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Aoris Investment Management
Aoris is a specialist international equity manager founded in 2017.
We are a focused business and manage a
single international equity portfolio.
Our investment approach is conservative,
fundamental and evidence-based.

The Aoris International Fund
Our portfolio is long-only and highly selective.
We own a maximum of 15 stocks, each of which has
considerable breadth or internal diversification.
We aim to generate returns of 8–12% p.a. over a market cycle.

Our Quarterly Reports
We are business owners, not economists.
As such, our reports focus on the
performance of our investee companies.
We report on portfolio performance
and changes with candour and transparency.
Each quarter, we include a thought piece or feature article on
a topic area with direct relevance to our investment approach.

About the cover image – the Palace of Versailles was the principal royal residence of France from 1682, under
Louis XIV, until the start of the French Revolution in 1789, under Louis XVI. The 2,300-room palace is a UNESCO
World Heritage site, notable especially for the ceremonial Hall of Mirrors.

Aoris International Fund
June Quarter

1 Year

Since Inception
p.a.*

Portfolio Return (A$) - Net of all fees

8.1%

3.0%

13.2%

MSCI AC World Accum Index ex-Australia (A$)

5.8%

4.4%

9.1%

Excess Return

2.2%

-1.3%

4.1%

Performance to 30 June 2020 - Class A

*Inception date: 26 June 2018, annualised. Past performance should not be taken as an indication of future performance.

MARKET AND PORTFOLIO PERFORMANCE
The international equity market, as measured by the MSCI AC World Accumulation Index exAustralia, appreciated by 5.8% in the June quarter (all returns are in A$ unless stated otherwise). In
an extraordinary period when economic activity and corporate earnings were under acute pressure,
equity markets in aggregate rose by 17.6% in local currency terms, the best quarterly gain since
1998 and reversing much of the declines from the March quarter. The increase in the A$ over the
period detracted 11.8% from the A$ return.
Among the major developed countries, the largest gainers in the quarter were Germany and the
United States, which were up 12.5% and 8.1% respectively. Europe in total was up by just 2.5%,
Japan was down 0.8%, Hong Kong was 3.0% lower and the UK fell by 4.2%. Brazil led the way
among emerging markets with a 9.2% gain. Emerging Asia and Eastern Europe both appreciated
by around 5%, while China lagged with a gain of 2.5%.
Looking at performance by sector, Information Technology led the way with a gain of 15.6%,
almost 10% ahead of the broader market. Investors rewarded the large e-commerce and enterprise
software companies which, are perceived to be direct beneficiaries of the working from home
environment or, at least, economically defensive due to their subscription-based business models.
Consumer Discretionary rose by 14.4% and the Materials sector was up 11.6%, both reflecting
optimism of a sharp rebound in economic activity. The defensive sectors that had held up well in
the first few months of the year generally underperformed, with Utilities falling 5.3%, Consumer
Staples down by 3.0% and Health Care up just 2.5%.
Financial markets have, in general, functioned well in the first six months of the year in the
face of the extreme economic stress. There have been no large corporate failures and no bank
recapitalisations or bailouts. Government bond yields, even in the highly economically stressed
countries such as Spain and Brazil, remain extremely low despite massive fiscal deficits. There have
been no high-profile credit rating downgrades of either sovereign nations or large corporations.
Corporate bond yields, even in the higher risk category, have returned to fairly normal levels, and
there has been no particular stress in the mortgage markets. All of this, of course, has been helped
by early, aggressive and creative central bank intervention.
Given the extraordinary two quarters we have just been through, how do we feel about the current
investment environment? Equity markets in aggregate are around the level at which they started
the year, but US corporate earnings are forecast to fall more than 20% this year. Some take the
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view that the equity market is being ‘propped up’ by central bank activity, hedge funds, or some
