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Welcome to the second  
issue of the University of  

Auckland Investment Club Bulletin 
for the 2015-16 season. 

With the idea of a correction 
looming around the corner, it 
seemed fitting to focus on a theme  
centered on how to  invest amidst 
a correction. We have complied 
articles detaling some interesting 
methods of investing and interest 
pieces on gauging the market for 
what it really is vs what you may 
get at face value. This issue details 
the fact that a correction is a phe-
nomenon that realises value rather 
than destroying it.   

The line-up of articles  for issue two 
are as follows;

Angus focuses on how one should 
invest during a correction. 

Shyamal discusses how polit-
ical short-termism erodes the  
value  in value investing and the  
consequences it may entail amidst a  
correction. 

Bruno walks us through the reper-
cussions of stock market volatility 
and economic growth, from the 
perspective of a value investor,  
using the event of August as his 
case study for his article. 

Jeremy Kincaid (Investment Com-
mittee Analyst) - looks at a the  
intricasies of market valuaton  
cycles  and the investment strat-
egies that may help investors 
through such cycles.

Tim Scanlan (Investment Commit-
tee - Co-Chairman) - explores the 
infamous Pershing Sqaure hedge 
fund manager Bill Ackman.

Logan Inwood (Investment Com-
mittee Analyst) - concludes the  
issue with  an insight into the  
company Smiths City. He details his 
opinion and identifies its potential 
as a valuable investment.

We hope you enjoy learning about 
how to invest amidst a correction. 

Anthony Ellis
Co-Editor

EDITORIAL
UAIC Bulletin Issue Two 2015
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CORRECTIONS
Corrections are a decline, in the market value of  securities, 

commodities and/or market indicies of 10% or more, as a 
means to adjust for overvaluation. 

Corrections are inevitable and often healthy. The cyclical 
behaviour of the market is so natural, that some might say its 
biological. 

WHY DO THEY HAPPEN?

When a market is overly bullish, some investors will buy into 
the rise with the intention of reselling before a downward 
trend. During which however, investors who bought at a 
cheaper price will consider selling when that stock is near its 
peak. Market stock prices go far above their underlying value, 
and eventually the market will have to correct itself for that 
overvaluation. In contrast to bubbles, a correction entails the 
ascertation of the real from the nominal value. Bubbles are 
simply imbalance in the supply an demand relationship that 
all market components experience. 

Corrections can be caused by a variety of different events that 
cause fear and panicked selling. For example, the uncertainty 
and decline in China’s economy, devaluation of their currency 
and uncertainty in the commodity market has left investors 
worried about whether the crises in China is likely to have 

spillover effects throughout the world. When fear and anxiety 
lead an investors decisions, investors will often move out of 
stocks and reposition their portfolios. Any kind of ‘bad’ news 
can then trigger mass sell-offs, which drives down the value of 
securities and may reveal weaknesses in the system. 

SHOULD YOU BE WORRED ABOUT A CORRECTION?

No. At least for value investors. Warren Buffett, states that if 
you stress over a correction, you shouldn’t be in the market. He 
says investors should buy something they like, at a price they 
like, and then hold it for 20 years, not worrying about their day 
to day trading prices. In fact a correction has the possibility to 
make an investor very happy. Let me explain.

For value investors corrections provide the opportunity to 
get off the bench. It is no question that during a correction 
securities may be trading at significant discounts. A correction 
can be the perfect time to add to positions. Identify the 
companies that have perservered through corrections, crashes 
and depressions, in the past with the likelihood they will 
be selling at discount prices. When the market inevitably 
recovers, you will profit.

Since 1946, there have been 31 instances of a 10% correction 
and just 12 resulted in a bear market (a decline in value of 
20%). It is extremely unlikely that a correction will lead to a 
crash, let alone a recession. As a value investor you should be 
looking to the future. This does not mean investors should 
remain ingorant during a correction, a correction can be the 
perfect time to evaluate your current portfolio and investment 
strategy and buy in for a great price. 

What is a correction and why do they happen? - A brief introduction

THE CYCLICAL BEHVAIOUR OF THE MARKET IS SO 
NATURAL, THAT SOME MIGHT SAY ITS BIOLOGICAL
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INVESTING ADMIST A  
CORRECTION

STRATEGIES TO INVEST IN AN UNCERTAIN MARKET FOR THE MODERN DAY
 INVESTOR

By Angus Pryde
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A GOOD BUSINESS... WILL WEATHER MACROECONOMIC 
STORMS AND PROVIDE SATISFYING RETURNS

These are fascinating times to be a young investor. As 
students of the markets, we are constantly presented 

with opportunities for learning. Monday the 24th of August 
was no exception.

Stocks fell in a sea of red in markets throughout the world. 
In relation to their 2015 market peak, at the close of trading 
the S&P500 declined 11.2%, the ASX 17.1% and the NZX 7.8%.

To put these declines into perspective, this was the first 
time the S&P500 had dropped more than 10% since October 
2011 and was the biggest one-day drop on the NZX in 4 
years.

This correction has largely been attributed to a weakening 
economic outlook in China, with the manufacturing PMI 
(Purchasing Managers Index) falling to a six year low. Given 
the significance of the world’s second largest economy, 
and the lacklustre forecasts for domestic growth in many 
Western countries, there was a severe shift in investor 
sentiment. The dent to investor confidence spilled into the 
markets, and stocks declined in the manner that they did. 

Similar levels of volatility may in fact continue, as concerns 
surrounding the softer growth in developing countries and 
the impact of an expected tightening in US monetary policy 
creates uncertainty for investors. 

