 
financial journalist who has 
written extensively for a range 
of investment publications 
aimed at both private and insti-
tutional investors. Before mov-
ing into journalism he worked 
both as a fund manager and as 
a consultant to the industry. He 
is a fully qualified accountant 
and has an MBA with finance 
specialism.

“THE TYPICAL ANNUAL CHARGE ON AN INDEX 
TRACKER CAN BE AROUND 0.1% PER ANNUM, 
WHEREAS AN ACTIVE FUND MIGHT BE 0.75% 

PER ANNUM OR MORE.”

has competitive ongoing charges of 
0.18% and over the last five years has 
generated a cumulative return that is 
within 1% of the index with a tracking 
error of just 0.07%. It has an historic 
yield of 2.5%. 
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At a point when there is just one 
year left for Brexit to materialise 
and change the UK's economic role 
in Europe, it is worth looking back to 
analyse what has happened so far 
in order to better understand what 
may or may not happen in the near 
future.

The challenges created by the di-
vorce of Britain from Europe are 
huge and will continue to dictate the 
path followed by British equities in 
the near term. But it is not just Brexit 
that will move the market. We're en-
tering a new period where inflation 
is higher, unemployment is at histor-
ically low levels, the global economy 
is growing, financial institutions are 
more regulated, and the construc-
tion sector is showing signs of satu-
ration at many levels. 

After so many years of rising asset 
prices, investors need to be a little 
more careful and selective than be-
fore. During the last few years, one 
of the best investment strategies 
has been to split funds between a 

market index and bonds. After tak-
ing into account all the fees incurred, 
an investment manager would have 
struggled to beat this passive strat-
egy, as central banks have been 
carefully managing downside risks. 
Consequently, a large part of the 
equity market now looks expensive 
while bonds appear to be nearing a 
cliff edge. More than ever, investors 
need to protect portfolios against 
downside risks, even at the expense 
of giving up some upside potential. 
With equity values so stretched, as 
they are now, a crash may occur 
suddenly. We have already had a 
glimpse of how quick volatility can 
rear its ugly head.

In terms of the British economy, all 
projections point to a soft 2018, at a 
time when growth is gathering pace 
elsewhere. Brexit may be holding 
back the economy, in particular be-
cause business investment has been 
delayed as a consequence of the 
uncertainty created. Still, British eq-
uities in general and the FTSE 100 in 
particular seem undervalued when 

compared with their peers. British 
equity indexes have struggled in re-
cent months, partly due to an appre-
ciating pound. While battered down 
by the Leave vote in June 2016, the 
pound has since managed to re-
cover almost all its losses against the 
US dollar and a significant portion of 
them against the euro.

The stronger pound is punishing the 
FTSE 100. But, as the Brexit grand 
finale approaches and the US econ-
omy accelerates, I believe there is 
potential for another round of ster-
ling depreciation, which may help 
the dollar-earners on the FTSE 100. 
The British blue-chip index has the 
advantage of being very modestly 
valued, offering some protection 
against the downside. From this 
point into the future, Brexit may 
lead to a further deterioration in 
the exchange rate, but it would be 
unlikely to lead to panic selling, as 
most of the downside appears to be 
accounted for. Therefore, if there is 
potential for surprises, I believe it is 
tilted to the upside. There is also an 

"If you can look into the seeds of time, and say which grain will grow and which will not, speak then 
unto me."

in "Macbeth", William Shakespeare

the macro investor
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additional point in favour of the FTSE 
100 – the prospects for rising infla-
tion. The many commodity stocks that 
are part of the FTSE 100 may offer a 
hedge against that possibility. A global 
pick-up in demand is also very favoura-
ble to commodities in general.

Extreme predictions rarely 
materialise

When we approach a point in our life 
where a significant change is expected 
to happen, we're usually afraid of it. We 
fear the unknown, even when it repre-
sents a chance for improvement. When 
we were nearing the year 2000, many 
stories and theses about the end of the 
world were put forward. But eighteen 
years after, the sun is still shining, and 
we are better off than before. After all, 
the passage from one millennium to 
another was much smoother than pre-
dicted.

Analogously, many feared the worst 
and predicted the UK economy would 
enter a long-lasting recession, just 
before the Brexit vote. I myself be-
lieved its effects would be worse than 
they have turned out to be so far. Not 
even the Bank of England resisted the 
gloomy outlook, pointing to a stagna-
tion for the second half of 2016 while 
Mark Carney warned of a possible 
"technical recession".

Fortunately, the gloomy predictions 
didn't materialise, and the UK did bet-
ter than many other developed econ-
omies. The depreciation of sterling 
helped the exporters and many of the 
dollar-earning FTSE 100 companies, 
which saw profits increase in sterling 
terms. From the date of the vote until 
the end of 2016, the FTSE 100 rose 13% 
while the S&P 500 rose just 7%. Retail-
ers had less luck at the beginning, as 
the rising import prices squeezed their 

margins. But as the pound later sta-
bilised and they were able to transfer 
some of the higher costs to the final 
consumer, the scenario improved for 
them.

However, if the worst of the gloomy 
predictions failed to materialise, the 
UK economy is hardly booming. While 
it is far from the "technical recession" 
scenario depicted by the Bank of Eng-
land, growth is falling short of other 
developed economies. The British 
economy grew 1.6% in 2017, which is 
below its peers. Growth in France, the 
US and Germany for the same period 
was 1.8%, 2.3% and 2.5% respectively. 
At a time when growth is gathering 
pace elsewhere, it seems it is losing 
momentum in the UK, which may be 
a sign that most of the positive effects 
felt over the last two years were mainly 
due to a global pick-up in economic 
activity rather than being a result of 
Brexit.

There was no instant recession due 
to the Brexit vote, but some negative 
effects may still materialise over the 
coming years. The IMF expects the UK 
to grow 1.6% in 2018, which is signif-
icantly behind the European Union 
(2.5%), and the US (2.9%). In the G7 
group as a whole, the UK is struggling, 
being placed just above Japan (1.2%) 
and Italy (1.5%).

Sterling: From slump to 
recovery

The immediate reaction from currency 
traders to the Leave vote was to sell 
sterling. On the day after the vote, the 
currency declined 9.8% against the 
US dollar, from 1.4660 to 1.3228. The 
trend continued over time as investors 
adjusted to the new conditions. By 16 
January 2017, one pound was worth 
1.2040 US dollars, or 17.9% less than 
before the Brexit vote. On the positive 
side, such depreciation means that a 
British company profiting to the tune 
of $500 million overseas would now 

“THE BRITISH 
BLUE-CHIP 

INDEX HAS THE 
ADVANTAGE 

OF BEING VERY 
MODESTLY 
VALUED.”
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convert this to £388 million instead of 
£341 million. The pound's fall against 
the dollar was one of the main reasons 
why the FTSE 100 rose so much in the 
aftermath of the Brexit vote.

The pound also lost ground against the 
then troubled euro. One pound bought 
1.2841 euros on 23 June but just 1.2302 
one day later, a 4.2% decline. The de-
preciation continued and by 25 August 
2017 the pound was worth 1.08 euros, 
accumulating a loss north of 16%.

The pound's depreciation was more 
severe against the dollar than the 
euro. In 2016 the eurozone economy 
was struggling while the US economy 
was already improving fast. Later, the 
pound ended up recovering much of 
its losses against the dollar, but it is still 
significantly depreciated against the 
euro. As of today, the accumulated loss 
is 3.3% against the dollar and 11.1% 
against the euro. 

In the near term, as the Brexit divorce 
date approaches, one should expect 
further sterling weakness. The Bank 
of England is expected to hike its key 
rate two times during the year, but 
there could be some dovish surprises 
as the central bank will be at pains to 
avoid a recession should the Brexit 
negotiations take a turn for the worse. 
Given the fact that the UK trade defi-
cit is large and that there is some 
likelihood of a softer monetary policy 
stance than predicted, I believe the 

pound will once again retreat against 
both the euro and the dollar, which will 
boost the FTSE 100. One way of getting 
a long position in the US dollar and 
short in the pound is through the ETFS 
Short British Pound Long US Dollar 
ETC (LON:USD2). While I am confident 
of further sterling weakness, I would 
avoid any leveraged ETF offering two 
or three times the daily change in the 
pound relative to the dollar, as no one 
is able to predict the behaviour of these 
instruments with precision. In many 
cases, an investor ends up guessing 
correctly with regard to direction but 
loses money on these leveraged ETFs, 
as they are equivalent to a strategy of 
buying more of what rises and selling 
what declines.

Inflation in the UK rose faster with ster-
ling's fall. From below 0.5% before the 
Brexit vote, consumer prices rose to a 
pace of change of 3% per year. But, as 
sterling reverses its losses, inflation is 
losing steam again. While inflation is 
now less pronounced than a year ago, 
we should always keep in mind that 
the unemployment rate currently sits 

at 4.3%, a 40-year low. Wage pressures 
will quickly mount and start pressing 
prices again. If that happens, I believe 
the central bank will lag behind, allow-
ing the pound to decline, in particular 
at a time when it has already recovered 
from the initial Brexit vote losses.

British equities look cheap

While the FTSE 100 rose faster than 
its peers during the first few months 
of the aftermath of the Brexit vote, it 
has lagged behind over time. Since 
the Brexit vote, the S&P 500 has risen 
27%, the DAX 23% and the FTSE 100 a 
more modest 15%. The British index 
has been underperfoming its peers 
for a long period of time, particularly 
because it has a large share of raw 
materials (an underperforming sec-
tor) and a lack of technology stocks 
(an outperforming sector). Still, raw 
materials have been in heavy demand 
lately, with oil now trading above $70. 
Iron ore, which has been a drag on 
FTSE profits, is also on better footing. 
Mining companies in the FTSE 100 look 
attractive and well positioned for the 

“I BELIEVE THE POUND WILL ONCE 
AGAIN RETREAT AGAINST BOTH THE 
EURO AND THE DOLLAR, WHICH WILL 

BOOST THE FTSE 100.”
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pick-up in global growth. Companies 
like Rio Tinto (LON:RIO), BHP Billiton 
(LON:BLT), Fresnillo (LON:FRES), 
Glencore (LON:GLEN), Anglo Amer-
ican (LON:AAL) are worth an invest-
ment as a group.

While the FTSE 100 seems under-
valued, there are a few companies 
that may be badly positioned for 
the current economic situation. That 
is particularly the case with bond-
like equities. At a time when bonds 
are struggling, stocks like Centrica 
(LON:CNA), National Grid (LON:NG), 
Severn Trent (LON:SVT), United 
Utilities Group (LON:UU), and SSE 
(LON:SSE) may follow suit. I would 
rather not own them.

