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What Is Capital Preservation?
This newsletter coincides with the 100th month of operation for the Auscap Long Short Australian Equities Fund and the
one year anniversary of the fastest significant sell-off from peak to trough in Australian capital markets history. Given this
context, it seems like an appropriate time to discuss one of the most important topics in investing, capital preservation.
Capital preservation is an objective, not a strategy. Our two core aims when investing are to preserve capital and generate
an attractive return on that capital. Whilst having a capital preservation objective is sensible, it is also widely held and in
and of itself tells you very little about an investment manager. It is the approach to capital preservation that differentiates
investment managers in respect of this objective. This newsletter discusses Auscap’s approach to capital preservation.
Firstly, we focus on high quality businesses with sustainable competitive advantages, growth prospects, aligned
management, strong balance sheets and clean financials. These businesses, whilst not immune to hiccups, tend to emerge
from unforeseen economic shocks with an even more dominant market position. A sustainable competitive advantage might
include:


Scale advantages that result in a consistently lower cost of doing business such as superior buying power, a lower per
unit corporate overhead cost and the capacity to spread investments over a larger revenue base;



An entrenched customer base where the switching costs are considerable and the relationships are of long duration,
making it able to withstand short term competitive pressure;



A resource that has natural cost, product quality and/or transport and logistics advantages over peers; and



Assets in monopolistic positions, such as major transport infrastructure within and between significant cities or shopping
centres in irreplicable positions in major metropolitan precincts.

