
Especially when others  
are gripped by emotion.”

A common question from investors is: 
“What’s your outlook for the next 12 months?” 
My honest answer these days is: “I don’t know.” 
That’s because the world confronts its most 
complex set of economic circumstances for at 
least 30 years. Charlie Munger, Vice Chairman 
of Berkshire Hathaway, said at the company’s 
recent annual general meeting: “If you are not 
a little confused by what’s going on, you don’t 
understand it.” I admit it is a little confusing and 
this may not be helpful if you would like clear 
advice. But it is not the time to be overconfident. 
As the great economist John Kenneth Galbraith 
said: “One of the greatest pieces of economic 
wisdom is to know what you don’t know.” If you 
hear other investors expressing strong opinions 
at the moment, it probably means they are 
either in ‘marketing mode’ or they are unaware 
of today’s complexities. Our view is that the 
coming 12 months could see either further 
gains on share markets or a major correction. 
Judging which outcome is more likely is 
difficult, if not impossible. 

The case for continued robust market 
conditions is convincing. Economies are likely 
to grow, strongly driven by vaccines allowing 
economies to reopen, unprecedented fiscal 
expenditure and aggressive monetary policy 
(zero interest rates and substantial buying 
of government and other debt). The scale of 
government spending and central-bank asset 
buying is historic and breathtaking. In the US 
in 2020 and 2021, the government is forecast 
to tally a fiscal deficit of US$6.1 trillion, or 
14% of GDP per annum. The Federal Reserve 
bought US$3.6 trillion of government debt and 
mortgage-backed securities from 1 March 2020 
until June 2021 and still pledges to buy at least 
US$120 billion of debt each month. 

The problem is that the case for a major 
correction in stock markets (20% or more) in 
the next 12 months is also convincing. A slump 
could be triggered by rising interest rates in 
response to inflation, a mutation of the covid-19 
virus that eludes vaccines, a panic in emerging 
markets sparked by rising interest rates and a 
stronger US dollar, a spate of corporate debt 
downgrades and defaults due to rising interest 
rates, or the bursting of asset bubbles. 

It is interesting that few people appear to be 
focused on major risks that are evident and 
‘hiding in plain sight’. It is foreseeable that any 
of these risks could trigger a major correction, 
yet almost zero risk is priced into markets, 
market risk measures are benign and few 
people appear concerned. This may be due to 
the euphoria associated with the reopening 
of the world’s economies. Or it could be the 
manifestation of our personal experiences as 
we emerge from covid-19 and maybe a ‘fear 
of missing out’ when everyone seems to be 
making easy money.  

We have seen similar situations where markets 
are priced for perfection and know it often 
ends abruptly and badly. We are not smart 
enough to leave a great party at one minute to 
midnight, just before things turn to pumpkin 
and mice. It is even harder to judge when to 
leave a party where the clocks have no hands. 
We are custodians of your money and we will 
never reach for risk due to a fear of missing out. 
Our job is to remain rational, make fact-based 
analytical decisions, and not get caught up with 
what other people are saying or doing. In 1965, 
Warren Buffett wrote in his letter to investors in 
the Buffett Partnership: “We derive no comfort 
because important people, vocal people, or a 
great number of people agree with us. Nor do 
we derive comfort if they don’t. A public opinion 
poll is no substitute for thought.”

“Hamish Douglass,  
Chief Investment 
Officer and Lead 
Portfolio Manager 
– Global Equities 
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We know we will inevitably make investment 
mistakes and it is important that we objectively 
recognise mistakes. In the past year, two 
mistakes stand out. 

The first was Alibaba Group. After initially 
outperforming after we invested, Alibaba’s share 
price fell when the Ant initial public offering was 
pulled in November 2020 after Alibaba founder 
Jack Ma criticised Chinese regulators. While 
we never thought Ma would act so counter 
to his interests, I made a risk-management 
mistake in allowing our holding in Alibaba to 
grow via a higher share price to more than 
8% of the portfolio. There are times when we 
hold such conviction in a position that such 
an allocation is entirely sensible, but the main 
reason I didn’t trim the Alibaba holding prior to 
the Ant IPO was because reducing our holding 
might have diminished the chance of securing 
a decent allocation in the listing. At the same 
time, Alibaba was performing strongly from an 
operational perspective and we assessed the 
stock to be undervalued. The plan at the time 
was to gain a holding in Ant before trimming 
the Alibaba holding to a more moderately 
sized position. In hindsight, this was a mistake 
and was likely due to overconfidence and 
confirmation bias. Since then, we have trimmed 
our holding in Alibaba, notwithstanding our 
positive view on the prospects of the business 
and our assessment still that the company is 
undervalued. To avoid making the same error 
again, we have instituted risk controls that set a 
maximum position size for Chinese companies 
and certain other technology companies. 

The second mistake of the past 12 months was 
being too cautious prior to the announcements 
about vaccine trials results that were released 
in November 2020. Our focus, as always, was 
on wanting to protect our investors from the risk 
had the vaccine trials failed. Thus, we did not 
place enough importance on the opportunity 
that would arise from successful trial results. 

Our combined risk ratio cap (which is 
discussed below) makes it expensive from 
a risk-budgeting perspective to place a 
meaningful proportion of the portfolio in 
cyclical stocks such as banks, industrials 
and travel-related companies. We knew 
the trial results were coming and prior to 
November 2020 we evaluated numerous more 
pro-cyclical opportunities (that have all done 
well since). But for various reasons I decided 
not to invest in these cyclicals and the portfolio 
entered November last year with limited cyclical 
exposure. In hindsight, this was a mistake. 
However, we will not chase the market after that 
horse has bolted. 

We are happy with the underlying operating 
performance of each company in the 
portfolio (and, in most cases, their operating 
performance through the pandemic has been 
exceptional). We judge that the portfolio is well 
positioned to prosper over the next three to five 
years, almost irrespective of how events play 
out in the short term. 

We have two fundamental investment 
objectives for the Global Fund:
•  To achieve superior risk-adjusted 

investment returns (our objective is to 
achieve a minimum average return of 9% 
per annum after fees over the medium to 
long term); and

•  To minimise the risk of a permanent 
capital loss. 

If we achieve these objectives over time, 
we hope you will be happy. The concept of 
minimising the risk of a permanent capital 
loss is integral to how we manage your 
money. In our view, investors in recent years 
have become unrealistically obsessed with 
chasing returns without appreciating the risk 
that they could lose their capital. We believe 
in the ‘prudent man’ rule in managing money 
for our clients. This rule was developed in the 
19th century when a Massachusetts judge 
suggested trustees should “observe how men 
of prudence, discretion and intelligence manage 
their own affairs, not in regard to speculation, 
but in regard to the permanent disposition of 
their funds, considering the probable income, 
as well as the probable safety of the capital 
to be invested”. 

Our investment philosophy is to build a 
relatively concentrated portfolio of outstanding 
companies – ones that possess sustainable 
competitive advantages – and to purchase 
securities in these businesses when their 
share prices are attractive compared with our 
assessment of their intrinsic value. We believe 
buying a concentrated portfolio of high-quality 
companies purchased at appealing prices 
will deliver investors superior risk-adjusted 

“Our focus, as 
always, was 
on wanting to 
protect our 
investors from 
the risk had 
the vaccine 
trials failed. ”
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investment returns over the medium to long 
term while minimising the risk of a permanent 
capital loss. We will never make investment 
decisions to outperform the equity market in 
the short term. We believe our skill is judging 
where a business’s earnings will be in three, five 
and ten years and not how a company’s share 
price will perform relative to the equity market 
in the short term. 

In 2009, I wrote: “As an investor in the Global 
Fund, you should be aware that we will not 
be overly concerned if we underperform 
some short-term performance benchmark. 
Given our approach, the probability of this 
occurring is a near certainty. We simply will 
not make investment decisions designed to 
outperform the market on a short-term basis. 
All our investments will be made strictly in 
accordance with our investment philosophy 
and objectives of delivering very satisfactory 
investment returns (i.e. a target above 9% per 
annum) over the medium to long term while 
minimising the risk of a permanent capital loss.”

Our track record is that our Global fund has 
consistently achieved our investment objectives 
over the past 14 years. Since inception on 
1 July 2007, the fund has delivered a return of 
11.9% per annum in Australian dollars after fees, 
meaningfully exceeding our return objective of 
9% per annum. If you had invested A$10,000 
in the fund on 1 July 2007 it would have grown 
to A$48,343 by 30 June 2021 (including 
reinvested dividends). As a comparison, if 
you had invested in an MSCI World Index over 
the same period, your investment would have 
grown only to about A$28,165 a return that 
equates to 7.7% per annum. 

Our investment results have been achieved 
with meaningfully lower risk of capital 
losses compared with the index. In terms of 
downside participation (measuring how the 
fund performs versus the index during market 
decline), our Global Fund has suffered 45% of 
the market’s decline since inception, measured 
on a three-month rolling basis. This has, in part, 
been due to our cap on the amount of risk we 
allow the Global Fund to take. We call this cap 
the ’combined risk ratio’. It incorporates share 
price volatility and how a company’s share price 
performs in adverse market conditions. We set 
a maximum risk cap for the portfolio at 80% 
of the combined volatility and stock ‘downside 
risk’ compared with the world equity market. 
This capping of risk has shown its worth over 
time. Unsurprisingly, this risk cap has been a 
significant constraint on the fund over the past 
year when higher-risk cyclical stocks boomed 
on news of successful vaccine trial results. 
We believe our conservative approach of 

capping risk and investing in a concentrated 
portfolio of high-quality companies that have 
been purchased at attractive prices is prudent 
and is likely to continue to deliver superior 
returns with lower risk over time. 

Our fund is often compared with the return 
of global equity markets (measured usually 
against the MSCI World Index) over short 
periods. It is important to appreciate that the 
composition of our portfolio is nothing like that 
of the general stock market. We typically only 
hold about 25 investments whereas the MSCI 
World Index comprises about 1,600 companies. 
The MSCI World Index includes companies 
from all sectors of the economy. But our fund 
will only invest in outstanding companies, does 
not invest in certain sectors such as mining and 
oil and gas, and, importantly, incorporates the 
risk cap that is integral to capital preservation. 
In the short term, you should thus expect our 
portfolio to sometimes materially outperform 
and underperform the index. Our investment 
style means we would generally expect in 
the short term to outperform falling markets 
if there is a material market downturn and 
underperform a very strong equity market rally. 

While we judge the Global Fund’s return over 
time predominantly against our after-fee 
return objective of 9% per annum and its 
performance in falling markets, it is relevant 
to judge the performance of the fund against 
the MSCI World Index over a reasonable time 
frame. A standard industry benchmark is 
to measure returns versus the market on a 
three-year rolling basis, measured monthly. 
Since the fund’s inception in mid-2007, there 
have been 133 months of three-year returns. 
We are satisfied that our Global Fund has 
delivered an average three-year return of 14.4% 
per annum in Australian dollars after fees 
over these 133 monthly periods, which has 
outperformed the MSCI World Index by 4.2% 

“Our track record is 
that our Global fund 
has consistently 
achieved our 
investment objectives 
over the past 
14 years. ”
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per annum on average over the same three-year 
periods. The Global Fund has outperformed the 
MSCI World Index on a three-year rolling basis 
88% of the time, or 117 months out of 133. In 
the 16 months when the fund underperformed 
the MSCI World Index, it delivered an average 
annual return of 12.3% in Australian dollars after 
fees and underperformed the index by 0.4% per 
annum on average. In fact, the worst three-year 
return relative to the MSCI World Index was in 
June 2016 when the fund recorded a three-year 
return of 13.1% per annum in Australian dollars 
after fees, which lagged the MSCI World Index 
by only 1.5% per annum. 

Now to the major risks that appear to be hiding 
in plain sight. There is considerable debate and 
uncertainty on whether inflation will re-emerge 
as a threat and whether central banks will be 
forced to tighten monetary policy. It is clear 
that the reopening of economies and pent-up 
demand fuelled by expansive fiscal and 
monetary policies are resulting in constraints 
along supply chains and in labour markets. This 
has placed upward pressure on various goods 
and services such as building materials, certain 
commodities and transportation costs. It is 
likely these inflationary pressures will persist 
for some time. The big question is whether 
these pressures will prove to be transitory 
– that is to say, disappear once supply chains
normalise – or lead to more permanent
inflationary pressures. Most central bankers say
they think inflationary pressures will subside
next year and they feel comfortable with their
loose monetary policies. While we agree that
this is the more likely outcome, we don’t think
people should be complacent about inflation
risks. There is a meaningful risk that we may
enter a period of inflation that troubles markets.
Even if you believe that inflationary pressures
are more likely to be temporary, the most
important question to ask is what happens if
inflation pressures are not temporary. If central
banks were forced to tighten monetary policy
by reducing, or ending, asset purchases and

increasing interest rates, we could witness 
a major correction in equity and other asset 
markets. We have recently taken action to make 
the Global Equity portfolio more resilient to 
inflationary pressures and higher interest rates. 
If this outcome were to eventuate, we assess 
that the portfolio would prove more resilient 
than equity markets in general.

Other risks hiding in plain sight include some 
worrying asset price bubbles. It would be 
fair to say that we are witnessing one of the 
most extreme delusions in modern history, 
measured by the breadth of participation 
and size. This delusion has some powerful 
attributes: cult-like behaviour, rebellion against 
authorities, gambling, break-out technology, a 
fear of missing out and the madness of crowds. 
You have probably guessed that the prime 
example of bubbles are cryptocurrencies with 
Bitcoin being the pin-up. To put Bitcoin into 
context, if it were a listed company it would be 
the seventh or eighth most valuable company 
in the world (depending on the day). 

Devoted followers accuse doubters of not 
understanding blockchain or the role of 
cryptocurrencies. Calling out a cult is not 
popular, particularly when people are making 
‘easy’ money. But in times of cult-like behaviour, 
the most important thing is to stay rational and 
not be afraid of being unpopular with the crowd. 

CCRRYYPPTTO GO GOOLLDD

Perhaps the best way to show how weird all this 
is, is to imagine if someone were to create 
crypto gold.

Imagine this journey starts via a proposal to 
launch a gold exchange-traded fund backed 
by one metric tonne of gold (35,274 ounces). 
At market prices, the assets of the new gold 
ETF are worth US$65 million. The gold ETF has 
one million units on issue so the initial price 
per unit is US$65, which should move in line 
with the gold price. The new gold ETF is named 
GOLDCOIN and listed on a reputable stock 
exchange. There is nothing revolutionary about 
GOLDCOIN other than it offers an easy way for 
investors to trade in gold. 

A genius colleague, Hideyoshi Son (excellent, 
virtuous, good and respectable), proposes 
some enhancements to GOLDCOIN:
•  The total amount of gold in the ETF is fixed

at one metric tonne;

•  The total maximum number of units that
can be issued is capped at 20 million units
(rising from one million to a maximum of
20 million over time); and

•  New units are issued to people who solve
a complex mathematical riddle.

“We have recently 
taken action to make 
the Global Equity 
portfolio more 
resilient to inflationary 
pressures and higher 
interest rates.”
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On review, we run into a problem: that the rules 
of the reputable stock exchange ban the issuing 
of units to new investors for no consideration. 
Not to be deterred, Hideyoshi Son says we 
need to create a mechanism to trade our 
product outside the system so we won’t be 
constrained by stock exchange rules or, for that 
matter, laws or regulations. He suggests that 
units in GOLDCOIN be recorded on a new fully 
distributed ledger known as the blockchain. 
This form of ledger changes everything, he 
argues. Most importantly, a blockchain ledger 
gives reliable proof of ownership but also total 
privacy – no one can find out who owns units 
in GOLDCOIN. Our new product is outside the 
constraints of the current system and doesn’t 
have to comply with any anti-money-laundering 
laws, exchange rules, consumer-protection 
laws, etc. This provides GOLDCOIN with an 
enormous potential market. 

We launch GOLDCOIN on the new blockchain 
but things don’t go as planned. Each time we 
issue a unit to a person who solves the riddle, 
the value of a unit of GOLDCOIN falls. We are 
so stupid. Obviously when we create units for 
no consideration the value per unit falls. In 
fact, once the total number of units reaches 
the maximum 20 million allowed, the value of 
GOLDCOIN will fall by 95% on a per-unit basis. 

Hideyoshi Son sees the flaw in our product. 
The problem, he says, is that the asset backing 
of GOLDCOIN is fixed at one metric tonne of 
gold. The solution, I suggest, is to increase 
the asset backing up to a maximum 20 metric 
tonnes of gold, in line with the maximum number 
of units we can issue. If we do this, each unit 
will always be backed by 0.035 ounces of gold. 
We now have the perfect product, a digital form 
of gold where each unit is always backed by 
the same quantity of gold, that can be traded 
anonymously on the blockchain outside of the 
reach of authorities. 

Hideyoshi Son says so far so good but we 
need to do something more radical. He says 
the proposal to fully back the product with gold 
won’t work under the magic he is proposing 
where crypto mining and the solving of a 
complex riddle lead us to create another unit 
of GOLDCOIN. He says if additional units 
are backed by gold, and paid for, then no 
one will be motivated to solve the riddle. He 
says the solving of a complex problem and 
setting a maximum limit on the total number 
of units that can be issued is essential to the 
psychology behind the illusion. He says to solve 
the problem of dilution resulting from issuing 
new units we need to remove the physical 

gold underpinning the value of GOLDCOIN. 
By removing any tangible asset backing 
from our product there can be no dilution 
when issuing new units – you cannot dilute 
something that has no value. He argues that 
people can be convinced that GOLDCOIN, 
with a capped number of units to be issued, 
is a new form of digital gold. Sceptical me 
asked: “How can something that is imaginary, 
with no tangible value, be more valuable than 
our original product backed by one metric 
tonne of gold?” 

Hideyoshi Son, a master of human psychology, 
says we have the perfect circumstances to 
create an illusion, one that defies the laws of 
economics and logic:
•  Post the financial crisis of 2008-09 and the 

recent pandemic, millions of people are 
worried that the world’s major currencies 
are being debased by excessive ‘money 
printing’ by central banks. He says placing 
a cap on the maximum number of units of 
GOLDCOIN that can be issued plays into 
these fears. He has inverted the law of 
dilution to a law of scarcity; 

•  Removing any tangible value from our 
product removes any anchoring bias around 
its actual value; 

•  The fact that ownership is untraceable, 
and the fact that it can be traded, makes 
units the ultimate medium of exchange for 
illicit activity; 

•  The riddle-solving (or mining as it was to 
become known) to win a newly created unit 
and the dazzle of the blockchain give our 
product mystical properties;

•  Social media, with the right clickbait, will fuel 
unconstrained and widespread promotion 
of our product – no need to worry about 
legal constraints such as laws that 

“How can something 
that is imaginary, with 
no tangible value, be 
more valuable than 
our original product 
backed by one 
metric tonne of gold.”
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demand a prospectus. He is most excited 
by a platform called TikTok due to its ability 
to attract a generation of first-time 
speculators. He guesses that as the price is 
driven up, more and more speculators will 
get on board. The mainstream media will 
become infatuated, thus giving GOLDCOIN 
legitimacy; and

•  As momentum grows, more people will 
be attracted to this unregulated system 
of easy money. Entrepreneurial people 
will offer services such as exchanges and 
crypto wallets. 

Hand it to Hideyoshi Son, a true genius. He has 
created the illusion of scarcity and hence value 
from something that has no intrinsic worth. 
Our product, he argues, will become the world’s 
greatest Ponzi scheme. Some call his scheme 
a new digital currency or even crypto gold 
– highly amusing given that there is no gold 
backing our product. 

The above illustration clearly is absurd and 
defies logic. But this imaginary product has 
attributes that are similar to those of Bitcoin. 
In our opinion, it is virtually certain that, in 
time, cryptocurrencies that are not backed 
by assets or by a central bank will become 
worthless. It is concerning, but not surprising, 
that regulators have not put in place appropriate 
regulations and consumer protections. They 
should. Cryptocurrencies are operating outside 
the system, which enables their use for money 
laundering, terrorism, ransom, cybercrime 
and other illegal activity. It is inevitable that 
the regulators will catch up, and the day of 
reckoning may be approaching sooner than 
people expect. It is likely that this will end in 
tears for many people.