The construction sector is another 
area that may see some difficulties. On 
the one hand, the government is eas-
ing back on austerity and is willing to 
spend more money in infrastructure, 
which should help the construction 
sector. But on the other hand, busi-
ness investment in general has been 
weak and house prices are showing 
signs of a top, particularly in London. 

While Brexit is certainly a huge blow for 
the European project, we now know it 
won't be extreme in political and eco-
nomic terms. The British economy will 
go through different periods of ad-
justment but will likely remain closely 
linked to the European Union, which is 
(and will continue to be) its main trad-

ing partner. The initial downfall of the 
pound helped a few dollar-earners in 
the FTSE 100 which lifted the market, 
but the trend was later reversed as the 
dollar weakened. The stronger pound 
weighed negatively on the FTSE 100, 
leading the British index to lag behind 
its peers. Still, the index is underval-
ued and offers good opportunities in a 
world where stocks may be approach-

About Filipe

Filipe has been a contributor to Master Investor since the earliest years. 
His specialisation is monetary policy, macro issues and behavioural finance 
where he allies the practical experience of several years of trading with ac-
ademic credentials. Filipe in fact teaches courses on Financial Markets and 
Monetary Economics at the University of Oporto Faculty of Economics, help-
ing traders maximise profits and better manage risk.

ing the exhaustion point in terms of 
appreciation. Besides, as Brexit looms 
near, further pound weakness is ex-
pected, which may help boost the 
FTSE again. Basic materials, financials, 
industrials, and technology all look at-
tractive industries, while utilities and 
some consumer-related stocks may 
encounter some difficulties in the 
meantime.
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“MINING COMPANIES IN THE FTSE 100 LOOK 
ATTRACTIVE AND WELL POSITIONED FOR 

THE PICK-UP IN GLOBAL GROWTH.”

Willy Barton / Shutterstock.com
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What does financial 
independence mean?

I quit my corporate job aged 43 
when I realised I probably had 
enough to never need to work 
again. In other words, I discovered 
that I was financially independent 
(FI). Most people assume this is 
impossible unless you are a lot-
tery winner, successful entrepre-
neur or hedge fund manager. But 
I did it as an accountant with an 
office job (and supporting a family 
with three children!). So yes, it's 
possible. But to get to FI, you are 
probably going to have to make 
some changes. Otherwise, our ac-
tions and attitudes to money can 
hold us prisoner.

On my blog I use the analogy of es-
caping from a prison camp. If you 
are in debt or working a job you 
don't like, then you are a prisoner. 
Freedom and happiness are a lot 
easier to achieve if you are finan-
cially independent. Financial inde-
pendence means you've escaped: 
you are allowed to keep on working 
if you want, but you can politely de-

cline the less reasonable requests of 
your boss or, even better, be your 
own boss.

"The Aggregation of 
Marginal Gains"

Getting rich may seem like a daunt-
ing task at first, but a journey of 
1,000 miles starts with a single foot-
step. Over time, small gains in your 
everyday life add up to big money. 
I call this "The Aggregation of Mar-
ginal Gains", a concept I borrowed 
from Dave Brailsford, the Team GB 
and Sky Cycling director and argua-
bly the most successful sports coach 
of his generation.

It's a cliché in personal finance to 
write about how cutting out that 
daily trip to Starbucks can save you 
a fortune in lattes over the course 
of a couple of decades. But the rea-
son things become clichés is that 
they are truths that get repeated 
frequently. Getting to financial inde-
pendence requires you to look for 
improvements in all areas of your 
spending, earning and investing. 
Every little helps.

The 4 elements of 
financial independence

Some smart investors have a bit of a 
blind spot when it comes to wealth 
accumulation. They become ob-
sessed about the details of individ-
ual shares or funds. They miss the 
wood for the trees.

The truth is that your investment re-
turns are only one factor in how long 
it takes to get to financial independ-
ence. And not the most important 
factor either. So, lets break it down 
into the four elements needed to 
reach FI: 
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BY BARNEY WHITER

Can you invest your 
way to Financial 
Independence?

“MOST PEOPLE 
TREAT THEIR 
MONEY LIKE 

IT’S WATER IN A 
BUCKET FULL OF 

HOLES. I SUGGEST 
YOU THINK OF IT 

LIKE YOUR BLOOD.”

http://www.theescapeartist.me/
https://theescapeartist.me/2015/03/02/the-aggregation-of-marginal-gains/
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CAN YOU INVEST YOUR WAY TO FINANCIAL INDEPENDENCE?

1. Earn more

The primary driver of the time it takes 
to get to financial independence is 
your savings rate (the percentage of 
your income you can save and invest).  
And, let's be honest, it's easier to save 
more of your income when you're on 
a higher income. There are five main 
ways you can earn more money in your 
career:

•	 Work harder
•	 Take more career risk
•	 Do something that others can't (or 

won't) do
•	 Negotiate better 
•	 Get a side hustle

Yes, I know this is common sense. But 
I've come to realise over the years that 
common sense isn't that common.

2. Spend Less

Most people waste vast amounts of 
money on debt interest, pointless con-
sumer spending and status goods. 
There are lots of reasons why we do 
this, encouraged by the advertising 
and marketing industries.

We all have a money blueprint in our 
minds that we developed growing up. 
We were taught attitudes by parents, 

other family, teachers, advertisers 
and bosses. Some of these attitudes 
are true, but on examination many 
turn out to be half-truths or just plain 
wrong. One example is the widely-held 
belief that more spending brings more 
happiness. But academic studies show 
that, above a certain level, additional 
spending (particularly on "stuff") brings 
no additional happiness. 

Most people treat their money like it's 
water in a bucket full of holes. I suggest 
you think of it like your blood. It's not 
something you want leaking out of you 
unless there's a really good reason. 
When it comes to your spending, you 
need to track your spending to be able 
to answer the question: Where does it 
all go?

Before you can repay debts and learn 
to invest, you need to save. You should 
target a savings rate of 50+% of your 
(net) pay. No, that is not a typo. If you 
can save 50% of your earnings, then it 
should take you about 19 years to go 
from broke to the point where you are 
financially independent and probably 
never need to work again. And if you 
can save an amazing 75% of your earn-
ings (I didn't manage this, but I know 
some that do) it only takes seven or 
eight years to go from broke to finan-
cially independent.
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These savings rates are obviously eas-
ier for higher earners. But only if you 
don't allow your spending to creep up 
unseen via lifestyle inflation. And if you 
are a not a high earner, then being fru-
gal is even more important. Remem-
ber – money is not for showing off or 
spending on consumer nonsense, it 
is for making you more money to buy 
freedom and happiness.

3. Invest wisely

Given where this article is appearing, 
I'm guessing you've already realised 
the importance of this one. With inter-
est rates close to zero on cash, we're 
not going to be able to build enough 
wealth by just saving in a bank ac-
count. One of the foundations of finan-
cial independence is learning to think 
long term and accept the inevitable 
volatility of equity markets along the 
way. For the long-term investor, equity 
market crashes are rich sources of op-
portunity that allow us to buy assets 
cheaply.

As we all (should) know, compound in-
terest is the most powerful force in the 
universe over longer periods of time. 
At 12% per year, your money doubles 
every 6 years. This can seem quite bor-
ing for the first few years. After that, 
as the snowball gathers size, it stops 
being boring and becomes really very 
interesting.

Unfortunately, many people are pay-
ing far too much in fees and expenses 
on their pension plans, ISAs and other 
investment vehicles. The best way to 
avoid this is to take charge and man-
age your own investments.

There are many different investment 
styles and strategies out there. Of 
those many options, there are two that 
I use. Firstly, the best option for many 
(most?) people is to keep things as sim-
ple as possible and just invest via low 
cost index trackers. People who don't 
want to spend their life focussing on 
company accounts, analyst research 
and share price graphs can unlock the 
power of the stock market to build sig-
nificant wealth. Vanguard has been a 
gift from God in this respect.

Secondly, I manage my own concen-
trated portfolio of high quality shares, 
focussing on global businesses with 
enduring franchises that allow them to 

“MONEY IS NOT FOR SHOWING OFF OR 
SPENDING ON CONSUMER NONSENSE, IT 

IS FOR MAKING YOU MORE MONEY TO BUY 
FREEDOM AND HAPPINESS.”

https://masterinvestor.co.uk


earn high cash returns on capital and 
to re-invest and compound those cash 
returns over time. This is comparable 
to the strategy adopted by Fundsmith 
and Lindsell Train.

In my career, I worked in corporate 
finance. I specialised in valuing com-
panies. This gave me an ideal van-
tage point from which to hone my 
stock-picking. Not only did I get good 
at valuation analysis (such as multiple 
analysis of comparable companies, of 
prices paid in M&A transactions, dis-
counted cashflow etc.) but I also got 
to see which companies endured and 
which tended to blow up. This taught 
me the wisdom of tilting towards qual-
ity when stock-picking. 

4. Know when you have enough

Here's a true story from the classic in-
vesting book Winning the Loser's Game. 

Two writers were at a party held on a 
billionaire's island. The first was Kurt 
Vonnegut, the second Joseph Heller, 
author of Catch 22. Kurt turned to Joe 
and said: "How does it make you feel to 
know that our host only yesterday may 
have made more money than your novel 
Catch 22 has earned in its entire history?"

Joe: "Ah, but I've got something he can 
never have"

Kurt: "What on earth could that be, Joe?"

Joe: "The knowledge that I've got enough".

These stories illustrate a fundamental 
truth about financial independence. 
It's often harder than you think to real-
ise when you have enough.

There is a helpful simplifying concept 
here: the idea of a 4% safe withdrawal 
rate. The 4% "rule" is a simplification. 
It is based on a number of studies, the 
most widely cited of which is the Trinity 
Study. The Trinity Study showed how, 
over a range of time periods and mar-
ket conditions, how portfolios reacted 
to differing levels of withdrawals.

In the Trinity Study, portfolio success 
was defined as not running out of 
money within a 30-year retirement pe-
riod. And, under that definition, with a 
75% equities/25% fixed income port-
folio and 4% inflation adjusted with-
drawals, the portfolio success rate was 
100%.

This 4% "rule" means that the maths is 
the easy bit. All you need do to get to 
financial freedom is cut your spending 
and save enough so that your invest-
ment portfolio is worth more than 25x 
your annual spending. That will proba-
bly be enough.

Achieving FI not only entails the dis-
cipline to accumulate wealth for a 
number of years but then also having 

the self-awareness of your own emo-
tional flaws and biases to know what's 
enough.

Conclusion

If you're new to these concepts, be 
aware that the stuff I've covered is only 
the tip of the iceberg. There's a huge 
amount of high quality free informa-
tion out there. The weird thing is that 
what for me started just as an attempt 
to get better with money, turned into a 
broader journey of self-development.