other mysterious force. Some view the recent rally as ‘too much, too soon’, and want to see share
prices lower before deploying capital. Some view the market as simply uninvestible due to the
uncertainty around corporate earnings and economic recovery. Others salivate at the prospect of
buying ‘down and out’ businesses in the hope of a turnaround.
We don’t have an optimistic or a pessimistic outlook for the world economy. Nor are we bullish or
bearish on the equities in general. We do, though, have a constructive view of our ability to achieve
after-fee returns for our investors of 8–12% p.a. over a 5–7 year market cycle. Remember that as an
investor you own a piece of a business, not a piece of the economy. The value of that business is a
function of its cash flows over many years, not over one year. Unless you own an index fund you don’t
own ‘the market’; you own a selection of businesses whose earnings prospects and investment merits
all differ. We own a selection of businesses that we believe to be of unusually high quality and will
prove to be financially resilient should the prospects for the world economy turn sour. We expect the
value of these businesses to rise at an attractive rate over the coming years, and it is this corporate
wealth creation that will generate the bulk of the 8–12% p.a. investment return we seek to achieve. We
expect that owning these businesses at some discount to what they are worth, the ‘value’ part, will
make an additional but smaller contribution to our returns.
The Aoris International Fund (Class A) returned 8.1% in the June quarter, outperforming our
benchmark by 2.2%. The standout contributor to our return was Cintas, which rose by 37% (54%
in local currency terms). Cintas is the largest uniform rental and facility services company in
the United States and the operating performance of the business is proving more resilient than
the market had feared. As we discussed in our last Quarterly report, Cintas benefits from longtenured management and a strong corporate culture, a leadership position in most local markets
throughout the United States, and a sizeable business in hygiene and sanitation supplies, where
demand is growing very strongly.
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Portfolio changes
SALES
LVMH
LVMH Moët Hennessy is the world’s largest luxury goods company, owning many storied brands,
including Louis Vuitton, Christian Dior, Bulgari and Céline. The majority of LVMH’s sales occur
through their own store network, which is an enormous asset in terms of branding and control, but
also a very significant fixed cost. The requirement to continue paying leases while stores are closed
means that earnings for the first half of the year will be more pressured than we had previously
believed. The company is expecting protracted weakness in international travel and tourism, which
accounts for a very significant percentage of the group’s sales. As such, there is more risk to LVMH’s
earnings beyond 2020 than we had previously anticipated. The company is shortly to complete
its USD16 billion acquisition of Tiffany’s, all debt-funded, which will be an additional burden to the
company’s earnings and capital structure at an inopportune time.
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Value investing:
Why cheap is not cheerful
INTRODUCTION
The investment world likes to split companies, as well as those who
own them, into two neat categories, ‘value’ and ‘growth’, with the
latter really being a catch-all bucket for everything that isn’t value.
We frequently read about an investment firm being described
as a ‘value manager’, and another as a ‘growth manager’, while a
market environment may be described as one where value stocks
have been out of favour. This begs the question as to who or what
is the arbiter of whether a particular stock fits in the value camp or
not. Shakespeare’s Montagues wore blue and the Capulets wore
red. What colour does value wear?
There is a strong human tendency to think in terms of single
variables. In investing, seductively simple as it is, designating
stocks as good value or not based on their PE multiple is flawed.
So too is designating investment managers as being value
managers or not based on the PE multiple of the stocks they own.