This list, while not exhaustive, covers a range of companies that we look to invest in. Businesses with competitive
advantages tend to achieve superior returns on capital. This is logical. If a business truly has a competitive advantage, it
should make more money for each dollar invested than its peers. This will be clear by analysing the return on capital metrics
in the financial accounts of the business. The sorts of high quality businesses we are interested in investing in are those
where we think a competitive advantage is enduring and the track record of strong returns on invested capital are therefore
likely to continue into the future.
Secondly, we like to purchase stakes in these businesses when we think they are trading below our estimation of their
worth. The purpose of buying below our valuation is simple, the valuation could be wrong! For example, the factors affecting
a company’s worth could change for the worse, rendering the assumptions used in the valuation less meaningful.
Purchasing part of a business for less than we think it is worth provides a “margin of safety” for errors in analysis or
worsening conditions. Negative surprises are inevitable, even for high quality businesses, but a focus on valuation aims to
mitigate their impact.
Of course, valuations depend on a number of inputs, with growth in revenue and earnings being critical factors. Due to the
significance of compounding, the value of a predictably growing earnings stream from a business with a high return on
capital should not be underestimated. So we are willing to and expect to pay more for profitable businesses that are growing
reasonably quickly, if the measure of “paying more” is based on a multiple of its forecast near term earnings. This makes
logical sense. To us, the objective of buying into companies for less than we think they are conservatively worth makes us
a “value” investor. Whether companies are trading at low price to book and/or low price to earnings ratios, or have high
current dividend yields, are not determining factors on their own. A low price to book ratio might simply reflect a company
with a very poor return on capital which needs to constantly reinvest profits back into the business just to maintain
profitability and so deserves to trade on a low price to book ratio. A low price to earnings ratio may reflect a declining
business that could still be expensive on further analysis if earnings decline more quickly than the market is factoring in. A
high dividend yield may reflect an unsustainable payout of cash flow that will diminish over time. An approach defined by
buying these sorts of companies could be more typically categorised as deep value, an approach that we tend to avoid.
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We are however cautious about forecasting many years of exceptional growth, particularly for businesses that are currently
unprofitable or barely profitable. Experience tells us that it is difficult for a company to grow quickly for many years without
interruption, and the number of companies that achieve this feat are few and far between. There are often disruptive events,
new competition, changing regulations or other adverse events that interrupt rapid growers at one stage or another. So
paying up based on the assumption of continual rapid growth rarely provides us with a sufficient margin of safety to be
comfortable.
We believe the best way to preserve capital over time is to buy high quality businesses with a sustainable competitive
advantage at a discount to our calculation of what we think they are worth. We have highlighted two words in this statement,
“over time”. The obvious question is over what time? What is a reasonable period of time to expect performance? And
should such an approach result in reasonably linear performance, or will there be cyclicality, meaning times when it works
well and other times when it works less well?
Clearly we have no predictive power over daily share price fluctuations. So expecting performance over a short time horizon
is a folly. Companies can be out of favour for no reason of their making for a number of years. JB Hi-Fi is one of the lowest
cost of doing business electronics retailers in the world. It has a leading brand, operates in a growing industry and has a
very powerful market position in Australia. It has been a Fund holding for many years. From mid 2016 to early 2019 its
share price declined from over $31 to under $21, a frightful performance for anyone with a short term horizon. What had
gone drastically wrong? Precisely nothing. They grew earnings per share substantially during this period.
JB Hi-Fi Earnings Per Share and Share Price
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JB Hi-Fi were responding to the opportunity and threat of e-commerce with vigour, a battle for which they continue to look
well positioned. But the threat of Amazon and other online players, the presumed impact on consumption from a decline in
the residential property market, the structural decline in DVD sales and the perceived integration risk around the acquisition
of The Good Guys saw pessimism increase to a peak in early 2019. But eventually earnings dictate share prices. The stock
moved quickly from $21 to over $41 by early 2020.
Warren Buffet has called the stock market “a device for transferring money from the impatient to the patient.” The suggested
time horizon many seasoned professionals have for equities is at least 5 years. Our intended time horizon for holding
businesses is many, many years. Market sentiment can remain negative for substantial periods of time, even as a business
continues to develop, invest and grow earnings.
It is our intention to preserve capital through our approach to investing. This is how we preserve capital. We also selectively
short businesses that we consider to be considerably overvalued with medium term downside to earnings forecasts. In
aggregate we have always run a considerable net long portfolio, so these shorts are not designed to hedge the portfolio
because we want long term exposure to great businesses.
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We do not try to supplement this approach with any fancy short term “trading” strategies. We have no advantage in guessing
where the market might head on any given day, week or month, so trying to guess our way to short term profits in our view
is not only impossible but more likely to lead to short term losses than gains, consuming important mental capital in the
process.
Importantly, our approach to preservation of capital has not mentioned volatility. We do not specifically aim to minimise
volatility. We do not aim to keep the Fund’s volatility at a particular level or in line with a basket of stocks such as an index.
We are generally sceptical of the merits of using historical share price volatility as a proxy for risk. Investors want a measure
of riskiness and, in the absence of anything better, often measure volatility because it is measurable! It reminds us of Albert
Einstein’s quote, “not everything that can be counted counts and not everything that counts can be counted.” The problem
is, while some extremely volatile instruments are definitely risky, volatility is not a sufficient condition for something to be
risky. At moments of extreme value, investments often exhibit extreme volatility. Equities in March 2020 were the least risky
they had been for some time and were offering incredible value, despite the extreme volatility that they were exhibiting. So
in such an instance, high levels of volatility do not equal high levels of risk. The same could be said for investing in high
quality businesses after every major market fall. Yet if volatility was used as a benchmark, high quality stocks would be
considered extremely risky at these points in time. So targeting volatility is very likely to not be the same as minimising or
even managing risk, since volatility is an outcome, and one that does not necessarily correlate with risk.
One easy way to minimise volatility is to reduce exposure. Whilst an investment in cash carries minimal volatility, it carries
little or, in the current environment, no reward. But this defeats the purpose of investing in equities. If one was trying to keep
volatility constant over time, then one would be inclined to have the smallest exposure when stock price volatility is highest,
after large market falls, when the most compelling value is on offer. Similarly, one would often have the highest exposure
to equities when markets are sanguine and complacent about risk, typically after strong upward moves when value is least
compelling. So targeting a level of volatility can also be counter-instructive to deliver capital preservation.
Another alternative is to seek volatility that is similar to an index. The inevitable result of such targeting is fairly logical, to
have the volatility of an index a fund must look similar to that index. This leads to managers seeking to resemble the index
in at least the sectoral composition of their portfolio, and often in relation to the biggest weights in the index in particular,
irrespective of whether value is on offer in these names. This is perhaps not surprising given the asymmetric risk for
managers in delivering returns that are differentiated from the market. The reluctance to deviate too far from the mean in
terms of performance or volatility results in “index hugging”, where the manager largely replicates the index while hoping
that a small number of stock picks will generate enough alpha to drive outperformance. This is a difficult feat to achieve
after fees, and the majority of managers taking this approach will struggle to achieve this delicate balance. It also throws
up an obvious problem, that a stock that has a large index weighting is dangerous to such a manager if it does particularly
well and the manager does not own it. This can lead to ownership for reasons that have nothing to do with fundamentals.
And invariably the entire exercise can lead to justifiable criticism that this sort of investment management is not genuine
active investing.
We ignore the composition of the market given it should have little bearing on our view as to where the best opportunities
lie, what the best risk adjusted portfolio might be or which sectors we should be overweight. We do not have any perceived
view that the Fund’s volatility should be greatly above or below the market, but over time we expect our returns to be in
excess of the market, since we are focused on finding the best risk adjusted returns through a superior quality portfolio
purchased at attractive prices. To date the Fund has delivered 15.9% per annum post fees over the last 8.25 years. Over
that same period the All Ordinaries Accumulation Index has returned 9.6% per annum.
The nature of this concentrated and active investment approach is that there will be periods when the Fund is both more
volatile and less volatile than the All Ordinaries Accumulation Index, its benchmark. Volatility in and of itself is only the same
as risk to the extent it is acted on to the detriment of the investor. We continue to be of the opinion that we own market
leading businesses. They will survive and thrive through crises. So the risk of us liquidating investments when great value
is on offer is extremely low, unless done to optimise the portfolio and facilitate buying in even more compelling opportunities.
Investing is always a relative proposition. Better opportunities should be prioritised.
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As discussed above, Auscap’s objective isn’t to just buy the cheapest stocks on offer, we are focused on value and quality.
On that front we intend to continue to work on improving our communication with our investor base. From this month we
will disclose the top 20 positions in the portfolio. This is to continue the journey of improving transparency so that investors
are increasingly familiar with the sorts of companies we are invested in. We also intend to introduce a more comprehensive
quarterly newsletter that will generally be more focused on stock investments than the monthly newsletter, and reduce the
detail in the monthly newsletter to a performance fact sheet. The objective is to have our commentary more focused on our
long term thinking, and less on the regular news reporting required by monthly analysis. Our investment timeframe is long
term, and we hope that our investors will benefit from more detailed analysis delivered slightly less frequently. All past
newsletters will continue to be available on the website. As always, we encourage any feedback on these developments.
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Auscap Long Short Australian Equities Fund
Fund Performance*