That said, while we are sceptical about the 
value of today’s cryptocurrencies, we believe 
in blockchain technology and think it will 
have profound implications and disrupt many 
industries. We expect that most central banks 
in time will issue digital currencies and private 
asset-backed cryptocurrencies (or stable coins) 
will enter more common use. With the explosion 
of government debt following the pandemic 
amid the money printing of central banks, 
the case for a gold-backed cryptocurrency 
grows by the day. Maybe there is some truth 
in GOLDCOIN after all. 

Hamish Douglass
Chief Investment Officer and Lead Portfolio 
Manager – Global Equities 

19 July 2021
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Units in the fund referred to herein are issued 
by Magellan Asset Management Limited ABN 
31 120 593 946, AFS Licence No. 304 301 
(‘Magellan’). This material has been delivered 
to you by Magellan and has been prepared for 
general information purposes only and must 
not be construed as investment advice or as 
an investment recommendation. This material 
does not take into account your investment 
objectives, financial situation or particular 
needs. This material does not constitute an 
offer or inducement to engage in an investment 
activity nor does it form part of any offer 
documentation, offer or invitation to purchase, 
sell or subscribe for interests in any type of 
investment product or service. You should read 
and consider any relevant offer documentation 
applicable to any investment product or service 
and consider obtaining professional investment 
advice tailored to your specific circumstances 
before making any investment decision. A 
copy of the relevant PDS relating to a Magellan 
financial product or service may be obtained 
by calling +61 2 9235 4888 or by visiting 
www.magellangroup.com.au.

Past performance is not necessarily indicative 
of future results and no person guarantees the 
future performance of any financial product or 
service, the amount or timing of any return from 
it, that asset allocations will be met, that it will 
be able to implement its investment strategy or 
that its investment objectives will be achieved. 

This material may contain ‘forward-looking 
statements’. Actual events or results or the 
actual performance of a Magellan financial 
product or service may differ materially from 
those reflected or contemplated in such 
forward-looking statements.

This material may include data, research and 
other information from third party sources. 
Magellan makes no guarantee that such 
information is accurate, complete or timely 
and does not provide any warranties regarding 
results obtained from its use. This information 
is subject to change at any time and no 
person has any responsibility to update any 
of the information provided in this material. 
Statements contained in this material that 
are not historical facts are based on current 
expectations, estimates, projections, opinions 
and beliefs of Magellan. Such statements 
involve known and unknown risks, uncertainties 
and other factors, and undue reliance should 
not be placed thereon.

Further information regarding any 
benchmark referred to herein can be 
found at www.magellangroup.com.au. 
Any trademarks, logos, and service marks 
contained herein may be the registered and 
unregistered trademarks of their respective 
owners. This material and the information 
contained within it may not be reproduced, or 
disclosed, in whole or in part, without the prior 
written consent of Magellan.
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Michael Morell, 
former deputy 
director of the Central 
Intelligence Agency 
of the US.

Michael Morell, a former deputy director of the Central 
Intelligence Agency of the US, recently spoke with Hamish 
Douglass, Magellan’s founder and CIO, about China, the US 
inquiry into the origins of the covid-19 virus, President Joe 
Biden’s misstep over the growing cybersecurity threat from 
Russia, and what he views as the world’s biggest risk. 

Q: How would you describe US 
President Joe Biden’s policy on China? 

A: The puzzle is that the Biden administration 
has a broad China strategy and, at the same 
time, has no China strategy. Let me explain. 
Throughout the campaign and as President, 
Biden has talked about an approach to China 
that has two parts. One part is to build back 
better. That’s the domestic economic piece, 
to build economic capabilities particularly with 
regard to technology. The other part is to rebuild 
relationships with allies and then use those 
relationships to pressure China.

The problem is there isn’t anything beyond 
that. There is not a written piece of paper that 
defines the objectives of the US relationship 
with China. There’s no paper that defines what 
the US wants China to look like, nor one on 
how the US will implement its China strategy. 
The reason for the vagueness is due to the 
lack of unanimity of views inside the Biden 
administration. The national security view 
is that the US should be as tough with China 
as was the administration of Donald Trump. 
At the other end of the spectrum, there are 
views such as those held by the Department 
of Treasury that the US should have a stable 
trading relationship with China, that the US 
shouldn’t pressure the Chinese. The US will 
have a China strategy when we see Biden give 
a speech that defines his China policy. 

Q: How would you assess the threat 
that China poses to the US and its 
allies such as Australia?

A: We’re not looking at a significant military 
threat. China doesn’t have significant territorial 
ambitions and nor does it want to militarily 
impose its will around the world. But there are 
a couple of places to worry about. Taiwan is 
one. Others are the borders with Vietnam and 
India and the South China Sea.

China is more an economic, political and 
diplomatic threat. On the economic side, China 
practises anti-competitive behaviour and many 
of its economic ties are designed to squeeze 
as much economic rent as it can out of these 
relationships. The diplomatic threat covers what 
China wants from the world, which is to use its 
economic muscle to pressure nations to choose 
paths that are consistent with Chinese interests, 
which largely means Chinese economic 
interests. The political threat is the threat to free 
speech outside China. The Chinese government 
and Chinese companies often put economic 
pressure on foreigners to not criticise China. 
The result is companies and people not only 
self-censoring, but saying things about China 
that they know aren’t true. Why does China 
do this? China is sensitive about stability at 
home and they don’t want anybody outside 
China to threaten this. Beijing is willing to use 
its economic might to control the speech and 
censor speech that might put that stability at 
risk. These are the challenges posed by China. 

“IN CONVERSATION”“IN CONVERSATION”
 with Michael Morell

The former deputy director of the CIA discusses the lack of a US policy on China, 
the threat of a war over Taiwan, Russian ransomware and the world’s biggest threat.

Hamish Douglass,  
Chief Investment 
Officer and Lead 
Portfolio Manager 
– Global Equities 
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Q: Do you think the US and its allies 
can slow the rising influence of 
China? Over the next decade, do 
you think countries will put their 
economic interests with China over 
human rights and other concerns? 

A: The US is already seeing how China’s 
economic strength is lowering the willingness 
of its allies to stand with the US against China. 
New Zealand is just one country, for instance, 
that says it’s not willing to criticise China 
on human rights. How much more of this 
will there be in 10 years? From a probability 
perspective, I would put my money on China’s 
continued rise relative to that of the US. That 
outcome would put more pressure on countries 
to choose between their relationship with 
the US and China. Ultimately, countries will 
side with their economic interests, if it’s in 
their political interests. 

Q:  Is China prepared to take Taiwan 
by force? If it did, how might the 
US respond? Is it in a position to 
respond militarily? 

A: The decision about whether or not we will 
have a war in Taiwan in the short term will 
be made in Taipei or Washington, not Beijing. 
What does this statement mean? First, that 
the Chinese are unlikely to move against Taiwan 
unless they are provoked. China does not 
want war. China understands the significant 
risks of war with Taiwan and the price it would 
pay around the world. But if the Taiwanese 
declared independence, no doubt China would 
go to war. But that would be a war started by 
a Taipei decision, not by a decision by Beijing. 
How could the US provoke war in Taiwan? It 
could change its one-China policy. Washington 
could say we now recognise Taiwan as an 
independent country. China would feel the need 

to respond, perhaps not with a full invasion of 
Taiwan but maybe by taking some Taiwanese 
islands. Beijing might even feel the need to 
respond if the US removed the ambiguity 
of whether it would defend Taiwan in case 
of Chinese aggression.

The US is arguing about whether or not it 
should be more forthright in saying that any 
Chinese attack on Taiwan would result in a US 
response. Washington has always been vague 
about whether it would defend Taiwan because 
it didn’t want to encourage Taipei to make a 
wrong move. China’s recent tough rhetoric and 
military moves around Taiwan are the Chinese 
responding to this debate in the US. But as long 
as Taiwan and the US do not provoke China, 
the Chinese will not act militarily. Beijing’s 
goal remains the peaceful reunification of 
the two countries. 

Q: Biden recently ordered an 
investigation into the origins of 
covid-19 and the possibility that it 
leaked out of the Wuhan lab. How 
likely is it that the investigation will 
come to a definitive conclusion that 
it leaked? Is there any intelligence 
that would support a leak from the 
lab? If not, why did Biden announce 
an inquiry that may lead nowhere?  

A: It’s hard to say what the intelligence 
community has on this question. But the strong 
suspicion is the intelligence community won’t 
produce anything definitive on the origins 
of the virus. If it had evidence, it would have 
already leaked, especially when Trump was in 
power. The Director of National Intelligence is 
likely to conclude that no one knows the origins 
of the covid-19 virus and we’re unlikely to find 
out. That then leads to your question as to 
why Biden asked for this inquiry. The answer is 
that he was under political pressure to do so. 
But we are unlikely to ever get an answer on 
the origins of the virus. 

Q: Cyber risk is a growing risk in 
magnitude and frequency. Many 
of the ransomware attacks are 
reportedly from Russia. How should 
we think about these cybersecurity 
risks? And are we entering a cyber 
war between the US and Russia?

“The decision about 
whether or not we will 
have a war in Taiwan 
in the short term will 
be made in Taipei or 
Washington, not Beijing. ” 
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A: The answer to this is complicated. Let 
me start by saying that ransomware attacks 
are exploding. The FBI says that last year 
ransomware attacks generated about US$25 
billion for the attackers and attacks are 
increasing at a rate that could see this sum 
balloon to US$300 billion in a few years. The 
attackers are not only encrypting the data but 
stealing data. Once a company pays for its 
network to be decrypted, it then receives a 
demand for payment if it wants to get back its 
stolen data. The problem largely stems from 
Russia but it’s not the Russian government. It’s 
Russian organised crime. But Putin is allowing it 
to happen. His intelligence and security services 
know the people doing this but they’re allowing 
it to happen for two reasons. One is that 
Moscow supports anything that undermines 
the US and the West. The other is that the 
bosses of these hacker networks are some of 
Putin’s political supporters. There are people, 
too, who work for Russian intelligence during 
the day and organised crime in the evenings, 
thus Putin is allowing government employees to 
earn more income. Putin is reluctant to shut this 
down and it’s doubtful he will. 

Q: Do you think that if there are many 
ransomware attacks and the media is 
blaming Russia, Biden will be forced 
to respond?  

A: The answer to the problem of cyber attacks 
is better cyber defence by companies. That’s 
what Biden should be pushing. But because 
Biden has now taken ownership of the problem, 
he has trapped himself. If he is forced to 
respond, it’s likely to be sanctions against 
individuals and entities mixed with a cyber 
response. The cyber response would likely be 
using US cyber-attack capabilities to attack 
the infrastructure that’s attacking us. The 
problem with sanctions is they haven’t proved 
effective. The problem with a cyber retaliation is 
you destroy a server one day and the next day 
another server is attacking you.

Cyber attacks are difficult to stop. Biden has 
made it difficult for himself here by not focusing 
on the best way to stop them. 

Q: Iran. North Korea. The fragile US 
political situation. What do you think 
is the biggest risk for the world? 

A: The biggest risk to the world remains US 
politics. It has not improved since Trump left 
office. Trump’s hold over the Republicans 
remains strong. The elections of 2022 and 
2024 are likely to be nasty, when two extremes 
clash with each other. When politics is roiled, 
it’s difficult to make the right decisions about 
the economy and global leadership. 
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“The problem largely 
stems from Russia 
but it’s not the 
Russian government. 
It’s Russian organised 
crime. But Putin is 
allowing it to happen ”

“The biggest risk to 
the world remains 
US politics. It has 
not improved since 
Trump left office.”
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A more detailed analysis of the investment risks 
arising from the energy transition reveals that 
regulated electricity utilities are beneficiaries 
of the shift to renewables because the energy 
transition presents meaningful opportunities.”

Under the Paris Agreement (a legally binding 
international treaty on climate change), 
governments agreed to keep global warming 
‘well below’ 2 degrees Celsius, and to 
‘make efforts’ to keep it below 1.5°C. The 
Intergovernmental Panel on Climate Change 
released a report in 2018 that concluded that 
global carbon emissions need to reach ‘net zero’ 
around mid-century to limit warming to 1.5°C. 
One outcome of this focus on climate change is 
that businesses that have high carbon emissions 
need to limit their emissions. Otherwise, they 
could be regulated out of existence. 

The infrastructure sector has a number of 
businesses that have high carbon emissions. 
To the extent, however, that high carbon 
emissions are viewed as a proxy for investment 
risk, the reported carbon emissions for 
regulated electricity utilities (that represent 
more than 85% of the carbon emissions in our 
Core Infrastructure portfolio) are misleading. 
A more detailed analysis of the investment risks 
arising from the energy transition reveals that 
regulated electricity utilities are beneficiaries 
of the shift to renewables because the energy 
transition presents meaningful opportunities. 

THE DECARBONISATION THE DECARBONISATION 
RISK FOR UTILITIES RISK FOR UTILITIES 

Electricity utilities include power generation, 
electricity transmission and electricity 
distribution activities. More specifically, energy 
is produced at power-generating plants and 

then carried by high-voltage transmission 
lines from the power-generating plants to 
substations. Distribution lines then deliver 
electricity from the substations through power 
lines to residential, commercial, industrial and 
other customers. Transmission and distribution 
infrastructure is the backbone of the electric 
power system as it delivers the power 
to end customers. 

Carbon accounting is a process that assesses 
the level of carbon-dioxide-equivalent 
emissions an organisation emits by quantifying 
the amount of greenhouse gases the 
organisation produces, whether directly or 
indirectly. It’s already clear that organisations 
with hefty carbon emissions will need to 
transition to production processes that emit 
less carbon or face the risk of being regulated 
out of business. Accordingly, activities that have 
high carbon emissions scores are often viewed 
as facing investment risk. 

As noted above, the infrastructure sector 
is typically associated with high carbon 
emissions due to the emissions generated by 
the integrated power and the transmission and 
distribution sectors (sectors many investors 
classify under the broader term ‘electricity 
utilities’). These sectors have two major 
sources of carbon emissions:

i.  Carbon emitted when the electricity 
is generated; and

ii.  The energy losses that occur 
as electricity is transported. 

“Gerald Stack, Head of 
Investments and Head 
of Infrastructure

INFRASTRUCTUREINFRASTRUCTURE
& decarbonisation
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i. CARBON EMITTED AT GENERATION . CARBON EMITTED AT GENERATION 

While renewable energy sources such as 
solar and wind-power generation emit zero 
carbon, gas or coal-fired power generation has 
high carbon emissions. Companies that own 
power-generation plants that rely upon such 
fossil fuels thus have high emissions. 

We determine membership of our universe 
of infrastructure companies by, among other 
things, excluding any company that derives 
more than 25% of its earnings from unregulated 
(or ‘competitive’) power generation. Thus our 
investment portfolios largely avoid exposure to 
merchant power-generation businesses. This 
means that power-generation companies in our 
infrastructure investment universe will mainly 
have regulated operations. 

Investment in regulated power generation is 
agreed with the regulator and is subject to the 
‘regulatory compact’. This term describes how in 
exchange for submitting to economic regulation, 
a utility is granted an exclusive licence to 
operate within a region and to recover its costs, 
including a fair rate of return on the capital it 
has invested to provide its service. As a result, 
regulated power-generation facilities will have 
been approved by the public authorities, and the 
utility owner can reasonably expect to recover 
its costs and earn a fair rate of return on the 
capital invested in those facilities. If the carbon 
emissions need to be reduced, the utility will 
work with public authorities to formulate a plan 
that reduces emissions and services the public 
while earning decent returns for the utility. 

While many regulated power-generation facilities 
have reduced their fossil-fuel operations or even 
retired them to reduce their carbon footprint, 
we are not aware of any that have incurred 
economic losses from such action thanks to 
the regulatory compact. Provided this compact 
remains, we do not think regulated power 
generation faces material investment risk as 
the world seeks to reduce carbon emissions. 

ii.  ENERGY LOSSES AND ELECTRICITY .  ENERGY LOSSES AND ELECTRICITY 
IN TRANSPORTIN TRANSPORT

The rules of carbon accounting attribute carbon 
emissions to the electricity transmission and 
distribution systems according to how much 
carbon was emitted creating the electricity the 
networks transport. Hence, when electricity 
is generated from a coal-fired power station, 
the energy losses incurred as the electricity is 
transported are held to have emitted carbon 
in proportion to the carbon emitted at the 
coal-fired power station. Provided it is efficient, 
a transmission network does not cause 
the carbon emissions. But it is nonetheless 
attributed with the emissions. 

While there is a general need for society 
to transition electricity generation to less 
carbon-intensive sources, an electricity 
transmission and distribution network is 
agnostic to the source of the electricity 
pumping through its wires. Moreover, owners 
and operators of transmission assets typically 
have limited (if any) input on the type of 
fuel source used to generate the electricity 
delivered. In this instance, we do not believe 
that the carbon emission score is a fair or 
appropriate measure of investment risk. 

OPPORTUNITIES FROM OPPORTUNITIES FROM 
DECARBONISATIONDECARBONISATION

While no country has yet produced a detailed 
plan on how it might achieve net zero by 
2050, many countries have committed to this 
objective and have laid out vague plans as to 
how they might proceed. These plans seek 
to reduce net emissions to zero by turning to 
renewables and by electrifying the economy. 

The chart shown below shows the 
Intergovernmental Panel on Climate Change’s 
assessment of the source of global emissions.
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“Thus our 
investment 
portfolios largely 
avoid exposure 
to merchant 
power-generation 
businesses.”



INFRASTRUCTURE & DECARBONISATION 3

While the electricity and heat-production 
sector is the largest contributor to global 
emissions (25%), this sector faces a 
significant opportunity as economies 
electrify. Essentially, decarbonisation will 
require that fossil-fuel-based energy sources 
be replaced by renewable-energy sources. 
Significant investment in the electricity grid 
will be needed to do this. Then there are 
the users of energy (the sectors shaded in 
blue) that account for approximately 75% 
of carbon emissions. The electrification of 
these sectors is a key part of achieving net-
zero emissions. This can occur only if there is 
massive investment into renewable energy. The 
shift is an opportunity to invest in electricity 
transmission and distribution capabilities as the 
new sources of renewable energy will need to 
be connected to the grid. 

The progressive, and ultimately significant, 
improvement in the effectiveness and efficiency 
of renewable energy over the past 30 years 
means there is a pathway to achieving net zero. 
For example, over the past decade, the US’s 
electricity industry has become significantly less 
carbon-intensive despite minimal federal action. 
This is due principally to the replacement of coal 
by natural gas; coal, which provided 45% of the 
electricity generated in 2010, provided just 19% in 
2020. But this progress needs to continue in the 
2020s and beyond if the US and the world are to 
achieve net zero. 

The administration of President Joe Biden has 
pledged more aggressive climate-change policies. 
In January 2021, Biden signed an executive order 
calling for the US to reduce its net greenhouse-
gas emissions to zero by 2050, with an objective 
to make the electricity sector emissions-free by 
2035. This 2035 objective is ambitious and will 
require an accelerated investment program for 
electric power companies and new technologies 
related to battery storage, carbon sequestration 
and green hydrogen. 

In December 2020, researchers at Princeton 
University published a report outlining how 
US emissions might be reduced to net zero by 
2050. The study outlined various paths to that 
goal with all paths relying upon an electricity 
sector decarbonised and expanded in scope 
and size. The study outlined one scenario where 
wind and solar capacity would need to expand 
each year to 2025 by about 40GW (33GW were 
added in 2020, a record amount) before hitting 
70GW to 75GW a year from 2026 to 2030. The 
Princeton study estimates that if these targets 
were met then by 2030 wind and solar farms 
would be providing about 50% of the US’s 
electricity needs, up from 9% in 2019.

The addition of significant amounts of renewable 
energy would require a larger transmission 

network. The Princeton study estimated that 
high-voltage transmission capacity would need 
to increase by 60% over the coming decade. 

Over the past 20 years, utilities have diversified 
sources of power generation driven by 
government-mandated renewable portfolio 
standards. The remote locations of most major 
renewable power-generation projects require 
new high-voltage transmission systems to 
deliver the energy to the grid. In the US, the 
National Renewable Energy Laboratory projects 
investment in US transmission infrastructure of 
up to US$9 billion per year to connect remote 
areas of power generation to the grid.

Under current mandates in 29 states and 
the District of Columbia, renewable energy is 
required to account for up to 40% of electricity 
generation within the next 12 years. The 
government standards will require increased 
infrastructure investment, as the most cost-
effective of these renewable resources are 
often located far from load centres and 
the existing grid.