I wish you all the best on your journey.

If you would like more on this subject, 
you can check out Barney's blog at www.
theescapeartist.me.
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INDEX TRACKERS.”
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BY JOHN KINGHAM

dividend hunter

Centrica's 8% yield 
means it's priced for 
energy Armageddon 

In the beginning, 
energy companies were 
privatised, and it was 
good

After the energy sector was priva-
tised in the 1980s and '90s, energy 
utilities were about the most boring 
and defensive stocks you could im-
agine. For the most part they sucked 
fossil fuels out of the ground, pro-
cessed them and sent the end re-
sult out to homes and businesses 
through the national grid. For many 
years it was a very attractive busi-
ness to be in. Competition was 
sparse, demand was almost entirely 
unaffected by the economic cycle 
and customers had little or no inter-
est in hunting around for the best 
deal. And governments largely kept 
out of the way because they wanted 

to show that the re-privatisation of 
the industry had been a success.

Today this situation has changed 
dramatically, largely because of the 
financial crisis and its secondary ef-
fects. Most important among those 
effects are: a) the tough economic 
environment of the last decade; b) 
an increased distrust of capitalism; 
and c) government's desire to ap-
pear tough on "fat cat" and "rip off" 
businesses. I'll take each of those in 
turn:

Nobody really wants to 
buy gas or electricity

When times are tough, the cost of 
gas and electricity matters. After all, 
when was the last time you heard 
somebody say, "I'm going to run up 

a massive electricity bill this week 
because I'm worth it!"? My guess 
is never. That's because nobody 
actually wants to buy what Cen-
trica is selling. They have to buy it, 
and there's a big difference. In that 
sense gas and electricity are like car 
insurance. But it's worse than that. 
At least with car insurance you can 
reduce your car insurance costs by 
buying a smaller car, or not having 
a car at all. With gas and electricity 
there's pretty much no way to avoid 
them unless you want to live like a 
caveman. 

When the good times are rolling, 
most people don't care about their 
utility bills. But when most of the 
country is "just about managing", 
the cost of those unavoidable bills 
really sticks in the throat. 

Most of the time, when you're looking for very high yield stocks you end up finding com-
panies which are either small, young or highly cyclical. Sometimes though, you'll find the 
exact opposite, and that's what we have today with Centrica. It's a large, mature business 
operating in what should be a very defensive sector, and yet it has a dividend yield of more 
than 8%. At first glance, this seems odd. Why would a company with such an entrenched 
market position, operating in such a defensive market have such a high yield? Let's find out.

https://masterinvestor.co.uk


DIVIDEND HUNTER

42 | ISSUE 38 – MAY 2018    Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited   ISSUE 38 – MAY 2018  | 43 

“WHEN THE GOOD TIMES ARE ROLLING, MOST 
PEOPLE DON’T CARE ABOUT THEIR UTILITY 
BILLS. BUT WHEN MOST OF THE COUNTRY 
IS ‘JUST ABOUT MANAGING’, THE COST OF 

THOSE UNAVOIDABLE BILLS REALLY STICKS IN 
THE THROAT.”
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Evil capitalists are out to 
rip you off

I think capitalism is awesome. Yes, it 
isn't perfect; far from it. But its ability 
to efficiently allocate human and phys-
ical capital towards activities that soci-
ety values is astonishing. But, as I said, 
it's far from perfect. In the run up to 
the financial crisis, regulators thought 
that financial markets worked best 
when left alone, and the result was a 
large number of "bankers" pocketing 
vast amounts of money at the expense 
of the rest of us. Quite rightly, ordinary 
people were not overly impressed with 
this, especially when it created an illu-
sory boom and an all too real bust. But 
quite wrongly, that distrust of "bank-
ers" has grown into a general distrust 
of big business and even capitalism 
itself.

Unfortunately for Centrica and the 
other big energy utilities, they sit right 
in the crosshairs of this distrust, largely 
because they're big businesses, they're 
well-known and nobody wants to buy 
their product, but everybody has to.

"Rip-off" energy 
companies are an easy 
target for politicians

Given this backdrop of falling real 
wages, dead-end zero-hour contract 
jobs and a growing distrust of big busi-
ness, it's no surprise that political par-
ties want to show they're standing up 
for the common folk by squaring up 
to and facing down those evil big busi-
nesses. To a large extent that's going 
on with the government versus Face-
book, Amazon, Google and Starbucks 
(to name a few).

As for Centrica and the other big en-
ergy utilities, both of the UK's major 
political parties have come up with 
market interventions which are largely 
responsible for the high yields these 
companies offer (for example, SSE also 
has a yield of more than 7%). So what 
are those market interventions?

The Conservative plan revolves around 
a price cap on the standard variable 
tariff which would, in my opinion, be a 
bad idea. Hopefully this price cap idea 
is more of a big stick which politicians 
can use to look tough and cajole en-
ergy companies into somehow lower-
ing their prices. However, it could be 
implemented and if it is, the impact on 
Centrica and the other big energy utili-
ties would probably be negative.

Compared to the Conservatives, La-
bour's market intervention is on to an 
entirely different scale. Labour's plan is 
to nationalise the sector, either just the 
transmission and distribution network 
(think National Grid) or perhaps all the 
big energy suppliers as well, including 
Centrica. I think a programme of mass 
nationalisations is both a) likely to be 
inefficient and lead to worse service 
and significant subsidies from the tax-
payer and b) a very real risk to share-
holders. 

A misguided regulatory 
sledgehammer to crack a 
relatively small nut

Both the price cap and nationalisation 
ideas are attempts to fix a broken mar-
ket. And if the energy market was seri-
ously broken, then perhaps a reasona-

ble argument could be made for such 
extreme measures. But I just don't see 
any evidence of widespread market 
abuse.

If, for example, Centrica was systemat-
ically ripping off the majority or even 
a substantial minority of its customers, 
then it would show up in its accounts. 
Centrica would be consistently earning 
excess profits beyond those possible in 
a reasonably competitive market.

My preferred measure of profitability 
is return on capital employed (ROCE), 
which shows how much profit a com-
pany makes from its fixed capital as-
sets (e.g. oil and gas infrastructure) 
and its working capital (e.g. cash in the 
bank or oil and gas in storage). On av-
erage, companies on my stock screen 
(which covers about 200 dividend-pay-
ing FTSE All-Share companies) produce 
post-tax returns on capital employed 
of about 10% per year. Weak and un-
competitive companies produce re-
turns on capital employed as low as 
5% (if they produce any returns at all) 
and companies with strong competi-
tive advantages can produce consist-
ent returns on capital employed of 
20% or more. So where does Centrica 
fit into this spectrum of profitability 
and competitiveness?

“OVER THE LAST DECADE, CENTRICA’S POST-TAX ROCE HAS 
AVERAGED 11%. THAT DOES NOT LOOK LIKE A COMPANY RIPPING 
OFF THE MAJORITY (OR EVEN A SIGNIFICANT MINORITY) OF ITS 

CUSTOMERS TO ME.”
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Over the last decade, Centrica's post-
tax ROCE has averaged 11%. That does 
not look like a company ripping off the 
majority (or even a significant minority) 
of its customers to me. It looks like the 
returns of a reasonably competitive 
company in a reasonably competitive 
industry. If Centrica is ripping people 
off left right and centre, where exactly 
is it hiding the profits?

I'm not saying Centrica or the other 
big energy utilities don't overcharge 
some vulnerable customers who are 
not capable, for whatever reason, of 
constantly switching to the cheapest 
supplier. And I'm not saying the energy 
market couldn't be improved. What 
I am saying is that there's no obvious 
evidence I can see that a large percent-
age of Centrica's customers are being 
ripped off.

That's why I think the solutions of-
fered by both political parties are way 
over the top, especially the idea that 
nationalisation will somehow lead to 
better outcomes. Remember British 
Leyland cars? Ah, those were the days 
(of rust and constant break-downs). 
As far as I can see, these proposed in-
terventions are largely driven by vote 
chasing rather than a real concern for 
the effectiveness of the energy market 
and outcomes for those who are "just 
about managing".

And they won't work anyway. Not in 
any meaningful way. That's because 
energy utility profit margins are about 
5%. So even if the energy utilities made 
zero profit, your energy bill would 
only fall by about 5%. Big deal. A bet-
ter solution would be to remove green 
and social "taxes" from our energy bills 
and move them onto our income tax 
bills. That would reduce energy bills by 
about 10% and make those green and 
social costs progressive rather than re-
gressive. 

In summary then, Centrica faces poten-
tially serious and largely unquantifia-
ble regulatory risks. That will put many 
investors off completely. However, I'll 
assume you're not one of them, so let's 
carry on and look at what Centrica is 
doing in this tough and uncertain en-
vironment. 

Centrica's response 
is to refocus on its 
customer-facing business

Following weak results in the years 
leading up to 2015, Centrica carried 
out a major business review and con-
cluded that it needed to focus much 
more on efficiency and its custom-
er-facing businesses, and less on fossil 
fuel exploration and production.

Its multi-year plan is currently about 
half-way through the first stage, which 
runs to 2020. On the efficiency side, 
some 6,000 jobs are expected to 
go by 2020. Along with many other 
changes, this will hopefully lower 
costs by around £750 million each 
year. The company's focus is also ma-
terially moving towards its custom-
er-facing business, with some £900 
million being realised from explora-
tion and production disposals, which 
is helping to finance an investment of 
up to £1.5 billion into customer-facing 
activities.

How all this will affect the company's 
results is yet to be seen, but Centrica 
had to do something. Over the last 
decade the company has pretty much 

gone nowhere, with earnings and div-
idends more or less unchanged since 
the financial crisis. Once inflation is 
factored into the equation, Centrica 
has actually shrunk quite a bit over the 
last decade.

Historically, another potential sticking 
point has been Centrica's relatively 
high capital intensity. In other words, 
extracting, refining, storing and burn-
ing fossil fuels takes a lot of capital 
assets such as oil rigs and refineries. If 
Centrica wanted to expand its explora-
tion and production business, it would 
have to invest huge sums up-front in 
these assets before it could generate a 
penny of revenue or profit. This makes 
growth much more expensive and 
much more difficult, although one up-
side is that high capital intensity puts 
off would-be competitors from enter-
ing the market.

This is now changing as Centrica moves 
away from that sort of capital intensive 
exploration and production activity. In 
the last few years its capex ratio (the 
ratio of capital expenses to net profits) 
has fallen from a relatively high 100% 
or more (i.e. the company spent more 
on capital assets than it made in prof-
its) to a much more typical 60% or so. 
That's because customer-facing activ-
ities like supplying energy and fixing 
boilers is much less capital intensive 
than extracting oil or gas.