Fund Exposures

Period

Auscap

All Ords

February 2021 Average

% NAV

Positions

3.4%

1.4%

Gross Long

132.4%

52

56.0%

17.7%

Gross Short

6.7%

2

239.0%

113.7%

Gross Total

139.1%

54

15.9%

9.6%

Net / Beta Adjusted Net

125.7%

147.4%

February 2021
Financial Year To Date
Since Inception
Annualised Returns

Portfolio Commentary

Top 20 Investments

The Fund returned 3.4% net of fees during February
2021. This compares with the All Ordinaries
Accumulation Index return of 1.4%. The Fund’s biggest
exposures over the month were spread across the
consumer discretionary, real estate, materials, financials
and communications services sectors.

Atlas Arteria

Mineral Resources

Aventus Group

Motorcycle Holdings

Blackmores

Nick Scali

Carsales.Com

NZME

Fund Calendar Year Returns*

Charter Hall Retail REIT

Reece

CY13

51.9%

CY18

(18.5%)

Eagers Automotive

Rio Tinto

CY14

23.2%

CY19

18.1%

GDI Property Group

Super Retail Group

CY15

36.0%

CY20

10.6%

Home Consortium

Unibail-Rodamco-Westfield

CY16

2.2%

CY21

3.3%

Jumbo Interactive

Virgin Money UK

CY17

17.1%

Macquarie Group

Virtus Health

Sector Exposure - February 2021
50%
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Short

40%
30%
20%
10%

ASX200 Index
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Information
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Industrials
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Energy

Consumer
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Consumer
Discretionary

