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Q3 2014 Review & Outlook 

In 3Q14 the fund returned +2.1% compared to a market return of -3.0%. Almost all of the relative 
performance occurred in September when the fund fell by 2.5% compared to a 7.2% fall in the 
market. The strong relative performance was due to several factors including: 

• The underweight position in Australia (which fell by 7.3% during the quarter) 
• The low beta nature of the portfolio combined with a reasonably large cash position 
• Strong stock picking, especially in Korea (portfolio +12.1% compared to MSCI Korea -7.6%) 

The performance this month marks the first time for some time that our quarterly performance has 
come close to the average performance of the 2Q11 to 2Q13 period (which ended only after I 
included a chart in the 2Q13 quarterly which boasted of our consistent performance). Although it 
seems more difficult now than it did then to produce outperformance of this quantum, it is at least 
some comfort to know that it is not impossible.    

Quarterly relative performance of PAEIF vs MSCI Asia Pacific ex-Japan Index 

 

Source: Bloomberg 

One reason that might be behind the improvement in our performance is the change in the 
percentage of the portfolio invested in large cap stocks. Over the course of the year we have shifted 
the fund away from large caps and towards small caps. We have been able to do this as the fund 
closure (3% initial charge) has allowed us to focus on this area of the market as we do not have to 
worry about inflows diluting the impact of these positions.   

The table below shows the change in portfolio by market cap since the beginning of the year. 
Moving approximately 20% of the fund from large caps into mid and small caps has two impacts – 
one positive and one negative. On the negative side, even though it doesn’t increase the 
fundamental risk of the portfolio, it does increase the “mark to market” risk of the fund in times of 
severe market turbulence as small caps can often be badly impacted by dislocations in the market as 
liquidity becomes more important. Although we prioritize fundamental risk over “mark to market” 
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risk, we do monitor both. However, on the positive side, having greater exposure to small cap stocks 
generally improves the alpha generating potential of the fund as there tends to be more valuation 
opportunities in small cap stocks due to their lack of analyst coverage.   

 Dec 13 Sep 14 
Large Cap (>US$5bn) 63.1% 41.4% 
Mid Cap 15.5% 18.0% 
Small Cap (<US$2bn) 14.6% 27.5% 
Cash 6.8% 13.1% 

Source: Bloomberg 

Preparing for Both Higher and Lower Interest Rates 

We are often asked whether we think interest rates are heading higher or lower. It is a good 
question but the answer is that we don’t know and therefore believe we need to prepare for both 
scenarios. Both the case for lower rates (the “Japan-ification” of the world) where bond yields and 
rates stay zero for years, if not decades, and the case for sharply higher rates (US nominal GDP 
growth is expected to be 5%+ over the next several years, which is consistent with long bond yields 
of 5%) seem plausible. Given that we do not know which one is more likely we prefer to focus on 
what the impact of both cases will be on our portfolio.  

Generally, the stocks that we own are negatively correlated to real interest rates. Lower real rates 
imply higher valuations and higher real rates imply lower valuations. For that reason we would 
generally do better than expected if rates stay low and worse if rates go up. In practice though it is 
not quite this simple as much depends on other factors including whether the higher rates are due 
to higher growth (in which case earnings would also be higher and therefore valuations may not 
decrease) or whether the low rates coincide with a collapse in the Asian economies (in which case 
the reverse would be true).  

However, what we can do is hold these factors constant and analyse what each stock we own would 
be worth if interest rates went to 5% and what they would be worth if rates stayed at 2.5%1

To consider it from another angle, at the portfolio level we currently estimate that the implied real 
equity IRR on the fund to be around 8-10%

. As long 
as the upside if rates stay at 2.5% is much larger than the downside if rates go to 5.0% then we are 
happy. That way, if you apply a 50% chance to both scenarios, you have a stock with a positive 
expected return and minimal downside if you are “wrong”.     

2

                                                           
1 When talking about interest rates, unless mentioned otherwise, we are always referring to US rates. The 
“blended” interest rate in Asia is quite similar to the US and tends to move in a relatively correlated fashion. 

 (or 11-13% nominal). We believe that this is too high 
and should be closer to 5-6%. So there is a buffer of 200-500bps between the implied and predicted 
equity risk premium. This means that even if rates rise several hundred basis points then there is no 
fundamental reason why our portfolio should de-rate. Of course, in the short term we are certainly 
concerned that a sharp 100-200bps increase in bond yields would cause the portfolio to fall in value. 

