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Investment Performance to 30 June 2014 

 

 

3 months 

 

6 months 

 

1 year 

 

 

Since Inception  

Evans and Partners International Fund 3.06% n/a n/a -1.78% 

Benchmark
 

3.21% n/a n/a 1.94% 

Difference  -0.15% n/a n/a -3.72% 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Market commentary 

       Holdings as at 30 June 2014 

Company Region Sector 

Ecolab US Materials 

3M US Industrials 

Legrand Europe Industrials 

Illinois Tool Works US Industrials 

Compass Group UK Commercial Services 

Reed Elsevier UK Commercial Services 

Grainger (W.W.) US Commercial Services 

Omnicom US Commercial Services 

Viacom US Consumer Discretionary 

Time Warner US Consumer Discretionary 

Nestle Europe Consumer Staples 

Diageo UK Consumer Staples 

L'Oreal Europe Consumer Staples 

American Express US Non-bank Financial Services 

Fiserv US Information Technology 

   

 

 

 

Objective 

We aim to generate absolute returns of 8-12% pa over a 5-7 

year investment cycle. Our approach is to own a 

concentrated portfolio of 10-15 high quality, value-creating 

businesses acquired at material discounts to their intrinsic 

value.  

 Portfolio weight by source of revenue 

 

Performance is net of fees. These figures represent historical performance only. Past performance should not be taken as an indication of future performance.  

Returns are annualised. Inception date is 18th February 2014. Numbers may not sum due to rounding. 

 

Top 5 Bottom 5 

Compass Group 1.01 Omnicom Group -0.25 

Illinois Tool Works 0.59 Accenture -0.21 

Time Warner  0.54 Legrand -0.02 

Fiserv  0.38 Diageo -0.01 

Reed Elsevier  0.34 Time Warner -0.01 

 

Securities movements for the June Quarter 

Bought in: L'Oréal, Grainger (W.W.), Ecolab 

Sold out: Accenture Plc 

Increased 

holding:           
Reed Elsevier 

Decreased 

holding: 

Viacom, Time Warner, 3M, Legrand, 

Illinois Tool Works, Diageo, American 

Express 

 
Source: Company filings, E&P analysis 

Portfolio Manager Stephen Arnold 

Benchmark
 

MSCI All Countries World 

Accumulation Index Ex-Australia 

(A$) 

Inception Date 18
th

 February 2014 

 

Numbers represent contribution in basis points of each stock to the percentage 

change in portfolio value. 

 

USA

43%

Europe, 

UK, 

Middle 

East, 

Africa

34%

Asia

13%

Latin 

America

10%

Evans and Partners Pty Ltd (ABN 85 125 338 785, AFSL 31807) has prepared this document for information purposes only based on information provided by Equity Trustees Limited (ABN 

46 004 031298, AFSL 240975), the Responsible Entity for the Fund. Any information contained in this publication is current as at the date specified at the beginning of this report (unless 

otherwise specified) and is provided by the issuer of the Fund. Neither Equity Trustees Limited nor its related entities, directors or officers, guarantees the performance of, or the 

repayment of, capital or income invested in the Fund. This document should be regarded as general information only rather than financial product advice. It has been prepared without 

taking account of any individual’s objectives, financial situation or needs. As such, you should, before acting on any such information, consider its appropriateness, having regard to your 

objectives, financial situation and needs. We strongly encourage you to obtain professional advice and to read the relevant Product Disclosure Statement (PDS) in full before making an 

investment decision or, where available by making an application through the mFund settlement service (mFund) by placing a buy order for units with your licensed broker. A copy of the 

PDS can be obtained by contacting Evans and Partners or referring to the Evans and Partners web site: www.evansandpartners.com.au. 

 

Contributors to portfolio return – June Quarter 2014 
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Market Commentary 

International equity markets rose 3.2% (all figures in AUD) in the June quarter. Gains were led by emerging markets, which rose 

by 4.7% compared to a 3.0% rise for developed markets ex-Australia. Emerging market standouts included a 10.6% gain from 

India as investors reacted enthusiastically to the change in government, a 9.2% rise from Russia, and 5-6% gains from Latin 

America, Asia and Emerging Europe. In developed markets Canada led the way with a 7.9% rise, followed by Japan up 4.7%, 

gains of 3-4% from the UK and the US, while Europe was up just 0.2%. Equity markets in the quarter were characterized by 

unusually low volatility, which in the US has fallen back to the lows reached in 2003 and 2007. Through the end of June the last 

day the US equity marked moved more than 1% in either direction was April 16
th

, the longest such stretch since 1995.  