Renewables represent a significant capital-
investment opportunity, and utility companies 
are accelerating replacement of their coal-fired 
fleets with cheaper, renewable-energy-powered 
plants. Until recently, the renewable energy 
sector consisted largely of independent power 
producers. Electricity utilities acted mostly as 
buyers and sellers of related power-purchase 
agreements but held off on large-scale 
production projects that would add to their 
‘rate base’, a term for the capital invested on 
which a utility can earn a regulated return. That 
paradigm has shifted, with regulated utilities 
experiencing a large increase in renewable 
energy capital expenditures. Today in the US, 
regulated utilities own approximately 12% of 
renewable energy resources and the sector is 
on pace to own about 70% by 2030.

“While the electricity 
and heat-production 
sector is the largest 
contributor to 
global emissions 
(25%), this sector 
faces a significant 
opportunity as 
economies electrify.”
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While renewable-energy-generation plants gain 
traction, renewable energy storage is another 
potential area of growth within the utilities 
sector. Currently, there is not enough storage 
capacity to house all the energy renewables 
generate. Storage capacity, which increases 
reliability and availability, will need to increase 
by multiples of current capacity levels to meet 
the dramatic projected growth in renewables.

As noted above, decarbonisation requires 
the replacement of fossil-fuel-based energy 
sources with renewable energy sources 
combined with a significant investment 
in the electricity grid to enable increased 
electrification of the economy. While the details 
of the regulatory models applied to regulated 
utilities differ somewhat across jurisdictions, 
the regulatory approach commonly permits 
the regulated utility to earn a ‘fair’ rate of return 
on the capital employed in the regulated utility 
business and so the earnings of a regulated 
utility will grow as the amount of capital 
employed grows. Hence, decarbonisation 

represents a significant opportunity for 
regulated utilities to grow earnings. 

Investment supporting the energy transition 
will not only provide attractive opportunities in 
future years but also will drive earnings growth 
today. Regulated utilities around the world have 
embraced the challenge to reduce emissions 
and, with the support of regulators, have 
been making meaningful strides in emissions 
reduction through value-generating investment. 
The following table illustrates for a sample of 
US electricity utilities the significant emissions 
improvements that have occurred over recent 
years, the ambitious emissions targets these 
utilities have adopted and the attractive 
earnings growth that such investment supports. 

When it comes to emissions reduction, US 
regulated utilities have a track record of 
progress that few, if any, industries can match. 
Combine that with their opportunities as the 
world tackles climate change and they stand 
among the beneficiaries of the transition 
to greener energy. 

US electricity utilities: Significant emissions improvements

Company

Emissions 
reduction 

achievements
Emissions 

reduction target

Company-guided 
long-term EPS 

growth

Company-
guided capital 

investment 
($US)

Alliant Energy 42% reduction 
since 2005

Net zero by 2050 5% to 7% p.a. $6b 
(2021 to 2024)

American 
Electric Power

74% reduction 
since 2000

Net zero by 2050 5% to 7% p.a. $37b
(2021 to 2025)

Duke Energy 39% reduction 
since 2005

Net zero by 2050 5% to 7% p.a. $124b 
(2021 to 2029)

Emera 39% reduction 
since 2005

Net zero by 2050 7.5% to 8.5% p.a. $7b
(2021 to 2023)

Fortis 15% reduction 
since 2015

75% reduction by 
2035 versus 2019

5% to 7% p.a. $20b
(2021 to 2025)

Southern 
Company

52% reduction 
since 2007

Net zero by 2050 5% to 7% p.a. $40b
(2021 to 2025)

WEC Energy >50% reduction 
since 2005

Net zero by 2050 5% to 7% p.a. $16b
(2021 to 2025)

Xcel Energy 51% reduction 
since 2005

Carbon-free 
electricity by 2050

5% to 7% p.a. $24b
(2021 to 2029)

Gerald Stack 
Head of Investments and Head of Infrastructure

19 July 2021
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is the only way to reliably outperform.”

As an investment manager, our approach is to 
deliberately narrow our investment universe. 
There are large swathes of the market we 
never approve for investment. Sometimes 
this means we can miss out on returns as the 
bandwagon trumpets the latest must-have 
stock. But we’re fine with that. 

WHY? WHY? 

Many of you might have heard this one before 
– the phenomenon commonly referred to as 
creative destruction, a term first coined by 
Austrian-born economist Joseph Schumpeter 
in 1942. As he wrote in his book, Capitalism, 
Socialism & Democracy, the “gale” of creative 
destruction is presented as “the essential 
fact about capitalism” that incessantly 
“revolutionises the economic structure from 
within, incessantly destroying the old one, 
incessantly creating a new one”.

In simple terms, this means innovation 
makes the old ways of doing things obsolete. 
At the start of the 20th century, the best 
example of this was the Ford motor car of 
1908 rendering the best horse-and-buggy 
companies obsolete. Some accounts suggest 
there were more than 250 car makers in 
the US by the 1920s and the uptake of cars 

spurred new industries and success stories in 
retailing, tourism, oil, and industry. The Ford 
Model T was also eventually superseded by 
the technology developed by General Motors. 
In more recent times, we have seen steam 
turbines replaced with natural gas and oil 
and now solar, wind or renewable fuel farms. 
Closer to home, the television replaced radio 
and is now being dethroned by on-demand, 
individualised cloud-hosted entertainment. 

Much like fashion or technology, where 
built-in obsolescence is key to maintaining 
interest, so too the music from that bandwagon, 
currently spruiking stock picks via internet 
memes, will also eventually fade. 

The idea here is that economic growth is 
fuelled by creative destruction because as the 
latest innovations replace the old, significant 
upswings in productivity are achieved. It 
is also important to note that despite the 
excitement of new technologies such as 
electric vehicles, for example, the rewards 
of this progress do not necessarily reside 
with shareholders, but often with society, 
employees, and customers. This may ultimately 
hurt hopeful investors where singular success 
has been built into share prices as seen for 
a ‘market darling’ such as Tesla.

“Vihari Ross, Portfolio 
Manager, Head of 
Research, Head of MFG 
Core Series 

PICKING THE WINNERSPICKING THE WINNERS
from ‘creative destruction’
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This matters because share markets aren’t 
driven by the median stock or the average of all 
stocks, as many an index proprietor would have 
you believe. Winners generate all the market’s 
performance when measured over appropriate 
long-term time frames. In fact, using the S&P 
500 Index as a yardstick, 40% of stocks report 
negative returns over their lifetimes. About 66% 
of stocks underperform the index in which they 
are placed over their lifetimes. That is to say, 
winners drive markets.

While it is unsurprising that some businesses 
experience negative lifetime returns post 
inclusion in an index, it is the magnitude that is 
astonishing. While the facts presented above 
show that creative destruction has played out 
over many decades, there is evidence that 
this phenomenon is becoming more, rather 
than less, prevalent. 

A recent study by McKinsey 1 found that 
the average lifespan of companies listed on 
the S&P 500 has reduced to 18 years from 61 
years in 1958. Furthermore, McKinsey forecasts 
that by 2027, 75% of the companies quoted 
today on the S&P 500 will have departed and 
that the average longevity of companies will 
reduce further to 12 years. Time will tell whether 
this dire prediction proves true. 

When considering this issue of the high 
proportion of losers within any stock index, it 
is interesting to examine at a micro level what 
happens to companies and to understand why 
so many fail. US investment legend Charlie 
Munger famously referred to these natural 
changes in market composition as like human 
biology; much like creative destruction, new 
replaces old again and again. 

“In biology, what happens is the individuals 
all die, and eventually, so do all the species. 
Capitalism is almost as brutal as that,” he said. 
“The one thing I will say is that a lot of the 
moats that looked impassable, people found 
a way to displace. Think of all the monopoly 
newspapers that used to be, in effect, part 
of the government of the United States. 

And they’re all dying ... A lot of the old moats 
are going away, and, of course, people are 
creating new moats all the time. That’s the 
nature of capitalism.

“You have the finest buggy whip factory and 
all of a sudden in comes this little horseless 
carriage. And before too many years go by, your 
buggy whip business is dead. You either get into 
a different business or you’re dead…It happens 
again and again and again.”

Companies that fail are often the former titans, 
the household names. While many of these 
operated in competitive industries, some were 
businesses with such reach and dominance 
that their competitive advantages, or ‘moats’, 
seemed unsurmountable, and indeed the 
industries have often bustled on while these 
incumbents failed within them, failing to keep 
up with new competition.

General Motors, for instance, had the 
dominant dealer network across the US and 
had mass-production economies of scale 
but failed to compete with cheaper foreign 
cars and changing consumer preferences. 
US department-store chain Sears dominated 
mass-market retail and at its peak was larger 
than its next four competitors combined, 
conferring significant bargaining power against 
suppliers. This share was eaten away by the 
emergence of speciality retailers and Kmart 
and Walmart. Sears’ blinkered view of Walmart 
was something founder Sam Walton was 
famously disdainful of. 

IBM had a significant incumbency advantage 
in installed machines across its customers, 
but its success bred complexity and 
bureaucracy and a reliance on its mainframe 
business gravy train. The company invented 
the microprocessor in the 1970s but this 
innovation competed with its mainframes. 
It used Microsoft and Intel as suppliers rather 
than seeing them as rivals at a time when 
software was becoming the source of value. 
Indeed, IBM’s support gave these companies 
legitimacy and early success. Likewise, 
Xerox didn’t take seriously the competition 
from Japanese rivals who undercut it with 
simpler and cheaper copiers. 

What Munger references and the famous 
examples above show are classic disruptive 
threats to strong incumbents. These threats 
can be multi-faceted, but include: 
1. Innovation changing how things are done, 

such as streaming supplanting DVDs. 
Simply being a technology company or 

“Companies that 
fail are often 
the former titans, 
the household names”

1 Six building blocks for creating a high-performing digital enterprise article. https://www.mckinsey.com/business 
functions/organization/our-insights/six-building-blocks-for-creating-a-high-performing-digital-enterprise#.
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an innovative company, however, doesn’t 
confer protection. Disruptive technologies are 
often replaced by new disruptions.

2. Changing consumer preferences such as 
the move away from sugar consumption or 
petrol-guzzling vehicles.

3. Competition: Many companies without 
competitive advantages can survive and 
thrive for some time, giving the market a 
false sense of underlying risk while ‘times 
are good’. Strong results will naturally attract 
competition and erode these favourable 
economics. Even if there is a giant market 
to be won, does the value accrue to 
shareholders or customers? The amount of 
competition will determine this. 

4. Changes in power balances from industry 
consolidation that can dramatically alter 
company fortunes. 

Often the issue lies within companies. 
Management fails to be agile and innovative, 
wanting to protect their legacy businesses while 
encumbered by complacency and size (versus 
the default assumption of being advantaged 
by it). Alternatively, ignoring disruptive change 
or old-fashioned excess leverage over 
expansion or poor M&A decisions based on 
poor short-term incentive structures may be at 
fault – classic ‘agency risk’. But sometimes the 
changes are beyond management control. We 
typically assess these as business risks and 
these are often innate to the operations of the 
company. Outside threats can include:

1. Commodity prices: Shocks in oil prices, 
for example, have created boom-and-bust 
scenarios for the extractive industries and 
the tenuously capitalised companies within. 
Commodity-exploration companies are 
notoriously volatile long-term investments. 

2. Regulatory changes: The loosening of credit 
standards for US government-sponsored 
home-lending enterprises Freddie Mac and 
Fannie Mae in the 1990s led to a dramatic 
upswing in subprime lending to more than 
40% of their acquired loans by the 2000s 
from less than 10% in the prior decade. 
Though not the singular cause, this change 
precipitated the subprime crisis and then 
in 2008, the financial crisis with which 
we are all familiar. 

3. Patents: Healthcare companies need to 
be disruptive to maintain their revenue 
bases as legacy drugs come off patent 
and are replaced by generics. Much more 
money needs to be spent on research 
and development these days because 
breakthroughs have become harder and 
costlier to achieve. To illustrate, only five to 
eight new formulas out of every 10,000 to 
15,000 compounds reach clinical testing 

and of those typically only one will reach 
full commercialisation.

4. Geopolitical issues and trade policies: 
The Chinese Communist Party’s subsidies 
to China’s auto, steel and other industries 
increased competition and reduced 
prices for western competitors.

5. Fraud: Enron, Tyco and others are 
notable for this too-frequent cause 
of business failure. 

Companies that are low quality or contain 
excessive business or agency risks will not 
qualify for our approved lists. 

You could argue that companies that have 
grown to the point of being listed and making 
it into a major index are already winners. 
And you’d be right. However, while making it to 
the top certainly increases a company’s chance 
of success, it doesn’t mean it’ll stay there. 

Companies willing to disrupt themselves are 
more likely to have longevity, and on average 
the traditional ‘defensives’ of consumer staples 
and utilities also tend to last longer than the 
exciting ones. Recessions typically ‘clean out’ 
companies that were weaker than they might 
have appeared prior to the shock. 

In recent times, low rates and a flood 
of available capital have no doubt aided 
entrepreneurship but have also enabled 
company longevity as it has allowed 
otherwise failing businesses to continue to 
operate with increased debt. It is estimated 
that ‘zombie’ companies, those generating 
cash flows less than their debt-servicing 
obligations, comprise 25% of the S&P 500 
at present. These low-quality companies 
are relying on an ability to increase debt 
(no increase in risk aversion) and at continued 
low rates (which a rise in underlying 
inflation may preclude). 

“Often the issue lies 
within companies. 
Management fails to 
be agile and innovative, 
wanting to protect 
their legacy businesses 
while encumbered by 
complacency and size ”
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While excessive leverage has always been a 
source of business failure, this recent escalation 
does pose a more noticeable risk to markets in 
coming years.

Looking ahead, we can observe that many 
of our largest incumbents have not left 
‘disruption gaps’. Alphabet and Microsoft 
are investing their substantial annual 
cash flows into new technologies. Cloud 
enables low-and high-spec customers to be 

addressed by the same scalable platform 
that then precludes the cheap substitute risk. 
Facebook provides its service at no charge, 
supported by revenue from a long list of 
small-business advertisers. 

Further, not all companies are at risk of 
disruption from competitive threats. Indeed, 
Procter & Gamble, one of the oldest companies 
in the S&P 500 and incorporated in 1890, shows 
resilience to disruptive threats today and is 
one of only 10 US companies that has paid a 
dividend for more than 120 consecutive years. 
Similarly, Louis Vuitton is a remarkable brand 
with longevity, in business since 1854. 

Many large consumer brand companies 
continue to enjoy significant economies of 

scale and capital advantages and after slow 
starts have adapted rapidly to a digital world. 
Changes in consumer preferences in health 
and wellness, including plant-based foods, 
reduced sugar consumption and allergy 
management have seen these companies 
make substantial investments to ensure their 
offerings stay up to date. 

That is to say, the companies that qualify 
for our investment universe are in our view 
addressing and, in many cases, benefiting from 
disruptive change. In future, it will be harder for 
upstarts like the Dollar Shave Club to displace 
Gillette as large incumbents harness their 
size to innovate and engage with customers 
via digital platforms. 

However, the shift to e-commerce, the 
utilisation of the cloud and decarbonisation, 
among other shifts, highlight the threat of 
creative destruction for dominant businesses. 
As such, we must reassess the merits 
and quality of each business as the world 
changes and as our views around regulatory 
and geopolitical risks evolve. This cements 
our focus on taking a forward-looking view 
and intimately understanding industries and 
disruption as a threat to competitive advantage. 

Of course, a quality business alone does not 
a quality investment make. These quality 
businesses must also be purchased at 
appropriate valuations, but as an important 
starting point, we don’t take our approved 
list of stocks for granted. Monitoring and 
understanding business risks and how 
industries and indeed our own lives will change 
in the years ahead is required to understand the 
ongoing eligibility of stocks and to avoid being 
exposed when the ‘tide goes out’ in markets. 

“Quality businesses 
must also be 
purchased 
at appropriate 
valuations. ”
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The challenge is that the goals 
of investors are in conflict.”

Magellan was pleased recently to launch 
Magellan FuturePay TM (FuturePay), an 
investment fund that we believe may be 
valuable to many investors, particularly those 
in retirement who are seeking a regular 
and predictable income.

This paper discusses many of the difficulties 
investors face when considering investments 
in retirement and what drives this problem. 
Identifying these key issues helps explain 
the approach taken by FuturePay and 
why we believe it represents a valuable 
investment choice. 

WHAT DO RETIREES WANT FROM WHAT DO RETIREES WANT FROM 
THEIR SAVINGS?THEIR SAVINGS?

Throughout their working lives, Australians 
seek to save diligently and invest prudently. 
As they approach retirement, their investment 
focus shifts to a key question: How do I 
maintain ready access to my savings and 
invest to receive a regular and predictable 
income that keeps pace with inflation, without 
eroding my capital? 

Let’s start with an analysis of these 
investment objectives. 

When accumulating assets, the investment 
goal is relatively straightforward – investors 
typically seek to maximise their account 
balance at or around the time they retire, 
while managing the risks of such investments 
along that path. 

In retirement, it’s different because investors 
are seeking:
•  A regular decent income that keeps up 

with inflation.

•  Enough capital growth to ensure their 
money lasts and they can leave an 
inheritance.

• Ready access to their savings.

Let’s consider each in turn. 

While working, we typically receive a pay 
cheque each month that meets everyday costs 
and, over time, at least keeps up with inflation. 
When we retire, everyday expenses continue but 
unfortunately the pay cheque does not. So, it is 
unsurprising that retirees are focused on using 
their savings to re-establish a sense of a regular 
pay cheque and ideally one that increases at 
least in line with inflation. Indeed, National 
Seniors Australia 1 notes: “The thing that 
mattered most to people about their finances in 
retirement was having regular, constant income 
that meets essential spending needs.”

Next, we all intuitively understand the typical 
horizon over which this retirement income 
is needed is increasingly longer. While the 
average retirement age 2 in Australia is 54 and 
life expectancy 3 at that age is another 29 years 
for males and 32 years for females, the actual 
length of retirement is, of course, uncertain. A 
woman retiring at 65 now, for example, has a 
44% probability of living to 90 and nearly a 20% 
chance of living to 95. Understandably, National 

by Brett Cairns,  
CEO of Magellan 
Financial Group

Paddy McCrudden, 
Portfolio Manager 
Magellan FuturePay TM

INVESTING INVESTING 
in Retirement

2021

1 ‘Seniors more savvy about retirement income’: A report by National Seniors Australia and Challenger, October 2017.

2 Australian Bureau of Statistics, Retirement and Retirement Intentions, Australia.

3 Australian Bureau of Statistics, Life Tables, Table 1.9.
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Seniors Australia 4 notes the second-most 
important issue retirees face is to ensure their 
money lasts over their lifetime. 

In addition, National Seniors Australia highlights 
that many retirees have a strong desire to leave 
an inheritance, and so, when combined with the 
uncertainty of how long their savings may be 
needed for, retirees have an aversion to eroding 
their capital over time. 

Last, ready access to savings. While the bulk of 
expenses are regular, recurring and can be met 
through a regular income, larger or unexpected 
expenses are inevitable. Investors are aware 
of this and so value the flexibility needed to 
manage this risk.

For example, among the significant 
extraordinary expenses a retiree needs 
to consider are healthcare or care in 
a nursing home. As retirees know, entering 
an aged-care facility requires paying a 
refundable accommodation deposit. The 
average deposit across Australia is about 
$440,000 and can be as much as $1 million in 
inner-city areas 5. While there are alternatives 
to paying this deposit, such as the daily 
accommodation payment, many retirement 
investors value the certainty and peace of mind 
of being able to access their capital to fund 
this large extraordinary expense when needed. 
Understandably, for those in retirement, ready 
access to savings reduces anxiety. 

In summary, retirees seek a regular, 
inflation-adjusted income along with capital 
growth to meet their income and bequest 

wishes over their uncertain lifetime along 
with access to capital. Indeed, the Australian 
Treasury acknowledges these goals through 
the principles outlined in the ‘Retirement 
Income Covenant’ 6. Given these goals are 
well-known and rational, why are they so 
difficult to achieve?

WHY IS IT DIFFICULT TO ACHIEVE WHY IS IT DIFFICULT TO ACHIEVE 
THESE RETIREMENT GOALS?THESE RETIREMENT GOALS?

The simple answer is that the three basic 
retirement goals conflict with each other. 

Trade-offs driven by conflicts are not 
uncommon in investing. Investors face 
them all the time while accumulating as they 
navigate the balance between risk and return. 
The problem when considering the three 
basic retirement goals, however, is that these 
conflicts drive trade-offs that are more acute. 