Equities that tend to be hit hardest during elevated levels 
of volatility are those that are speculative in nature. 
This makes sense – investors favour the safety of proven 
earnings to the glitz and glam of promised profitability, 
particularly if there is doubt as to what the future holds. 
The 24th was no exception, with Xero plunging 8.1% and 
Diligent suffering similarly. 

As value investors, fundamental to our doctrine is the idea 
that in the long run, a good business with a sustainable 
competitive advantage will weather macroeconomic 
storms and provide satisfying returns. We relish bear 
markets and days like August 24th, as they give us the 
opportunity to buy at a discount and further maximise 
long term gains. However, there is value in mitigating 
short term downside risk to your portfolio. One of the 
most effective ways of doing so is to diversify through 
investment in defensive stocks.

WHAT ARE DEFENSIVE STOCKS

Defensive stocks are those that are not dependent on the 
economy; they perform in the downswings as well as they 
do in the upswings. This is the opposite of a cyclical stock, 
with its performance exposed to economic fluctuations.

If the economic environment is fraught with uncertainty or 
conditions are unfavourable, resilient earning power leads 
to defensive stocks generally outperforming the market. 
Their stability during instability attracts investors.   

Should the index fall in a bear market, say 20%, a defensive 
stock may be down only 5% which is a positive 15% 
relative spread. Because of this, it is said that holding 
defensive companies can help to cushion the fall in market 
downturns. 

HOW DO YOU KNOW IF A COMPANY IS DEFENSIVE?

Defensive companies often produce necessities – goods and 
services which face relatively stable demand. Examples of 
sectors these companies belong to are Food and Beverage, 
Healthcare, and Consumer Staples. The Utility sector 
displays defensive characteristics but is not as clear cut.

Utilities are typically defensive, but not necessarily. Utilities 
are companies involved in the production, distribution 
and service of natural assets such as gas, water, electricity 
and sewage. Demand for some of these utilities can suffer 
during periods of low consumer sentiment and falls in 
GDP, as households focus on conserving their usage to 
save pennies. Although demand doesn’t fluctuate severely, 
during recessions investors become concerned with some 
of the fundamentals of utilities - namely the high fixed 
costs, associated low margins, reliance on capital and 
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often relatively high debt levels. This can lead to the failure 
of some utilities to provide the defensive cushion to your 
portfolio.

Not all companies operating in typically defensive 
sectors are by definition defensive. Classification requires 
investigation of trends that occur when the economy is in 
a downturn. For instance, when times are tough sales may 
fall for a company that offers a premium offering within 
their competitive landscape. This is known as the “trade 
down effect”, which refers to consumers substituting away 
from luxury goods to normal or inferior options. This effect 
would likely benefit Restaurant Brands, as its core fast food 
business will experience an increase in demand as people 
choose to “trade down” from eating out at restaurants 
when they are feeling the pinch. The same could be said for 
other companies that are positioned at budget conscious 
consumers, such as The Warehouse or Costco. 

However, things aren’t often as simple as this. Nike sells 
nonessential goods and therefore operates in the consumer 
discretionary sector – human survival doesn’t depend on 
a $200 pair of Jordans. Theoretically it should perform 
poorly during an economic downturn, yet the opposite 
was evident in the 2008/2009 financial crisis. Although 
it had relatively flat orders from the U.S, its revenues are 
well diversified throughout the world. Combining this with 
the deep connection the company has with consumers, 
it managed to register a favourable outcome during very 
trying economic times. 

This goes to show that a proper evaluation of the business 
itself rather than relying on the sector is required to 
identify a stock that may prove to be defensive. However 
no two market downturns are the same – a company that 
has historically been defensive will not necessarily be in 
the future. 

WHAT ARE THE BEST DEFENSIVE STOCKS TO INVEST IN?

The best defensive stocks to invest in are those that are 
equally as strong as income stock. This strengthens the 
share prices resilience to that cyclicality of the market. Of 
course, they must also stand up to the rigour of your own 
investing criteria – such as having a good balance sheet 
with an ability to grow revenue and dividends.

IS IT WORTH IT?

Why should you be concerned with your portfolio’s 
performance during economic fluctuations? In the long 
run the real determination of value is the fundamentals 
of the underlying business. Without a doubt one of the 
few certainties in the field of investing is uncertainty. You 
cannot predict the future. The world might enter into a 
sovereign debt crisis, or you may be forced to sell up on 
short notice. Who knows? 

Share prices of defensive and cyclical stocks tend to perform 
better during different stages of the economic cycle, it may 
be prudent to invest in an appropriate balance of the two 
to help increase return potential, smooth volatility, and 
moderate risk. 

A good defence is the best offense. 

IN THE LONG RUN THE REAL DETERMINATION OF VALUE 
IS THE FUNDAMENTALS OF THE UNDERLYING BUSINESS
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POLITICAL SHORT-TERMISM
& THE EROSION OF VALUE

HOW POLITICAL SHORT-TERMISM ERODES THE VALUE FROM VALUE 
INVESTING

By Shyamal Maharaj 
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THOSE THAT FACILTATE THE SHORT-TERM MARKET WILL AT SOME POINT 
PAY THE PRICE. IF ANYTHING, THE CRISES OF THE PAST ARE A CONSTANT 
REMINDER THAT GREED IS, IN FACT, NOT GOOD.

WHAT IS POLITICAL SHORT-TERMISM

Political short-termism is defined as the incentive for 
politicians and/or decision makers to propose short-term 

solutions to issues that result in an instant payoff for the primary 
purpose of encouraging re-election or re-appointment. As 
a direct consequence of such a drive to ensure job security, 
representatives apply significant pressure on institutions like 
central banks to forgo valuable investments for schemes that 
have instant payoffs and long-term consequences. It must be 
noted, that politics does not entail government per se, but 
rather captures the decision making process that encompasses 
a political way of thinking. Decisions made on this basis, 
appeal for only purpose, to find temporary solutions to long-
term problems. Consequently, we are in a time where central 
banks and various influential institutions have become reliant 
on achieving short-term goals such as quarterly or even yearly 
inflation/growth targets none better characterised by the U.S. 
economy in last 7 years. This is short-termism at its worst, 
whereby a market is artificially elevated to portray progress 
for the sake of appearances. In other words, nominal gains, 
designed to give your average market participant fits of joy 
when the markets close on record highs.