 

The appreciation in equity markets belied the subdued economic tone in the quarter. Both the World Bank and the IMF cut their 

forecasts for 2014 global GDP growth, with particularly sizeable downgrades to expected growth in the US. However, financial 

markets continue to be supported by ultra-accommodative monetary policy by the world’s major central banks. Tired of being 

paid next to nothing on bank deposits, individual investors in the US have added $100bn to equity mutual funds and ETFs, 

according to Bloomberg, 10x the level of the prior 12 months.  

 

The effects of near-zero official interest rates is being reflected in credit markets, where the “search for yield” has seen bond 

yields in southern Europe fall sharply this year and yield premium over government bonds for sub-investment grade bonds (also 

known as “junk bonds”, for a reason!) in the US fall to pre-crisis levels. This “search for yield” was also reflected in the 

composition of sector gains in major equity markets in the quarter, with the best performing groups including utilities, energy, 

real estate and tobacco. Banks lagged, held back by ongoing regulatory challenges and a slowdown in US mortgage refinancing. 

M&A activity picked up in the quarter, particularly in pharma, telecommunications and media, and IT, providing additional 

support to these sectors.  

 

One may wonder why interest rates in the US and UK are unchanged from the depths of the recession when economic activity, 

while still well below trend, is clearly growing, banks are recapitalized and property prices are rising strongly. The US exited 

recession five years ago and the level of employment is back to pre-crisis, while in the UK house prices are up 10% yoy, including 

20% gains in London. Central banks, particular the ECB and the US Federal Reserve, defend the current policy stance by pointing 

the risks of deflation and of a stalling in the real economy.  

 

The Bank of International Settlements, one of the few public bodies to express warnings before the crisis, is certainly concerned 

at the investor behavior ultra-loose monetary policy is encouraging. The Managing Director of the BIS, in an interview with the 

UK’s Telegraph newspaper, said that “markets seem to be considering only a very narrow spectrum of potential outcomes. They 

have become convinced that monetary conditions will remain easy for a very long time”. The BIS noted in their recent annual 

report that the ratio of debt to GDP in developed countries has risen by 20 percentage points to 275% since Lehman collapsed, 

and that higher debt levels and lower interest rates means the sensitivity to interest rate movements is now much greater.  

 

Following a different path from most developed countries has been Sweden, which increased interest rates sharply in 2010 and 

2011 in an attempt to counter high levels of household debt and rising property prices. However, the Swedish central bank has 

been backtracking over the last two years in the face of a weak economy and inflation below target levels, and reversed course 

altogether on July 2
nd

 when, in an attempt to fight falling prices it surprised the market by cutting rates from  0.75% to 0.25%, 

back to the lows of 2009. In Europe inflation across the region fell to 0.5% in May, including outright deflation in Portugal, 

Cyprus and Greece, with Spain and the Netherlands dangerously close. In the US improvements in the demand for labour are yet 

to see increases in the price of labour. So, the signs are that ultra-loose monetary policy will be with us for longer. Eventually, 

though, the pendulum will swing and financial markets will have to live with rising rates.   
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Portfolio Performance 

The International Fund appreciated in AUD by 3.1% over the quarter, 0.15% behind the global equity market.  

 

Key positive contributors to performance in the quarter were Compass Group, Time Warner and Illinois Tool Works:  

 

� Compass Group – Compass Group, which is the world’s largest contract catering company, announced a strong result for 

the six months to March driven by 6% growth in North America and double digit growth in emerging markets. In North 

America Compass is generating strong levels of new business and client retention rates above 95%. Management made 

special mention of the Silicon Valley region, where Compass has grown from annual revenue of $40m a decade ago to 

$250m today with clients including Oracle, Twitter, SAP and Google. In emerging markets Compass is seeing accelerating 

growth as companies in those regions look to generate efficiencies through outsourcing functions such as catering. 

Revenue grew by more than 20% yoy in both India and China. The company also announced a £1bn special dividend. This 

will take Compass’ net debt to EBITDA ratio to 1.5x, a level we view as still conservative, and is in our view a sensible 

distribution of excess cash.  

� Time Warner – in June Time Warner completed the spin-off of its publishing operations, Time Inc., as a separate company. 

This continues a process management has been following over the last several years of divesting non-video content assets, 

including the AOL internet access company, the much larger cable-TV distribution business (Time Warner Cable) and its 

Manhattan head office building. In our view the publishing business is structurally challenged and Time Warner is a higher 

quality business without it. Note that we immediately sold the shares we received in Time Inc. 