2Calculated from a 2 stage dividend discount model, which assumes an initial dividend yield of 5.1% and real 
growth in dividends of 5% for the next 5 years. The 8% figure assumes dividend growth fades down to 2.0% 
from then and 10% assumes it continues at 5%.  
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However, we are more relaxed about the fund being able to cope with a gradual increase based on 
this analysis. Further, it also appears that we at least have some buffer. 

An Interesting Exercise 

When wondering about what the impact of higher rates would be on our portfolio we thought it 
would be worth looking back in history to see where dividend stocks were valued when rates were 
last at “normal” levels. We looked at the most recent period of tightening monetary policy which 
was during 2004 to 2006. On June 30th 2004 the Fed increased rates from 1.00% to 1.25% and 
continued to hike until 26th June 2006 when it raised the rate from 5.00% to 5.25%. On June 
30th2006 the yield on the US 10 year conventional bond was 5.1%, up from 4.6% in June 2004.     

We then looked at which of our holdings were listed in 2006 and paid a dividend yield during that 
time. It turns out 17 out of our 47 holdings did (which shows you how “young” our portfolio is). We 
then looked at what dividend yield those stocks traded on at that time.    

What we discovered was a surprise. 

The data shows us that the average yield3 for those stocks in June 2006 was 3.6% compared to a 
yield of 4.3% today. That was despite the fact that the US 10 year bond yield is 260bps lower today 
than it was then.    

 
D/Y Jun 06 D/Y Sep 14 

 SMARTONE TELECOM 1.6% 2.9% 
 JIANGSU EXPRES-H 3.2% 5.9% 
 SEVEN WEST MEDIA 5.7% 7.5% 
 PCCW LTD 3.6% 4.3% 
 TVB 3.2% 5.6% 
 BEIJING CAP AI-H 2.4% 2.6% 
 TRAVELSKY TECH 2.5% 2.1% 
 NWS HOLDINGS LTD 3.3% 4.2% 
 ZHEJIANG EXPRESS 4.5% 5.0% 
 HUTCHISON WHAMPO 2.4% 2.5% 
 CHEUNG KONG 2.4% 2.8% 
 HUANENG POWER-H 4.7% 5.7% 
 ANHUI EXPRESS-H 4.7% 5.9% 
 MTR CORP 2.2% 3.0% 
 POWER ASSETS HOL 4.5% 3.7% 
 CHEUNG KG INFRAS 4.3% 3.5% 
 CAPITAMALL TRUST 5.1% 5.5% 
 

    
   

Difference 
Average 3.6% 4.3% 0.7% 

    US 10 year bond yield 5.1% 2.5% -2.6% 
    

Source: Bloomberg 

                                                           
3Note that these numbers are quoted on an historic basis and so will not match up with the forecast numbers 
that we normally quote. 
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Although it would be aggressive to assume that our portfolio would be rerated upwards if the US 
hiked rates to 5.25%, it does suggest that rates going up doesn’t necessarily have to be negative for 
valuations.   

Changes to the Portfolio 

Significant changes to the portfolio include the following purchases and sales. 

New Buys 

Tracing its origins back to 1898, Korea Electric Power Corp (KEPCO) is an integrated electricity 
company. It has a de facto monopoly in Korea with 95% of the transmission and generation assets. 
For many years the company has suffered from having to increase capacity substantially but not 
being allowed to increase tariffs to offset rising fuel costs. This has led to a collapse of ROE and a 
rapid increase in debt levels. As a government controlled (51% stake) monopoly, tariffs are 
determined by the Ministry of Energy. Theoretically, they use a formula which targets a “fair” rate of 
return on capital but they have suspended the tariff increases needed to achieve this return since 
August 2011 because of their fears over inflationary pressures. This has led to very low returns for 
KEPCO and a worrying deterioration in “reserve margins” which have reached 5% and is causing 
power cuts throughout Korea. 