WHAT ECONOMISTS AND VALUE INVESTORS HAVE IN COMMON?

The most prominent similarity between economists and 
value investors is the emphasis both place on the long-term. 
Value investors and economists alike cherish time as the 
most valuable commodity. Why? Time is perpetual; it is 
certain and has a smoothing effect on the downside whilst 
strengthening the upside. The pursuit for long term trends 
and sustainable growth are the key drivers behind decisions 
made by economists. Value investors and economists alike 
do acknowledge the necessity for the short-term objectives 
to exist. In my understanding, the reason for the short-term 
is to gauge market sentiment and re-adjust; strategies for 
maximising future returns, key metrics, which may materially 
change the outcome of investment horizons… However, it is 
evident through the countless testimonies in value investing 
and economics texts that a greater emphasis is placed on 
achieving real gains via long term objectives.

THE VALUE IN VALUE INVESTING

The greatest value investors from Benjamin Graham to 
Warren Buffett, all advocate for one thing, investing in time, 
i.e. the value of patience; is unparalleled. Investments derived 
for the purpose of short-term gains, have enormous volatility 
in returns that make it unjustifiable to invest in. The active 
buying and selling of stocks/bonds by institutional investors, 
hedge and mutual funds cause the day-to-day fluctuations, 
in the market. This is necessary for the market to operate 
as investors’ investment strategies come to maturity and/or 
realise acceptable margins. In the case of value investors, no 
single investment is made, for the purpose of realising any 
immediate gain. The benchmark time frame for any value 
investment is between 5-10 years, with the argument that only 
experienced value investors pursue investments with horizons 
>10 years. The notion of volatility smoothing is what makes 
investing in the long term the most valuable.

THE EROSION OF VALUE 

Value is derived on the basis that companies operating 
presently, have a view to pursue strategies model for the 
perpetuity of the business. If a company/business adopts 
short-term objectives driven to achieve quarterly goals at the 
cost of strategies for the long term, then we have an erosion 
of value. Aside from mutual/hedge funds and institutional 
investors, the majority of investors hold stocks for the purpose 
of an income for one’s later years (60-65+). With the market 
accommodating and rewarding short-termism, it is not 
surprising that we are observing a market operating on record 
highs amidst an artificially elevated economy. It is a natural 
consequence of quantitative easing; however significant 
problems arise when monetary policy intervention becomes 
the foundation for economic activity. The greatest downside 
to such a market is that it cannot operate in perpetuity. Some 
may advocate the need for continual intervention to prevent 
another GFC, what fails to be recognised is that we are once 
again seeing institutions leveraged to the hilt in an economy 
not rewarding long term investment decisions, but chasing 
quarterly estimates at what ever cost.
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CFO’s prioritising quarterly earnings and short-term positions 
as opposed to perpetual value, is a direct consequence of 
Central Banks permitting near zero interest rate for the better 
part of a decade. Interest rates fixed at low levels, incentives 
for firms to fund low yield projects increases. The reason for 
this, is that firms have limited downside for taking on large 
amounts of risk, as the cost of borrowing is next to nothing. 
Firms report significantly higher figures than estimates 
though cashing in on short-term positions, as the balance 
sheet absorbs increased risk. The theory supplements that 
low interest rates encourage high risk investments in projects 
with zero or negative NPV. This is a form of moral hazard that 
quickly spreads across the markets, and in the last seven years 
of Fed intervention, the attitude in the market is somewhat 
of a preamble to the GFC. The major funds and banks are 
reporting phenomenal profits, creating a smokescreen over 
the underlying value of these over-valued assets. 

With that in mind, potential investments are suddenly 
associated with greater risk for as an investment horizon 
extends beyond twelve months. Companies, making short-
term decisions, as opposed to investing in strategies for 
ensuring its perpetuity, will create uncertainty in a company’s 
ability to operate as a going concern. Value investing relies on 
the perpetuity of a company. One of Buffett’s key requirements 
is that a company operate for longer than 10 years. This 
establishes; value to a value investor, indicating that such a 
company’s business model is able to strategize for the future 
and produce consistent returns during the often unforeseeable 
cycles of the economy. Basically the ability to plan for a rainy 
day/week/month.

However, in this instance, the behaviour of firms we are 
observing today, is not indicative of business models designed 
for the pursuit of long-term value, or for protecting the 
competitiveness of a firm in the future. This can be incredibly 
devaluing for value investors as there is little certainty of value 
in investing in these companies. Prudent value investors are 
likely to abandon investments that are not viable for a horizon 
greater than twelve months. This guarantees a short-lived 
run for Wall Street as the risk(exposure) on the books of the 
hedge/mutual funds and investment banks will not be pretty. 
Declining confidence and a lack of liquidity, will trigger a 
sell-off, which, may cripple the global markets once again. 
Furthermore, with Wall Street on thin ice from the GFC, it 
may prove an incredibly unforgiving and hostile market if this 
risk is passed onto the taxpayer once again. Even though it may 
seem as though a slippery slope is being used, it is a simple 
glimpse into a reality that is getting more and more certain. 