� Illinois Tool Works – ITW reported a strong March quarter result, the highlights of which were an acceleration in 

underlying revenue growth and continued significant margin expansion. ITW is 18 months into a five year internal 

efficiency and reorganization program, the objective of which is to increase EBIT margin by 500bp and improve the 

sustainable underlying growth rate by 2%. The EBIT margin in Q1 rose by 180bp yoy and the company increased its full year 

margin guidance by 50bp. The enterprise initiatives in the five year plan contributed 120bp to the margin expansion, a 

contribution that has built progressively over the last five quarters. Management believes the enterprise initiatives are on 

track to materially exceed the margin improvement target in the five year plan.  

 

Detracting from performance were Omnicom, Accenture Plc and Legrand.  

 

� Omnicom – in May Omnicom announced the termination of its merger proposal with Publicis, citing cultural differences as 

well as regulatory hurdles. The two companies could not agree on senior appointments, such as the CFO, and significant 

differences in management style and organisational structure became apparent during the discussions. While the merger 

had the potential to generate material cost savings and tax synergies, in our view it is far better for Omnicom to have 

abandoned the proposed merger in light of these differences than carry on regardless. It is likely that Omnicom will have 

suffered some disruption and distraction through the merger process over the last year, but we expect this will prove 

short-lived. We see Omnicom as a very well managed organisation with a long history of superior operating performance 

and market share gains.  

� Accenture – see next section.   

� Legrand – Legrand is the world’s leading maker of low-voltage electric devices, with around 40% of revenue from Europe, 

35% from emerging markets, and 15% from North America. Persistent weakness in industrial activity and a lack of inflation 

in Europe will constrain revenue growth this year. There should be some offset to this from the ongoing recovery in the 

housing market in the US, an eventual recovery in US non-residential activity, and some improvement emerging markets. 

Legrand is an unusually profitable industrial company, with an EBIT margin of 20%, and a record of intelligent capital 

allocation.  
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Portfolio Changes 

Stocks removed from the portfolio – Accenture 

 

We sold Accenture from the portfolio in early April following its February quarter result which fell short of our expectations.  

� Accenture is facing increased commoditisation in many areas of its business and noted an increase in pricing pressure in 

their February result, which is a concerning development.  

� Profitability in the quarter was supported by a large decline in management bonuses. Even in the absence of an 

improvement in operating performance, we expect it will be difficult for the company to keep bonus payments at these 

lower levels in light of competition for talent in the industry.  

� Accenture’s competitive advantage is built on long tenured relationships and deep industry expertise backed by a strong 

global delivery network. Whilst we continue to see Accenture as the benchmark within its sector, our discussions with 

many of their competitors suggest the gap is narrowing as their peer group grow their low cost global delivery networks 

and improve their front-end consulting capability. 

� Over the last nine months as organic growth has slowed the company has markedly increased its level of acquisition 

activity, spending over $1.4bn. Looking at current valuations and speaking to the industry suggests to us that the prices 

paid have been very full. 

� We are concerned at the variability in operating cash flow, and view management’s explanations for this on their 

conference calls to be unsatisfactory.  

 

Stocks added to the portfolio – L'Oréal, Grainger (W.W.), and Ecolab 

L'Oréal 

 

� L’Oréal is the world’s largest beauty company with cosmetics sales of €21.3bn in 2013. Its brands include Redken, 

Kerastase, L’Oréal Paris, Garnier, Maybelline and Lancome. L’Oréal operates across the three main categories of mass, 

professional and luxury cosmetics.  

� L’Oréal has grown organically over the last decade at around 6% pa or 1.5x the rate of growth of its end markets. Its 

impressive record of market share gains continued through the last two years, during which it gained share in each major 

category and geography.  

� EBIT margins for L’Oréal’s core Cosmetics business are both impressively high and consistent. They have risen from 18.0% 

to 20.1% over the last decade, and even in the recession of 2009 were an enviable 18.0%. The company sees scope to 

further improve margins.  

� L’Oréal management has protected and strengthened the company’s franchise over time and has a strong record of 

investing consistently behind brands and new product development. Advertising and promotion is 30% of sales, and 

actually rose during the financial crisis. Similarly, R&D is 3.5% of sales and also rose during the 2008 and 2009 recession.  

� Management have proven good stewards of shareholder capital. They have a strong record of buying small businesses and 

brands and growing them through L’Oréal’s worldwide distribution. They have also repurchased their shares over time at 

attractive prices.  

� In February of this year L’Oréal bought back 48.5m of the 178.4m shares Nestlé owned in L’Oréal, representing 8% of 

L'Oréal’s issued capital. The transaction did not satisfy some investors, who had hoped L’Oréal would divest some or all of 

its investment in Sanofi to fund a repurchase of all of the shares owned by Nestlé, and the decline in share price around 

this event in our view presented an attractive investment opportunity.  
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Grainger (W.W.) 