Korea Electric Power (KEPCO) 

 
However, there are signs that ROE and the balance sheet are set to improve due to several factors: 
 

• The government is worried that reserve margins are too low as KEPCO does not have 
enough cash to build new plants due to zero profit 

• The government has recently introduced a policy to improve the balance sheets of the 
companies it controls 

• Changing fuel mix, whereby KEPCO uses less of the expensive LNG and more coal and 
nuclear, is expected to lead to cost savings. LNG is more than 50% of fuel cost despite being 
less than 20% of generation capacity 

• Further cost savings are expected from falling LNG prices owing to higher supply, driven in 
particular by the nuclear restart in Japan  

• Resumption of dividends in 2014 
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This chart from Bank of America Merrill Lynch shows how much cheaper nuclear and coal are 
compared to LNG: 

 

Source: Merrill Lynch 

Since purchasing the position, KEPCO announced that it has sold its old HQ building to Hyundai 
Motors for US$10bn – far above market expectations of US$3-5bn. For a company with a market cap 
of US$25bn this is significant. Even though there is no clarity about whether this money will be used 
to pay down debt (US$56bn) or pay a special dividend, whichever route the company chooses will be 
positive for shareholders. 

Trading at a P/E of 9x earnings, a dividend yield of 3.8% and a 50% discount to book value we believe 
the upside is substantial if ROE can return to more normalised levels.   

There has been no dramatic change in our view on HSBC. We still believe that most of what we 
wrote last time on the company is still the case. All that has changed is that the company is slightly 
cheaper than it was and we are nearer the end of the deterioration in ROE that has been a feature of 
this company over the past several years. The gearing into higher interest rates is substantial and we 
are now nearer the beginning of the cycle. If interest rates return to 2-3% this will increase ROE to 
13-15%. Using a growth rate of 5% and a cost of equity of 8% this would imply a target price to book 
ratio of 2.0x – double the current rating. Although it is perfectly possible that rates do not return to 
this level, the risk/reward has swung from being just below our target return level to just above it. 
Also, several of our other Hong Kong positions have performed strongly since we sold HSBC and now 
look relatively much less attractive. 

HSBC 

Premium Leisure is a Philippines casino company that has recently listed. Although relatively 
complicated in structure, it effectively receives 36% of the EBITDA from the newly constructed City 
of Dreams Casino in Manila. It came into existence as the joint owner of the casino, Belle Group, felt 
that investors were not giving the company full credit for this asset and so decided to separately list 

Premium Leisure 
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it to correct this. They have done this by creating a virtual REIT or business trust. Premium Leisure 
has no costs, no employees and no capex requirements. It merely receives a share of the profits and 
pays that out to investors. Although the casino has not yet opened and so the risk level is relatively 
high, we expect this stock to generate yield of around 5% in 2015 and up to 10% in 2016 – 
depending on the pace of the ramp up. It has no debt.     

Indiabulls Housing Finance is a housing finance company based in India. Although describing it as 
the “Northern Rock” of Mumbai does not perhaps convey quite the impression we would like, it 
does explain the company’s strategy relatively accurately. Wholesale funded and relatively 
aggressive, it suffered in 2008 from several of the problems that Northern Rock did when the 
financial markets closed. Since then, management have significantly refocused and de-risked the 
business and are now reaping the rewards. Generating a 30% ROE but trading on 7x earnings with a 
7% dividend yield, the rating still reflects a high degree of scepticism with regards to the financials. 
The owner, Sameer Gehlaut, has had a mixed press from the Indian financial media due to his 
company’s performance during the global downturn. However, after meeting with him in London we 
are inclined to believe that he is now motivated to increase the value of Indiabulls by increasing 
dividends on the basis that Indiabulls is now by far his largest source of wealth and therefore his 
motivations are aligned with ours. With mortgage penetration in India at just 9% of GDP, the growth 
potential is significant. 

Indiabulls Housing Finance 

Sales  

We exited our position in SJM Holdings due to concerns that the Macau casino sector fundamentals 
were weakening at a faster rate than initially expected. Although SJM trades at a relatively large 
discount to the overall sector, this reflects the weaker operational capabilities of the management 
team. 

SJM Holdings 

Having re-rated from a low double digit to high double digit P/E multiple the upside in this stock no 
longer justified inclusion in the portfolio. It is still a business we like and would expect to buy back 
into the stock should a significant correction occur.  

PT Telkom 

Having enjoyed a very substantial re-rating from 8x earnings to 16x earnings over the past 2 years, 
the risk reward in this stock is no longer attractive. It is a good example of how stocks can be 
mispriced merely due to being in the “wrong market”. Halla is a high ROE auto parts company, 70% 
owned by US based Visteon, which ensures capital allocation discipline. It traded at a low multiple 
simply because it was listed in Korea. Over the past 2 years it has returned 136% compared to a 
market return of 4% as the market has slowly but surely removed that discount. 