PERSPECTIVE

With the large array of information available to investors today, 
understanding the market is may not require a college degree 
anymore. A value investor is likely to quickly identify that it 
makes absolutely no sense to expose oneself to the transaction 
costs of year-on-year trading and the expose themselves to 
losses to chase short-term returns. Investors would be better 
off putting their money in the bank, and as people come to 
realise this, Wall Street may lose its allure and risk damaging 
the market causing an erosion of the value the secondary 
market creates for firms. Every success story began with an 
opportunity, however a major consequence of short-termism, 
is that the generations to come will be crowded out of the 
market and may lose opportunities all-together. Without the 
opportunities created from investor interest, most companies 
adopting short-term strategies are competing on borrowed 
time. Be wise and adopt 

As a value investor it is imperative to identify how and what 
kind of decisions are made by a firm. Value investors are 
wise enough to recognise what differentiates quick profit to 
value. Although not everyone can be cut out to be a hands on 
investors, in which case, one must strive to ensure they are 
not contributing to rewarding short-termism. Perform one’s 
due-diligence, even with help to ensure one’s future is at the 
least funded. The Fed or other central banks may have their 
own goals at heart, making it difficult to convince oneself of 
adhering to value investing fundamentals. However, if the past 
is of any indication, it is value investors adopting simple value 
investment principles usually end out on top when the market 
corrects. Those that facilitate the short-term market will at 
some point pay the price. If anything the crises of the past are a 
constant reminder that greed is in fact, not good.



UAIC  |  13 

THE REPERCUSSIONS OF STOCK MARKET VOLATILITYAND FALTERING 
ECONOMIC GROWTH FROM THE PERSPECTIVE OF A VALUE INVESTOR

BRUNO LANE

THE CHINESE CONUNDRUM
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Should value investors heed current events in the Chinese 
Stockmarket, as well as the slowdown in economic growth 
forecasts for the country?

Investors around the world have been left reeling in the 
wake of the collapse of the Shanghai Composite Index 

(SSE), China’s principal stock exchange, and the fifth largest 
in the world by market capitalisation. The shockwaves of 
this event have been such that the 24th of August, the day of 
the most severe shocks, has been dubbed “Black Monday” 
by the People’s Daily (the official newspaper of the Chinese 
Communist Party).   

The size of the market correction, particularly in China, should 
not be understated. Between June 12th and August 26th, the 
SSE fell 43.34%, from a high of 5166.35, to a low of 2927.29 
(although it is back up to 3185.62 1). Meanwhile, the S&P 500 
fell 11.17% between August 17th and August 25th, from a high 
of 2102.44 to a low of 1867.61 (before rebounding to a current 
level of 1942.74). In New Zealand, the effects were not felt so 
severely, with the NZX 50 Gross Index down 6.9% from a high 
of 5957.85 on August 3rd, to a low of 5546.88 on September 
4th (and now sitting at 5696.79).    

The huge losses sustained by the SSE have been provoked, at 
least in part, by forecasts of slowing Chinese economic growth. 
The country’s rate of real GDP growth, which was as high as 
14% in 2007, has been sinking, to a predicted rate of 7.1% in 
2015. This diminishing trend is forecast to continue into the 
foreseeable future.2  

It is certainly hard to see how these any of these developments 
and trends could possibly be construed as good news from 
an investor’s point of view. However, the extent to which 
pessimism is justified is a moot point. In this context, I will 
seek to shed some light and assess the extent to which the 
informed and inquisitive value investor should re-evaluate his 
or her strategy based on the effect that the volatility of the SSE 
is currently having on world markets, as well as the slowdown 
in the Chinese economy.  

 
SLOWING ECONOMIC GROWTH

Without a doubt, value investors should take note of the 
deceleration of Chinese GDP growth. The Chinese economy 
is simply too big for its level of performance not to have some 
severe repercussions for companies, and therefore investors, in 
markets throughout the rest of the world. 

Although the days of stratospheric growth appear to be firmly in 
the past, China is still a developing economy and will continue 
to grow at levels beyond most countries’ benchmarks. China’s 
economy grew by 7.4% in 2014, compared with the USA’s rate 
of 2.4% . For the sake of clarity, China has used 6.6 gigatons of 
cement in the period between 2011-2013, compared to the U.S. 
that used 4.5 gigatons during the entire 20th century . While 
this may not seem like a vast difference at first glance, the effect 
of compounding over time means that China still stands to 
grow at a rate far superior to that of the developed world (at 
the current rates, over ten years, China’s economy would more 
than double in size, whereas the United States economy will 
grow by less than one-third). 

In other words, the outlook is not necessarily so gloomy 
after all. While the era of breakneck industrial growth may 
be in its twilight days, the Chinese middle (consumer) class 
and service sector is burgeoning, meaning that in the years 
to come, countless companies from around the world will 
encounter new opportunities for expansion to cater for the 
changing requirements of the ever-evolving Chinese market, 
which will translate into exciting opportunities for investors 
with long term horizons. An example of this can be seen 
in Fast Retailing Co Ltd, the Japanese retailer and owner of 
the Uniqlo clothing chain. The company aims to increase its 
number of Uniqlo stores in China from 442 to over 1,000 
in the next five years, and eventually to as many as 3,000.  
When asked about the level of impact that he predicted the 
Chinese slowdown to have on the company’s operations, CEO 
Tadashi Yanai responded, “Absolutely none,” explaining that 
the Chinese economy is “changing from a manufacturing and 
export-led economy to that of one lead by consumption,” and 
that “people’s living standards will get better. Income will rise”.