 

� Grainger is the leading distributor in North America of products used to maintain, repair and operate (MRO) facilities such 

as commercial buildings, factories, universities and hospitals. In its branches and distribution centres Grainger has over 

500,000 products, such as include pumps, motors, hand tools, janitorial supplies and fasteners. The company’s 2m 

customers are drawn from a broad range of industries including healthcare, manufacturing, government and hospitality. 

� Grainger has scale benefits that, managed well, are self-reinforcing. The company has invested consistently in its supply 

chain, product breadth (up 7x over the last five years), private label brands, and information systems to drive higher levels 

of customer satisfaction and operating margin, and further distance itself from competitors. Grainger has gained market 

share in each of the last ten years.  

� Online accounts for over one-third of US sales and grew by 18% last year. Grainger is the 14
th

 largest online retailer in the 

US. 

� Grainger’s business works particularly well for large, sophisticated, demanding customers. These customers buy from 

Grainger on average six times per day and account for 75% of revenue. Grainger has a 15% share of this market compared 

to a 10% share of the mid-market and less than 1% share at the small end. There is an acceleration of an ongoing trend of 

recent years of large customers consolidating their number of their MRO suppliers – often from hundreds or thousands to 

a handful – and this is providing a tailwind to Grainger’s market share gains.  

� Grainger earns an EBIT margin of 18% in the US and expects to continue its impressive record of expanding profit margin. 

Over the last decade sales have grown by 7.2% pa and EPS at 17.2% pa while dividends have increased for 43 consecutive 

years. We believe EPS growth of 10-12% going forward is a reasonable expectation.  

 

Ecolab 

 

� Ecolab is the world’s leading supplier of chemicals and service programs used to clean equipment, process water, 

production assets and operating environments. End markets include restaurants, food retail outlets, food and beverage 

plants, chemical plants, oil wells and oil refineries. Ecolab typically provides the equipment to dispense the chemicals as 

well as the chemicals themselves.  

� Ecolab’s business has a strong focus on technology and innovation. It seeks to provide customers with product and 

solutions that help them lower operating costs, improve product quality and protect their assets. Ecolab prices at a 

premium to its competitors but seeks to be the lowest total cost solution for the client.  

� Ecolab’s products and programs are only a very small cost to the customer but they are essential to the proper operation of 

their facilities. If Ecolab’s services fail this can shut down an oil refinery, beverage plant or restaurant within hours.  

� Management regards their greatest asset to be their technical field force of 26,000 people, 60% of total employees. The 

field representatives are on-site with customers frequently and often embedded in the customer’s operations. This 

customer intimacy is a formidable asset and barrier to competition.  

� Ecolab focus their efforts on winning with industry leaders, such as Coca-Cola, McDonalds, Exxon, Heineken, Hilton and 

Nestlé. They provide an increasing array of services to these customers, growing their share of wallet and benefiting as 

these customers grow around the world. This business model produces high customer retention and strong pricing power.  

� Demand for Ecolab’s products is growing, driven by rising regulation, increasing demand for operating efficiency, the 

greater demand for water treatment chemicals from the energy industry as new production increasingly moves to 

unconventional fields, such as shale oil and gas, and corporate environmental commitments.  

� Ecolab has grown EPS at 14% pa over the last decade. We believe this rate to be sustainable, driven by attractive revenue 

growth, margin expansion, and sensible capital allocation. 
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Stock focus – Illinois Tool Works  

ITW is a diversified light industrial company with dominant positions in attractive niche markets which include construction, 

automotive, welding, test and measurement and electronics. ITW has historically been very successful in terms of profitability 

and EPS growth with a business model built on key elements. Firstly, the company has been highly acquisitive and this has added 

considerable value to shareholders over time due to management’s discipline around acquisition multiples and returns on 

capital. Secondly, the company’s operation philosophy is based around “80/20” and is designed to focus the company on its 

largest customers and products Finally, the business is highly decentralised. Provided management of business units adhere to 

the 80/20 philosophy they are left to run themselves.  

 

Coming out of the recession management observed that the performance of the company’s less differentiated businesses 

diverged from that of its more differentiated ones in terms of growth and profit margins. In late 2011 the company announced a 

five year strategic plan based around three initiatives, the objectives of which were to raise profit margins by 5% and improve 

organic growth from around 3% historically to 5%. The first initiative was portfolio rationalisation. ITW has now completed the 

sale of businesses accounting for 25% of 2011 revenue. Second was strategic sourcing, consolidating the number of suppliers 

and variants of basic products such as flat steel. The objective is to reduce the procurement budget by 1% pa. Lastly was 

business structure simplification. ITW has consolidated around 800 business units into 85 larger units, which has significantly 

reduced management staff and other overhead and consolidated the number of plants and R&D facilities. 