Halla Visteon Climate Control 
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Sadly Goodpack was bought by KKR at the end of September and so we are no longer able to 
participate in the growth of this stock. Although in the short term it is positive for performance, it 
was an extremely attractive “Buffett like” stock which could have compounded at a high rate for 
many years to come. 

Goodpack 

We have mentioned Link REIT on numerous occasions as it is in many ways the quintessential 
dividend stock i.e. it is highly predictable, has competent management, high margins and low 
cyclicality. The issue is that it is relatively easy to predict and so the driving force behind stock price 
movements tends to be the discount rate applied to the earnings. Although it is by no means 
expensive, we believe the risk reward has just tipped into the unattractive region. If interest rates 
remain at these levels, it will likely continue to perform well but it would be highly sensitive to a rise 
in long term rates back to normalised levels.     

Link REIT 

Liquidity 

We have not written on this subject for a while and so it is worthwhile discussing how we manage 
liquidity for the Prusik Asian Equity Income Fund. 

It is always a challenge to manage the demands of a daily liquidity fund. In an extreme case it could 
be argued that we should have 100% of our portfolio that could easily be liquidated in one day. 
Although this is the only way of ensuring that we could guarantee meeting our redemptions, it is 
likely to be too conservative given the unlikelihood of having to liquidate the fund in 24 hours. It 
would also not be strictly correct as factors such as market holidays, stock suspensions and so on 
mean that it is never possible to guarantee that 100% of monies could be returned in one day even if 
we maintained this level of liquidity. In addition, it would mean that, even for a fund of US$500m, it 
could not have any positions that traded less than US$10m/day, which would vastly reduce the 
number of potential investments. As a result we try and tread the line between maintaining good 
liquidity and maximising returns. 

The two main reasons to maintain good liquidity are firstly, and most importantly, so that we can 
meet redemptions, and secondly, so that we can enter and exit positions without moving the price 
significantly. Both of these are important to us as we have a relatively high turnover (50% of the 
positions change each year) and we are relatively active when shifting capital out of stocks that have 
lower upside into stocks that have higher upside. In addition, we try to be relatively quick to cut 
positions where we judge we have made a mistake – owning illiquid stocks that you no longer want 
to own but cannot sell is something we try very hard to avoid. 
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Using 6 month data and assuming 50% of average volume the table below shows how much of the 
portfolio we could liquidate over different time periods. 

 1 day 5 days 10 days 20 days 
% Portfolio 
remaining invested 
after x days 

60.5% 31.7% 18.7% 4.6% 

Source: Bloomberg 

We think that being able to return almost 70% of funds within 5 days seems reasonable. The “tail” of 
positions is perhaps a bit more than would be ideal but being able to redeem 95% of the fund within 
a month (approx. 20 trading days), again, we believe balances the need to run a sensible amount of 
liquidity with the desire to maximise returns by investing in smaller and less liquid stocks. 
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PORTFOLIO PERFORMANCE 
 
Performance Summary (%) 
Period ending 30.09.2014 
 
Class 1* 
 

B USD Benchmark ** 

1 Month -2.54 -7.16 

3 Months 2.12 -3.02 

Year to Date 11.96 4.11 

2013 13.45 3.95 

2012 45.90 22.96 

2011 -3.96 -15.20 

Since Launch+ 77.99 13.47 

Annualised 
since Inception 

16.62 3.43 

 
* Class 1 shares were closed to further investment on 
30th November 2012 
**MSCI Asia Pacific ex Japan  
+ Launch date: B 31.12.2010,  
 
 

 

     

     

     

     

 
RISK ANALYSIS 
 

Risk Metrics Fund (%) 

Tracking Error (% pa) 6.8 

Beta 0.79 

Alpha (%) 13.9 

Volatility (%) 12.7 

 
Source: Bloomberg  
Since inception: B 31.12.2010 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Class 1 B, USD Monthly Performance Summary (%)  