Obtaining a predictable income, for example, 
often means accepting a lower income, with 
limited or no growth. The Australian Treasury 
currently offers a 30-year bond maturing in 
June 2051 with a yield to maturity of around 
2.5%. The certainty of government-backed 
income meets the regular predictable income 
goal, and it is also liquid, so it satisfies the 
access to capital goal. However, at maturity, 
this investment will only return the face value 
of the investment in nominal, but not real, 
terms. With even moderate inflation, the final 
income payment may be worth less than fifty 
cents in the dollar in real terms. In this case, the 
certainty of income conflicts heavily with the 
desire for growth in income and the aversion to 
eroding capital over time. 

Alternatively, investing for growth often 
means accepting less predictable income 
and increased risk. Generally, one expects 
investments in equities to perform well in the 
long run 7. Indeed, an investment of $100 in 
the S&P/ASX 200 Index in 1992 would now 
be worth $387 in 2021 in nominal terms and 
$197 in real terms 8. This growth is in addition 
to the dividends received from the investment. 
Throughout this journey, however, the worst 
annual performance was minus 42.7% and 
some years the dividends were as little as 2.7% 
of the starting-year value. Obtaining the benefits 
of growth leads to a conflict with establishing 

4 ‘Seniors more savvy about retirement income’: A report by National Seniors Australia and Challenger, October 2017.

5 Aged Care Decisions – What is a RAD: agedcaredecisions.com.au/what-is-a-rad/.

6 Retirement Income Covenant Position Paper, Stage one of the Retirement Income Framework, Australian Federal 
Treasury, May 2018.

7 Stocks for the Long Run, Jeremy Siegel, McGraw-Hill, 1994. Equity Premia Around the World, Dimson, Marsh, Staunton, 
October 2011.

8 Market Index - Commodities Workbook. marketindex.com.au/data-downloads.

“The problem when 
considering the three 
basic retirement 
goals, however, is 
that these conflicts 
drive trade-offs that 
are more acute. ”
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a regular and predictable income, and concerns 
more generally about overall risk. 

Insurance-based solutions such as annuities 
can provide predictable income but often at 
low rates of return and at the cost of limited 
or no access to capital. Traditional annuity 
products provide a guaranteed income for 
life, with some products offering inflation 
protection and limited guaranteed withdrawal 
benefits. However, voluntary annuitisation 
is also low at around only 6% of pension phase 
accounts invested in annuities 9, with most 
of that invested in fixed-term products rather 
than lifetime guarantees. The combination of 
low rates of return and limited capital access 
conflicts sharply with the predictable income 
afforded by an annuity.

GROWTH ASSETS IN RETIREMENTGROWTH ASSETS IN RETIREMENT

There is an increasing awareness that the use 
of growth assets in retirement is a necessary 
ingredient to help resolve these conflicts. 
Indeed, with long life expectancies and record 
low interest rates, investors are making growth 
assets the foundation of their investment 
strategy. Australian Taxation Office 10 data shows 
the average self-managed super fund has 
increased its average allocation to growth assets 
from about 40% in 2015 to about 60% in 2019. 

This intuition is strongly backed by empirical 
evidence. In Growth Asset Exposure in Retirement: 
The Upside and The Risk, 11 Geoff Warren shows 
that, based on an investment of $100,000 and 
a drawdown of $6,000 per year, an investment 
100% allocated to equities has a relatively stable 
median balance over the retirement horizon of 
30 years, while a fund investing in 60% equities 
and 40% bonds has a median balance closer to 
zero after 30 years, suggesting a higher allocation 
to equities. This relatively high investment 
balance leads to a stronger likelihood of meeting 
income needs in later life. As Warren notes: 
“The underlying intuition behind favouring growth 
assets like equities in retirement is that they have 
tended to offer higher returns and hence potential 
to accumulate more wealth over the long run. 
This in turn may increase the chances of drawing 

a larger income stream for longer and possibly 
a bigger bequest upon death.”

In the Australian context, the case for equity 
investments in retirement is buttressed by 
the government pension. In Member’s Default 
Utility Function for Default Fund Design, 
Optimal Dynamic Strategies, 12 the authors 
calculate an optimal allocation to equities of 
about 80% at retirement, which decreases 
slowly to about 50% as the investor moves 
closer to 100 years of age. The thinking is 
that the support of the government pension 
enables investors to take slightly more 
risk, knowing that the pension will support 
some income in the case the equities 
perform poorly. While retirement investors 
recognise the advantages of allocating to 
growth assets, the attraction of franking and 
home-country bias have led many to prioritise 
Australian equities. ATO data 13 shows that 
only 1% of an average self-managed super 
portfolio is allocated to global shares. 
The benefits of diversification, however, are 
as relevant in retirement as in accumulation. 
The Rice Warner advisory group 14 estimates 
that, for a typical self-managed portfolio, 
an allocation to global equities enables an 
additional 6% allocation to growth assets 
with the same level of expected risk. 

9 Retirement Income Review 2020.

10 SMSF Asset Allocation Tables. ato.gov.au/About-ATO/Research-and-statistics/In-detail/Super-statistics/SMSF/Self-
managed-super-fund-quarterly-statistical-report---March-2020/.

11 Growth Asset Exposure in Retirement: The Upside and The Risk, Geoff Warren, Brandes Institute, 2019.

12 Member’s Default Utility Function for Default Fund Design, Technical Paper No. 3: Optimal Dynamic Strategies, David Bell, 
Estelle Liu, Dr. Adam Shao, March 2017.

13 SMSF Asset Allocation Tables. Op cit.26 Member’s Default Utility Function for Default Fund Design, Technical Paper 
No. 3: Optimal Dynamic Strategies, David Bell, Estelle Liu, Dr. Adam Shao, March 2017.

14 ‘Review of Retirement Solution’, Richard Dunn, Michael Berg and Michael Rice, Rice Warner, May 2021. This Report 
outlines the modelling assumptions and assessment framework used in their analysis.

“While retirement 
investors recognise the 
advantages of allocating 
to growth assets, the 
attraction of franking and 
home-country bias have 
led many to prioritise 
Australian equities”
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Such an increased allocation leads to 
increased expected total returns. 

Finally, an underappreciated aspect of equities 
is the relationship between real returns in 
different inflation regimes. In How inflation 
impacts different types of investments, 15 
Ashley Owen analyses real returns of several 
asset classes in varied inflation environments 
since 1900. The author shows that over 
this long period real returns in US shares 
(for Australian investors) and Australian 
shares were the best, with real returns of 6.7% 
p.a. and 6.6% p.a. respectively. The author 
also shows that in high inflation years US 
shares outperformed Australian shares, while 
Australian shares have tended to outperform in 
moderate inflation years. These results suggest 
that investors concerned about inflation should 
consider US or global equities. There are clear 
benefits of investing in growth equities in 
retirement and yet it is difficult to achieve this 
in a balanced way given the investment goal 
conflicts. What’s driving this?

WHY IS INVESTING IN GROWTH WHY IS INVESTING IN GROWTH 
ASSETS DIFFICULT IN RETIREMENT?ASSETS DIFFICULT IN RETIREMENT?

At the heart of this problem is market volatility. 
In simple terms, when accumulating assets, 
volatility can help, but when withdrawing an 
income from those assets, it can hurt. 

When accumulating, many investors seek 
to take advantage of asset volatility through 
investment strategies such as dollar-cost 

averaging – investing fixed amounts regularly 
over time so shares are just as likely to be 
purchased when prices are low as when 
they are high. This strategy can be traced back 
at least to the 1940s, 16 and its popularity and 
utility have never waned.

When in retirement, however, taking a regular 
and fixed income from an investment in growth 
assets poses a greater risk. The reason is 
clear – selling assets to fund the required 
income when prices have fallen means there 
are fewer shares left invested when prices 
recover. As stated in Building a Dynamic 
Retirement Plan: Time-Segmented Bucketing 
Revisited: 17 “Liquidating risky positions realises 
losses and creates poor retirement outcomes.” 
This increased risk is driven by what is known 
as ‘sequencing risk’ or ‘sequence-of-returns 
risk’, and this risk can be significant. In The ABC 
of Sequencing Risk, 18 the authors consider a 
65-year-old investor who invested $600,000 
in a balanced portfolio in 1979, and who 
withdrew $40,391 per year (indexed to inflation). 
They show that if, “the investor experienced 
the same returns as between 1979 and 2011 
in the same order, he would have had over 
$700,000 remaining 32 years into retirement. 
Had he experienced the same returns, but in 
reverse order, and done nothing to respond, 
he would have run out of capital 22 years 
into retirement and had at least 10 years in 
retirement with no capital.”

Managing volatility to minimise sequencing 
risk in retirement is clearly a key part of 
the retirement income puzzle. 

HOW TO MANAGE THE VOLATILITY OF HOW TO MANAGE THE VOLATILITY OF 
GROWTH ASSETS IN RETIREMENTGROWTH ASSETS IN RETIREMENT

US retirement expert Wade Pfau identifies four 
key approaches to the management of volatility 
of growth assets in retirement:

1. Reduce the spending rate.

2. Adjust spending to portfolio performance.

3. Reduce portfolio volatility.

4. Draw from a buffer asset outside the 
portfolio to support spending when the 
portfolio underperforms.

15 ‘How inflation impacts different types of investments’, Ashley Owen, Firstlinks, June 2021, 
firstlinks.com.au/inflation-impacts-different-types-investments.

16 ‘A behavioral framework for dollar-cost averaging’, Meir Statman, Journal of Portfolio Management, January 1985.

17 ‘Building a Dynamic Retirement Plan: Time-Segmented Bucketing Revisited’, Lisa Shalett, Daniel Hunt, Zi Ye, 
Morgan Stanley, 2013.

18 ‘The ABC of Sequencing Risk’, Challenger Retirement Income Research, 2012.

“At the heart of this 
problem is market 
volatility. In simple terms, 
when accumulating 
assets, volatility can help, 
but when withdrawing an 
income from those assets, 
it can hurt.”
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The first two approaches address the problem 
through altering retiree consumption 
in response to volatility, which conflicts with the 
key investment goal of obtaining a predictable 
income from which to fund consumption. 
The other two approaches address the problem 
through actions on the investment side of 
the equation, which holds more promise of 
achieving an acceptable outcome among the 
conflicting investment goals. 

Reducing portfolio volatility is a clear and 
necessary strategy, and the temptation is to 
remove volatility completely. However, this 
puts us back where we started with relatively 
short-dated fixed-income instruments 
dominating the portfolio. As Pfau states: 19 
“A portfolio free of volatility does not create 
sequence-of-returns risk. However, simply 
shifting into bonds does not work successfully 
if the spending goal exceeds what the bond 
yield curve can support.” 

Therefore, the portfolio strategy must seek 
to have at least market-like returns with lower 
risk, and indeed a specific focus on reduced 
‘downside risk’, as this is where sequencing 
risk impacts most. While such a strategy might 
seem hard to achieve, there is substantial 
evidence that through skilled investing in low-
risk, high-quality defensive equities, market-like 
returns can be obtained with lower risk. For 
example, in Understanding Defensive Equity, 20 
the authors analyse the returns and risk of US 
equities between 1926 and 2011 that highlight 
a phenomenon known as the low-risk anomaly, 
which effectively “enables defensive equity 
portfolios to deliver long-run returns similar 
to traditional benchmarks, at a significantly 
lower volatility”. 

As important as the right portfolio characteristics 
are, it turns out that the fourth approach 
of drawing from a buffer asset outside the 
portfolio to support spending when the portfolio 
is underperforming is just as important – but its 
usefulness depends on how it is achieved. 

For example, a debt facility could be established 
to be drawn upon in periods of underperformance 
or an option could be purchased to call 
upon funds when certain underperformance 
conditions are met. The problem is these types of 
approaches are expensive and ill-fitting when 
viewed relative to the value received in managing 
volatility in the context of retirement income. 

Debt facilities usually require security and need 
to be serviced, and the principal needs to be 
repaid within fixed time frames, leaving the risk 
of being forced to extend or roll over such 
borrowings. Using debt effectively magnifies 
the risks being assumed, with the distinct 
possibility that the repayment of the debt could 
be required at the worst possible time; namely, 
during another market downturn.

Using options does alleviate many restrictive 
elements associated with direct borrowing; 
however, it comes at a cost that leads to 
sub-optimal outcomes for investors solving 
for retirement income. Options also have fixed 
maturities and need to be repurchased over 
time, adding an extra layer of price risk. 

For example, it is tempting to purchase a put 
option to hedge against market declines, but 
the standalone cost is usually prohibitive in 
the overall context of achieving an adequate 
retirement income. A possible way to mitigate 
that cost is to sell a call option and to use the 
premium received from that sale to offset the 
cost of the put option purchased. Indeed, the 
point at which these are balanced is commonly 
referred to as ‘zero cost collar,’ but the reality, of 
course, is that it is not costless.

In Risk and Return of Equity Index Collar 
Strategies, 21 the authors look at the impact 
of investing in a collar strategy relative to a 
direct investment in the underlying equities. 
They analyse a collar strategy relative to the 
S&P 500 between the years 1986 and 2014. 
They show that indeed the risk of the collar 

19 ‘The Four Approaches to Managing Retirement Income Risk’, Wade Pfau, Professor of Retirement Income, The American 
College of Financial Services.

20 ‘Understanding Defensive Equity’, Andrea Frazzini, Jacques Friedman, and Hoon Kim, AQR Capital Management, 2012.

21 ‘Risk and Return of Equity Index Collar Strategies’, Roni Israelov and Matthew Klein, The Journal of Alternative 
Investments, 2016, Volume 19.

“A portfolio free of 
volatility does not create 
sequence-of-returns risk. 
However, simply shifting 
into bonds does not work 
successfully if the spending 
goal exceeds what the bond 
yield curve can support.”
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strategy is 10.7% compared to the index 
risk of 15.7%, a reduction of about 33%. 
However, the return of the collar strategy was 
only 3.2% compared with the index return of 
7.3%. So a portfolio that invested about 33% in 
cash and the rest in equities would have a risk 
at the same level as the collar strategy, but it 
would have delivered a return of about 4.5% 
per year, a 1.3% per year outperformance over 
the collar strategy. 

What this shows is the true cost of a costless 
collar strategy are the gains forgone from 
a significantly lower holding of equities. 
“The truth is that a typical collar construction 
should be expected to have lower returns than 
its underlying securities because (1) it has lower 
equity exposure and thus earns less equity-risk 
premium, and (2) it purchases put options that 
are more richly priced than the call options it 
sells.” The authors said: “It is folly to believe 
that collaring one’s equity exposure necessarily 
leaves one’s expected returns intact.”

Investors and their advisers have become well 
aware of the limitations of these approaches 
and instead, over time, developed another 
technique that does add value. 

This strategy is often called ‘bucketing’ or 
‘time-segmentation’. Here, the assets are 
separated into two buckets, one being invested 
in cash and the other in growth assets. 

(More nuanced strategies may sometimes use 
three or more buckets.)

Importantly, the cash bucket tends to be sized 
in time rather than as a fixed percentage of the 
overall portfolio. Often advisers will describe the 
cash bucket as comprising two or three years. 
What this means is the cash account can support 
the desired income for that length of time without 
having to touch the growth portfolio.

In practice, what advisers and investors 
are doing with this approach is executing 
a reserving strategy and there is research to 
suggest this is of use. In Building a Dynamic 
Retirement Plan: Time-Segmented Bucketing 
Revisited, 22 the authors state that the approach: 
1. Reduces the probability and magnitude of

lifetime shortfall.

2. Improves transparency to the client and
reduces behavioural tendencies that lead to
selling at inopportune times.

3. Supports higher sustainable withdrawal
rates than traditional approaches.

4. Reduces variability of planning outcomes.

5. Best offsets the risk associated with the
sequencing of returns.

An additional feature of reserving was analysed in 
The Four Approaches to Managing Retirement 
Income Risk. 23 In that analysis, the author focused 
on “having other assets available outside the 
financial portfolio to draw from after a market 
downturn”. The emphasis in this analysis is that 
the income-supporting assets are ‘outside the 
system’. In this context, the author states that 
using such ‘buffer’ assets may seem expensive in 
isolation, but “can work to protect the investment 
portfolio from incurring excessive distributions” in 
times of poor market performance. 

While the benefits of using a reserving approach 
in retirement are recognised, it is noticeable that 
there has been less focus on understanding 
what is the most effective reserving process, and 
indeed how to make the overall process efficient. 
This is important because, while reserving does 
add value overall to generating retirement income, 
the process itself carries the opportunity cost of 
holding a portion of low-returning cash assets and 
requires ongoing management in an attempt to 
optimise the outcome. 

22 ‘Building a Dynamic Retirement Plan: Time-Segmented Bucketing Revisited’, Lisa Shalett, Daniel Hunt, Zi Ye, 
Morgan Stanley, 2013.

23 ‘The Four Approaches to Managing Retirement Income Risk’, Wade Pfau, Professor of Retirement Income, The American 
College of Financial Services.

“While the benefits of using 
a reserving approach in 
retirement are recognised, 
it is noticeable that 
there has been less focus 
on understanding what 
is the most effective 
reserving process, and 
indeed how to make the 
overall process efficient.”
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FUTUREFUTUREPAY PAY TMTM

This is where FuturePay comes in.

Our goal in developing FuturePay was to bring 
these insights together into a single product to 
satisfy each of the desired investment goals. 

FuturePay aims to provide a predictable income 
that increases with inflation (goal 1). It also 
aims to produce capital growth by investing 
in high-quality, low-volatility global equities 
utilising a portfolio-construction process 
that focuses on downside protection (goal 2). 
FuturePay is liquid – it can be accessed via 
exchange and directly via daily applications and 
redemptions (goal 3).

And most importantly, FuturePay seeks to 
achieve this with a built-in reserving system that 
is both effective and efficient.

The reserving system used within FuturePay 
is efficient because we have harnessed the 
benefits of mutualisation in managing the pool 
of reserves, something that cannot be achieved 
if you are reserving on your own. The benefits of 
pooling (or mutualising) risks have been known 
and used for centuries, and with good reason, 
because it works. By effectively pooling the 
reserves among all the members of FuturePay, 
the overall system is required to reserve less, 
compared with if you were doing it on your own. 
Less in reserves means more invested, which 
leads to a better overall outcome.

Second, FuturePay has an effective reserving 
strategy. One of the hurdles in executing a 
reserving or bucketing strategy is determining 
when and how much money to put aside, 
and conversely, when and how much of 
those reserves to use. This can be further 
complicated by an investor’s or adviser’s 
biases. A particular liking of an investment 
or an entrenched view on a certain issue can 
easily cloud a disciplined reserving approach.

FuturePay’s reserving disciplines are built into 
the product’s workings and are the result of 
an exhaustive analysis designed to develop 
an optimal reserving strategy. 24 We believe 
this is an important aspect because it adds 
materially to investor outcomes, something 
confirmed following independent analysis and 
review by Rice Warner. 25

CONCLUSIONCONCLUSION
Investors in retirement face a difficult problem 
in navigating the acute conflicts that result 
from achieving their desired investment 
goals. Understanding the factors that drive 
this problem is an essential step to be able 
to consider approaches that may help 
manage the problem. 

As we have seen, there are techniques and 
choices that do add value to investors in 
retirement. However, they are often not 
straightforward to implement. By absorbing the 
lessons from these techniques and focusing 
on enhancing their effectiveness, we believe 
approaches such as those embodied in 
FuturePay can add meaningful benefits to 
investors as they enjoy their retirement.

24 The details of this research are beyond the scope of this paper.

25 ‘Review of Retirement Solution’, Richard Dunn, Michael Berg and Michael Rice, Rice Warner, May 2021.

“FuturePay TM seeks 
to achieve this with 
a built-in reserving 
system that is both 
effective and efficient.”

2021 © 2021 Magellan Asset Management Limited
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THE ROLE OF INVESTMENT CONSULTINGTHE ROLE OF INVESTMENT CONSULTING

Mark Burgess 
Head of Research 
Relationships and Key 
Account Manager

Zenith Investment Partners CEO David Wright shares his 
learnings and insights from three decades as an investment 
research provider and financial coach.

David Wright  
CEO, Zenith 
Investment Partners

MARK: David, welcome and thanks for 
joining us. Can I start by asking you 
to tell us a little bit about yourself and 
Zenith Investment Partners?