 

Management has stated this year that the strategic plan is on track to exceed the five year objective in terms of margin 

improvement. Increasing emphasis is now being given to lifting the trend growth rate of the company, and from 2015 organic 

growth rate will be included as a management compensation metric for the first time. We believe ITW is a very good business 

being made even better and substantially undervalued by the equity market.  

 

Stock focus – 3M  

Like ITW, 3M is a diversified manufacturer of light industrial products, serving markets that include electronics, health care, 

industrial, transportation, office and safety and security. 3M’s many products include tapes and adhesives, abrasives, drug 

delivery systems, respirators, personal protective equipment, reflective material, stationary and optical display film.  

 

3M is different from ITW in a number of key aspects – it is far more centralised, it is vertically integrated, and its innovation is 

more internally-driven than ITW’s approach. 3M’s vast array of products all draw from 45 key technologies that are “owned” 

centrally rather than by any division, and most products use 3 to 10 of them. These technologies include precision coating, 

adhesives, abrasives, extruding, thermoplastic moulding, resins, tapes and coatings. The same underlying adhesive technology 

may be used in both health care products and smart-phone screens, and the same abrasive technology may be used in dental 

products and roofing granules.  

 

Around 70% of 3M’s company’s sales are vertically integrated with 3M creating the underlying ingredients and technologies as 

well as assembling the final product. This is in contrast to ITW which can be described as an assembler rather than a 

manufacturer. 3M considers its manufacturing process technologies to be a key element to its ability to produce value-added 

products cost effectively. Finally, whereas ITW’s new product development is deliberately low risk and “customer led”, 3M’s 

innovation is laboratory-led. In fact, the current CEO has committed to increase 3M’s R&D budget from 5.5% to 6.0% of sales, 

with all of the additional funds devoted to disruptive products.  

 

Like ITW, 3M is a business that generates extremely attractive economics, with a return on invested capital of 20%. Like ITW, 3M 

is looking to increase its rate of organic sales growth from around 3% historically to about 5%, keys to which will be the benefits  

of increased investment in the development of disruptive new products and growth from emerging markets, which are around 

one-third of sales. We see 3M as an outstanding business and underappreciated by the equity market.  
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GENERAL RESEARCH DISCLAIMER, WARNING & DISCLOSURES  

 

This document is provided by Evans and Partners ABN 85 125 338 785, holder of AFSL 318075.  

The information is general advice only and does not take into consideration an investor’s objectives, financial situation or needs. Before acting on the advice, 

investors should consider the appropriateness of the advice, having regard to the investor’s objectives, financial situation and needs. If the advice relates to a 

financial product that is the subject of a Product Disclosure Statement (e.g. unlisted managed funds) investors should obtain the PDS and consider it before making 

any decision about whether to acquire the product.  

The material contained in this document is for information purposes only and does not constitute an offer, solicitation or recommendation with respect to the 

purchase or sale of securities. It should not be regarded by recipients as a substitute for the exercise of their own judgment. Investors should be aware that past 

performance is not an infallible indicator of future performance and future returns are not guaranteed.  

Any opinions and/or recommendations expressed in this material are subject to change without notice and Evans and Partners is not under any obligation to 

update or keep current the information contained herein. References made to third parties are based on information believed to be reliable but are not 

guaranteed as being accurate.  

This document is provided to the recipient only and is not to be distributed to third parties without the prior consent of Evans and Partners.  

 

EVANS AND PARTNERS DISCLOSURE OF INTERESTS  

 

Evans and Partners and its respective officers and associates may have an interest in the securities or derivatives of any entities referred to in this material.  

 

RESEARCH ANALYST CERTIFICATION  

 

I, Stephen Arnold, hereby certify that all the views expressed in this report accurately reflect my personal views about the subject investment theme and/or 

company securities. I also certify that no part of my compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views 

expressed in this report.  

 

RESEARCH ANALYST DISCLOSURE OF INTEREST  

 

I, Stephen Arnold, and/or entities in which I have a pecuniary interest, have an exposure to the following securities and/or managed products: Evans & Partners 

International Focus Portfolio. 

 

DISCLAIMER  

 

Except for any liability which cannot be excluded, Evans and Partners, its directors, employees and agents accept no liability or responsibility whatsoever for any 

loss or damage of any kind, direct or indirect, arising out of the use of all or any part of this material. All information is correct at the time of publication; additional 

information may be available upon request. 

 
 

 

 