So capital intensity is no longer such 
a problem, but its debts and pension 
obligations are. This does seem to be 

“CENTRICA FACES 
POTENTIALLY 
SERIOUS AND 

LARGELY 
UNQUANTIFIABLE 

REGULATORY 
RISKS.”
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a recurring theme at the moment, 
largely because extraordinarily low in-
terest rates have seduced companies 
into taking on more debt whilst also in-
flating the size of their pension obliga-
tions. In Centrica's case, it has debts of 
more than £6 billion, which are more 
than four-times its recent average 
profits. That's high, but it doesn't break 
one of my investment rules:

INVESTMENT RULE: Don't invest in a 
defensive company if its debts are 
more than five-times its recent av-
erage profits

As well as fairly high debts, the com-
pany has considerable retirement ob-
ligations as well. Currently these run to 
just over £9 billion, or 6.6-times recent 
average profits. The pension scheme 
also has a deficit of almost £1 billion 
which is effectively a debt to the pen-
sion scheme which must be repaid. 
With borrowings of £6 billion and a 
pension deficit of £1 billion, Centrica 
does indeed start to look uncomforta-
bly indebted, with a debt ratio of five 
once the pension deficit is included, 
and that's right on the limit of what I 
would call an acceptable level of debt.  
But it gets worse. I have another in-
vestment rule relating to pension ob-
ligations:

INVESTMENT RULE: Don't invest in 
a company if its combined debt and 
pension obligations exceed ten-
times its recent average profits.

With borrowings of £6 billion (exclud-
ing the £1 billion pension deficit) and 
total pension obligations of £9 billion, 
Centrica's combined debt and pension 
obligations of £15 billion are about 
11-times its recent average profits of 
£1.4 billion. That takes it above and 
beyond the level I'm comfortable with.

About John

John Kingham is the managing editor of UK Value Investor, the investment newsletter 
for defensive value investors which he began publishing in 2011. With a professional 
background in insurance software analysis, John's approach to high yield, low risk 
investing is based on the Benjamin Graham tradition of being systematic and fact-
based, rather than speculative.
 
John is also the author of The Defensive Value Investor: A Complete Step-By-Step Guide to 
Building a High Yield, Low Risk Share Portfolio.
 
His website can be found at: www.ukvalueinvestor.com.

The verdict

Overall then I would describe Centrica 
as a mature, well-known business op-
erating in what should be a very defen-
sive sector. Unfortunately, mature also 
means low growth in this instance. Add 
to that low growth the external risks 
of populist regulatory changes and 
the internal risks of large financial ob-
ligations and it's easy to see why the 
company has a dividend yield over 8%. 
Because of these various problems, I 
would not buy Centrica today. I think 
there are other stocks which offer a 
better risk-adjusted reward, although I 
must admit I do find that 8% yield en-
ticing. 

Somewhat contradictorily, I actually 
own shares in Centrica. I've owned 
them since 2012, which means the 
investment is about 50% underwater. 
Some investors would say I should sell 
the company if I'm not willing to buy 
more shares today, but I disagree. Yes, 
the investment has not gone well, at 

least so far. And yes, I would not buy 
shares in Centrica because of the reg-
ulatory risks and its large financial ob-
ligations. However, that doesn't mean 
I have to sell. The future is a very un-
certain place and nobody knows what 
it will bring, especially where invest-
ments are concerned. 

Perhaps there will be no nationalisa-
tion programme and perhaps the price 
cap will either never happen or will be 
watered down and temporary. Perhaps 
Centrica can turn things around and 
return to modest growth by concen-
trating on customer-facing activities. 
If the dividend is maintained for long 
enough then investors are likely to be-
come less pessimistic. If that happens, 
the dividend yield is likely to return to 
a more normal 4% or 5%, which would 
mean a significant increase in today's 
share price. Obviously, I'm not saying 
that will happen, but it could. And since 
I'm here already and Centrica is about 
1% of my portfolio, I might as well wait 
to see what happens. 
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Diamond dogs

I am pleased to report that the initial 
portfolio has performed remarkably 
well, showing that the strategy is not 
barking mad.

The average capital return of the ten 
holdings over the period was 44.8%, 
significantly higher than the 20.9% 
return delivered by the FTSE AIM 100 
Index. Eight out of the ten companies 

rose in value, with Manx Telecom 
(LON:MANX) only down by 2.8% 
and the one major loser being miner 

Pan African Resources (LON:PAF) 
which fell in value by 51.6%. 

At the top of the table was trad-
ing platform provider Plus500 
(LON:PLUS) which soared by 222.8% 
after investors shrugged off regu-
latory concerns and as net profits 
grew by 70% for the 2017 financial 
year. Also doing well was digital per-
formance marketing services com-
pany XLMedia (LON:XLM), shares in 

Just over one year ago I launched my "Dogs of AIM" portfolio. This was based on the popular 
"Dogs of the Dow" method, the investment strategy that sees investors put equal amounts 
of money into ten individual companies, otherwise known as "dogs", which are constit-
uents of the blue-chip focussed Dow Jones Industrial Average index. The term "dogs" in 
this context specifically refers to the companies with the highest historic dividend yields. 
However, instead of the Dow, my strategy applied the same approach to the Alternative 
Investment Market, using the FTSE AIM 100 index to ensure that constituents were of a 
decent size and sufficient quality.

from acorns to oak trees

The Dogs of 
AIM 2018

Profit from these high yielding 
small caps

BY RICHARD GILL, CFA

“THE INITIAL 
PORTFOLIO HAS 

PERFORMED 
REMARKABLY WELL.”
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which rose by 77.4% after it continued 
its acquisitive expansion and grew pre-
tax profts by 27% in 2017.

The portfolio returns get even better 
when we include dividends, with the 
total portfolio return being 53.4% (as-
suming dividends were held as cash 
and not reinvested). That compares to 
a 22.7% rise in the FTSE AIM 100 Total 
Return Index. Plus500 was a notable 
contributor to the dividend payments, 
the company paying out over $190 
million to shareholders for 2017 and 
further boosting returns via share buy-
backs. 

Different dogs?

Under the original Dow strategy the 
dogs portfolio is periodically rebal-
anced, typically annually, with the pre-
vious year's holdings replaced with a 
revised, but again equally weighted, 
selection based on the same criteria. 
Looking at the current top-ten high-
est-yielding AIM 100 stocks reveals 
many familiar faces, with only two new 
entrants to the portfolio.

Exiting the portfolio are Pan African 
Resources, which has fallen out of the 
AIM 100, and financier Numis, whose 

rising share price has reduced its yield 
to just 3%. The new entrants are Rus-
sian miner Highland Gold Mining 
(LON:HGM) and a company which I 
covered in the March edition of Mas-
ter Investor Magazine, Eddie Stobart 
Logistics (LON:ESL).

For those investors who don't have the 
capital to invest in all ten companies, 
or who want to invest in a few stocks 
only, here are three of the most inter-
esting:

HIGHLAND GOLD MINING

There aren't many AIM listed mining 
companies which make a profit. Even 
fewer pay a dividend. According to my 
research, out of a total of 99 mining 
companies listed on the junior market 
only four currently make a distribution 
to shareholders. Among those, the 
highest yielding miner is Russia based 
Highland Gold Mining.

The company was founded and listed 
on AIM in 2002 with the strategy of 
acquiring, consolidating and develop-
ing a portfolio of quality gold mining 
projects in the Russian Federation 
with good growth potential. Since then 
those aims have been achieved, with it 

having built up a trio of core operating 
mines (the catchily named Mnogov-
ershinnoye, Belaya Gora and Novoshi-
rokinskoye) which in the last financial 
year produced over 270,000 ounces of 
gold and gold equivalent. 

Highland's production profile puts it 
well into mid-tier mining territory, as 
do its resources. At the end of 2017, 
the firm's proven and probable ore re-
serves amounted to 5.1 million ounces 
(Moz) of gold and gold equivalent. This 
was up from 3.3 Moz a year earlier fol-
lowing updated estimates for each of 
its producing assets and main devel-
opment project, Kekura. Additionally, 
mineral resources (measured, indi-
cated and inferred) were 17.2 Moz at 
the period end, providing significant 
long-term production potential.

Further long-term opportunities come 
from another two development pro-
jects in Russia, along with three explo-
ration properties, one of which is in 
Kazakhstan. Adding to this, Highland 
has recently announced the addition 
of a fourth producing mine to add to 
its portfolio. For a total of $91 million 
the company is buying Valunisty, an 
operating gold mine and processing 
plant in the region of Chukotka, also 
home to the Kekura development pro-
ject. The Valunisty mine brings with it 
historic annual production of 31,000 
oz, reserves of c.520,000 oz of gold and 
gold equivalents and resources of 1.15 
Moz, along with two additional licence 
areas. The deal is expected to be accre-
tive on several key financial and opera-
tional metrics on a pro forma basis in-
cluding adjusted earnings and NAV per 
share, cash return to shareholders and 
gold production. 

Golden numbers

The 2017 financial year saw record 
levels of production at Highland, 
with 272,274 ounces of gold and gold 

Data source: Sharescope

Data source: Sharescope – as at 27/4/2018. Plus500 excludes special dividend

“HIGHLAND’S 
PRODUCTION 

PROFILE PUTS IT 
WELL INTO MID-

TIER MINING 
TERRITORY.”
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equivalent produced, up 4.3% com-
pared to 2016. With the average re-
alised gold price edging up by $26 to 
$1,162 an ounce, revenues for the year 
were $316.7 million. On the down-
side, a strong Russian rouble saw total 
cash costs rise by 11.7% to $507 per 
oz. Nevertheless, this provides high 
margins at current gold prices and re-
mains at the lower end of a range of 
the company's peers, as per the chart 
below.

At the bottom line, net profits grew 
by 37% to $65.9 million, with the cash 
inflow from operating activities down 
by 6% but still impressive at $131 
million. That helped to trim net debt 
down by c.$7 million to $198.3 million 
and allow the company to pay a 10.4p 
dividend for the year. While debt is 

relatively high, interest payments for 
the year were covered 38 times by op-
erating profits, a figure which is very 
comfortable.

The most recent news is that in the 
three months to March 2018 total pro-
duction was down by 9% at 59,311 oz 
as technical issues resulted in reduced 
processing plant capacity. However, 
these issues have now been solved, 
with full-year forecasts for 265,000-
275,000 oz gold and gold equivalent 
confirmed. The average realised gold 
price during the quarter was $1,329 
per ounce, up from $1,222 in Q1 2017.

The strategy now is to balance a steady 
rate of production from the existing 
operating mines with progression of 
the key development and exploration 

projects. The recent Valunisty acquisi-
tion is expected to increase production 
by c.11% on an annual basis, with a 
recent Definitive Feasibility Study for 
the Kekura project estimating a start 
date of 2021 with a total mine life of 
16 years. Highland is targeting average 
annual gold production of 172,000 oz 
for the first eight years at Kekura and 
46,000 oz thereafter, with average total 
cash costs of $511.

