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Portfolio Commentary

Sector Exposure - January 2019

The Fund returned 0.9% net of fees during January 2019.
This compares with the All Ordinaries Accumulation Index
return of 4.0%. Average gross capital employed by the Fund
was 93.1% long and 11.2% short. Average net exposure
over the month was 81.9%. Over the month the Fund had
on average 32 long positions and 6 short positions. The
Fund’s biggest stock exposures at month end were spread
across the communication services, consumer, financials,
materials and real estate sectors.

Comm. Serv.

The Fund’s long positions delivered a positive contribution
to returns. This was partially offset by its short positions
which were a small drag on performance over the month.
The largest positive contributors were from the Fund’s
holdings in communication services and financials
companies. Short positions in companies in the materials
and consumer discretionary sectors negatively impacted
performance.

Industrials

Fund Performance*

Top 10 Investments^

Cons. Disc.
Cons. Staples
Energy
Financials
Healthcare

Info. Tech.
Materials
Real Estate
Utilities
-10%

0%

10%

20%

30%

250%
Auscap Fund

All Ords Accum. Index

Adelaide Brighton

JB Hi-Fi

Blackmores

Mineral Resources

200%
150%

Centuria Metropolitan REIT Macquarie Group

100%
50%
0%
2012

2013

2014

2015

2016

2017

CYBG

Nine Entertainment

GDI Property Group

Stockland

2018

* Performance figures are calculated for the lead series net of all fees and expenses assuming the reinvestment of all distributions. Past performance is not a reliable indicator
of future performance.
^ Top 10 long investments in alphabetical order as at 31 January 2019.
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A Value Investor’s Perspective On Digital Disruption
“Digital disruption” has been a catch-cry for new technology companies that are challenging established and traditional
business models. Investors often think of digital disruption as the world of growth and momentum investing, of companies
in exciting developing industries and of the lofty valuations these businesses frequently attract. It is not seen as the realm
of the value manager, who relies on traditional valuation techniques and would see valuations justified on the basis of a
“revenue multiple” or with reference to “total addressable market” as bearing striking similarity to the “revenue to eyeballs”
metrics used in the heady days of the dot-com boom. However, a grasp of the “digital disruption” concept is crucial for a
traditional value investor. Understanding broadly how disruption works, what opportunities there are to take advantage of
any disruption that is taking place and what makes an incumbent business model defensible in such circumstances are all
critical elements in managing an investment portfolio and any risks to a portfolio from potential disruption.
As part of our investment process we assess the likelihood of potential disruption to the businesses we invest in. Businesses
get sold off heavily on the fear of disruption for the simple reason that, in today’s world, new technology can displace
traditional business models in very short time frames. In fact, as demonstrated by the chart below, the speed with which
new technologies are adopted en masse has shortened considerably over the last century.
US Technology Adoption Rates, 1900 to Present

Source: BlackRock, Asymco, Tony Seba

The adoption of new technologies is not linear but instead typically follows an “S-Curve”. This is because early iterations of
new technologies are often not sufficiently compelling, cheap or scalable to drive mass market adoption and initially there
might be a lack of supporting infrastructure. Over time successful products reach a tipping point after which uptake increases
exponentially. The tablets we now frequently use can be traced back to the Linus Write-Top of 1987, the GRiDPad of 1989
and Apple’s own Newton MessagePad in 1993. But for a variety of reasons widespread adoption of tablets did not occur
until decades later. With accelerated technological growth and more efficient supply chains, S-Curves have steepened.
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It is worth noting that insiders in incumbent companies often have a poor record of predicting the success of disruptive
threats. Former Microsoft CEO Steve Ballmer infamously predicted in 2007 that “there’s no chance that the iPhone is going
to get any significant market share”. Similarly, former Blockbuster CEO Jim Keyes concluded in 2007 that Netflix was not
“even on the radar screen in terms of competition”. Management complacency to disruptive threats can be a red flag.
However, investors also appear to have an observable bias in favour of assuming successful disruption. There are many
times when investors assume that the incumbent will not succeed in repelling the threat, in transforming their own business
and improving their competitive position. In the domestic market, there is an assumption that online retailers will disrupt
their traditional bricks and mortar peers. Yet we find an increasing amount of evidence to suggest that, following significant
investment into technology and online capability, many of the traditional retailers are leading the way in developing a strong
digital offering as part of a powerful omnichannel strategy. The natural advantages of incumbency, including existing
relationships with a large customer base and a wide product and service offering, can be ignored by investors. The
presumption that these businesses will be displaced by disruption can present an opportunity, especially when a strong and
growing business is sold down to highly attractive prices.
For the disruptors, it is worth noting that there is no guarantee that the company which invents a new technology will be the
one to capture the value from the development. Facebook did not invent the social network. Alphabet (owner of Google)
did not invent the search engine. But both have capitalised on these technological breakthroughs to become the leaders in
their respective fields. Trying to pick an early winner amongst possible “disruptors” can be very difficult. Paying a lofty price
based on the assumption that a company will emerge as the winner can be fraught with danger.
The success of a disruptor is also often reliant on the complacency of an incumbent. When incumbent management are
focused on protecting their existing high margin business and short term profitability, at the expense of customer satisfaction
and long term viability, they run the risk of destroying significant shareholder value. This happens despite incumbents often
having far more resources to innovate than disruptors. As Harvard Business School Professor Clayton Christensen points
out, disruptive innovation often comes down to “a marketing challenge, not a technological one.” For example, it is easy to
forget that Kodak invented the digital camera in 1975.
As a value manager we would always be concerned about a management team that was dismissive of a viable threat to
their business model. Conversely, where management teams are responsive and heavily investing to compete in a changing
landscape, we find that the natural resource advantage of the existing players is often discounted more than it should be.
Disruption is not a foregone conclusion. There are plenty of examples of incumbents thriving in the face of new competitive
threats and potentially disruptive technologies. These are the companies that are investing for the future and adapting to a
changing landscape. We are cognisant of disruption risk and always carefully consider whether an incumbent’s competitive
advantage is sustainable prior to any investment. If our conclusion from this analysis is that market concerns of disruption
risk are overstated, this may present us with an attractive opportunity to invest in a high-quality business at a discount to its
intrinsic value.
Our value-based approach does also not preclude us from investing in attractively priced disruptors. There are occasional
situations where the upside associated with successful disruption is not being considered or valued by the market. Or we
might find an attractive investment in a company that offers a derivative exposure to a disruptive trend. As Mark Twain
suggested “during the gold rush, it’s a good time to be in the pick and shovel business.”
We will continue to monitor disruption risk across our investments carefully to assess what implications there might be for
incumbent businesses. We focus on an objective analysis of the market environment and the risks and opportunities for the
companies involved. Indeed we currently have a number of investments in businesses where little value is being attributed
to the fact that they are a key player in disrupting existing business models, which could create significant future value for
shareholders. We will continue to look to take advantage of the range of opportunities presented by the inevitable digital
disruption that is currently occurring and will occur into the future.
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© Auscap Asset Management Limited
Australia
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 Product Disclosure
Statement, 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 at
www.auscapam.com/auscap-fund/pds. We welcome any feedback, comments or enquiries. Please direct them to info@auscapam.com.
Auscap Asset Management Limited

Service Providers

ACN 158 929 143 AFSL 428014
Lvl 30, 9 Castlereagh St, Sydney

Prime Brokerage: Citi Global Markets
Administration: Link Fund Solutions

Email: info@auscapam.com
Web: www.auscapam.com

Tax & Audit: Ernst & Young
Legal: Norton Rose Fulbright
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