Nevertheless, despite this call for perspective, there will 
undoubtedly be companies, and indeed entire industries, which 
may struggle to adapt to the new order. Certain sectors, which 
served to cater for China’s industrial revolution by increasing 
productive capacity to unsustainable levels, have experienced 
a rude awakening in recent times. Take the Australian mining 
industry, for example. Previously the powerhouse of the 

1 All current data is accurate as of 22 September.
2 It should be noted that many investors regard Chinese growth rates 
as being somewhat overstated, but nevertheless still relatively high.
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Australian economy, this sector has been struggling in the 
wake of the reduction in China’s seemingly insatiable appetite 
for the raw materials that it previously required. This has 
undeniably been reflected in the share prices of many of the 
Australian mining giants. To observe this, one only needs 
to look so far as BHP Billiton’s share price, which has fallen 
approximately 46% since February 2011, or indeed that of Rio 
Tinto, down 29.72% in the same period. These slumps may 
very well be more than a short term phenomenon.     

All of this is to say that, while China is most likely to 
retain its status as a land of opportunity for the majority of 
companies and investors as a source of sustainable long-term 
growth, there is no one-size-fits-all approach to assessing 
investment opportunities. Indeed, many companies are likely 
to be extremely unresponsive to Chinese economic conditions 
altogether. When investing in a company that is exposed to the 
Chinese market, therefore, investors should consider whether 
or not the company in question is particularly vulnerable to 
the country’s slowdown in growth and changing economic 
landscape. Any company that appears to have already 
experienced its heyday should obviously be regarded with 
caution.               
            

FALL IN THE SSE

Sensible value investors should, in general, remain reasonably 
unperturbed by the worldwide volatility that ensued in the 
aftermath of “Black Monday”. 

Rather, the severe drop in worldwide markets in response 
to the drastic drop in the SSE should be regarded as a short 
term, reflex reaction.  The reality is that, in the vast majority of 
cases, the inherent value of companies has no relation to the 
behavior of the SSE, and the dramatic reduction of the market 
capitalization of many companies has been purely nominal. 
Investors with no immediate cash requirements, who remain 
content with the performance of the core businesses in which 
they have invested, should therefore not panic. 

Indeed, from the perspective of the value investor, situations 
like the one at hand are arguably a godsend. Caught in the 
ripple effect produced by the fall in the SSE, the shares of the 
vast majority of companies, strong and weak, declined in price 
indiscriminately. Many investors may very well have found 
themselves with the opportunity to purchase shares of great 
companies, which they previously regarded as too expensive, 
at a fair price, or even a discount. A look at the shares of a 

few major companies confirms this. For example, in the 
immediate aftermath of “Black Monday”, Class B shares of 
Berkshire Hathaway were available at a price 10.34% lower 
than that at which they closed on July 20, while those of Apple 
were available at a 21.92% reduction over the same period. 
Clearly, the inherent value of these companies (and others) 
are virtually unaffected by the market correction going on in 
China, meaning that if they were good investments to be made 
before the volatility ensued, they are even better purchases 
now at lower short run price level. 3

CONCLUDING REMARKS

While value investors should pay attention to events in 
China, both with regard to the SSE and its economic climate 
in more general terms, the key, as always, is to retain a long 
run perspective. That is to say, if nothing about a company 
has changed except the share price, maintaining faith in the 
market system is the best way forward. On the other hand, 
it is important to keep in mind that just because they are not 
subject to the same level of volatility, long term horizons can 
still change. In other words, confidence is key, but only when 
coupled with attention to ongoing developments.

3 This comment should not be taken as encouraging short term 
speculation, but rather as an observation that if you can get some-
thing that remains truly valuable at a cheap price, such an opportu-



16  |  UAIC

By Jeremy Kincaid

IS THE MARKET
OVERVALUED?
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Before I crack into it, if you want me to tell you which stocks 
are under-valued so you can get rich quick, you have 

unfortunately come to the wrong place. Equally unfortunately, 
there is probably nowhere to get a definitive answer to that. 
There are an endless number of articles on the topic of an 
over-valued market, however at the end of the day they are 
just opinions and a studious value investor  must hunt for the 
inefficiencies and wait for a good bargain. So in saying that, 
here is my opinion which you should scrutinize and pay very 
little attention to.  

What does it mean if the market is over-valued? Basically, 
the share price is more than the real firm value. Investopedia 
defines it as ‘a stock with a current price that is not justified’. So 
in layman’s terms, the stock is expensive and not worth what 
the market is paying for it.  This is good for sellers but obviously 
not what you want as a value investor. Simple! You say. Invest 
in stocks which are undervalued and you’ll be the next Warren 
Buffett in no time. Unfortunately, finding undervalued stocks 
is easier said than done.

A good starting point for finding under-valued stocks is to 
look at the market price-to-earnings ratio (P/E). This ratio will 
vary between firms for a number of reasons, but it is a fast and 
easy method which is often used. In periods of low volatility 
and low inflation you can expect to see the share price be at 
12 times earnings. However, stocks in the US are trading at 
around 19.66 times earnings at the moment, which is much 
higher than historical norms (around 14.60). Looking just at 
P/E’s it would seem the market is over-valued. But using this 
method alone is somewhat rudimentary and reductive and if 
we look at the US company Apple Inc. I will illustrate why this 
is the case.

Apple’s P/E ratio is currently at 12.76, and well below the 
market average. So if that is the case, it must be undervalued 
and a good buy, right? Maybe, but something additional to 
consider is the fact that the market capitalisation of the five 
largest technology companies (Apple, Google, Microsoft, 
Samsung and Amazon) is $1,795 billion USD, of which Apple 

makes up 35%. What’s worrying is the fact that this is larger 
than the market capitalisation of the Frankfurt Stock Exchange 
which has a market capitalisation of $1,762 billion USD. It is 
undeniable that they are five strong companies, but whether 
they are worth more than the 10th largest stock exchange (and 
therefore all publicly listed German stocks) is questionable. 
The point I’m trying to make here is that while Apple’s low 
P/E indicates the stock is under-valued, the fact that the five 
tech companies have a larger market capitalisation as all 492 
publicly listed companies in Germany may suggest that the 
tech companies are actually over-valued. Therefore the P/E 
ratio must be used with caution.