DAVID: Yes, thanks, Mark. I’ve been in and 
around investment research for 30 years. 
My background is a degree in economics 
and commercial law. When I started, it 
was at the height of the last recession that 
Australia had back in 91/92. So I was pretty 
lucky in the end to get an opportunity with 
a research firm and I’ve been reviewing and 
researching managed investments – and 
that’s both unlisted and listed – over that 
time. I’d like to think I’ve learnt a lot during 
that period. And you learn a lot really through 
different market cycles. It’s one of the things 
I have talked about to younger analysts. 
We’ve got some well-credentialled and highly 
qualified people, but the one thing you can’t 
rush is experience. And being able to assess 
investment managers and products in times 
of market stress is incredibly valuable. 
And you only get that by being in the market 
over a long period. 

Zenith Investment Partners is a business that 
I started with a colleague nearly 20 years ago now, 
and the business model of Zenith is essentially 
the same as what we started with. The business 
is broadly split into two groups: Investment 
Research and Investment Consulting. 
Investment research is a group of investment 
analysts who are analysing and assessing 
fund managers and products, reviewing and 
rating them and identifying those we consider 
to be the best and rating them accordingly. 
So we’re really trying to focus on those managers 
and products we consider to be ‘best of breed’ in 

their respective asset class and that are going 
to be rated highly recommended, and seek 
to avoid those we consider to be of low quality. 

The other key part of our business is investment 
consulting to clients. We noticed 20 years ago 
the need for advice on portfolio construction, 
management, maintenance and reporting 
and that’s really only gathered pace since 
the global financial crisis, where, to coin 
a phrase, a lot of people had their ‘pants pulled 
down’ in the big decline of share markets, bond 
markets – really, most asset classes at the time. 
Today investments are becoming a lot more 
sophisticated, there are a lot more managers, 
there are even new asset classes so both advisers 
and underlying investors themselves need some 
help and guidance as to how to best construct 
portfolios for particular return outcomes while still 
obviously managing investment risk and volatility. 
Ultimately people don’t want to lose money 
and if they can reach their investment goals 
without a lot of volatility, then that’s really what 
we’re aiming to do.

MARK: David, thank you for 
that. One of the things I found 
interesting is the role of the 
investment consultant. Perhaps 
you can expand on the role of the 
investment consultant as you see it.

DAVID: The investment consulting side of 
the business is a team of people responsible 
for the construction of investment 
portfolios that I talked about before. 
One of the key things it involves is being 
an investment coach to financial advisers 
and ultimately from the advisers to the client. 

A discussion with Zenith
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What I mean by that is, when you construct 
a portfolio, you do so with a combination 
of funds and managers that are best going 
to maximise your chances of achieving 
the portfolio’s objectives. Now, that might 
be a conservative portfolio, it might be a 
high-growth portfolio, but you’re selecting 
managers and funds for specific reasons. 
In a perfect world, everybody would like all the 
‘cannons firing’ all of the time. Unfortunately, 
the reality of investing is that that’s pretty rare, 
and so you want investments that are going 
to complement each other. The role of an 
investment consultant is certainly to identify, 
select, combine and manage a portfolio of 
investments that will deliver, in the best possible 
way, the objective of the portfolio. But as I 
said, where the role of ‘investment coach’ 
comes in is when a particular investment is not 
performing, is to remind the adviser and their 
investors as to why that investment was in the 
portfolio in the first place. It’s human nature to 
have an emotional attachment and get rid of 
underperforming investments and usually that’s 
the worst thing you can do because you’ll get 
rid of them at almost precisely the time when 
they’ll start to perform well. So, again, it’s really 
the combination of investments that will get you 
to your investment objective and if you keep 
getting rid of investments that underperform 
for a short period, then that’s not going to work. 
So, it’s really about reminding advisers as to 
why the investment is in the portfolio and what 
sorts of investment conditions it will again 
produce good returns in.

MARK: Given the size and number of 
managers that you have to look at and 
assess, how big is your consulting 
team, and what resources are needed 
to do this well?

DAVID: The research team alone is 16 
analysts and they’re not trying to review 
and rate the whole market. We’re using a 

filtering process to try and filter out those 
managers and funds that haven’t performed 
well for long periods or have had teams leave 
and go elsewhere. So this is 16 people for 
whom their whole existence from a work 
perspective is analysing, assessing, reviewing, 
researching and rating managers. Then on 
the investment consulting side, we’ve got a 
team of seven investment consultants as well 
as two investment consultant support people 
and then client service support in addition. 
The seven-member consulting team leverages 
entirely off the research team. So there is 
nothing in a client or adviser’s portfolio that 
isn’t well rated by our research team. But in 
investment consulting, and I’m part of the 
consulting team these days, it is our job to 
select those well-rated products and combine 
them in a way that they’re going to complement 
each other so that in different investment 
market conditions your portfolio is still 
going to perform. 

MARK: Magellan is a current manager 
in some of the Zenith-advised 
client portfolios. What have you 
seen and communicated to your 
clients over the last 12 months, for 
example, given we’ve seen a big 
market rotation, particularly from 
November 2020 onwards?

DAVID: Yes, we have seen that big market 
rotation. As I mentioned, we try and build 
portfolios that are going to perform well in 
different market conditions so, in the previous 
period leading up to November last year where 
the growth investment style outperformed 
the value investment style, and that was a 
very long period, we still had value managers 
in the portfolio. They weren’t performing as 
well as growth, but the growth managers were 
performing well and so overall, combined 
with the other asset classes, the portfolios 
were still providing strong returns. Now, as 
you said, Magellan is well represented across 
our client portfolios and indeed even in 
the Zenith-branded portfolios that advisers 
and clients can use. And I guess to be fair, 
we have had a lot of questions, particularly over 
the last quarter or so, regarding Magellan’s 
performance and I think that really comes from 
the fact that the Magellan Global Fund has 
performed so strongly for so long and people 
get used to that and that’s a great thing to get 
used to. But the reality is any active manager, 
and this is a test really of how active Magellan 

“It’s human nature to have an 
emotional attachment and get rid 
of underperforming investments 
and usually that’s the worst thing 
you can do because you’ll get rid of 
them at almost precisely the time 
when they’ll start to perform well.” 
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is, is going to experience periods where their 
performance is very different from that of the 
broader share market and other managers. 
So, for a long time, that difference has been on 
the positive side. It just so happens that the last, 
I guess, 12-month period it’s been, not negative, 
but it’s underperformed the market. So, when 
people are so used to Magellan outperforming 
it’s raised questions. As I said before, our 
role is in part a financial coach where we talk 
through this with clients and remind them 
of Magellan’s role in the portfolio. 

MARK: So what do you look for in 
the data that you filter and in your 
manager analysis? 

DAVID: What we look for, not just in Magellan’s 
case, but all managers’ cases, is that the 
manager is true to label, and so what does 
that mean? It means that what the manager 
is telling us in terms of how they manage the 
portfolio of companies and stocks, they actually 
do. So, if a manager describes themselves 
as having a growth investment style, then we 
would expect to see growth-type companies 
in that portfolio. We do check that; we get 
full portfolio details from every manager that 
we review and rate. That’s really, really important 
when you’re constructing portfolios, because 
we’re blending managers of different investment 
styles. If they’re not being true to label in their 
investment style, the entire blending breaks 
down. And that’s kind of the worst thing that can 
happen, because, if a manager doesn’t stick to 
their style and convinces themselves that, OK, 
this stock or a range of stocks is now on my 
radar, the manager has worn the pain through 
the market conditions not suiting them. What 
typically happens then is the market turns and so 
they don’t participate to the same degree as they 
would have if they had remained true to their 
style. This is what is called style drift. So that’s 
the thing we look for across all international and 
Australian equities managers. Magellan has a 
very experienced investment team, and that’s 
critical. What we’re looking for is investment 
professionals who have been through a 
range of different market cycles and have the 
confidence and conviction in their investment 
process when things aren’t going so well that 
it will play out and return to great returns for 
investors in the future. That experience and 
conviction and remaining true to style is critical 
in our assessment. 

MARK: And that almost goes back 
to your first point about you having 
to ensure that, as part of your role in 
the investment consulting team and 
CEO of the business, that experience 
shines through. 

DAVID: Exactly right. As I said at the start 
of the interview, there’s no substitute for 
experience in seeing different market 
environments, both up and down. Let’s be 
honest, really since the GFC, we’ve mostly had 
a positive or bull market experience. So there 
are some investment personnel in the market 
who have never seen an extended downward 
market, never seen a bear market. And that’s, 
again, something we’d be pretty sensitive 
to because downwards or even sidewards 
moving markets are where a lot of managers 
demonstrate their true skill and ultimately 
protect investors against a bigger decline 
than the market itself. I should mention that 
not only are we looking at team process and 
experience, but we are looking at performance, 
volatility, drawdown, consistency of returns 
and virtually every sort of performance and 
risk-related statistic. Pleasingly, Magellan 
has done what you’ve said you would do 
in protecting investor capital investments 
to a greater extent than the market.

MARK: Thanks David. Are there 
any final thoughts you’d like to 
leave us with? 

DAVID: I think that the investment environment 
is going to be a lot tougher than the recent past 
and so you really do need quality investments 
and highly experienced investment managers 
in the portfolio to be seeking out the additional 
returns for investors. 

“…the reality is any active manager, 
and this is a test really of how 
active Magellan is, is going to 
experience periods where their 
performance is very different from 
that of the broader share market and 
other managers.”

© 2021 Magellan Asset Management Limited

2021



ZENITH CONSULTING DISCUSSION 4

© 2021 Magellan Asset Management Limited

2021 © 2021 Magellan Asset Management Limited

IMPORTANT INFORMATIONIMPORTANT INFORMATION

This material has been delivered to you by Magellan Asset Management Limited ABN 31 120 593 
946 AFS Licence No. 304 301 (‘Magellan’) and has been prepared for general information purposes 
only and must not be construed as investment advice or as an investment recommendation.  This 
material does not take into account your investment objectives, financial situation or particular 
needs. This material does not constitute an offer or inducement to engage in an investment 
activity nor does it form part of any offer documentation, offer or invitation to purchase, sell or 
subscribe for interests in any type of investment product or service. You should read and consider 
any relevant offer documentation applicable to any investment product or service and consider 
obtaining professional investment advice tailored to your specific circumstances before making any 
investment decision. A copy of the relevant PDS relating to a Magellan financial product or service 
may be obtained by calling +61 2 9235 4888 or by visiting www.magellangroup.com.au. 

Past performance is not necessarily indicative of future results and no person guarantees the 
future performance of any financial product or service, the amount or timing of any return from it, 
that asset allocations will be met, that it will be able to implement its investment strategy or that 
its investment objectives will be achieved. This material may contain ‘forward-looking statements’. 
Actual events or results or the actual performance of a Magellan financial product or service may 
differ materially from those reflected or contemplated in such forward-looking statements.

This material may include data, research and other information from third party sources. Magellan 
makes no guarantee that such information is accurate, complete or timely and does not provide 
any warranties regarding results obtained from its use. This information is subject to change at 
any time and no person has any responsibility to update any of the information provided in this 
material.  Statements contained in this material that are not historical facts are based on current 
expectations, estimates, projections, opinions and beliefs of Magellan. Such statements involve 
known and unknown risks, uncertainties and other factors, and undue reliance should not be 
placed thereon. 

Any trademarks, logos, and service marks contained herein may be the registered and unregistered 
trademarks of their respective owners. This material and the information contained within it may 
not be reproduced, or disclosed, in whole or in part, without the prior written consent of Magellan.

2021



Among the many messages is the notable one 
that competence matters during emergencies 
but is hard to achieve.”

Severe acute respiratory syndrome, or SARS, 
hit Taiwan hard in 2003. The virus tore 
through several hospitals and Heping hospital 
in Taipei was hastily closed, imprisoning 
staff and patients, after the head nurse 
became one of the 181 people to die from 
the China-born virus. The island’s 23 million 
people fell into “a collective panic as if everyone 
were in danger”. 1 

The national trauma provided lessons. Seeing 
that the lack of a centralised body hampered 
the response to SARS, Taiwan made provisions 
for a Central Epidemic Command Center to 
marshal the response during future pandemics.

Around 21 January 2020, when the first 
infections from the Sars-CoV-2 virus that 
causes the covid-19 illness appeared in Taiwan, 
Taipei activated the command centre. Travellers 
were screened and those who had visited 
China went into mandatory self-quarantine. 
Face masks were rationed to prevent hoarding. 
Businesses, apartment communities and 
other hubs screened people’s temperatures 
and disinfected shared spaces. Large-scale 
activities were banned. Medical staff were 
prevented from leaving Taiwan. Hotlines were 
set up to guide people showing symptoms. 

The police used mobile records to track 
the social contacts of those infected. 
The government commenced daily briefings 
to maintain public confidence. On February 6, 
Taipei became among the first places in the 
world to prohibit entry to anyone who had 
visited mainland China or Hong Kong over 
the previous 14 days. On March 16, all visitors 
were banned and returning Taiwanese were 
subject to two weeks of self-isolation. 2

The measures worked. During 2020, Taiwan 
had among the world’s lowest death rates. 
In February this year, infection rates were still 
close to zero. Then suddenly they weren’t. 
Relaxed quarantine rules for non-vaccinated 
aircraft crews, complacency over contact 
tracing, nonchalance among the population 
about getting the AstraZeneca vaccine and 
socialising around entertainment venues led 
to clusters. Come May, Taiwan was recording 
1,200 infections a week. 3

Success and failure, in either order, is a 
common theme, it seems, of the pandemic. 
Australia, Canada, Japan and India and 
East Asian countries have followed a similar 
slide from triumph to disappointment since 
the delta variant appeared. Advanced countries 

“

LESSONSLESSONS
from covid-19

2021

1 Su-Ying Chung and Frank Huang-Chih Chou from the Kaohsiung Municipal Kai-Syuan Psychiatric Hospital, Kaohsiung, 
Taiwan. ‘Lessons learned from SARS to covid-19 in the Taiwanese population.’ December 2020. Hosted by the US National 
Library of Medicine. National Institute of Health. ncbi.nlm.nih.gov/pmc/articles/PMC7341042/.

2 See Tsai Ing-Wen. ‘President of Taiwan: How my country prevented a major outbreak of covid-19.’ TIME. 16 April 2020. 
time.com/collection/finding-hope-coronavirus-pandemic/5820596/taiwan-coronavirus-lessons/ See also ‘Taiwan shows 
its mettle in coronavirus crisis, while WHO is MIA.’ 19 March 2020. brookings.edu/blog/order-from-chaos/2020/03/19/
taiwan-shows-its-mettle-in-coronavirus-crisis-while-the-who-is-mia/. 

3 See BBC. ‘Covid-19: What went wrong in Singapore and Taiwan? 21 May 2021. bbc.com/news/world-asia-57153195. See 
also TIME. ‘How a false sense of security and a little secret tea broke down Taiwan’s covid-19 defences.’ 21 May 2021. 
time.com/collection/finding-hope-coronavirus-pandemic/5820596/taiwan-coronavirus-lessons/.

Michael Collins, 
Investment Specialist
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such as Germany, Sweden, the UK and the US 
experienced failure first before vaccines 
contained the health emergency. 4 Much of 
the emerging world has only suffered defeat.

What has the world learnt? Humbling lessons 
include that humanity is subservient to nature, 
something that will flow into the climate-change 
debate. Others are how little we know about 
the virus, even its origins, and how hard it is to 
contain. People have gained a new appreciation 
of risk and a realisation that modern society is 
as vulnerable to the same unforeseen traumas 
as were earlier generations. 

Good lessons include the value of simple 
protections such as masks, handwashing 
and physical distancing. Others are that gain 
can come from misfortune (messenger RNA 
vaccines), a feat that shows the value of big 
business and usefulness of the profit motive. 
We learnt that tech enables society to function 
at an adequate level under lockdown.

Harsh lessons include that climate change 
is not the only risk, that even innocuous 
things can get politicised (masks), that people 
have limits (riots over lockdowns), the world 
lacks global leadership (the World Health 
Organisation lost credibility), that many 
risks are hidden (the fragility of supply), and 
disasters come with a domino effect (health 
responses trigger social and economic costs). 
Another, especially if you are young, is that while 

politics governed much decision-making the 
politics of intergenerational equity has little bite. 
The biggest undecided lesson relates to the 
political choice between lives versus livelihoods. 
It’s too early (and may prove impossible) to 
judge whether the lives saved from covid-19 will 
be worth the long-term economic and social 
price including future lives lost and ruined.

The main lesson that can be assessed so 
far? Arguably the most important is that 
competence matters when adversity strikes 
but is hard to achieve. China, foremost, failed 
to contain the outbreak but so did every 
other country. Even in advanced tech-savvy 
countries, administrations had scant capacity 
to fight a pandemic (no mass-testing ability 
and a lack of protective clothing). Health 
authorities were often bewildered as they 
juggled how to balance “a revival of the 
walled city in an age when prosperity depends 
on global trade and movement”, in the words 
of Henry Kissinger, 5 and often failed to 
safeguard the general public (leaky quarantines 
and no prioritising the vulnerable, especially 
those in aged care). Officials, in some cases, 
reported to politicians whose experience, 
judgement and temperament were unsuited 
to crisis management (most notably, US 
President Donald Trump and Brazilian 
President Jair Bolsonaro). 6

The result is that few governments have 
employed strategies that have contained 
the virus at a seemingly acceptable 
economic cost (perhaps New Zealand). 
The virus remains a menace because it is too 
contagious, society is too interconnected and 
winning strategies often provoked reactions 
that undermined them. The most obvious 
unintended consequence of successful 
elimination strategies was that it led to public 
complacency and hesitancy about vaccinations 
that left populations vulnerable when the 
delta variant appeared.

The worry is that governments are reaching 
the end of the financial support they can provide 
locked-down societies and they will need to 
pivot to allow semi-vaccinated populations to 
live with the virus. Split expectations within 
society – that ever-more-powerful governments 
can protect people clashing with lost faith in 

“Health authorities 
were often bewildered 
as they juggled how 
to balance ‘a revival 
of the walled  
city in an age 
when prosperity 
depends on global 
trade and movement.”

4 See Ruchir Sharma, author of ‘The ten rules of successful nations’. ‘The short shelf life of pandemic national success 
stories.’ Financial Times. 23 May 2021. ft.com/content/38a7b862-4500-4c7c-9261-8277e572beb9.

5 Henry Kissinger, US secretary of state and national security adviser in the administrations of Richard Nixon and Gerald 
Ford. ‘The coronavirus pandemic will forever alter the world order.’ 3 April 2020. The Wall Street Journal. wsj.com/
articles/the-coronavirus-pandemic-will-forever-alter-the-world-order-11585953005. 

6 See Vanessa Barbara. ‘The unveiling of Bolsonaro’s supervillain plot is weirdly gripping. The New York 
Times. 27 May 2021. nytimes.com/2021/05/27/opinion/brazil-covid-inquiry-bolsonaro.
html?action=click&module=Opinion&pgtype=Homepage.
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their ability to do so – are among the health, 
economic, social and political challenges 
confronting the governing classes as the world 
approaches the third year of the pandemic. 

To be sure, the virus is not beaten so this should 
be framed as ‘some lessons so far’. The prompt 
development and rollout of vaccines have 
restored much confidence in the ruling elite 
(the US fully vaccinated 50% of adults by 
May). 7 Those in charge often learnt from 
mistakes. Officials, for all their failings, might 
have prevented worse outcomes, a feat that 
lacks political reward. Given the viciousness 
of the virus and its ability to spread and mutate, 
perhaps much of the criticism policymakers 
attract is too harsh. 

But the repeated errors and lapses in 
competence hark to tougher conclusions 
about political leaders and their bureaucracies. 
The fact is the world struggled against a 
virus only as deadly as the largely forgotten 
flu of 1957 that society then, under smaller 
government, absorbed without lockdowns until 
a vaccine arrived within three months. Today’s 
health crisis needs to inspire today’s leaders 
to be better prepared for the emergencies 
that always arise.