-10%

Communication
Services

0%

*Performance figures are calculated for the Monthly Class net of all fees and expenses assuming the reinvestment of all distributions. Note, as at 1 January 2021, the Series
Class was consolidated into the Monthly Class. Past performance is not a reliable indicator of future performance.
^ Top 20 long investments in alphabetical order as at 28 February 2021.
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Disclaimer
This newsletter contains performance figures and information in relation to the Auscap Long Short Australian Equities Fund ARSN 615 542 213 (Fund) from inception of the
Fund. The actual performance for your account will be provided in your monthly statement. Actual performance may differ for investments made in different classes or at
different times throughout the year. This newsletter is intended to provide general background information only. It is not a Product Disclosure Statement under the Corporations
Act 2001 (Cth), nor does it constitute investment, tax, legal or any other form of advice or recommendation to be relied upon when making an investment or other decision. The
content of this document does not constitute an offer or solicitation to subscribe for units in the Fund or an offer to buy or sell any financial product. Past performance is not a
reliable indicator of future performance. While all reasonable care has been taken to ensure that the information in this document is complete and correct, no representation or
warranty is given as to the accuracy of any of the information provided, including any forecasts. To the maximum extent permitted by law, Auscap Asset Management Limited
ACN 158 929 143 AFSL 428014, its related bodies corporate, directors, employees and representatives are not liable and take no responsibility for the accuracy or completeness
of this document. No investment in the Fund should be made without fully reviewing the information, the disclosures and the disclaimers contained in the relevant disclosure
document, a copy of which is available at www.auscapam.com, or any supplement to that document and obtaining investment, legal, tax and accounting advice appropriate to
your circumstances. You are receiving this newsletter because we hold personal information about you, namely your contact details. You should view Auscap's Privacy Policy
to understand how your personal information will be used and processed. No part of this material may be reproduced or disclosed, in whole or in part, without the prior written
consent of Auscap Asset Management Limited.
Hong Kong
This newsletter has not been reviewed or approved by any regulatory authority in Hong Kong. This newsletter does not constitute an offer or invitation to the public in Hong
Kong to acquire the units in the Fund. Accordingly, unless permitted by the securities laws of Hong Kong, no person may issue or have in its possession for the purposes of
issue, this newsletter or any advertisement, invitation or document relating to the units in the Fund, whether in Hong Kong or elsewhere, which is directed at, or the contents of
which are likely to be accessed or read by, the public in Hong Kong other than in relation to the units of the Fund that are intended to be disposed of only to persons outside
Hong Kong or only to “professional investors” (as such term is defined in the Securities and Futures Ordinance of Hong Kong (Cap. 571) and the subsidiary legislation made
thereunder).
Singapore
This newsletter is being furnished to you on the basis that you are an “institutional investor” (as defined in the Securities and Futures Act (Chapter 289) of Singapore) and on
a confidential basis, solely for your information. This newsletter may not be reproduced, disclosed, or distributed to any other person in Singapore. Auscap Asset Management
Limited, as the responsible entity and manager for the Fund has not taken any steps to ensure that the capital markets products referred to in this newsletter are suitable for
any particular investor, and will not treat recipients as its customers by virtue of their receiving this document.
This newsletter has not been, and will not be, registered as a prospectus with the Monetary Authority of Singapore and this newsletter is not intended to constitute an offering,
and is not regulated by any financial supervisory authority pursuant to any legislation in Singapore. The investments or services referred to in this newsletter may not be suitable
for you and it is recommended that you consult an independent investment advisor if you are in doubt about such investments or investment services. Nothing in this document
constitutes investment, legal, accounting or tax advice or a representation that any investment or strategy is suitable or appropriate to your individual circumstances or otherwise
constitutes a personal recommendation to you.
United Kingdom
This newsletter may be distributed in the United Kingdom only to persons who: (i) have professional experience in matters relating to investments in accordance with Article 19
of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended) (“FPO”); or (ii) to whom this document may otherwise be lawfully distributed
(all such persons together being referred to as “Relevant Persons”). This newsletter is only directed at, or available to, Relevant Persons and must not be acted on or relied on
by persons who are not Relevant Persons. Any investment or investment activity to which this document relates is available only to, and will be engaged in only with, Relevant
Persons.
United States
This newsletter may not be distributed in the United States and does not constitute an offer to sell, or a solicitation of an offer to buy, securities in the United States. Any
securities described in this newsletter have not been, and will not be, registered under the US Securities Act of 1933 and may not be offered or sold in the United States except
in transactions exempt from the registration of the US Securities Act, the US Investment Company Act of 1940 and applicable US state securities laws.

If you do not currently receive the Auscap Newsletter automatically, we invite you to register. To register please go to the website
www.auscapam.com and follow the registration link on the home page. Interested investors can download a copy of the PDS for the Auscap Long Short
Australian Equities Fund at www.auscapam.com/auscap-fund/pds. We welcome any feedback, comments or enquiries. Please direct them to
info@auscapam.com.
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