Golden opportunity?

While based in a politically sensitive 
region, Highland Gold is a relatively 
stable business in terms of gold pro-
duction and looks to have some good 
growth opportunities across its various 
assets over the next few years. It has 
low operating costs and despite the 
gold price having risen by c.14% since 
the start of 2017 its shares are only up 
by 8%, despite the obvious potential 
for operational gearing. 

At the current price of 151.5p High-
land Gold is capitalised at £493 million, 
making it the second largest AIM listed 
miner behind Central Asia Metals 
(LON:CAML). As mentioned previously, 
the company is a good dividend payer, 
with the policy being to pay out 20% 
of net cash flow from operating activi-
ties. Highland has also highlighted that 
it could pay special dividends should 
such funds not be required for capital 
expenditure or debt repayment. The 
historic yield is 6.86%, which makes 
Highland the highest yielding AIM 100 
share. In addition, Broker Numis has a 
210p target price, which suggests 39% 
upside from here.

https://masterinvestor.co.uk
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PLUS500

The story of Plus500 is one of the most 
eventful of the small cap markets over 
the past few years. Founded in 2008 by 
alumni of the Israel Institute of Tech-
nology, the company has come from 
nowhere to become one of the larg-
est on AIM and one of the leading CFD 
(contracts for difference) trading plat-
forms. But it hasn't all been smooth 
sailing.

As of today, Plus500 provides custom-
ers with an online CFD trading platform 

on which they can trade CFDs interna-
tionally over more than 2,200 different 
underlying global financial instruments 
including equities, indices, commod-
ities, options, ETFs, cryptocurrencies 
and foreign exchange. Unlike other 
more belligerent brokers, Plus500 cus-
tomers can not run into negative bal-
ances, there are no commissions on 
trades, the company does not use cold 
calling techniques and does not offer 
risky binary options. It is regulated by 
the FCA in the UK and also in Australia, 
Cyprus, Israel, New Zealand, South Af-
rica and Singapore. 

Having enjoyed a more than six fold 
increase in its share price between list-
ing on AIM in July 2013 and May 2015, 
the shares went on to lose two-thirds 
of their value in a week. This came af-
ter the FCA stopped the firm's UK busi-
ness from taking on transactions for 
existing customers and taking on any 
new clients until new anti-money laun-
dering procedures had been imple-
mented. The company has gone on to 
fully recover from these issues, with in-
vestors even seeing the shares surpass 
the value of a £460 million agreed bid 
from Playtech after the gaming soft-
ware firm failed to achieve regulatory 
approval for the deal.

Adding investors

On May Day this year Plus500 cheered 
the markets by announcing a cracking 
trading update for the three months 

“RECORD FIGURES 
WERE SEEN FOR 

THE PERIOD, WITH 
REVENUES UP BY 
285% TO $297.3 

MILLION.”
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to March 2018. Record figures were 
seen for the period, with revenues up 
by 285% to $297.3 million, resulting in 
EBITDA of $237.3 million. Those figures 
were driven by active customer num-
bers growing by 204% to 218,187, with 
72,960 new customers added over the 
period. 

Plus500 is a big spender on marketing, 
as it seeks to add new customers, and 
during the quarter the average new 
user acquisition cost fell by 45% to 
$502 as spending efficiency improved. 
Crucially, average revenues per active 
customer were well ahead of this fig-
ure, rising by 26% to $1,363. It should 
be noted that the period benefited 
from relatively volatile markets and 
high levels of interest in the compa-
ny's cryptocurrency CFDs offering, with 
such an exceptional performance not 
expected to be repeated in the remain-
der of the year.

This trading update followed a superb 
set of figures for the year to December 
2017 which showed revenues up by 
33% at $437.2 million and net profits 
up by 70% at $199.7 million. However, 
the clear highlight of the numbers was 
the cashflow performance, with a net 
$212 million inflow from operations. 
As a result, the company made the 
decision to distribute all its net profits 
back to shareholders for the year, with 
$192.1 million being paid in the form of 
traditional and special dividends and 
$7.5 million also being spent on share 
buybacks.

Further growth to come?

Some investors are very cautious of 
Plus500, being concerned over a num-
ber of factors including the sustaina-
bility of its remarkably high profitabil-
ity, potential for customer churn, high 
marketing costs and regulatory issues. 

On the last point, the company will 
shortly be hit by new rules designed 
to protect retail investors from the 
European authorities which will see, 
amongst other things, leverage lim-
its on the opening of a position by a 
retail client and a restriction on the 

incentives offered to trade CFDs. In 
response, Plus500 has stated that it 
already operates in compliance with 
most of the regulatory changes and 
there will be a limited impact on the 
2018 numbers. Additionally, the com-
pany points towards a highly flexible 
business model, low cost base and 
global diversification as being positive 
for its future prospects. 

Despite the concerns, the shares cur-
rently trade at a record high of 1,490p, 
capitalising the business at just un-
der £1.7 billion. At that price Plus500 
trades on a historic earnings multiple 
of 11.7 times, with the historic yield 
(including the special payment) being 
8.2%. Taking a bullish stance, those 
figures do not look too demanding, es-
pecially if the company can continue to 
deliver the growth that has been seen 
over the past few years. 

XLMEDIA 

Despite blockchain and cryptocurren-
cies being the flavour of the moment, 
there are still some "old economy" in-
ternet stocks out there with interesting 
investment propositions. One of those 
is XLMedia, a provider of digital perfor-
mance marketing services.

The company listed on AIM in March 
2014, raising $69.5 million in a signifi-
cantly oversubscribed placing in order 
to grow the business via acquisitions 
and invest in its IT systems. The origi-
nal business model focussed strongly 
on the provision of marketing services 
to online gambling operators. Its job 
was to attract players by using online 

marketing techniques and direct them 
to gambling operator clients in return 
for a share of the gambler's ongoing 
revenue or for a fixed fee. While gam-
bling still accounted for 64% of group 
revenues in the last financial year, the 
decision to diversify into additional 
sectors has reduced its exposure over 
the past four years and made the busi-
ness more attractive for investors. 

XLMedia currently operates three divi-
sions. In Publishing the company owns 
over 2,300 websites in 18 languages 
which refer potential customers to its 
online focussed clients. Content on 
these sites is written by professional 
writers and designed to attract online 
traffic which is then directed to clients 
to earn fee income. The Media division 
acquires online advertising targeted 
at potential online traffic with the ob-
jective of referring potential users 
to the group's customers' or its own 
websites. Finally, the smaller Partners 
Network business manages marketing 
partners, whose role is to direct online 
traffic to customers for which XLMedia 
receives revenues. 

XLent figures

The company's latest annual results 
presentation reports that since 2010 

“THE COMPANY 
OWNS OVER 2,300 

WEBSITES IN 18 
LANGUAGES.”
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revenues have grown by a very impres-
sive compound annual rate (CAGR) of 
43% up to 2017, with EBITDA up by a 
CAGR of 42%. The 2017 results them-
selves reported revenues up by 33% 
at $137.6 million and adjusted EBITDA 
up by 36% at $47.1 million. I have 
commented before that the adjusted 
EBITDA measure of profits can be 
controversial, but if it closely matches 
or exceeds operating cashflow then it 
should be taken notice of. In XLMedia's 
case net cash from operations was $41 
million for the year, 29% higher than 
reported net profits.

The company spent just over $21 mil-
lion during 2017 acquiring businesses, 
domain names and websites, expand-
ing in the areas of personal finance, 
mobile apps, cyber security, as well 
as into further geographical markets. 
Nevertheless, net cash plus short-
term investments stood at $38.3 mil-
lion at the period end, with the strong 
position meaning that $16 million of 
dividends were declared for the full 
year.

In order to provide further funds for its 
acquisition-led strategy, in January this 
year XLMedia raised a total of £31.7 
million in an equity placing at 198p per 
share. The company commented that 
it has identified a strong pipeline of 
acquisition opportunities which are at 
various stages of due diligence. Since 
the placing, one further deal has been 

completed, that of WhichBingo.co.uk, 
an online informational portal and 
comparison sites for online bingo 
games in the UK. This adds to the (up 
to) €15 million acquisition of a number 
of leading Finnish gambling-related 
informational websites in January this 
year which are expected to be immedi-
ately earnings-enhancing.

Valuation

XLMedia looks to be a great growth 
business with a superb track record of 

rising profits and plenty of cash in the 
bank to invest in further organic and 
acquisitive expansion. At the current 
price of 178.5p the company is valued 
at £393 million and trades on a historic 
earnings multiple of 13 times. That's 
looks good value given the historic 
growth rates, cash in the bank and 
expected growth in 2018 from the va-
riety of recently completed deals. The 
historic yield is a reasonable 3.2%, with 
analysts at Berenberg Bank having a 
target price of 290p for the shares, sug-
gesting 62% upside. 
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Gregory (Scotland Yard detective): "Is 
there any other point to which you 
would wish to draw my attention?"
Holmes: "To the curious incident of 
the dog in the night-time."
Gregory: "The dog did nothing in the 
night-time."
Holmes: "That was the curious inci-
dent."

It centres around a racehorse that 
was stolen in the night. A dog at the 

stables did not bark – which you 
would normally expect – but the fact 
that it remained silent pointed to it 
being someone that the dog knew. 
So, the dog doing the opposite of 
what was expected was a major clue.

This tenuous introduction brings us 
to the subject of the false breakout 
– admittedly perhaps not as gripping 
to most as a Sherlock Holmes mys-
tery – but something that can act as 

a major clue as to the market's next 
likely move. First of all, let's go back 
to the basics.

The breakout trade

Traditionally, if a market breaks a 
major level – usually a significant 
previous high or low – it is taken as a 
sign that a new trend could be under 
way. A breakout upwards suggests 
strength and further gains; a break-
out below suggests weakness and 
steeper drops. Here are two reason-
able text book examples to illustrate 
this simple charting principle. 

FTSE250 mining business KAZ Min-
erals (LON:KAZ) is a good example 
of how it is meant to work. For five 
months from February to July 2017 
it could not get past the 550p/600p a 
share zone. This had turned into an 
area of resistance on the chart. But 
as July went on this changed and the 
price managed to push through – 
the classic "chart breakout" pattern. 
The resistance had been overcome 
and the expectation was for further 
gains – this one duly delivered.

The second example is Tate & Lyle 
(LON:TATE). From September 2017 
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through to February 2018, whenever 
the price sold off it found buyers ahead 
of the 620p area. But in February this 
eventually changed – a support zone 
that had stopped any weakness was 
broken. And in this example, the share 
price of Tate & Lyle played by the rules 
and sold off further after the break.