AN OVERHAULAN OVERHAUL

In 2005 on holidays, US President 
George W Bush read John Barry’s The great 
influenza: The story of the deadliest pandemic 
in history. Back at work, Bush sought out 
what plans the government had in case of a 
contagion like that of 1918. The only plan was 
to speed up vaccine development and store 
anti-viral drugs. “This is bullshit,” said Bush, 
who sought to fix the situation. The result 
was Congress, based on a 12-page pandemic 
plan created on one night by one person in his 
parent’s basement, approved US$7.1 billion 
to fight pandemics. 8

A team of seven experts was set up to 
fashion a proper pandemic response. 
The best model they had was built by 
a 13-year-old girl (with help from her father) 
for a school competition. 9 The team, 
nonetheless, formed a plan that ‘social 
distancing’ (the origin of the phrase), shutting 
schools and curbing large gatherings would buy 
time before vaccines arrived. In time, despite 
a lack of support from the go-to Centers for 
Disease Control and Prevention (which is 
better known by its earlier acronym CDC), 
the US public-health system understood that 
fracturing social networks would best contain 
a viral outbreak.

This is recounted in Michael Lewis’s book, 
The Premonition, which tells of how Bush’s 
official pandemic team morphed into an 
unofficial maverick group that tried early in 
2020 to get the Trump administration and 
health bureaucracy to take the pandemic 
threat seriously and impose such steps. 
A core obstacle was that the US is a patchwork 
of local and state health departments that 
answer to local elected officials but where, for 
infectious diseases, all look to the CDC. But this 
risk-averse body doesn’t have legal authority 
to run a pandemic response. The CDC is 
almost villainised as it withholds support 
from local officials as the virus enters the 
mainland. Especially damning is that the CDC 
refused to test US citizens evacuated from 
Wuhan. 10 Nor did it get addresses as these 
people passed through US airports on their way 
to self-isolate at home. 11

“But the repeated errors 
and lapses in competence 
hark to tougher conclusions 
about political leaders 
and their bureaucracies.”

7 The White House. ‘Press briefing by Press Secretary Jen Psaki, May 25, 2021.’ whitehouse.gov/briefing-room/press-
briefings/2021/05/25/press-briefing-by-press-secretary-jen-psaki-may-25-2021/.

8 Michael Lewis. ‘The premonition.’ Allen Lane. 2021. Op cit. Pages 50 to 54.

9 Lewis Op cit. Chapters 1 and 4.

10 Lewis. Op cit. Pages 175 to 176. Page 206. In January 2020, the US government repatriated its citizens from Wuhan. 
One group of 57 went to a National Guard base just outside Omaha, Nebraska, to quarantine for 14 days. Nearby was the 
Global Centre for Health Security, which is charged with treating people with unknown pathogens. The centre’s boss, as 
protocol demanded, asked the go-to Centers for Disease Control and Prevention, better known as the CDC, for permission 
to test those in quarantine. The decision? No “doing research on imprisoned persons” was the answer, even though 
those quarantining wanted to be tested. The CDC didn’t even test others fleeing Wuhan or get addresses as these people 
passed through US airports on their way to self-isolate at home. In the introduction, Trump is likened to a “comorbidity”.

11 Lewis. Op cit. Page 206.
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Lewis traces the CDC’s inertness to the 
alarm it raised in 1976 about a deadly 
swine flu. The CDC urged President 
Gerald Ford to vaccinate the nation. 
About 43 million people were vaccinated but 
54 deaths were linked to the jabs and the 
flu never materialised. The administration 
of Jimmy Carter fired the CDC head and the 
job became a presidential appointment. 12 
Lewis’s book has its critics. But it does point 
to the shaken belief among many that 
“institutions can foresee calamity, arrest its 
impact and restore stability,” in the words of 
Kissinger again. 13

In the UK, Dominic Cummings’s notable insider 
view is another account of failed bureaucracies. 
Cummings tells that Prime Minister Boris 
Johnson was forced to take control of vaccine 
development because the Department of Health 
was a “smoking ruin” that had lost many of its 
best people to the National Health Service that 
operated as a separate fiefdom. 14 Other failings 
were that scientific advisory bodies operated 
in secret and their model predictions were 
regarded as unchallengeable even though 
they proved wrong, and that different health 
agencies had different data on infections and 
deaths. The success of vaccine procurements 
is attributed to the fact that a venture capitalist, 
not a bureaucrat, was put in charge. 15

His account is just another that points to 
systemic failings within government these days. 
Ryan Bourne, author of Economics in one virus, 
argues that the danger with government 
preparations is they prepare for the ‘old war’. 
No point reshoring production of essentials 
and stockpiling, he says, because the next 
challenge might be different. The only way to 
prepare for the next crisis is not to predict what 
that disaster might be but to cure “the origins 
of bureaucratic dysfunction that slow 
down responsiveness”. 16

But perhaps modern states are too complex 
to confront disasters efficiently. Historian 
Niall Ferguson in his book on the pandemic, 
Doom: The politics of catastrophe, writes that 
history shows that liberal democracies are only 
good at avoiding famines and have proved poor 
at coping with natural and man-made disasters.

So many mistakes are behind ‘small’ disasters 
such as the sinking of the Titanic in 1912 and 
the Challenger space shuttle explosion in 1986 
that it’s hard to pin any of the mishaps on one 
factor or person, Ferguson writes. Disasters 
are more likely – and are more likely to 
overwhelm society – when systems become so 
complex that several points of vulnerability can 
trigger chain reactions. “The more networked 
society becomes, the greater the potential for 
contagion, and not just of the biological variety,” 
he says, referring to man-made disasters that 
include financial ones and war. “All we can do is 
learn from history how to construct social and 
political structures that are at least resilient and 
at best antifragile.” 17

Perhaps the governing class can learn from 
where it fell short during the covid-19 pandemic 
and a reengineering of bureaucracies could be 
covid-19’s legacy. 18 It’s pretty much the same 
lesson Taiwan learnt from SARS.

“perhaps modern 
states are too 
complex to confront 
disasters efficiently”

12 Lewis. Op cit. Page 281 to 294.

13 Kissinger. Op cit.

14 BBC. ‘Health Department was ‘smoking ruin’ on Covid – Cummings.’ 17 March 2021. bbc.com/news/uk-
politics-56427280.

15 Camilla Cavendish, former head of Number 10 Policy Unit. ‘Cummings’ testimony reveals fatal flaws of the British state.’ 
29 May 2021. ft.com/content/828264c3-329a-4f28-af25-f951866b5439.

16 Ryan Bourne. Economics in one virus. Cato Institute. 2021 Quote from ‘The next crisis will not be like covid.’ 22 April 2021. 
telegraph.co.uk/business/2021/04/22/follwing-covid-governments-must-avoid-mistake-fighting-last/.

17 Niall Fergusson. Doom: The politics of catastrophe. Allen Lane. 2021. Quotes from page 14 and 17 in the introduction.

18 See John Micklethwait and Adrian Wooldridge. ‘The virus should wake up the west.’ 13 April 2020. Bloomberg News. 
bloomberg.com/opinion/articles/2020-04-13/coronavirus-pandemic-is-wake-up-call-to-reinvent-the-state.

© 2021 Magellan Asset Management Limited
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obtaining professional investment advice tailored to your specific circumstances before making any 
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may be obtained by calling +61 2 9235 4888 or by visiting www.magellangroup.com.au. 

Past performance is not necessarily indicative of future results and no person guarantees the 
future performance of any financial product or service, the amount or timing of any return from it, 
that asset allocations will be met, that it will be able to implement its investment strategy or that 
its investment objectives will be achieved. This material may contain ‘forward-looking statements’. 
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differ materially from those reflected or contemplated in such forward-looking statements.

This material may include data, research and other information from third party sources. Magellan 
makes no guarantee that such information is accurate, complete or timely and does not provide 
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at any time and no person has any responsibility to update any of the information provided in 
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involve known and unknown risks, uncertainties and other factors, and undue reliance should not 
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Any trademarks, logos, and service marks contained herein may be the registered and unregistered 
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not be reproduced, or disclosed, in whole or in part, without the prior written consent of Magellan.
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MAGELLAN GLOBAL FUND (CLOSED CLASS) MAGELLAN GLOBAL FUND (CLOSED CLASS) 
(ASX TICKER: MGF) AND (OPEN CLASS)  (ASX TICKER: MGF) AND (OPEN CLASS)  
(ASX TICKER: MGOC)(ASX TICKER: MGOC)

The Magellan Global Fund is a core holding that seeks to invest in the world’s best 
20 to 40 global stocks. The fund aims to deliver 9% p.a. over the economic cycle 
while reducing the risk of permanent capital loss.

PERFORMANCEPERFORMANCE
Global stocks soared to record highs in the 
12 months to June 2021 after government 
and central bank stimulus helped economies 
recover from the pandemic, pharmaceutical 
companies hastened economic reopenings 
when they developed vaccines against the virus 
that causes the illness known as covid-19, the 
new US administration of President Joe Biden 
used the unexpected control of Capitol Hill it 
gained in January after surprise Senate election 
victories in Georgia to implement more fiscal 
stimulus, investors decided the Democrats’ 
narrow control of Congress would prevent 
anti-business measures becoming law, and 
tech stocks reported earnings that showed 
how much they have benefited from the shift to 
online. 

The Magellan Global Fund (Open Class) 
(Managed Fund) recorded a return after 
fees of 10.8% for the 12 months while the 
Magellan Global Fund (Closed Class) recorded 
a return after fees of 7.5% since its inception 
on 30 November 2020. The stocks that 
performed best over the 12 months included 
the investments in Alphabet (+3.5% of the 
total portfolio return), Facebook (+2.2%) and 
Starbucks (+1.8%). Alphabet rose after its 
Google subsidiary’s advertising revenue 
showed a better-than-expected rebound from 
the coronavirus-triggered slump and the US 
election outcome and a court ruling in June 
appeared to reduce the risk of a crackdown 
on Big Tech that would ensnare Google, which 
is already under anti-trust scrutiny by the US 
Department of Justice. Facebook climbed 
enough to record a market cap in excess of 
US$1 trillion after earnings beat expectations, 
the social-media company said its main site 
has a record 2.9 billion ‘active’ monthly users, 
and a US judge in June unexpectedly dismissed 
two complaints against the social-media giant 
from the US regulator because the judge said 
the Federal Trade Commission failed to prove 
the company was a monopoly. Starbucks rose 
as economies reopened and the coffee chain 
deepened its penetration into China.

The only stock held over the year that detracted 
from performance was the investment in 
Reckitt (-0.4%). Reckitt slid on a view that the 
easing of the pandemic would reduce demand 
for the sanitary products of the UK-based, 
multinational consumer-packaged-goods 
company.

OUTLOOKOUTLOOK
The global economic upswing appears set to 
last a couple of years, driven by a record level 
of monetary and fiscal stimulus as well as a 
vaccine-driven reopening. However, there are 
two key risks. 

The first is that the supply side of the economy 
takes much longer to recover than the demand 
side, leading to inflationary pressures that are 
larger or more persistent than expected. While 
we and most central banks expect inflationary 
pressures to be transitory, a surprise here may 
force central banks to tighten policy faster than 
expected, perhaps materially so. The second is 
a covid-19 mutation that requires replacement 
vaccines to be developed and distributed, a 
process that could take three to six months. 

Covid-19 has not changed our longer-term 
economic outlook. The global economy remains 
structurally low growth and low inflation, 
resulting in structurally low interest rates. What 
has changed is a steep rise in government debt 
and potentially a greater acceptance of central-
bank-financed government deficits.

The equity market outlook for the next 18 
months is more challenging than usual to 
predict. The cyclical economic upswing and 
policy accommodation should support equity 
returns, but the two economic risks mentioned 
earlier could trigger a 20% or more decline in 
equity prices. Another potential trigger is a 
correction in overvalued pockets of the market 
such as ‘meme’ stocks, as this could spread to 
the broader equity market. 

We have reduced the cash holding in the fund 
from 15% to 5% in the past year. This reduction 
has been driven by the less-uncertain market 
outlook, particularly after the announcement of 
positive vaccine results in November.

Hamish Douglass,  
Chairman and Chief 
Investment Officer

Arvid Streimann 
Head of Macro and 
Portfolio Manager
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PORTFOLIO POSITIONINGPORTFOLIO POSITIONING11

Top-10 holdings at 30 June 2021
Security Weight (%)

Microsoft Corporation 7.8
Alphabet Inc 6.8
Facebook Inc 6.4
Starbucks Corporation 5.3
Netflix Inc 4.8
Alibaba Group Holding Ltd 4.8
Visa Inc 4.6
Tencent Holdings Ltd 4.5
SAP SE 4.3
Yum! Brands Inc 4.1
Total 53.4

We believe our portfolio of 23 high-quality businesses 
remains well positioned to offer downside protection and to 
generate satisfactory returns over the medium to long term.

With these objectives in mind, the portfolio has been 
constructed to account for the cyclical economic recovery 
underway while considering key nearer-term risks associated 
with higher-than-expected inflation, an escape mutation and 
pockets of investor risk-seeking. Portfolio positioning also 
reflects the longer-term challenges to economies presented 
by lower structural growth and a likely rise in interest rates 
over time.

Central to our portfolio construction, now and always, is 
a gravitation towards high-quality businesses available at 
attractive prices. It is this approach – a considered and 
balanced selection of exceptional businesses possessing a 
competitive moat plus deliberate risk management – that 
provides conviction in the portfolio’s ability to satisfy its dual 
objectives over time.

The past 12 to 18 months provided investors with another 
visceral reminder of the importance of a long-term 
orientation and of business quality. By virtue of their 
competitive advantages, their importance to customers 
and their robust fiscal positions, high-quality businesses 
proved resilient through the depths of events last year. As 
importantly, these businesses have emerged from the crisis 
in a more advantaged position. Given their strength and 
capabilities, these businesses were able to innovate and 
adapt while reinvesting for growth through the crisis. Many 
observed an acceleration in the adoption of their products 
and services, particularly those with any form of digital 
exposure. Some have business units that stand to benefit 
from further lifting of mobility restrictions. High-quality 
businesses can weather the inevitable storms, allowing them 
to capitalise during calmer tides.

Embedded within our definition of business quality is 
an insistence that a company be on the winning side of 
disruptive shifts. This exposes the portfolio to businesses 
that can achieve growth that is less dependent on the 
underlying strength of the economy. The corollary is that 
the fundamental results of these businesses, though more 
attractive through the cycle, can lag companies that benefit 
from having a purer economic exposure during a strong 
recovery but whose performance will be challenged in its 
absence. Our approach remains to invest in businesses 

that we consider will have a high likelihood of success 
for decades to come. As always, we evaluate prospective 
returns in relation to the type and degree of risk we are 
taking.

The core investment themes in our portfolio at 30 June 2021 
were: 

 ■ An investment across a range of highly resilient 
businesses that represented 36% of the portfolio. 
These businesses primarily offer ballast and downside 
protection to the portfolio. The fundamental performance 
of these companies is largely immune to the economic 
cycle, given their products and services are either 
essential or in increasing demand. The performance 
should also be only modestly affected by measures 
that would likely be required to contain further covid-19 
outbreaks. We have been mindful with respect to the 
form and degree of inflation and interest-rate exposure 
across these holdings. These investments offer attractive 
risk-adjusted returns under a wide range of potential 
economic outcomes. They comprise:

 – Consumer staples at 14% of the portfolio (Nestlé, 
PepsiCo, Procter & Gamble and Reckitt). 

 – Regulated US utilities and communications 
infrastructure at 11% of the portfolio (Crown Castle 
International, Eversource Energy, WEC Energy and Xcel 
Energy). 

 – Franchise-model restaurants at 7% of the portfolio 
(McDonald’s and Yum! Brands).

 – A diversified healthcare business, Novartis, at 4% of the 
portfolio.

 ■ The Chinese consumer (technology-platform companies 
Alibaba Group and Tencent and consumer companies 
LVMH and Starbucks) that comprised 16% of the portfolio. 
The Chinese middle class is forecast to double in size over 
the next five to 10 years with the high-end cohort growing 
even faster. Alibaba and Tencent are structural winners in 
the Chinese economy, owning the leading gaming, social 
media and e-commerce platforms respectively. They 
are also the two leading cloud-computing and digital-
payment businesses in China. The Western consumer 
businesses have strong brands and significant leverage to 
the growth in China’s middle to upper class over time.

 ■ Advertising technology-platform companies (Alphabet, 
the owner of Google, and Facebook) that represented 13% 
of the portfolio. These companies benefit from the shift in 
marketing expenditure from traditional media properties 
to digital platforms.

 ■ Enterprise-software companies (Microsoft and SAP) that 
comprised 12% of the portfolio. These companies are 
deeply integrated within the operations of their business 
customers, which lowers the risk these customers will 
switch software vendors. They are benefiting from the 
transformational growth in cloud computing. 

 ■ Companies benefiting from technology-enabled growth 
(Netflix and Intercontinental Exchange) that accounted 
for 9% of the portfolio. Netflix is leveraged to the broad 
shift from pay TV to streaming video on demand, while 
Intercontinental Exchange’s efforts to digitise the US 
residential mortgage process complement its resilient 
exchange business. 
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Performance as at 30 June 2021 2

1 year  
(%)

3 years  
(% p.a.)

5 years 
(% p.a.)

7 years 
(% p.a.)

10 years  
(% p.a.)

Since 
inception  

(% p.a.)

Magellan Global Fund (Open Class) 
(Managed Fund) (ASX: MGOC) 10.8 13.2 14.4 14.2 16.7 11.9

9% p.a. objective excess 1.8 4.2 5.4 5.2 7.7 2.9

Magellan Global Fund (Closed Class) 
(ASX: MGF) - - - - - 7.5

9% p.a. objective excess - - - - - n/a

Rolling 3-year returns (measured monthly) 3

Against MSCI World Index 1 year 3 years 5 years Since inception

No. of observations 12 36 60 133

Average excess return (% p.a.) 1.8 2.4 1.6 4.2

Outperformance consistency 67% 81% 78% 88%

Capital Preservation Measures 4

Adverse Markets
Last  

36 months
Last  

60 months
Since

inception

No. of observations 8 13 53

Outperformance consistency 100% 77% 77%

Down Market Capture Ratio 0.3 0.4 0.5

 ■ Payment-platform companies (Mastercard and Visa) 
that represented 8% of the portfolio. These are classic 
‘network-effect’ business models that connect millions of 
merchants with billions of cardholders. These companies 
provide the ‘rails’ upon which global electronic payment 
systems run.

 ■ A 5% holding in cash (held in US dollars).1

 
Hamish Douglass Arvid Streimann

1 Based on Magellan Global Fund (Open Class). Portfolio positioning may not sum to 100% due to rounding. 
2 Returns denoted in AUD. Open Class fund calculations are based on exit price with distributions reinvested, after ongoing fees and expenses but excluding 

individual tax, member fees and entry fees (if applicable). Closed Class calculations are based on net asset values with distributions reinvested, after 
ongoing fees and expenses but excluding individual tax, member fees and entry fees (if applicable). Open Class inception date is 1 July 2007 (inclusive). 
Closed Class inception date is 30 November 2020 (inclusive), part-period since inception return is not annualised.

3 Based on Magellan Global Fund (Open Class). 3-year returns are calculated and rolled monthly in AUD, with the outperformance consistency indicating the 
percentage of positive excess returns since inception. Calculations are based on exit price with distributions reinvested, after ongoing fees and expenses 
but excluding individual tax, member fees and entry fees (if applicable). Fund inception date is 1 July 2007 (inclusive).

4 Based on Magellan Global Fund (Open Class). Capital preservation measures are based on exit price with distributions reinvested, after ongoing fees 
and expenses but excluding individual tax, member fees and entry fees (if applicable). An Adverse Market is defined as a negative 3-month return for the 
MSCI World NTR Index (AUD), rolled monthly. The Down Market Capture Ratio shows if a fund has outperformed a benchmark during periods of market 
weakness, and if so, by how much. Fund inception date is 1 July 2007 (inclusive).
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be the registered and unregistered trademarks of their respective owners. This material and the 
information contained within it may not be reproduced, or disclosed, in whole or in part, without the 
prior written consent of Magellan.

© 2021 Magellan Asset Management Limited
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MAGELLAN GLOBAL FUND (HEDGED) AND MAGELLAN GLOBAL FUND (HEDGED) AND 
THE MAGELLAN GLOBAL EQUITIES FUND THE MAGELLAN GLOBAL EQUITIES FUND 
(CURRENCY HEDGED) (MANAGED FUND)  (CURRENCY HEDGED) (MANAGED FUND)  
(ASX TICKER: MHG)(ASX TICKER: MHG)

The Magellan Global Fund (Hedged) and the Magellan Global Equities Fund 
(Currency Hedged) (Managed Fund) (ASX:MHG) are core holdings that seek to 
invest in the world’s best 20 to 40 global stocks. The funds aim to deliver 9% p.a. 
over the economic cycle while reducing the risk of permanent capital loss. The 
funds aim to protect returns from currency movements.