WHAT IS ‘VALUE’?
A stock is considered
‘value’ if it trades on
a lower PE multiple
than a market
average. This is
flawed. Value is price
relative to worth.

The word value, as commonly used outside the investment
world, refers to the price of something in relation to its worth.
If a product or service sells for less than it’s worth, we would
describe it as being good value.
In investing, however, the term value does not equate the price
of a company in relation to its worth; rather, it equates the price
to earnings (PE) ratio of a company in relation to the average of
all companies. If Company A’s share price is $10 and it reported
earnings of $1 per share last year, then its PE ratio is 10x. If
the market average PE ratio is 15x, then Company A would be
considered a value stock as it trades at a discount relative to the
market average.
Equating a PE ratio that is a discount relative to a market
average with value is deeply flawed. Designating a company
trading on a lower PE multiple as better value than one
trading on a higher multiple assumes away any reason why
two businesses should be valued on a different multiple. By
extension, it assumes that every business should trade on the
same earnings multiple. The appropriate measure of value is
price relative to worth, not PE relative to average.
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BUSINESSES ARE NOT EQUAL, AND SHOULDN’T BE VALUED
AS SUCH
The value or worth
of a business is a
function of just two
things – its risk,
or quality, and its
growth prospects.

A PE ratio relative to a market average is easy to determine;
how, though, should we determine worth? There are two ways,
and only two ways, in which businesses differ that should be
reflected in how they are valued – their risk and their growth
prospects. This is true when valuing any asset.
In credit markets, a corporate bond trading with a yield of 6%
(equivalent to a multiple of 16.7x its interest payments) may
represent very poor value and one yielding 3% (33.3x interest)
may be considered very good value. Why? Because of their
different risk characteristics.
In commercial property, a building generating a rental yield of
3% may be much better value than one producing a yield of 7%.
Why? Because of differences in their growth prospects. The 3%
yielding building may offer the opportunity for redevelopment
or rezoning, or be in an area of rising demand and offer the
prospect of attractive growth in rental income.
Risk and growth are the two variables relevant for determining
the value of any particular business.
• Higher than average growth prospects make a business worth
a higher than average multiple of earnings, all else being equal.
• Lower than average risk characteristics make a business worth
a higher than average multiple of earnings.
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What you got for your money
Warren Buffett famously said ‘price is what you pay, value is
what you get’. Let’s explore this. A ‘value’ manager prioritising
companies that trade on low PE multiples will, perhaps
unwittingly, favour businesses with poor growth and/or highrisk characteristics. In the analysis that follows, we have taken
the largest 2,000 publicly traded companies globally by market
value in 2014 and excluded from this group those that were lossmaking in that year (as it makes calculation of PE non-sensical).
We split these companies into five groups, or quintiles, based
on PE ratio as at the end of 2014 (the starting PE), as shown
below. The ‘value’ or ‘cheapest’ group is quintile 5. All the data is
sourced from Factset and the analysis is our own.

Median PE at end of 2014
18.0
16.0
14.0
12.0
10.0
8.0
6.0
4.0
2.0
0.0
1 (highest)

2

3

4

5 ('value')

Starting PE quintiles

Let’s now see what you got for your money. We show how the
value group differed from others, first in terms of the industries it
skewed towards, then the two key variables – growth and risk.
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Sectors
The lowest PE quintile is heavily weighted towards financials
and resource companies; companies that trade on a low multiple
of earnings for many good reasons. On the other hand, there is
barely any representation in the ‘value’ quintile of companies
from two highly profitable and high-growth sectors, healthcare
and technology.

The ‘value’ sector
is heavily skewed
to financials and
resources with little
representation from
healthcare and IT.

Representation of key sectors
80%
70%
60%
50%
40%
30%
20%
10%
0%
1 (highest)

2

3

4

5 ('value')

Starting PE quintiles
Financials + resources
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Growth
There is a linear and rather dramatic relationship between
starting PE ratio and subsequent 5-year earnings per share (EPS)
growth – companies in the ‘value’ quintile barely grew earnings
over five years while EPS for those with the highest starting PE
ratio more than doubled over that period.

The ‘value’ cohort
delivered the poorest
five-year EPS growth
outcome.

EPS growth p.a. 2015-2019
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16%
14%
12%
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2%
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4

5 ('value')

Starting PE quintiles

Part of the reason for the poor earnings growth from
the ‘value’ group is they are the least profitable cohort in
terms of return on invested capital (ROIC). ROIC can be
thought of as a key source of ‘fuel’ for growth. The higher
the earnings of a company in relation to the capital it
employs, the more capital is available to drive future EPS
growth, whether it be in the form of share repurchases,
acquisitions, or organic investment back into the business.
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The ‘value’ quintile
earned the lowest
return on invested
capital.

Median return on invested capital
non-financial companies 2015-2019
12%
10%
8%
6%
4%
2%
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5 ('value')

Starting PE quintiles
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Risk
We think about risk in three categories:
• financial risk
• business risk
• management risk
Financial risk is directly quantifiable, and we can measure
it by comparing the amount of debt less cash (net debt)
to a company’s earnings before interest, tax, depreciation
and amortisation (EBITDA). Business and management
risk ultimately show up in the financial performance of a
company. We measure these risks two ways – whether the
earnings of a business went backwards over the 5-year
period, and whether a company cut its dividend over the
period.

The lowest PE
quintiles had the
highest financial risk.

2014 net debt to EBITDA ratio (x)
for non-financial companies
1.4
1.2
1.0
0.8
0.6
0.4
0.2
0.0
1 (highest)

2

3

4

5 ('value')

Starting PE quintiles

We can see that net debt relative to EBITDA is much higher for
the groups trading on low PE ratios than for the high PE quintiles.
Returning to earnings risk, we see stark differences between the
‘cheapest’ or ‘value’ quintile and the rest. For more than one-third
of the ‘value’ quintile companies, earnings per share declined over
the five years to 2019, and more than half of those companies cut
their dividend at least once over that period.
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The ‘value’ quintile
had the worst
results in terms of
EPS declines and
dividend cuts.

Percentage of stocks whose EPS declined
over 2015-2019
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Percentage of stocks that cut dividends at least
once over 2015-2019
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What you got for your money in 2007
It might be argued that the characteristics of value stocks shown
over the five years to 2019 are not representative of low-PE
stocks through time. The following four charts show quality,
growth and risk characteristics over the seven years to 2014,
based on PE multiples at the end of 20071.

The weakest earnings
performance by far
belonged to the
‘value’ quintile.