Another measure which is sometimes used to find under-
valued stocks is market cap to GDP. This is a personal favourite 
of Warren Buffett and he has been recorded saying that “it is 
probably the best single measure of where valuations stand 
at any given moment.” The basic premise is when the market 
capitalisation is above GDP then stocks are probably over-
valued. The graph below illustrates this with the US market. 
Market capitalisation (Wilshire Total Market - blue line) has 
only been above GDP (green line) three times in recent history. 
The first time this happened was during the Dot-com bubble 
in 2000, the second time was right before the Global Financial 
Crisis (GFC), and the third time is now.

Reference: http://www.gurufocus.com/stock-market-valuations.php

I will now turn to the Chinese market. As I’m sure you are 
aware, the Chinese market was severely overvalued and has 
recently taken a massive hit. The Shanghai Stock Exchange 
Composite Index has dropped around 40% from its high in 
June of 5,178 down to around 3,000. This has had flow on effects 
around the world and share prices have dropped globally. So 
this must be good news for a value investor. If the markets have 
dropped then surely stocks must be under-valued or at least 
appropriately valued and a good buy. However, not everyone 
is convinced, as there are still some market anomalies. For 
instance, dual-listed companies in China (companies listed in 
Hong Kong and on mainland China) are not trading at the 
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same price in the two markets. These companies are trading at 
an average premium of 115% in Shanghai even after recent the 
40% drop in the Shanghai Stock Exchange Composite Index.

I believe there are two primary reasons for the market being 
over-valued. The first is because of quantitative easing (QE). 
QE is when a government injects money into the economy to 
help stimulate growth and consumer confidence. Most of the 
governments around the world employed this tactic after the 
initial shock of the GFC to help boost their economy. As a result 
there is now more money in circulation and it has ended up in 
two places. In places like Auckland, Sydney and Vancouver the 
surplus cash has made its way to property, driving up the prices 
of property. But globally, the money has found its way into the 
equity market thus driving up the prices of equities making 
them over-valued. The second reason is because of China. 
China has its fixed currency at a very low rate which enables 
them to have a very strong export economy. This means they 
operate a trade surplus and have more money coming into the 
country than going out. So where does this money go? China 
for many years has been an investment driven economy and 
a lot of this money is being put into investments in the west, 
again driving up the price of equities.

In the interest of full disclosure I will leave you with this 
final comment. In the wake of the GFC I have reservations 
concerning the market. However, based on the information 
above it can be argued that the market is presently overvalued. 
This is not all bad news for the value investor though. In all 
probability, if you are a value investor you will be buying an 
individual stock as opposed to investing in a market exchange-
traded fund. Therefore, the challenge for you as the investor is 
to find that diamond in the rough.
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‘A’ IS FOR 

 ACTIVISM, ACKMAN & ALPHA
BILL ACKMAN IS RICH AND FAMOUS

By Tim Scanlan



20  |  UAIC

Bill Ackman is the founder and CEO of Pershing Square 
Capital Management, a New York based hedge fund 

sponsor that manages roughly US$20B. It is an apt name. 
Pershing Square is a park in Manhattan. It is perfectly 
symmetrical, detailed and very precise. Not unlike the 
approach to investing that Ackman takes – he is smart, 
calculated and calm.

This is largely why he is rich. But what for fame?

Ackman is known as an activist investor and is a very big deal. 
Let me explain.

ACTIVISM

Activism is a hedge fund strategy. Its essence involves 
encouraging - often pressuring - change in public companies. 
Private equity is a good analogy. Typically, a private equity 
fund will buy out a business that the firm believes to be 
undervalued. Through a series of restructures, divestments 
and management changes the investor seeks to realise that 
untapped value and book it by selling the company.

A good example is found in the pending IPO of Tegel Foods. 
Back in 2011, the Australian private equity firm Affinity 
Partners purchased the business for NZ$605M. After turning 
it around, plans are now underway to realise value through 
an IPO, estimated to raise NZ$900M. In rough terms Affinity 
will have made 50% on the investment over four years. This is 
a good result.

Activist hedge funds do the same thing but on a partial 
basis. Instead of buying the entirety of a business, managers 
like Ackman will take a minority but material interest in the 
business and use its position as a large shareholder to effect 
change at the Board level. The intention is to realise value 
through financial returns, much like an individual investor. An 
example here is the turnaround of Canadian Pacific Railway 
led by Ackman and his fund. In 2011 he purchased 14.2% of 
shares and through winning a proxy contest, had the CEO, 
Board and wider strategy of the business changed. The stock 
went from $49 to $225 over the next three years at a compound 
return close to 60%. This is a great result.

Yet how does a railway make Ackman famous? Isn’t activism 
just another way of making money? Certainly, and Ackman is 
famous because activism is famous.

Activism is hip. It is the new smart money. Like mortgages 
were to the 80s and tulips were to the Dutch, activist hedge 
funds are the new craze. They are the headlines of CNBC, the 
hosts of Wall St charity dinners and the safe haven for bright 
young bankers burned by Dodd-Frank.

ACKMAN

Back to Bill. His eyes are bright but he is not overly young and 
was never a banker. A buy-side player for over twenty years, 
Ackman started Pershing Square in 2004 with personal capital 
from a previous fund. Buffett-like value investing underpins 
his approach to sourcing ideas but an option to be actively 
involved in his investments is the differentiating factor. Today, 
his firm manages over US$20B in capital and has earned the 
recent envy of many hedge funds for its returns.