PERFORMANCEPERFORMANCE
Global stocks soared to record highs in the 
12 months to June 2021 after government 
and central bank stimulus helped economies 
recover from the pandemic, pharmaceutical 
companies hastened economic reopenings 
when they developed vaccines against the virus 
that causes the illness known as covid-19, the 
new US administration of President Joe Biden 
used the unexpected control of Capitol Hill it 
gained in January after surprise Senate election 
victories in Georgia to implement more fiscal 
stimulus, investors decided the Democrats’ 
narrow control of Congress would prevent 
anti-business measures becoming law, and 
tech stocks reported earnings that showed 
how much they have benefited from the shift to 
online. 

The Magellan Global Fund (Hedged) recorded 
a return after fees of 19.5% for the 12 months 
while the Magellan Global Equities Fund 
(Currency Hedged) (Managed Fund) recorded 
a return after fees of 19.6% over the period. 
The stocks that performed best over the 12 
months included the investments in Alphabet 
(+3.5% of the total portfolio return), Facebook 
(+2.2%) and Starbucks (+1.8%). Alphabet rose 
after its Google subsidiary’s advertising revenue 
showed a better-than-expected rebound from 
the coronavirus-triggered slump and the US 
election outcome and a court ruling in June 
appeared to reduce the risk of a crackdown 
on Big Tech that would ensnare Google, which 
is already under anti-trust scrutiny by the US 
Department of Justice. Facebook climbed 
enough to record a market cap in excess of 
US$1 trillion after earnings beat expectations, 
the social-media company said its main site 
has a record 2.9 billion ‘active’ monthly users, 
and a US judge in June unexpectedly dismissed 
two complaints against the social-media giant 
from the US regulator because the judge said 
the Federal Trade Commission failed to prove 
the company was a monopoly. Starbucks rose 
as economies reopened and the coffee chain 
deepened its penetration into China.

The only stock held over the year that detracted 
from performance was the investment in 
Reckitt (-0.4%). Reckitt slid on a view that the 
easing of the pandemic would reduce demand 
for the sanitary products of the UK-based, 
multinational consumer-packaged-goods 
company.

OUTLOOKOUTLOOK
The global economic upswing appears set to 
last a couple of years, driven by a record level 
of monetary and fiscal stimulus as well as a 
vaccine-driven reopening. However, there are 
two key risks. 

The first is that the supply side of the economy 
takes much longer to recover than the demand 
side, leading to inflationary pressures that are 
larger or more persistent than expected. While 
we and most central banks expect inflationary 
pressures to be transitory, a surprise here may 
force central banks to tighten policy faster than 
expected, perhaps materially so. The second is 
a covid-19 mutation that requires replacement 
vaccines to be developed and distributed, a 
process that could take three to six months. 

Covid-19 has not changed our longer-term 
economic outlook. The global economy remains 
structurally low growth and low inflation, 
resulting in structurally low interest rates. What 
has changed is a steep rise in government debt 
and potentially a greater acceptance of central-
bank-financed government deficits.

The equity market outlook for the next 18 
months is more challenging than usual to 
predict. The cyclical economic upswing and 
policy accommodation should support equity 
returns, but the two economic risks mentioned 
earlier could trigger a 20% or more decline in 
equity prices. Another potential trigger is a 
correction in overvalued pockets of the market 
such as ‘meme’ stocks, as this could spread to 
the broader equity market. 

Hamish Douglass,  
Chairman and Chief 
Investment Officer

Arvid Streimann 
Head of Macro and 
Portfolio Manager



2

We have reduced the cash holding in the fund from 15% 
to 6% in the past year. This reduction has been driven by 
the less-uncertain market outlook, particularly after the 
announcement of positive vaccine results in November.

PORTFOLIO POSITIONINGPORTFOLIO POSITIONING11

Top-10 holdings at 30 June 2021
Security Weight (%)

Microsoft Corporation 7.9
Alphabet Inc 7.0
Facebook Inc 6.5
Starbucks Corporation 5.4
Netflix Inc 5.0
Alibaba Group Holding Ltd 4.9
Visa Inc 4.7
Tencent Holdings Ltd 4.6
SAP SE 4.4
Yum! Brands Inc 4.2
Total 54.6

We believe our portfolio of 23 high-quality businesses 
remains well positioned to offer downside protection and to 
generate satisfactory returns over the medium to long term.

With these objectives in mind, the portfolio has been 
constructed to account for the cyclical economic recovery 
underway while considering key nearer-term risks associated 
with higher-than-expected inflation, an escape mutation and 
pockets of investor risk-seeking. Portfolio positioning also 
reflects the longer-term challenges to economies presented 
by lower structural growth and a likely rise in interest rates 
over time.

Central to our portfolio construction, now and always, is 
a gravitation towards high-quality businesses available at 
attractive prices. It is this approach – a considered and 
balanced selection of exceptional businesses possessing a 
competitive moat plus deliberate risk management – that 
provides conviction in the portfolio’s ability to satisfy its dual 
objectives over time.

The past 12 to 18 months provided investors with another 
visceral reminder of the importance of a long-term 
orientation and of business quality. By virtue of their 
competitive advantages, their importance to customers 
and their robust fiscal positions, high-quality businesses 
proved resilient through the depths of events last year. As 
importantly, these businesses have emerged from the crisis 
in a more advantaged position. Given their strength and 
capabilities, these businesses were able to innovate and 
adapt while reinvesting for growth through the crisis. Many 
observed an acceleration in the adoption of their products 
and services, particularly those with any form of digital 
exposure. Some have business units that stand to benefit 
from further lifting of mobility restrictions. High-quality 
businesses can weather the inevitable storms, allowing them 
to capitalise during calmer tides.

Embedded within our definition of business quality is 
an insistence that a company be on the winning side of 
disruptive shifts. This exposes the portfolio to businesses 
that can achieve growth that is less dependent on the 
underlying strength of the economy. The corollary is that 

the fundamental results of these businesses, though more 
attractive through the cycle, can lag companies that benefit 
from having a purer economic exposure during a strong 
recovery but whose performance will be challenged in its 
absence. Our approach remains to invest in businesses 
that we consider will have a high likelihood of success 
for decades to come. As always, we evaluate prospective 
returns in relation to the type and degree of risk we are 
taking.

The core investment themes in our portfolio at 30 June 2021 
were: 

 ■ An investment across a range of highly resilient 
businesses that represented 37% of the portfolio. 
These businesses primarily offer ballast and downside 
protection to the portfolio. The fundamental performance 
of these companies is largely immune to the economic 
cycle, given their products and services are either 
essential or in increasing demand. The performance 
should also be only modestly affected by measures 
that would likely be required to contain further covid-19 
outbreaks. We have been mindful with respect to the 
form and degree of inflation and interest-rate exposure 
across these holdings. These investments offer attractive 
risk-adjusted returns under a wide range of potential 
economic outcomes. They comprise:

 – Consumer staples at 15% of the portfolio (Nestlé, 
PepsiCo, Procter & Gamble and Reckitt). 

 – Regulated US utilities and communications 
infrastructure at 11% of the portfolio (Crown Castle 
International, Eversource Energy, WEC Energy and Xcel 
Energy). 

 – Franchise-model restaurants at 7% of the portfolio 
(McDonald’s and Yum! Brands).

 – A diversified healthcare business, Novartis, at 4% of the 
portfolio.

 ■ The Chinese consumer (technology-platform companies 
Alibaba Group and Tencent and consumer companies 
LVMH and Starbucks) that comprised 17% of the 
portfolio. The Chinese middle class is forecast to double 
in size over the next five to 10 years with the high-end 
cohort growing even faster. Alibaba and Tencent are 
structural winners in the Chinese economy, owning the 
leading gaming, social media and e-commerce platforms 
respectively. They are also the two leading cloud-
computing and digital-payment businesses in China. The 
Western consumer businesses have strong brands and 
significant leverage to the growth in China’s middle to 
upper class over time.

 ■ Advertising technology-platform companies (Alphabet, 
the owner of Google, and Facebook) that represented 13% 
of the portfolio. These companies benefit from the shift in 
marketing expenditure from traditional media properties 
to digital platforms.

 ■ Enterprise-software companies (Microsoft and SAP) that 
comprised 12% of the portfolio. These companies are 
deeply integrated within the operations of their business 
customers, which lowers the risk these customers will 
switch software vendors. They are benefiting from the 
transformational growth in cloud computing. 
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Performance as at 30 June 2021 2

1 year  
(%)

3 years  
(% p.a.)

5 years 
(% p.a.)

7 years 
(% p.a.)

10 years  
(% p.a.)

Since 
inception  

(% p.a.)

Magellan Global Fund (Hedged) 19.5 12.4 14.0 11.5 - 12.0

9% p.a. objective excess 10.5 3.4 5.0 2.5 - 3.0

Magellan Global Equities Fund 
(Currency Hedged) (Managed Fund) 
(ASX: MHG)

19.6 12.7 14.2 - - 11.0

9% p.a. objective excess 10.6 3.7 5.2 - - 2.0

Rolling 3-year returns (measured monthly) 3

Against MSCI World Index  
($A hedged) 1 year 3 years 5 years Since inception

No. of observations 12 36 60 61

Average excess return (% p.a.) 1.6 2.2 1.3 1.3

Outperformance consistency 67% 83% 72% 70%

Capital Preservation Measures 4

Adverse Markets
Last  

36 months
Last  

60 months
Since

inception

No. of observations 10 12 19

Outperformance consistency 100% 92% 95%

Down Market Capture Ratio 0.5 0.6 0.6

 ■ Companies benefiting from technology-enabled growth 
(Netflix and Intercontinental Exchange) that accounted 
for 9% of the portfolio. Netflix is leveraged to the broad 
shift from pay TV to streaming video on demand, while 
Intercontinental Exchange’s efforts to digitise the US 
residential mortgage process complement its resilient 
exchange business. 

 ■ Payment-platform companies (Mastercard and Visa) 
that represented 8% of the portfolio. These are classic 
‘network-effect’ business models that connect millions of 
merchants with billions of cardholders. These companies 
provide the ‘rails’ upon which global electronic payment 
systems run.

 ■ A 3% holding in cash.1

 
Hamish Douglass Arvid Streimann

1 Based on Magellan Global Fund (Hedged). Portfolio positioning may not sum to 100% due to rounding, cash exposure includes profit/loss on currency 
hedging. 

2 Returns denoted in AUD.  Unlisted fund calculations are based on exit price with distributions reinvested, after ongoing fees and expenses but excluding 
individual tax, member fees and entry fees (if applicable). Active ETF calculations are based on net asset values with distributions reinvested, after ongoing 
fees and expenses but excluding individual tax, member fees and entry fees (if applicable).Magellan Global Fund (Hedged) inception date is 1 July 2013 
(inclusive), Magellan Global Equities Fund (Currency Hedged) inception date is 4 August 2015 (inclusive).

3 Based on Magellan Global Fund (Hedged). 3-year returns are calculated and rolled monthly in AUD, with the outperformance consistency indicating the 
percentage of positive excess returns since inception. Calculations are based on exit price with distributions reinvested, after ongoing fees and expenses 
but excluding individual tax, member fees and entry fees (if applicable). Fund inception date is 1 July 2013.

4 Based on Magellan Global Fund (Hedged). Capital preservation measures are based on exit price with distributions reinvested, after ongoing fees and 
expenses but excluding individual tax, member fees and entry fees (if applicable). An Adverse Market is defined as a negative 3-month return for the MSCI 
World NTR Index (AUD Hedged), rolled monthly. The Down Market Capture Ratio shows if a fund has outperformed a benchmark during periods of market 
weakness, and if so, by how much. Fund inception date is 1 July 2013.



IMPORTANT INFORMATIONIMPORTANT INFORMATION

Important Information: Units in the fund referred to herein are issued by Magellan Asset 
Management Limited ABN 31 120 593 946, AFS Licence No. 304 301 (‘Magellan’). This material is 
issued by Magellan and has been prepared for general information purposes only and must not be 
construed as investment advice or as an investment recommendation. This material does not take 
into account your investment objectives, financial situation or particular needs. This material does 
not constitute an offer or inducement to engage in an investment activity nor does it form part of 
any offer documentation, offer or invitation to purchase, sell or subscribe for interests in any type 
of investment product or service. You should read and consider any relevant offer documentation 
applicable to any investment product or service and consider obtaining professional investment 
advice tailored to your specific circumstances before making any investment decision. A copy of 
the relevant PDS relating to a Magellan financial product or service may be obtained by calling +61 2 
9235 4888 or by visiting www.magellangroup.com.au.

Past performance is not necessarily indicative of future results and no person guarantees the 
future performance of the fund the amount or timing of any return from it, that asset allocations 
will be met, that it will be able to implement its investment strategy or that its investment objectives 
will be achieved. Statements contained in this material that are not historical facts are based on 
current expectations, estimates, projections, opinions and beliefs of Magellan. Such statements 
involve known and unknown risks, uncertainties and other factors, and undue reliance should not 
be placed thereon. This material may contain ‘forward-looking statements’. Actual events or results 
or the actual performance of a Magellan financial product or service may differ materially from 
those reflected or contemplated in such forward-looking statements. This material may include 
data, research and other information from third party sources. Magellan makes no guarantee that 
such information is accurate, complete or timely and does not provide any warranties regarding 
results obtained from its use. No representation or warranty is made with respect to the accuracy or 
completeness of any of the information contained in this material. Magellan will not be responsible or 
liable for any losses arising from your use or reliance upon any part of the information contained in 
this material. 

Further information regarding any benchmark referred to herein can be found at  
www.magellangroup.com.au.  Any trademarks, logos, and service marks contained herein may 
be the registered and unregistered trademarks of their respective owners. This material and the 
information contained within it may not be reproduced, or disclosed, in whole or in part, without the 
prior written consent of Magellan.

© 2021 Magellan Asset Management Limited
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MAGELLAN HIGH CONVICTION FUNDMAGELLAN HIGH CONVICTION FUND

The Magellan High Conviction Fund seeks to deliver an attractive risk-adjusted 
absolute return over the long term by investing, at an attractive price, in eight to 12 
of the world’s highest-quality businesses. 

PERFORMANCEPERFORMANCE
Global stocks soared to record highs in the 
12 months to June 2021 after government 
and central bank stimulus helped economies 
recover from the pandemic, pharmaceutical 
companies hastened the economic reopenings 
when they developed vaccines against the virus 
that causes the illness known as covid-19, the 
new US administration of President Joe Biden 
used its control of Capitol Hill to implement 
more fiscal stimulus, investors decided the 
Democrats’ narrow control of Congress would 
prevent anti-business measures becoming law, 
and technology stocks reported earnings that 
showed how much they have benefited from the 
shift to digital.

Class A units recorded a return after fees of 
17.4% for the 12 months. Class B units returned 
17.8% after fees over the same period. The 
stocks that performed best over the 12 months 
included the investments in Alphabet (+6.9% 
of the total portfolio return), Facebook (+4.2%) 
and Microsoft (+3.4%). Alphabet rose after 
its Google subsidiary’s advertising revenue 
showed a better-than-expected rebound from 
the coronavirus-triggered slump and the US 
election outcome and a court ruling in June 
appeared to reduce the risk of a crackdown 
on Big Tech that would ensnare Google, which 
is already under anti-trust scrutiny by the US 
Department of Justice. Facebook climbed 
enough to record a market cap in excess of 
US$1 trillion after earnings beat expectations, 
the social-media company said its main site has 
a record 2.9 billion ‘active’ monthly users, and a 
US judge in June unexpectedly dismissed two 
complaints against the social-media giant from 
the US regulator because the judge said the 
Federal Trade Commission failed to prove the 
company was a monopoly. Microsoft surged 
to become the first company after Apple to 
reach a market cap of US$2 trillion after its 
cloud business helped the software giant beat 
earnings and revenue forecasts and then held 
up relatively well when covid-19 hit because 
it was judged a stock that would benefit from 
greater online activity.

No stock declined in local-currency terms over 
the 12 months.

OUTLOOKOUTLOOK
The global economic upswing is well underway, 
driven by a record level of monetary and fiscal 
stimulus as well as a vaccine-driven reopening. 
However, there are two key risks. 

The first is that the supply side of the economy 
takes much longer to recover than the demand 
side, leading to inflationary pressures that are 
larger or more persistent than expected. While 
we and most central banks expect inflationary 
pressures to be transitory, a surprise here may 
force central banks to tighten policy faster than 
expected, perhaps materially so. The second is 
a covid-19 mutation that requires replacement 
vaccines to be developed and distributed, a 
process that could take three to six months. 

Covid-19 has not changed our longer-term 
economic outlook. The global economy remains 
structurally low growth and low inflation, 
resulting in structurally low interest rates. What 
has changed is a steep rise in government debt 
and potentially a greater acceptance of central-
bank-financed government deficits.

The equity market outlook for the next 18 
months is more challenging than usual to 
predict. The cyclical economic upswing and 
policy accommodation should support equity 
returns, but the two economic risks mentioned 
earlier could trigger a 20% or more decline in 
equity prices. Other potential triggers are a 
correction in overvalued pockets of the market 
such as ‘meme’ stocks, as this could spread 
to the broader equity market, or a panic in 
emerging markets possibly sparked by rising 
interest rates and a stronger US dollar. 

We have reduced the cash holding in the fund 
from 23% to 4% in the past year. This reduction 
has been driven by the less uncertain market 
outlook, which was in turn driven by the 
aggressive monetary and fiscal support by 
central banks and governments and increased 
consumer and business confidence after the 
announcement of positive vaccine results in 
November.

Chris Wheldon,  
Portfolio Manager

Hamish Douglass,  
Chairman and Chief 
Investment Officer
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PORTFOLIO POSITIONINGPORTFOLIO POSITIONING11

Holdings at 30 June 2021
Security Weight (%)

Microsoft Corporation 15.9
Alphabet Inc 14.2
Facebook Inc 12.4
Netflix Inc 11.2
Alibaba Group Holding Ltd 8.0
Tencent Holdings Ltd 8.0
SAP SE 7.3
Intercontinental Exchange Inc 7.1
Starbucks Corporation 6.3
Visa Inc 5.8
Cash 3.8
Total 100.0

We believe our portfolio of 10 high-quality businesses 
remains well positioned to generate attractive compound 
risk-adjusted returns over the medium to long term.
With this objective in mind, the portfolio has been 
constructed to provide investors with a concentrated 
exposure to various secular growth tailwinds and highly 
advantaged businesses while considering key nearer-term 
risks associated with higher-than-expected inflation, an 
escape mutation and pockets of investor risk-seeking. 
Portfolio positioning also reflects the longer-term challenges 
to economies presented by lower structural growth and a 
likely rise in interest rates over time.
Central to our portfolio construction, now and always, is 
a gravitation towards high-quality businesses available 
at attractive prices. It is this approach – a considered 
yet concentrated selection of exceptional businesses 
possessing a competitive moat, our best ideas, plus 
deliberate risk management – that provides conviction in the 
portfolio’s ability to achieve its objective over time.
The past 12 to 18 months provided investors with another 
visceral reminder of the importance of a long-term 
orientation and of business quality. By virtue of their 
competitive advantages, their importance to customers 
and their robust fiscal positions, high-quality businesses 
proved resilient through the depths of events last year. As 
importantly, these businesses have emerged from the crisis 
in a more advantaged position. Given their strength and 
capabilities, these businesses were able to innovate and 
adapt while reinvesting for growth through the crisis. Many 
observed an acceleration in the adoption of their products 
and services, particularly those with any form of digital 
exposure. Some have business units that stand to benefit 
from further lifting of mobility restrictions. High-quality 
businesses can weather the inevitable storms, allowing them 
to capitalise during calmer tides.
Embedded within our definition of business quality is 
an insistence that a company be on the winning side of 
disruptive shifts. This exposes the portfolio to businesses 
that can achieve growth that is less dependent on the 
underlying strength of the economy. The corollary is that 
the fundamental results of these businesses, though more 
attractive through the cycle, can lag companies that benefit 
from having a purer economic exposure during a strong 
recovery but whose performance will be challenged in its 
absence. Our approach remains to invest in businesses that 

have a high likelihood of success for decades to come. As 
always, we evaluate prospective returns in relation to the 
type and degree of risk we are taking.
The core investment themes in our portfolio at 30 June 2021 
were:

 ■ Advertising technology-platform companies (Alphabet, 
the owner of Google, and Facebook) that represented 27% 
of the portfolio. These companies benefit from the shift in 
marketing expenditure from traditional media properties 
to digital platforms.