So far, these have worked as the text 
books say they should. But of course, 
nothing works every time, all the time. 
And, like the dog that didn't bark in the 
night, the false breakout drops lots of 
hints. It can end up presenting better 
trading or investing opportunities than 
the text book pattern ever could. 

That's a bold statement, so let's walk 
through the details of a false breakout. 

The three steps of a false 
breakout – and how to 
profit from it

Step number one is straightforward 
enough of course. If we are going to see 
a breakout, we need a definite area in 
the market that the market has strug-
gled to get through. So, a previous sup-
port or resistance level is the first re-
quirement. The FTSE250 housebuilder 
Countryside Properties (LON:CSP) is 
a good example of a share showing a 
clear level of support.

It can be seen that in June and Sep-
tember of 2017 the price slipped back 
towards the 310p level. On both occa-
sions the buyers stepped back in and 
caused the share price to rally, creat-
ing a support level. At the far right of 
the chart, at the end of January 2018, 
the price was once again back at this 
support level. So, step one is identify-
ing the support and then waiting to see 
what happens next.

Step two in this example is the break-
out. The level that had been a place 
where price turned around in the past 
isn't acting the same any more. We 

“I USE THESE 
A LOT – 

PARTICULARLY 
ON SHORTER-

TERM CHARTS.”
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have a breakout (or breakdown – the 
terminology is unimportant).

Now, it is all about what happens next. 
Remember – the text book approach 
to breaks through a big level are that 
it could signify a major shift in senti-
ment and the start of a new trend. The 
market is meant to follow through in 
the direction of the break. So, in this 
example, the expectation is for further 

weakness following the break in sup-
port.

When looking for the false breakout, 
let's refer back to the Sherlock Holmes 
story at the start. We are waiting for the 
dog that doesn't bark – in this exam-
ple, the market fails to follow through 
in the direction of the break. Because 
our chart is a daily chart in this exam-
ple it is not something we need to be 

glued to second by second. We can 
note the break and come back in a few 
days' time to see what happened. Let's 
jump forward in time with Countryside 
Properties.

What's interesting here is that after the 
sharp fall over a couple of days follow-
ing the break, the share price rallies. 
This is not an unusual reaction to a 
sharp move – but what happens next 
is the potential "non-barking dog" set 
up. The price slips back into March but 
you can see a couple of days where the 
price rallies ahead of the low imme-
diately following the breakout. This is 
the signal that this could well be a false 
break and it's time to buy.

The strategy here would be to be a 
buyer around the 310p level, with a 
stop loss below that low following the 
first break – i.e. around 290p. By defini-
tion, if the share price goes lower than 
that initial breakout low, it's not a false 
breakout! It is doing what the text book 
says it should and we should exit for 
a loss.

What are the advantages 
of trading false breakouts?

I use these a lot – particularly on short-
er-term charts where the approach is 
exactly the same as on a daily chart 
in this example. The big advantage is 
one of risk versus reward. If you get 
it wrong and get stopped out, it's a 
small manageable loss. But, if it does 
end up being a false breakout, you are 
getting in right at the extreme of what 

www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited   ISSUE 38 – MAY 2018  | 59 

“WITH POTENTIAL REWARDS A MULTIPLE 
OF THE INITIAL RISK, IT DOESN’T EVEN 

NEED TO WORK HALF THE TIME TO MAKE 
MONEY.”

https://masterinvestor.co.uk
https://masterinvestor.co.uk


CHART NAVIGATOR

Chart of the Month –  
Wood Group (John) 
(LON:WG.)

Given this week's topic is all about 
spotting false breakouts, I thought 
it made sense to pick up on one 
to watch along similar lines. It's 
actually quite difficult to find false 
breakouts over recent weeks, as 
the stock market has bounced back, 
but I came up with an interesting 
one, I believe, in the shape of oil & 
gas business John Wood Group. 

Take a look on the chart at what 
we saw happening in March of this 
year. The 550p level had been good 
support in September 2017 – it 
ended up being the turning point 
for a rally to 750p. Since then the 

About David

David Jones qualified as a technical analyst in 1995 and started his City ca-
reer as a currency analyst. He then went on to work for trading companies 
CMC Markets and IG Group as Chief Market Strategist. Since leaving the 
industry in 2013 he has been a presenter on BBC Radio 5 Live's Wake up to 
Money programme and the Chartist for Shares magazine. He is an active 
trader and private investor. 

price has turned back down and sailed through those previous 550p lows. But, this didn't see everyone heading for 
the exits and further selling – after a couple of days of drops the price stabilised and found support ahead of 510p.

The question now is what next? If the price drops back, and those 510p lows hold, it looks like a false breakout and 
an opportunity to buy with a stop loss somewhere below those lows (personally, I would suggest the other side of 
500p) and looking to see if once again the share price can stage a recovery back up to the old 700p-plus levels. It will 
be interesting to see how this one pans out. 

is hopefully a significant move against 
the direction of that first break. So, 
your potential reward should be many 
times what your initial risk is. Here's 
what happened next with Countryside 
Properties.

In this example, the distance to the stop 
loss from 310p was 20p. That break did 
end up being a false one and, so far at 
least, the price has recovered as high 
as 370p. That represents a profit po-
tential of 60p per share – three times 
that initial risk based on the stop loss. 
As usual, it should be stressed that this 
false breakout approach doesn't work 
all the time – far from it. But with po-
tential rewards a multiple of the initial 
risk, it doesn't even need to work half 
the time to make money – if you are 
making, for example, 50p for a risk of 
20p, you can be wrong more than you 
are right and still have a profitable 
strategy. As mentioned above, this is an 
approach I have used on shorter term 
charts, such as hourly and 10-minute 
charges, on both foreign exchange and 
index markets with success over re-
cent months, and the main attraction 
is that healthy balance between risk 
and reward.
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BY DAVID JONES

Forensic forex

Can sterling's 
rally continue?
Given the progress seen by the pound in recent months, I thought it was worth revisiting 
what the rest of the year could hold in store, given the backdrop of expected base rate rises 
and the ongoing Brexit negotiations. During April, the pound/US dollar exchange rate (GBP/
USD) hit its highest level in more than 18 months, albeit briefly. So, should we extrapolate 
this trend and expect even dizzier heights to be hit this year – or is it time to start thinking 
that maybe the pound has bounced back far enough for now? 

The story so far

I am sure we are all familiar with the 
story following the EU Referendum 
vote – the early morning of 24 June 
2016 saw the pound fall off a cliff. 
The shock result to leave the EU saw 
levels of short term volatility that 
were unprecedented in living mem-
ory. But – and this is an important 
but – the story of the past 15 months 
or so has been one of a recovery 
for GBP/USD, with the currency pair 
moving from around 1.23 at the be-
ginning of 2017 to almost 1.44 more 
recently. This is an appreciation by 
the pound of 17%, which is no mean 
feat for a currency. In fact, for the 
year to date, the pound is the best 
performing currency out of the G10 
group of nations. Well done us…

There have been a few reasons help-
ing the pound to recover. Last year 

was a terrible one for the US dollar, 
losing ground against many major 
currencies. This dollar weakness lifts 
other currencies, so that was a fac-
tor. In addition, perhaps the outlook 
post the EU referendum was too 
bleak – we certainly have not seen 
the economy hit as hard as some of 
the more gloomier forecasters would 
have had us believe. Plus, of course, 
last November saw the central bank, 

the Bank of England, raise rates for 
the first time in ten years – this was 
seen as symbolic and the sign of fur-
ther rises to come. Add into the mix 
the usual market trends argument – 
rising markets attract more buyers 
and discourage short sellers, and we 
have a collection of reasons why the 
pound has powered higher for more 
than a year. 

What next?

Even a dyed-in-the-wool trend fol-
lowing chartist like me recognises 
that trends do not last forever. In the 
short-term at least, there are signs 
that some market participants are 
starting to get a little nervous about 
the levels reached. 

For example, UK inflation last month 
came in slightly lower than expected. 
Now, a lower than expected cost 

“FOR THE YEAR 
TO DATE, THE 
POUND IS THE 

BEST PERFORMING 
CURRENCY OUT OF 
THE G10 GROUP OF 

NATIONS.”
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“THERE ARE SIGNS THAT SOME MARKET 
PARTICIPANTS ARE STARTING TO GET A 

LITTLE NERVOUS ABOUT THE 
LEVELS REACHED.”

of living is a good thing of course for 
most of us – but not if you are betting 
on the Bank of England raising rates. 
One way of combatting inflation is to 
put the base rate up – but if inflation 
starts to decelerate it can make the ar-
gument for raising rates a little weaker, 
reducing the attraction of a particular 
currency. This, combined with a recent 
speech from the Bank of England Gov-
ernor Mark Carney trying to slightly 
play down expectations of a May rate 
rise, was enough to knock the GBP/
USD back quite considerably in the 
third week of April. Whether it happens 
or not, keep an eye on those monthly 
inflation numbers to get a feel for the 
frequency of future rate rises and what 
that could mean for the pound.

Brexit negotiations are the great un-
known. At the moment, the market's 
interpretation has been broadly pos-
itive with March's announcement of a 
draft treaty getting closer being widely 
welcomed – and pushing the pound 
higher. But if there is one area that 
can deliver surprises then it is these 
ongoing negotiations. It seems very 
likely there are going to be stumbling 
blocks along the way – the severity of 
these could have a major impact on 
the pound's recovery.
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So how about that trend?

To many, of course, charts are just 
hocus-pocus tea-leaf gazing – but just 
simply looking at how price reacts to 
major announcements can give a very 
good handle on broader market sen-
timent. Without getting too bogged 
down in the esoterica of technical anal-
ysis, let's just take a look at that price 
recovery in a bit more detail.

The chart shows the solid progress 
made since the beginning of 2017. 
There have been setbacks along the 
way, but the price has managed to 
push ever higher. Arguably, that has 
started to change with that latest low-
er-than-expected inflation data. The 
price made a brief move to a new high 
for the trend but, at the time of writing, 

we have not had the follow through 
here. Is this the sign that the market 
thinks the rise we have seen has gone 
far enough?

I think there is a good case for that. 
This doesn't mean we are going to see 
the currency plunge, but perhaps it is 
due something of a pause in the rate 
of recovery. As the UK gets deeper 
into the Brexit negotiations, and ever 
nearer our actual exit, there is likely 
to be more caution in the foreign ex-
change market as to what the implica-
tions for the economy will be. On top 
of that, there is always a chance of a 
bounce back for the US dollar. Last 
year was the worst performance for 
the greenback in more than a decade. 
This sort of pessimism only lasts so 
long and despite a poor start to the 

year, the second half story could be 
one of a resurgence in sentiment for 
the US currency.