Ackman comes from comfortable beginnings and attended 
Harvard for both undergrad and Business School. After 
graduating he launched Gotham Partners with fellow MBA 
David Berkowitz, and the two grew AUM to $500M over six 
years through successful investments in public companies and 
real estate assets.

Ackman... is a big deal
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Never to be, the demise of Gotham was brought about by the 
first of many litigation and shareholder campaigns that have 
come to characterise the activist style.  Specifically, Ackman 
came under investigation for exaggerating hype on short-sales 
he had made, under the accusation that he did this willingly 
to drive prices down. Despite an absence of prosecution, 
investors pulled capital from Gotham and Ackman closed the 
fund. 

His days at Gotham set a precedent for the strategy that 
Pershing Square would follow. Ackman targets large, stable 
companies that have lost their way or if they have not, never 
will. His team looks for strong assets that support a simple 
business model of nominal risk. Businesses that are overly 
exposed to currency risks, commodities or are foreign to the 
United States are untouched.

For an active man Ackman is slow moving. His fund will 
typically initiate one or two new positions per year and perhaps 
liquidate one further. As of September 2015, Pershing Square 
holds 12 disclosed long positions and one short position. Only 
three of these are active campaigns or have been previously.

One of the more prominent positions held by the firm is a 
US$1B short in Herbalife (NYSE:HLF). Herbalife is a network 
marketing business whose products are dietary supplements. 
This means that supplements are supplied to a contracted 
salesforce, whose remuneration (commission) depends on 
selling products but also on signing up more salespeople.

Ackman accuses Herbalife of operating as a pyramid scheme 
because the vast majority of salespeople earn little or no 
income, while very few at the top make large amounts. In 2012 
Pershing Square went public with its short position, claiming 
the business will be shut down by regulators and become 
worthless. In the intervening period, other notable activists 
such as Daniel Loeb and Carl Icahn have bought the stock, 
creating a conflict that has pushed the stock up, down and all 
around for three years.

Though many doubt the ability of regulators to find evidence 
of illegal behaviour, Ackman is intent on holding the position 

until he wins. Facing a similar predicament in 2002, he shorted 
the insurer MBIA and stayed so for five years in the face of 
ridicule. Late in 2007 the company defaulted on derivative 
contracts and its stock went from $69 to $4 over ten months. 
Ackman made 93%.

ALPHA

Lest we forget, past returns are no indicator of future 
performance. While this is conceptually true, a track record 
is often the sole driver of capital invested into many types of 
funds. Managers that do well historically tend to steward the 
most money.

Pershing Square is 400x larger than it was 10 years ago, which 
means that assets under management have grown 82% per year 
on a compounding basis. The question is whether this growth 
reflects unique investment skill or is simply the product of a 
world flush with QE capital that needs a place to park.

Hedge funds are not legally allowed to comment on returns. 
However, Pershing Square is a listed holding company that 
discloses portfolio returns in its annual report. (See the table 
over the page for figures produced).

Across the spectrum of years good, great and ghastly, Ackman 
has a demonstrable ability to pick winners. Moreover, he has 
the ability to make winners through active campaigns. Though 
not all of his investments exhibit traits of activism, those that 
do have been successful on balance and generated significant 
wealth for investors.

Bill Ackman does not stop there, however. While the 
traditional activist and certainly the corporate raider would sit 
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fat, rich and happy with double digit alpha, Ackman focuses 
on interventions that are sustainable. With a view toward 
existing investors, he seeks to effect change such that the value 
of the business is in a position to grow and will grow long after 
his position is liquidated.

Perhaps that is why he is famous – among all the ego and 
verbose of Wall St is an articulate investor who through ups, 
downs, longs and shorts has built valuable companies for 

investors and enabled them to sustain that value long after his 
departure. He is defining the maturation of activism, steering it 
away from the smash and grab chaos associated with corporate 
raiding and epitomised by the hostile takeover of TWA in 
1985. Ackman has lent credibility to his profession and to 
his peers in this respect and almost for that reason alone, my 
money would be on him. If only I were sophisticated enough!
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SMITHS CITY

By Logan Inwood

Smiths City; a company with a P/E ratio of 3.56, a consistent dividend of around 6-7% and 

is currently trading at a net asset discount of 42.6%, and yet I still wouldn’t buy it.
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THE COMPANY

Growing up in the South Island, Smiths City (SCY) has al-
ways been a notable business. Established 97 years ago 

in Christchurch, the group is predominantly comprised of 27 
Smiths City retails stores, offering a range of electronics, furni-
ture, outdoor equipment and sporting goods. SCY is also pres-
ent in the consumer finance and property industries though 
its subsidiaries. Today, the South Island is not the sole location 
of the business, with SCY gaining significant presence in the 
North Island through acquisitions. While this sounds positive 
for the SCY, an insightful assessment shows they can be con-
sidered old and outdated.

MY RECENT(AND DISAPPOINTING) EXPERIENCE

Over the last two years, I’ve entered a Smiths City store once 
and subsequently left empty handed. This was due to their 
unjustifiably expensive canvas printing. The quoted price and 
time taken to complete the job? Over $150 and a two week 
wait. As this was a very late Father’s Day idea three days before 
Sunday, two weeks just wasn’t going to cut it. So off I went a 
block away to Harvey Norman, to find their canvas printing 
service would cost $80 and take a day. This had me wondering 
who in their right mind would shop at Smith City, or at least 
for their printing services.