EPS growth p.a. 2008-2014
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Percentage of stocks with EPS decline
over 2008-2014
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Note that we chose 2007 as the starting period to minimise the impact of the GFC
period on starting PE multiples.
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Profitability of the
‘value’ quintile was
the poorest of the
five groups.

Median return on invested capital
non-financial companies 2008-14
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Percentage of stocks that cut dividends at least
once over 2008-14
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The Aoris portfolio
You won’t find any of our holdings in the ‘value’ quintile today.
In fact, all of them trade at a PE premium relative to a market
average. Does this mean the stocks we hold are expensive? We
think not.

Companies in the
Aoris portfolio all
trade on higher PE
multiples than the
market average, but
a lower multiple than
we believe they are
worth.

Median PE end of 2019 (x)
Aoris portfolio vs. market quintiles
45
40
35
30
25
20
15
10
5
0
1 (highest)

Aoris
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4

5 (lowest)

PE quintiles - end of 2019

Let’s see what we get for our money. Firstly, in terms of
composition, we own no financials or resource companies. In
terms of quality and profitability, our businesses earn far superior
returns on capital than even the highest PE group.
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Median return on invested capital
non-financial companies 2015-2019
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The companies in our portfolio have grown earnings over the last
five years at a rate comfortably above the market average and,
more importantly, we expect them to continue to do so.
Not one of the companies in our portfolio reported a decline in
earnings over the five years to 2019, and not one of them cut
dividends over that period. The median net debt to EBITDA of
our group of companies is 0.5x, about half the market average
for non-financial companies.
We seek to own high-quality businesses whose worth is on an
upwards trajectory, where we consider the risk of a disappointing
outcome to be low. Such businesses trade on PE ratios higher
than a market average, for reasons of superior growth and risk
characteristics. There are many high-quality, wealth-creating
businesses that we do not own, simply for the reason of price
being in excess of worth. We currently own 14 businesses where
price is at or below our appraisal of worth. We believe a premium
multiple is entirely consistent with these businesses representing
sound investment value. We are quality first, value investors.
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CONCLUSION
‘Value’ has not
been out of favour.
Investors selecting
low PE stocks have
biased towards
higher risk, lower
growth and lower
quality companies.

The central flaw in the value approach is that it expresses value
in terms of a PE multiple relative to an average. Whether a
company is good value is a function of its share price relative
to its worth. The value approach implies every stock should
trade on the same PE multiple. Companies differ in terms of
their growth prospects and their risk characteristics, and these
differences should be reflected in their PE ratios.
We have shown that companies trading on relatively low PE
multiples five years ago on average generated poor earnings
growth. They were much riskier than average, as measured by
financial leverage and the likelihood of earnings decline and
dividend cuts. The value group skews heavily to the financials and
resources sectors, companies that are inherently cyclical and, on
average, earn poor returns on capital over an economic cycle.

“

Sometimes the ‘bargain bin’ contains more
trash than treasure.

Value, thought of in terms of relative PE multiples, is a flawed
concept. So too is the concept of a ‘value style’ or a ‘value
manager’. Many commentators note that value stocks have
significantly underperformed the equity broader market over the
last five or more years, but are quick to defend value investing
on the basis that value has simply been out of favour. We offer
a different perspective. Value hasn’t been out of favour at all;
rather a low PE investment approach biases a portfolio to low
growth, high risk and poor-quality companies.
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Stock profiles
JACK HENRY
Jack Henry is a
provider of software
used by small banks
and credit unions in
the US.

Founded in 1976, Jack Henry is a leading provider of ‘core’ banking
software with a focus on small banks and credit unions in the
United States. ‘Core’ refers to the software that is used to support
the most common transactions of a financial institution, such as
making and servicing loans, opening new accounts, processing
cash deposits and withdrawals, calculating interest, establishing
criteria for minimum balances, processing payments and cheques,
and maintaining records of all the bank’s transactions. Jack Henry
sells more than 100 different solutions.
One of the defining features of this market is that financial
institutions are very reluctant to replace an existing software
provider, for fear of disrupting their customers’ daily interactions
with their bank, and Jack Henry has a customer retention rate of
98–99%. For the change that does happen, Jack Henry has an
exceptionally high rate of customer wins relative to the very, very
few they lose. On the credit union side of the business, where
Jack Henry today has 630 customers, it has won an average of
20 new clients per year over the last five years, yet over the last
40 years it has lost just 18 in total to competitive takeaways. That
is some record!
The founders of Jack Henry created a culture of putting
employees first, with the view that they will, in turn, look after
customers. This culture remains strong today and highly relevant
to the way Jack Henry operates. It has led to very high levels of
both employee retention and customer satisfaction on Forbes
Best Employers List.