  Jan   Feb   Mar   Apr May   June   July   Aug      Sept    Oct Nov Dec Total 

2014 -4.34   4.03  1.50 1.58    4.63 2.14 3.50 1.24  -2.54     

2013 3.93   1.78  0.35 4.57 -0.53 -4.95 1.87 -2.24   5.07 4.15 -0.56 -0.25 13.45 

2012 8.12   6.54  1.92 3.20 -7.67 3.84 6.72 1.92   6.36 1.97 2.76 3.63 45.90 

2011 -2.68 -1.46 2.55    3.90 2.59   0.60  3.56 -6.06   -12.80 10.62 -3.52 1.79 -3.96 
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THEMATIC & GEOGRAPHICAL BREAKDOWN 
 

Top 5 Holdings (%) 

Hutchison Whampoa Ltd                  5.1 

Cheung Kong Holdings 4.8 

Macquarie Korea Infrastructure 3.5 

Beijing Capital Intl 3.3 

MTR Corporation 3.3 

Total Number of Holdings 47 

 
Portfolio Financial Ratios 

  

Predicted Price/Earnings Ratio 11.6x 

Predicted Return on Equity (%)              12.9 

Predicted Dividend Yield (%)                   5.1 

 

 
 
 
FUND PARTICULARS  
 
 

Fund  Facts 
Fund Size USD 851.4m 

Launch Date 31st December 2010 

Fund Structure UCITS III 

Domicile Dublin 

Currencies USD (base), GDP, SGD 

 
Management Fees 

Annual Management Fee 
1% p.a Paid monthly in arrears  
 
Performance Fee 
Class 1: None 
Class 2 and Class U: 10% of the net out-performance 
of the MSCI Asia Pacific ex Japan Index (MXAPJ) with 
a high-water mark. 
Temporary Front End Charge: 3% introduced on 2nd 
December 2013 paid to the benefit of the fund. 

 
 

Dealing 

Dealing Line +353 1 603 6490 

Administrator Brown Brothers 
Harriman (Dublin) 

Dealing Frequency Daily 

Valuation Point 11am UK time 

Dealing Cut - off 5pm UK time 

Min. Initial Subscription USD  10,000 

Min. Subsequent Subscription USD   5,000 

 

 

 
Share Class Details 
Class 1*   SEDOL ISIN Month end 

NAV 
A USD Unhedged Non Distributing B4MK5Q6 IE00B4MK5Q67 182.92 

B USD Unhedged Distributing B4QVD94 IE00B4QVD949 152.47 

C GBP Hedged Distributing  B4Q6DB1 IE00B4Q6DB12 153.06 

D SGD Hedged Distributing  B4NFJT1 IE00B4NFJT16 146.20 

 
*Class 1 shares were closed to further investment on 30th November 2012 

Class 2*   SEDOL ISIN Month end 
NAV 

X USD Unhedged Distributing B4PYCL9 IE00B4PYCL99 139.33 

Y GBP Hedged Distributing B4TRL17 IE00B4TRL175 140.30 

Z SGD Hedged Distributing  B6WDYZ1 IE00B6WDYZ18 139.01 

 
* Class 2 shares were soft closed to new investors as of 30th November 2012. Performance fee 
based on individual investor’s holding 
 
Class U*   SEDOL ISIN Month end 

NAV 
U GBP Unhedged Distributing BBP6LK6 IE00BBP6LK66 108.32 

* Class U shares are open to current investors only. Performance fee based on fund 
performance as a whole. 
 

Dividend Dates 
Dividends paid twice annually (January and July)  
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investment advice, nor an offer or solicitation to buy or sell any securities and or derivatives or to make any investment decision and may not be reproduced, distributed or
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The value of investments and any income generated may go down as well as up and is not guaranteed. You may not get back the amount originally invested. Past

performance is not a guide to, or indicative of, future results. Changes in exchange rates may have an adverse effect on the value, price, or income of investments. The
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Fund Manager

Tom Naughton

Tel: +44 (0)20 7493 1331 

Email: tom.naughton@prusikim.com

Sales & Marketing 

Mark Dwerryhouse

Tel: +44 (0)20 7297 6854

Mob: +44 (0)7831 856 066

Email: mark.dwerryhouse@prusikim.com

Nazinna Douglas

Tel: +44 (0)20 7493 1331

Fax: +44 (0)20 7493 1770

Email: nazinna.douglas@prusikim.com

Prusik Investment Management LLP

1st Floor 46 Hays Mews

London W1J 5QD

Web: www.prusikim.co.uk

Email: enquiries@prusikim.com
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