THE LIVERPOOL FC OF NEW ZEALAND BUSINESSES

For those non-football fans out there, Liverpool is a club built 
on a successful past, but isn’t doing amazing things these 
days. Smiths City is the equivalent in the form of a New Zea-
land company. Both used to be one of the very best around 

although recently this has not been the case. Despite success 
dating back decades, SCY currently has a delay in keeping up 
with the market, shown when it lagged in the online sales de-
partment. However, this was not significantly detrimental for 
the business due to its main customer base. The company has 
stores targeted towards the older generation, who are less in-
clined to purchase goods online, and prefer visiting the stores 
they’ve been shopping at for years, which offer a well-rounded 
customer experience. However I believe as the younger gen-
eration ages, the older generation interested in Smiths City’s 
customer experience will shrink.

THE POSITIVES

The experience that SCY offers, is currently their competitive 
advantage. This advantage is a much needed addition to over-
come their low margins, with financing and delivery options 
generating additional revenue for the group, and store employ-
ees pushing the friendly “we’re your local” theme to encourage 
sales. To increase awareness of the finance arm, the company 
has employed All Black Kieran Read to provide celebrity en-
dorsement. 

Admittedly, thanks to the companies diversity in goods sold, 
some product categories will be affected less by the growing 
in consumer’s ability to purchase cheaper products through 
online importing businesses. For example, electronics such 
as phones, laptops and computer games can almost always 
be bought for a lower price through online parallel import-
ing businesses, however, goods such as home furniture are less 
commonly purchased online. There is also the government’s 
increasing efforts to charge GST on imported goods, which 
should increase the competitiveness of Smith City’s pricing.

A recent consideration which could potentially improve my 
views on the company would be changes being enforced by 
newly appointed CEO Roy Campbell. He obtained the role this 
year, on the 14th of April after his predecessor of 15 years Rick 
Hellings stepped down. Once attaining the role, Campbell had 
many different directions he could send the business in. He 
could turn the company around to have more of a younger 

Who in their right mind would shop at 
Smith City?



UAIC  |  25 

generation focus, or purchase an online store like similar busi-
ness The Warehouse has done with Torpedo 7 (owner of 1Day.
co.nz). Despite this being an investment which will compete 
with other SCY subsidiaries, I believe it would be in the best 
interest of the company.

So far, Campbell has been enacting a push for retaining prof-
itable stores, and selling off those with unsatisfactory returns. 
This has seen 7 out of 11 LV Martin and Powerstore branded 
stores close in the last 18 months. 

Smiths City has stated they chose Mr. Campbell due to his 30 
years retail experience, where he’s specialised in mergers and 
acquisitions, of which the latter is very commonly adopted by 
the company. Campbell is said to currently be assessing the 
option of acquiring an existing furniture store in Auckland to 
gain a position in the market, or alternatively whether pushing 
into other areas of the North Island would be more profitable 
for the company.

BENEATH THE SURFACE

Due to its size, you would expect the company to have some 
economies of scale to assist in the margins of the group, due 
to numerous subsidiaries selling the same products. However, 
even in such a well performing economy, low margins have led 
to reasonably small trading profits. SCY does boast a p/e ratio 
of just 3.56, though this isn’t something to get overly excited 
by, as it’s been massively helped by a one off insurance pay-out 
of $8.5 million for a Christchurch quake damaged building. 
The pay-out was a significant portion of the company’s market 
capitalisation of just under $28 million, and without it, SCY 
earned a NPAT of just $576,000 in the year ended 2015. There-
fore a more realistic calculation taking the insurance payment 
out of the equation returns a P/E of 48.61. 
 
The company has consistently paid a dividend yielding around 
6-7% over the last 5 years, however capital gains are less relia-
ble; the share price remained unchanged during the financial 
year for SCY ended 30 April 2011, however increased 44.1% 
the following year and 20.4% in the 2013 year. More recently 
the price fell 5.1% in 2014 and 1.8% in 2015 to $0.55 per share. 
The above chart shows little correlation between price and 
NPAT however the trends are much more similar when the 
one off insurance pay-outs aren’t removed, making the NPAT 
significantly higher. However for the sake of fair representa-
tion I have removed it. Note the number of shares issued has 
changed in 2012 and 2013, although would have had a mini-
mal impact on share price due to the size.

Putting my opinions aside, other investors do consider Smith 
City to be an undervalued stock, clearly shown by Utilico, a 
British value investing company increasing its stake in SCY to 
13.6% in July this year. Also during July and August of 2015, 
two companies associated with Sir Ron Brierley, a Kiwi veter-
an investor known for stripping down undervalued companies 
and selling their assets, purchased a 7.2% share in the com-
pany. Based on Brierley’s history, it doesn’t look like Smiths 
City could be around much longer. In just July this year, one 
of Brierley’s companies invested in Wellington’s Kirkcaldie & 
Stains which has since been stripped and sold off to an Aus-
tralian brand.
 
WHAT IF THINGS GET WORSE?

In the event of a downturn in the global markets, I would 
expect Smiths City to struggle. During the year ended April 
2015, a year in which the economy has performed extremely 
well, we’ve seen the company could only muster half a mil-
lion in profit. For a company of $150 million in assets, it is 
extremely poor to generate a return on assets of just 0.348% 
when the business should be performing at near its peak. Dur-
ing a recession, consumer spending on SCY’s core goods such 
as electronics, furniture and outdoor equipment will fall, while 
the credit offered to customers to make these sales should fall 
as customer bed debts will rise. 
 
As we enter what can be predicted to be the next global re-
cession/correction, I personally wouldn’t be looking at buy-
ing into a company with an outdated business model that has 
struggled to earn a reasonable profit without one-off income 
items. Like Liverpool, SCY seems to be ticking along at the 
moment, held together by its strong history, yet is setting no 
records today. Smiths City’s Finance arm looks promising but 
only so much money can be made out of credit sale interest.  
SCY could be the next value investors dream, although I can’t 
see it myself.

Investors do consider Smith City to be
undervalued
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