And back to that chart. At the mo-
ment, GBP/USD is a reasonable dis-
tance away from that longer-term 
trend line. Even if the rate was to 
drop 10c (1,000 points) from here, 
back to the 1.3000 level, the trend 
would still be up, and it would just 
mean that the price has returned to 
a more normalised value. This could 
be an opportunity for those who want 
to buy the pound – just not at current 
levels. So perhaps the months ahead 
will see just a slight cooling of the eu-
phoria that the pound has enjoyed 
this year and give a more favourable 
entry level to be positioned for any 
stronger recovery.

About David
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BY RICHARD GILL, CFA

book review

The End 
of Indexing

economic environment expected over 
the coming years and decades will be 
unsuited to index tracking strategies 
and that investors may need to change 
their approach in order to earn decent 
returns. Jensen is a Danish financial 
services industry veteran, having over 
30 years of investment banking and 
investment management experience. 
He began his career in Copenhagen in 
1984 before moving to London in 1986, 
holding posts with the likes of Gold-
man Sachs, Oppenheimer and Lehman 
Brothers. He founded investment firm 
Absolute Return Partners in 2002 and 
is currently its Chief Investment Officer. 

What goes up must come 
down

Jensen opens his argument by point-
ing out that a number of economic 
indicators that were once consistently 
growing year on year are now slowing 
down or falling. For example, interest 
rates are currently at or near to record 
low levels around the world, inflation 

in the US – that's almost the same as 
the total annual GDP of the UK. Ac-
cording to consultancy firm ETFGI, 90% 
of net fund flows in the US in the past 
three years have been into passive 
funds, with the total global industry re-
cently breaking through the $5 trillion 
barrier.

However, in The End of Indexing, author 
Niels Jensen argues that changes in the 

Given the poor ability of active fund 
managers to do their job (see mul-
tiple previous book reviews) it's no 
surprise that index tracking has 
grown significantly in popularity 
over recent years. This form of pas-
sive investing provides a low cost 
and hassle free way of following the 
performance of a range of indices 
around the world by putting money 
into a structured fund such as an ETF 
(exchange traded fund). The indices 
followed can be major ones such as 
the FTSE 100 and S&P 500, along with 
more exotic ones focussed on niche 
areas of expected growth – there is 
even a US fund looking to benefit 
from obesity trends.

As well as being cheap and easy, in-
dex investing also allows investors to 
spread their money over a wide range 
of underlying investments, helping to 
reduce risk. Reflecting the attraction of 
these benefits, at the end of 2016 as-
sets under management of ETFs were 
estimated to total around $2.54 trillion 
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Six structural mega-trends that 
threaten passive investing

By Niels Jensen

“90% OF NET FUND 
FLOWS IN THE US 

IN THE PAST THREE 
YEARS HAVE BEEN INTO 
PASSIVE FUNDS, WITH 

THE TOTAL GLOBAL 
INDUSTRY RECENTLY 
BREAKING THROUGH 

THE $5 TRILLION 
BARRIER.”
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BOOK REVIEW

is no longer in the double digits of the 
1980s, productivity gains are increas-
ingly hard to come by and a number of 
countries are seeing their workforces 
steadily decline. 

Given six structural "mega trends" 
which the author believes are set to 
shape the global economy over the 
coming years, he believes that these 
tendencies are set to continue and 
that, while some might be positive, 
it is hard to be too optimistic about 
global growth. As such, index funds 
which have previously benefited from 
long-term bull markets might not be 
the best place to put your money once 
the trends start to bite, as equity val-
uations will inevitably come down and 
returns become more modest.

With the first couple of chapters setting 
the scene, the next six cover Jensen's 
key mega trends which are expected 
to have a significant influence on the 
global economy. Firstly, it is expected 
that the debt super-cycle which has 
lasted pretty much since the end of 
World War II will finally end. This will 
have many implications for investors, 
including the best performing types 
of debt (corporate, government etc.) 
as well as opportunities in alternative 
lending companies such as crowd-
funders. 

Perhaps the most interesting trend 
covered is the demographic phenom-
enon of the retirement of the baby 
boomers. The eurozone alone, for ex-
ample, is expected by the United Na-

tions to see a 0.57% annual fall in the 
workforce between 2015 and 2050, 
largely as the population born after 
the Second World War end their work-
ing lives. Not only do older consumers 
spend their money differently, their 
departure from the workforce will cre-
ate problems for economic growth, 
as well as issues for governments in 
terms of pensions and healthcare. This 
alone provides significant challenges 
for index investors but opportunities 
in those industries where the "grey 
pound" will be attracted.

Over in Asia the continuing rise of 
emerging markets will create opportu-
nities and challenges as the populace 
becomes more prosperous and en-
joys a strong rise in living standards. 
In contrast, ongoing declines in the 
spending power of the middle classes, 
those who are crucial for political sta-
bility, are expected to have significant 
economic ramifications in more devel-
oped economies.
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The book concludes with the author 
discussing the various types of risks 
involved in investing and explaining 
how investors could structure their 
portfolios to find decent returns in the 
future. While Jensen states in bold text 
that "it is time to step away from index 
investing!" he does admit that he could 
be wrong. Only time will tell.

New beginnings

This is a thought provoking book for 
anyone who is concerned with increas-
ing their wealth. It takes a long-term 
view and is packed with detailed stats, 
well discussed and interesting eco-
nomic theory, along with a global per-
spective on how things might change. 
While many of the concepts discussed 
do not make for pleasant reading in in-
vestment terms, the fact is that many, 
especially the retirement of the baby 
boomers, are set in stone and are go-
ing to affect pretty much everyone on 
the planet either directly or indirectly. 
As such, this book is essential reading 
for anyone interested in getting a head 
start on the investment trends of to-
morrow.

About Richard

Richard Gill is an investment 
analyst with over a decade's 
experience of analysing small/
mid cap equities. He is the Head 
of Research at Align Research. 
Richard qualified with the Char-
tered Financial Analyst (CFA) 
designation in 2012 and was 
awarded PLUS Markets Financial 
Writer of the Year at the 2008 
PLUS Awards. He has been a 
judge at the Small Cap Awards 
from 2013 to 2017.

EXCLUSIVE BOOK OFFER
 
Get 25% off RRP The End of Indexing. 
Visit www.harriman-house.com/endofindexing and use promo code:

MASTERBOOK

Code can only be used on the Harriman House website. Minimum order of 
£5 required. P&P will be added at the checkout.

“THIS BOOK IS ESSENTIAL READING FOR 
ANYONE INTERESTED IN GETTING A HEAD 
START ON THE INVESTMENT TRENDS OF 

TOMORROW.”
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Some of the latest research about 
how our minds really work has 
some profound implications for 
investors. It also drives a coach 
and horses through much of what 
passes for the science of conven-
tional economics.

Nick Chater is a Professor of Behav-
ioural Science at Warwick Business 
School. In his recently published The 
Mind is Flat, he lays to rest a number 
of assumptions about how we think. 
It transpires that our minds have far 
less 'depth' than we might otherwise 
have thought.

Take emotional response, for exam-
ple. One might have thought that 
when experiencing strong emotion, 
our body takes cues from our men-
tal state and responds with a cor-
responding physical reaction. But 
it may actually be the other way 
around. In an experiment at the Uni-
versity of Minnesota, psychologists 
Stanley Schachter and Jerome Singer 

the final word

Mind 
games

BY TIM PRICE

https://masterinvestor.co.uk


“WE ARE FORCED TO CONCLUDE THAT TRADITIONAL 
FINANCIAL THEORY IS WRONG – AND THAT NOT 

ONLY ARE FINANCIAL MARKETS WILDER THAN WE 
EVER SUSPECTED, BUT OUR ABILITY TO MAKE SENSE 
OF THEM AND REACT OBJECTIVELY TO SOMETIMES 
HORRIFYING PRICE SWINGS IS FAR MORE FRAGILE 

THAN WE EVER FEARED.”
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injected volunteers with either adrena-
line or a placebo. The volunteers were 
then made to sit in a waiting room and 
await further instructions.

It turns out that the waiting room was 
the experiment. The volunteers were 
accompanied by a 'stooge' – a partic-
ipant in the study who would display 
either manic behaviour (by obsessively 
constructing and flying paper planes) 
or angry behaviour (by loudly and ag-
gressively complaining about having to 
complete a questionnaire). 

As one might expect, the adrenalized 
participants had stronger emotional 
responses to both stooges than those 
simply given a placebo. Intriguingly, 
however, their emotional reactions 
were stronger in opposite directions. 
Confronted with the 'manic' stooge, 
participants interpreted their raised 
heart rate, shortness of breath and 
flushed face as signs of their own eu-
phoria. Confronted with the 'angry' 
stooge, on the other hand, participants 
interpreted the very same symptoms 
as indicative of their own heightened 
anger. The experiment would tend to 
suggest that emotions of joy or anger 
do not well up from our "inner depths"; 
rather, we seem to interpret our emo-
tions in the moment, and our brains do 
a surprisingly fluid, and inconsistent, 
job of it.

Another example of our mental in-
consistency can be seen in this video. 
Faced with a choice between a holiday 
in Bali or Bournemouth, most of those 
surveyed favoured the exoticism and 
excitement of Bali. But when asked in-
stead which holiday destination they 
would choose to reject, most partici-
pants again plumped for Bali. It's al-
most exactly the same question, just 
framed in a subtly different manner – 
and it reveals just how unreliable and 
unpredictable our minds can be.

If we don't have hidden mental depths, 
how can we justify our behaviour? Nick 
Chater:

I want to argue that those apparent be-
liefs and desires that we cook up when we 
explain our behaviour are actually just 
being creative for that moment, they're 
not stable, we don't have stable beliefs 
and desires which generate our behav-
iour. In fact, we invent those beliefs and 
desires when we have to make a choice 

or justify our action … we infer our own 
inner life from our words and actions, 
just as we infer those of a third person. 
And then we invent what we will say and 
do next. Mental 'depth' is an illusion.

Telling stories

The argument has a lot in common with 
that advocated in Yuval Noah Harari's 
2014 book Sapiens. Harari asks how it 
came to be that of all the early cousins 
of early Man – Homo heidelbergensis, 
Homo habilis, Homo neanderthalensis 
etc. – it was Homo sapiens (ourselves) 
who ended up the sole surviving spe-
cies. Harari's suggestion is that it has a 
lot to do with our facility at, and enthu-
siasm for, telling stories. 

A village of 100 people requires no ex-
ternal organisation; it can manage its 
affairs itself. But a city of several mil-
lion people requires administration, 
as does a country of 60 million. More 
to the point, how does a country of 60 
million persuade a cohort of its young 
male population to go off and fight in 
its defence, perhaps even to die in the 
process? It tells stories and creates na-
tional myths. And we tend to believe 
them.