We see Jack Henry’s
growth being driven
by increasing card
payments, digital
banking and the
move of bank
software to the
cloud.

We see three interesting drivers of growth for this business over
the coming years, on top of their competitive success and market
share gains. The first of these is processing of debit and credit card
payments, where Jack Henry has recently materially improved the
quality of its offering through a technology partnership. Secondly,
financial institutions are outsourcing to Jack Henry’s private
cloud, or servers, the hardware needed to host these software
applications. When they outsource, as half of Jack Henry’s
customers have done already, they typically buy more applications,
and revenue to Jack Henry increases substantially. Lastly, Jack
Henry has an industry-leading suite of digital banking applications,

Aoris Investment Management - June Quarterly Report

19

called Banno, which has significant potential. Banno powers online
and mobile banking as well as online loan applications and many
other digital banking services.
We see Jack Henry as a business with a very strong position in
an attractive niche enterprise software market. Jack Henry has
consistently taken market share and is growing strongly through
the sale of new applications.

EXPERIAN
Experian is much
more than the
world’s largest
credit bureau. It’s a
data and analytics
business helping
a huge variety of
businesses make
better decisions.

Based in the UK, Experian is the world’s largest credit bureau.
Credit reports are sold on a per-unit basis to banks and other
organisations, such as auto dealers, for the purpose of making
credit decisions. Experian also sells software and decisioning
tools to these lending organisations, and provides its credit data
directly to consumers. Experian has 145 million business credit
records and 1.2 billion consumer credit history records.
A credit bureau has unusually high barriers to entry. A credit
report first needs to provide data on the extent to which a
prospective borrower has made repayments on prior and
existing credit facilities on time. To provide a credit report, a
bureau in a particular country must have data covering every
loan and every repayment by every borrower from every bank.
The bureau needs not just data covering the most recent period,
but historical repayment data as well, to see if there has been
any change in the borrower’s profile. The bank-provided data will
be supplemented by hundreds of additional data sources. Like
credit-rating agencies (e.g. S&P and Moody’s), most countries
need at least one credit bureau, but they don’t need more than
three. So, the industry works as a natural duopoly or oligopoly.
In addition to providing credit reports to lending organisations,
Experian also provides decisioning software and data analytics.
An underwriting-decision engine will help a bank answer the
questions: Do we extend a loan to this applicant? If so, on what
terms? Experian’s decision analytics combines data from the
credit bureau, the bank itself and many external sources to
enable the bank to analyse existing loan portfolios and build
their own predictive models and credit strategies. For example, it
can help a bank decide which are the most prospective localities
for launching a credit card.

20

Aoris Investment Management - June Quarterly Report

In the US, Experian supplies data and decision software to
healthcare providers to help them understand who will pay for
a service and make sure that they get paid. More than 60% of
US hospitals are customers, as well as thousands of medical
practices.
Lastly, Experian generates about 20% of its revenue from
providing credit data directly to individuals, who may wish to see
how a new loan or a missed payment may affect their credit score.
This service also enables consumers to receive pre-approved
offers of credit from lenders. Because the lenders know the credit
details of the consumer, the consumer doesn’t run the risk of
seeing enticing loan offers, then filling in a credit application form
only to be denied the loan at the end of the process.
Experian is a leading business benefiting from innovation, the
growing volume of digital data, and increasing computer power
to process and analyse that data. It is highly relevant to its
customers and we see very attractive growth ahead.
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Get in touch
T +61 2 8098 1503
E info@aoris.com.au

www.aoris.com.au

A COMMONSENSE APPROACH EXECUTED WITH UNCOMMON DISCIPLINE

Important Information
This report has been prepared by Aoris Investment Management Pty Ltd ABN 11 621 586 552, AFSL No 507281 (Aoris), the investment manager of Aoris International Fund
(Fund). The issuer of units in Aoris International Fund is the Fund’s responsible entity The Trust Company (RE Services) Limited (ABN 45 003 278 831, AFSL Licence No
235150). The Product Disclosure Statement (PDS) contains all of the details of the offer. Copies of the PDS are available at aoris.com.au or can be obtained by contacting
Aoris directly.
Before making any decision to make or hold any investment in the Fund you should consider the PDS in full. The information provided does not take into account your
investment objectives, financial situation or particular needs. You should consider your own investment objectives, financial situation and particular needs before acting upon
any information provided and consider seeking advice from a financial adviser if necessary.
You should not base an investment decision simply on past performance. Past performance is not an indicator of future performance. Returns are not guaranteed and so the
value of an investment may rise or fall.
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