The message from The Mind is Flat, and 
from Sapiens, is that our entire lived 
experience owes more to story-telling 
than we might care to admit. Far from 
being wonderfully rational, logical be-
ings, we are in reality telling tales from 
the moment we rise in the morning 
until the moment we retire to bed at 
night – and of course the stories don't 
even end there. 

But this is bad news for economists, 
who have tended to advocate the ex-
istence of a rational economic agent 
known as Homo economicus. Homo eco-
nomicus lives and works inside wholly 
efficient markets that coolly and dis-
passionately trade goods and services 
in exchange for economic value. The 
problem is that Homo economicus does 
not exist. He never has, and he never 
will. It turns out that value itself is sub-
jective – an insight that the classical 
economists grasped long before the 
Keynesians.

How else can we account for the shock-
ing decline in the value of the US stock 
market on October 19, 1987, for exam-
ple, when the Dow Jones Industrial Av-
erage fell by over 22% in a single day? 
Based on traditional financial theory 

“OUR ENTIRE LIVED EXPERIENCE 
OWES MORE TO STORY-TELLING 

THAN WE MIGHT CARE TO ADMIT.”
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“THE ONE AND 
ONLY OBJECTIVE 

TRUTH ABOUT 
FINANCIAL 

MARKETS IS 
THE PRICE AT 

WHICH A GIVEN 
INSTRUMENT 
HAS TRADED. 
EVERYTHING 
ELSE IS PURE 

CONJECTURE.”

(notably the bell curve of standard de-
viation), the probability of the October 
1987 Crash was less than one in 1050, 
odds so small that they have no mean-
ing whatsoever in statistical reality. 

And between 1916 and 2003, for exam-
ple, the daily index price movements of 
the Dow do not fit even remotely neatly 
on the bell curve. The tails are too fat. 
Theory suggests that over that time pe-
riod, there should have been 58 days 
when the Dow moved more than 3.4%. 
In fact, there were over 1,000 of those 
events. Theory predicts six days of in-
dex swings beyond 4.5%. In fact, there 
were 366 of them. Index price swings 
of more than 7% should, according 
to theory, come once every 300,000 
years. In reality, the 20th century saw 
48 separate occasions of them.

The crooked timber of 
humanity

We are forced to conclude that tradi-
tional financial theory is wrong – and 
that not only are financial markets 
wilder than we ever suspected, but our 
ability to make sense of them and re-
act objectively to sometimes horrifying 
price swings is far more fragile than we 
ever feared.

Common sense, we are told, is not so 
common. But some people became 
aware of what Kant called "the crooked 
timber of humanity" a long time ago. 
Among them was the Roman emperor 
Marcus Aurelius – the last of the so-

About Tim

Tim Price is manager of the VT Price Value 
Portfolio (www.pricevaluepartners.com) and 
author of 'Investing Through the Looking 
Glass: a rational guide to irrational financial 
markets'.

called 'Five Good Emperors', played by 
Richard Harris in the film Gladiator. A 
quote attributed to Marcus Aurelius 
runs as follows:

Everything we hear is an opinion, not a 
fact. Everything we see is a perspective, 
not the truth.

Take the financial markets on those 
terms – the philosophical approach 
could be accurately described as 'Stoic' 
– and the business of investing becomes 
a lot less psychologically draining.

Another useful approach is to limit 
one's intake of subjective market com-
mentary masquerading as news. In 
this excellent essay, the Swiss author 
and businessman Rolf Dobelli warns 
us that news is to the mind what sugar 
is to the body:

News is easy to digest. The media feeds 
us small bites of trivial matter, tidbits 

[sic] that don't really concern our lives 
and don't require thinking. That's why we 
experience almost no saturation. Unlike 
reading books and long, deep magazine 
articles (which requires thinking), we 
can swallow limitless quantities of news 
flashes, like bright-coloured candies for 
the mind.

Today, we have reached the same point 
in relation to information overload that 
we faced 20 years ago in regard to food 
intake. We are beginning to recognize 
how toxic news can be and we are learn-
ing to take the first steps toward an infor-
mation diet.

This is my attempt to clarify the toxic dan-
gers of news – and to recommend some 
ways to deal with it. I have now gone 
without news for a year, so I can see, feel 
and report the effects of this freedom 
first hand: less disruption, more time, less 
anxiety, deeper thinking, more insights. 
It's not easy, but it's worth it.

One of the most important insights 
about the workings of the financial 
markets came to me via friends who 
practised technical analysis (the study 
of price charts). They told me, "News 
follows price, rather than the other 
way around." The financial markets 
may or may not be clever – it partly de-
pends on who's participating in them 
– but they are always endeavouring 
to anticipate the future. By the time 
a given event is reported (probably 
melodramatically) by the news media, 
it has already been priced in. The one 
and only objective truth about financial 
markets is the price at which a given in-
strument has traded. Everything else is 
pure conjecture. And at a time when 
much of the newsflow seems to be dis-
tinctly miserable, especially in relation 
to geopolitics, there are clear psycho-
logical advantages to just turning it off.
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Wednesday, 9 May
Event: SR Live webinar

Organiser: SyndicateRoom

Time: 12.30pm

Place: Webinar

Link for tickets: https://www.syndicateroom.com/
events/sr-live

Monday, 14 May
Event: A conversation with Gervais Williams 

and Merryn Somerset Webb

Organiser: Small Cap Network

Time: 12.30pm

Place: NEX Exchange, 2 Broadgate Circle, 
London, EC2M 7UR

Link for tickets: https://www.eventbrite.
co.uk/e/a-conversation-with- 
gervais-williams-and-merryn- 
somerset-webb-tickets-44669827657

Tuesday, 15 May
Event: The Big Call: The Dividends Debate: 

ideas for diversification in equity 
income

Organiser: The Big Call

Time: 9.00-1pm

Place: Schroder Real Estate investment 
Management, 31 Gresham Street, 
London EC2V 7QA

Link for tickets: https://www.eventbrite.co.uk/e/the-
big-call-dividends-debate- 
tickets-44832373837

Wednesday, 16 May
Event: SR Live webinar

Organiser: SyndicateRoom

Time: 12.30pm

Place: Webinar

Link for tickets: https://www.syndicateroom.com/
events/sr-live
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Wednesday, 23 May
Event: SR Live webinar

Organiser: SyndicateRoom

Time: 12.30pm

Place: Webinar

Link for tickets: https://www.syndicateroom.com/
events/sr-live

Wednesday, 23 May
Event: AngelClubRCA

Organiser: AngelClubRCA

Time: 6.30-9.00pm

Place: Senior Common Room, Royal College 
of Art, London SW7 2EU

Link for tickets: Emailing Alyssa Becht, AngelClubRCA 
Operations Manager on alyssa.
becht@rca.ac.uk

Thursday, 24 May
Event: The Great British Private Investor 

Summit 

Organiser: AngelNews

Time: 8.30-5pm

Place: Grange Tower Bridge Hotel, 45 Pres-
cot Street, London E1 8GP

Link for tickets: https://www.eventbrite.co.uk/e/
the-great-british-private- 
investor-summit-2018- 
tickets-41273934449?discount= 
MasterInvestor

Website: https://www.privateinvestorsummit.
com

Wednesday, 30 May
Event: SR Live webinar

Organiser: SyndicateRoom

Time: 12.30pm

Place: Webinar

Link for tickets: https://www.syndicateroom.com/
events/sr-live

TUESDAY, 22 May
Event: Women in angel investing forum 

2018

Organiser: UK Business Angels Association

Time: 2-5:30pm

Place: Home House, 20 Portman Square, 
Marylebone, London W1H 6LW, UK

Link for tickets: https://www.eventbrite.co.uk/e/ 
women-in-angel-investing- 
forum-2018-tickets-45583371090

THURSDAY, 24 May
Event: Ignition Financial Investor Evening

Organiser: Ignition Financial

Time: 6.30-9pm

Place: Techspace Shoreditch, 25 Luke St, 
London EC2A 4DS

Link for tickets: https://www.eventbrite.com/e/ 
ignition-financial-investor-evening- 
tickets-45345556781

72 | ISSUE 38 – MAY 2018    Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk

INVESTOR EVENTS DIARY

www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited   ISSUE 38 – MAY 2018  | 73 

https://www.syndicateroom.com/events/sr-live/
https://www.syndicateroom.com/events/sr-live/
mailto:alyssa.becht%40rca.ac.uk?subject=
mailto:alyssa.becht%40rca.ac.uk?subject=
https://www.eventbrite.co.uk/e/the-great-british-private-investor-summit-2018-tickets-41273934449?discount=MasterInvestor
https://www.eventbrite.co.uk/e/the-great-british-private-investor-summit-2018-tickets-41273934449?discount=MasterInvestor
https://www.eventbrite.co.uk/e/the-great-british-private-investor-summit-2018-tickets-41273934449?discount=MasterInvestor
https://www.eventbrite.co.uk/e/the-great-british-private-investor-summit-2018-tickets-41273934449?discount=MasterInvestor
https://www.eventbrite.co.uk/e/the-great-british-private-investor-summit-2018-tickets-41273934449?discount=MasterInvestor
https://www.privateinvestorsummit.com
https://www.privateinvestorsummit.com
https://www.syndicateroom.com/events/sr-live/
https://www.syndicateroom.com/events/sr-live/
https://www.eventbrite.co.uk/e/women-in-angel-investing-forum-2018-tickets-45583371090
https://www.eventbrite.co.uk/e/women-in-angel-investing-forum-2018-tickets-45583371090
https://www.eventbrite.co.uk/e/women-in-angel-investing-forum-2018-tickets-45583371090
https://www.eventbrite.com/e/ignition-financial-investor-evening-tickets-45345556781
https://www.eventbrite.com/e/ignition-financial-investor-evening-tickets-45345556781
https://www.eventbrite.com/e/ignition-financial-investor-evening-tickets-45345556781
https://masterinvestor.co.uk
https://masterinvestor.co.uk


markets in focus

APRIL 2018

74 | ISSUE 38 – MAY 2018    Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk

https://masterinvestor.co.uk


MARKETS IN FOCUS

74 | ISSUE 38 – MAY 2018    Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited   ISSUE 38 – MAY 2018  | 75 

https://masterinvestor.co.uk
https://masterinvestor.co.uk


T h e  U K ' s  n o . 1  f r e e  i n v e s t m e n t  p u b l i c a t i o n

masterinvestor.co.uk

READ ONLINE: masterinvestor.co.uk/magazine

FREE 

DOWNLOAD

https://masterinvestor.co.uk/magazine
https://masterinvestor.co.uk