 ■ Enterprise-software companies (Microsoft and SAP) that 
comprised 23% of the portfolio. These companies are 
deeply integrated within the operations of their business 
customers, which lowers the risk these customers will 
switch software vendors. They are benefiting from the 
transformational growth in cloud computing. 

 ■ The Chinese consumer (technology-platform companies 
Alibaba Group and Tencent and consumer company 
Starbucks) that comprised 22% of the portfolio. The 
Chinese middle class is forecast to double in size over 
the next five to 10 years with the high-end cohort growing 
even faster. Alibaba and Tencent are structural winners 
in the Chinese economy, owning the leading gaming, 
social media and e-commerce platforms respectively. 
They are also the two leading cloud-computing and 
digital-payment businesses in China. Western consumer 
businesses, like Starbucks, have strong brands and 
significant leverage to the growth in China’s middle to 
upper class over time.

 ■ Companies benefiting from technology-enabled growth 
(Netflix and Intercontinental Exchange) that accounted 
for 18% of the portfolio. Netflix is leveraged to the broad 
shift from pay TV to streaming video on demand, while 
Intercontinental Exchange’s efforts to digitise the US 
residential mortgage process complement its resilient 
exchange and data services businesses. 

 ■ A payment-platform company (Visa) that represented 6% 
of the portfolio. Visa possesses a classic ‘network-effect’ 
business model that connects millions of merchants with 
billions of cardholders. It provides the ‘rails’ upon which 
global electronic payment systems run.

 ■ A 4% holding in cash, held primarily in US dollars1.

 
Hamish Douglass Chris Wheldon
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Performance as at 30 June 2021 2

1 year  
(%)

3 years  
(% p.a.)

5 years 
(% p.a.)

7 years 
(% p.a.)

10 years  
(% p.a.)

Since 
inception  

(% p.a.)

Magellan High Conviction Fund 
(Class A) 17.4 12.1 15.2 14.9 - 15.0

10% p.a objective excess 7.4 2.1 5.2 4.9 - 5.0

Magellan High Conviction Fund 
(Class B) 17.8 12.3 - - - 12.2

10% p.a objective excess 7.8 2.3 - - - 2.2

Rolling 3-year returns (measured monthly) 3

Against 10% p.a. Objective 1 year 3 years 5 years Since inception

No. of observations 12 36 60 61

Average excess return (% p.a.) 1.3 3.4 3.7 3.7

Outperformance consistency 75% 89% 93% 93%

1 Portfolio positioning may not sum to 100% due to rounding. 
2 Returns denoted in AUD. Calculations are based on exit price with distributions reinvested, after ongoing fees and expenses but excluding individual tax, 

member fees and entry fees (if applicable). Magellan High Conviction Fund (Class A) inception date is 1 July 2013 (inclusive), Magellan High Conviction 
Fund (Class B) inception date is 15 November 2017 (inclusive). 

3 Based on Class A series. 3-year returns are calculated and rolled monthly in AUD, with the outperformance consistency indicating the percentage of 
positive excess returns since inception. Calculations are based on exit price with distributions reinvested, after ongoing fees and expenses but excluding 
individual tax, member fees and entry fees (if applicable). Fund inception date is 1 July 2013 (inclusive).
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Important Information: Units in the fund referred to herein are issued by Magellan Asset 
Management Limited ABN 31 120 593 946, AFS Licence No. 304 301 (‘Magellan’). This material is 
issued by Magellan and has been prepared for general information purposes only and must not be 
construed as investment advice or as an investment recommendation. This material does not take 
into account your investment objectives, financial situation or particular needs. This material does 
not constitute an offer or inducement to engage in an investment activity nor does it form part of 
any offer documentation, offer or invitation to purchase, sell or subscribe for interests in any type 
of investment product or service. You should read and consider any relevant offer documentation 
applicable to any investment product or service and consider obtaining professional investment 
advice tailored to your specific circumstances before making any investment decision. A copy of 
the relevant PDS relating to a Magellan financial product or service may be obtained by calling +61 2 
9235 4888 or by visiting www.magellangroup.com.au.

Past performance is not necessarily indicative of future results and no person guarantees the 
future performance of the fund the amount or timing of any return from it, that asset allocations 
will be met, that it will be able to implement its investment strategy or that its investment objectives 
will be achieved. Statements contained in this material that are not historical facts are based on 
current expectations, estimates, projections, opinions and beliefs of Magellan. Such statements 
involve known and unknown risks, uncertainties and other factors, and undue reliance should not 
be placed thereon. This material may contain ‘forward-looking statements’. Actual events or results 
or the actual performance of a Magellan financial product or service may differ materially from 
those reflected or contemplated in such forward-looking statements. This material may include 
data, research and other information from third party sources. Magellan makes no guarantee that 
such information is accurate, complete or timely and does not provide any warranties regarding 
results obtained from its use. No representation or warranty is made with respect to the accuracy or 
completeness of any of the information contained in this material. Magellan will not be responsible or 
liable for any losses arising from your use or reliance upon any part of the information contained in 
this material. 

Further information regarding any benchmark referred to herein can be found at  
www.magellangroup.com.au.  Any trademarks, logos, and service marks contained herein may 
be the registered and unregistered trademarks of their respective owners. This material and the 
information contained within it may not be reproduced, or disclosed, in whole or in part, without the 
prior written consent of Magellan.

© 2021 Magellan Asset Management Limited
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MAGELLAN HIGH CONVICTION TRUST  MAGELLAN HIGH CONVICTION TRUST  
(ASX TICKER: MHH)(ASX TICKER: MHH)

The Magellan High Conviction Trust is an ASX-listed trust (ASX: MHH) that seeks to 
deliver an attractive risk-adjusted absolute return over the long term by investing, at 
an attractive price, in eight to 12 of the world’s highest-quality businesses. 

PERFORMANCEPERFORMANCE
Global stocks soared to record highs in the 
12 months to June 2021 after government 
and central bank stimulus helped economies 
recover from the pandemic, pharmaceutical 
companies hastened the economic reopenings 
when they developed vaccines against the virus 
that causes the illness known as covid-19, the 
new US administration of President Joe Biden 
used its control of Capitol Hill to implement 
more fiscal stimulus, investors decided the 
Democrats’ narrow control of Congress would 
prevent anti-business measures becoming law, 
and technology stocks reported earnings that 
showed how much they have benefited from the 
shift to digital.

The portfolio recorded a return after fees 
of 18.1% for the 12 months. The stocks that 
performed best over the 12 months included 
the investments in Alphabet (+6.9% of the 
total portfolio return), Facebook (+4.2%) 
and Microsoft (+3.4%). Alphabet rose after 
its Google subsidiary’s advertising revenue 
showed a better-than-expected rebound from 
the coronavirus-triggered slump and the US 
election outcome and a court ruling in June 
appeared to reduce the risk of a crackdown 
on Big Tech that would ensnare Google, which 
is already under anti-trust scrutiny by the US 
Department of Justice. Facebook climbed 
enough to record a market cap in excess of 
US$1 trillion after earnings beat expectations, 
the social-media company said its main site has 
a record 2.9 billion ‘active’ monthly users, and a 
US judge in June unexpectedly dismissed two 
complaints against the social-media giant from 
the US regulator because the judge said the 
Federal Trade Commission failed to prove the 
company was a monopoly. Microsoft surged 
to become the first company after Apple to 
reach a market cap of US$2 trillion after its 

cloud business helped the software giant beat 
earnings and revenue forecasts and then held 
up relatively well when covid-19 hit because 
it was judged a stock that would benefit from 
greater online activity.

No stock declined in local-currency terms over 
the 12 months.

OUTLOOKOUTLOOK
The global economic upswing is well underway, 
driven by a record level of monetary and fiscal 
stimulus as well as a vaccine-driven reopening. 
However, there are two key risks. 

The first is that the supply side of the economy 
takes much longer to recover than the demand 
side, leading to inflationary pressures that are 
larger or more persistent than expected. While 
we and most central banks expect inflationary 
pressures to be transitory, a surprise here may 
force central banks to tighten policy faster than 
expected, perhaps materially so. The second is 
a covid-19 mutation that requires replacement 
vaccines to be developed and distributed, a 
process that could take three to six months. 

Covid-19 has not changed our longer-term 
economic outlook. The global economy remains 
structurally low growth and low inflation, 
resulting in structurally low interest rates. What 
has changed is a steep rise in government debt 
and potentially a greater acceptance of central-
bank-financed government deficits.

The equity market outlook for the next 18 
months is more challenging than usual to 
predict. The cyclical economic upswing and 
policy accommodation should support equity 
returns, but the two economic risks mentioned 
earlier could trigger a 20% or more decline in 
equity prices. Other potential triggers are a 
correction in overvalued pockets of the market 
such as ‘meme’ stocks, as this could spread to 

Chris Wheldon,  
Portfolio Manager

Hamish Douglass,  
Chairman and Chief 
Investment Officer

Performance as at 30 June 20211

1 year  
(%)

3 years  
(% p.a.)

5 years 
(% p.a.)

7 years 
(% p.a.)

10 years  
(% p.a.)

Since 
inception  

(% p.a.)

Magellan High Conviction Trust 
(ASX: MHH) 18.1 - - - - 12.4

10% p.a objective excess 8.1 - - - - 2.4

1  Returns denoted in AUD. Calculations are based on net asset values with distributions reinvested, after ongoing fees and expenses but excluding 
individual tax, member fees and entry fees (if applicable). Trust inception date is 11 October 2019 (inclusive). 
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the broader equity market, or a panic in emerging markets 
possibly sparked by rising interest rates and a stronger US 
dollar. 

We have reduced the cash holding in the fund from 22% to 
4% in the past year. This reduction has been driven by the 
less uncertain market outlook, which was in turn driven by 
the aggressive monetary and fiscal support by central banks 
and governments and increased consumer and business 
confidence after the announcement of positive vaccine 
results in November.

PORTFOLIO POSITIONINGPORTFOLIO POSITIONING22

Holdings at 30 June 2021
Security Weight (%)

Microsoft Corporation 15.9
Alphabet Inc 14.3
Facebook Inc 12.4
Netflix Inc 11.2
Alibaba Group Holding Ltd 8.0
Tencent Holdings Ltd 8.0
SAP SE 7.3
Intercontinental Exchange Inc 7.1
Starbucks Corporation 6.3
Visa Inc 5.8
Cash 3.5
Total 100.0

We believe our portfolio of 10 high-quality businesses 
remains well positioned to generate attractive compound 
risk-adjusted returns over the medium to long term.
With this objective in mind, the portfolio has been 
constructed to provide investors with a concentrated 
exposure to various secular growth tailwinds and highly 
advantaged businesses while considering key nearer-term 
risks associated with higher-than-expected inflation, an 
escape mutation and pockets of investor risk-seeking. 
Portfolio positioning also reflects the longer-term challenges 
to economies presented by lower structural growth and a 
likely rise in interest rates over time.
Central to our portfolio construction, now and always, is 
a gravitation towards high-quality businesses available 
at attractive prices. It is this approach – a considered 
yet concentrated selection of exceptional businesses 
possessing a competitive moat, our best ideas, plus 
deliberate risk management – that provides conviction in the 
portfolio’s ability to achieve its objective over time.
The past 12 to 18 months provided investors with another 
visceral reminder of the importance of a long-term 
orientation and of business quality. By virtue of their 
competitive advantages, their importance to customers 
and their robust fiscal positions, high-quality businesses 
proved resilient through the depths of events last year. As 
importantly, these businesses have emerged from the crisis 
in a more advantaged position. Given their strength and 
capabilities, these businesses were able to innovate and 
adapt while reinvesting for growth through the crisis. Many 
observed an acceleration in the adoption of their products 
and services, particularly those with any form of digital 
exposure. Some have business units that stand to benefit 
from further lifting of mobility restrictions. High-quality 

businesses can weather the inevitable storms, allowing them 
to capitalise during calmer tides.
Embedded within our definition of business quality is 
an insistence that a company be on the winning side of 
disruptive shifts. This exposes the portfolio to businesses 
that can achieve growth that is less dependent on the 
underlying strength of the economy. The corollary is that 
the fundamental results of these businesses, though more 
attractive through the cycle, can lag companies that benefit 
from having a purer economic exposure during a strong 
recovery but whose performance will be challenged in its 
absence. Our approach remains to invest in businesses that 
have a high likelihood of success for decades to come. As 
always, we evaluate prospective returns in relation to the 
type and degree of risk we are taking.
The core investment themes in our portfolio at 30 June 2021 
were:

 ■ Advertising technology-platform companies (Alphabet, 
the owner of Google, and Facebook) that represented 27% 
of the portfolio. These companies benefit from the shift in 
marketing expenditure from traditional media properties 
to digital platforms.

 ■ Enterprise-software companies (Microsoft and SAP) that 
comprised 23% of the portfolio. These companies are 
deeply integrated within the operations of their business 
customers, which lowers the risk these customers will 
switch software vendors. They are benefiting from the 
transformational growth in cloud computing. 

 ■ The Chinese consumer (technology-platform companies 
Alibaba Group and Tencent and consumer company 
Starbucks) that comprised 22% of the portfolio. The 
Chinese middle class is forecast to double in size over 
the next five to 10 years with the high-end cohort growing 
even faster. Alibaba and Tencent are structural winners 
in the Chinese economy, owning the leading gaming, 
social media and e-commerce platforms respectively. 
They are also the two leading cloud-computing and 
digital-payment businesses in China. Western consumer 
businesses, like Starbucks, have strong brands and 
significant leverage to the growth in China’s middle to 
upper class over time.

 ■ Companies benefiting from technology-enabled growth 
(Netflix and Intercontinental Exchange) that accounted 
for 18% of the portfolio. Netflix is leveraged to the broad 
shift from pay TV to streaming video on demand, while 
Intercontinental Exchange’s efforts to digitise the US 
residential mortgage process complement its resilient 
exchange and data services businesses. 

 ■ A payment-platform company (Visa) that represented 6% 
of the portfolio. Visa possesses a classic ‘network-effect’ 
business model that connects millions of merchants with 
billions of cardholders. It provides the ‘rails’ upon which 
global electronic payment systems run.

 ■ A 4% holding in cash, held primarily in US dollars.

 
Hamish Douglass Chris Wheldon

2 Portfolio positioning may not sum to 100% due to rounding. 



IMPORTANT INFORMATIONIMPORTANT INFORMATION
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MAGELLAN INFRASTRUCTURE FUNDMAGELLAN INFRASTRUCTURE FUND
MAGELLAN INFRASTRUCTURE FUND MAGELLAN INFRASTRUCTURE FUND 
(UNHEDGED)(UNHEDGED)

The Magellan Infrastructure Fund and the Magellan Infrastructure Fund (unhedged) 
seek to provide efficient access to the stable returns offered by infrastructure 
and utility stocks while protecting capital in adverse markets by investing in 
infrastructure companies that we consider provide essential services and generate 
predictable long-term earnings. Infrastructure and utility stocks that will help 
achieve these aims generally have strong underlying financial performance over 
the medium to long term, which we expect to translate into reliable, inflation-linked 
returns. The strategy typically holds between 20 and 40 stocks. The unhedged 
version of the fund makes no attempt to protect returns from currency movements.

PERFORMANCEPERFORMANCE
Global stocks soared to record highs in the 12 
months to June 2021 after government and 
central bank stimulus helped economies recover 
from the pandemic, pharmaceutical companies 
hastened economic reopenings when they 
developed vaccines against the virus that 
causes the illness known as covid-19, the new 
US administration of President Joe Biden used 
the unexpected control of Capitol Hill it gained in 
January after surprise Senate election victories 
in Georgia to implement more fiscal stimulus, 
investors decided the Democrats’ narrow 
control of Congress would prevent anti-business 
measures becoming law, and tech stocks 
reported earnings that showed how much they 
have benefited from the shift to online.

The portfolio recorded a return after fees of 
7.9% for the 12 months while the unhedged 
version recorded a return of 3.0%. Stocks that 
contributed the most included the investments 
in Enbridge of Canada (+1.4% of the total 
portfolio return), CSX Corp of the US (+1.0%) 
and American Tower Corp (+0.6%). Enbridge 
benefited as President Joe Biden issued an 
executive order revoking the presidential 
permit for Keystone XL, a pipeline that was 
being developed between Canada and the 
US, increasing Canadian producer reliance on 
Enbridge’s pipelines combined with the progress 
of the construction on the Line 3 replacement 
project as well as benefiting from the increase 
in oil prices – even though changes in the 
oil price have little immediate effect on their 
revenues. CSX (and other North American 
railroad companies) gained after cargo levels 
held up better than expected amid pandemic-
related restrictions and the benefits of increased 
efficiency measures that have persisted even 
as volume has recovered. American Tower 
rose after the company that provides co-
location space to wireless carriers across more 
than 186,000 communication sites globally 
announced decent earnings and lifted full-year 

guidance on increased tower use as people and 
businesses turned to the internet when under 
pandemic restrictions.

Stocks that detracted the most included the 
investments in Royal Vopak of the Netherlands 
(-0.8%), FirstEnergy Corp of the US (-0.7%) and 
Atmos Energy of the US (-0.5%). Vopak, which 
stores oil, gas and chemicals, fell as the oil 
market slipped into ‘backwardation’, a term for 
when the price of a commodity’s forward or 
futures contract is trading below the expected 
spot price at contract maturity. The unusual 
pricing condition reduces the demand for 
short-term storage. FirstEnergy plunged after 
the US Attorney’s Office of Ohio charged House 
Speaker Larry Householder and five others 
with bribery and money laundering tied to a bill 
that effectively was a US$1.5 billion bailout of a 
former subsidiary of FirstEnergy’s nuclear plants 
in the US state. Atmos Energy, the largest gas-
only distributor in the US, was among US utilities 
to slide on concerns that utilities were most 
vulnerable to any rise in interest rates.

POSITIONING AND OUTLOOKPOSITIONING AND OUTLOOK
At 30 June 2020, not long after the onset of the 
covid-19 pandemic, the investment portfolio 
comprised a defensive positioning of about 45% 
regulated utilities, 45% infrastructure and 10% 
in cash. As the crisis abated, we reduced our 
allocation to cash and reinvested in regulated 
utilities and infrastructure sectors. At the end 
of June 2021, the investment portfolio had 
a small amount in cash and the remainder 
approximately equally split between regulated 
utilities and infrastructure.

There are three key issues that are influencing 
our outlook:

 ■ The return to ‘normal’ as covid-19 abates as 
a threat.

 ■ The drive towards net-zero emissions.
 ■ The outlook for inflation and interest rates.

Gerald Stack,  
Head of Investments 
and Head of 
Infrastructure
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Top-10 holdings at 30 June 20211 
Security Weight (%)

Transurban Group 7.1

Enbridge Inc 5.8

Sempra Energy 5.1

Atmos Energy Corporation 5.0

Crown Castle International 4.9

American Tower Corporation 4.9

Vinci SA 4.6

Eversource Energy 4.3

Xcel Energy Inc 4.1

Red Electrica Corporacion 4.0

Total 49.8

Sector Exposure2

Geographical Exposure2

 

The return to ‘normal’
The businesses in regulated utility, communications 
infrastructure and rail sectors have proved resilient in the face 
of the economic upheaval forced by the pandemic. 

 ■ Regulated utilities typically generated financial 
performance in line with expectations. While the pandemic 
led to a reduction in the volume of electricity, gas or water 
transported by providers of essential services, these 
utilities were able to reduce their operating costs or work 
with their regulators to achieve financial performance in 
line with their expectations prior to the pandemic.

 ■ Communications infrastructure businesses provide 
the infrastructure that supports the broadcasting and 
transmission of voice, video and data across communities. 
These businesses have benefited over the past decade 
from the explosion in the amount of data consumed 
through mobile, smart televisions and computer systems 
and were largely immune to the economic damage 
of lockdowns. We consider the outlook for continued 
strong growth in the volume of data broadcast across 
communications networks amid the transition to 5G 
networks well positions communications infrastructure 
companies in the coming decade.

 ■ In the initial stages of the pandemic, rail companies in 
North America experienced sharp declines in freight 
volumes. Notwithstanding this deterioration in activity, 
margins proved more resilient than expected and an 
acceleration in the implementation of productivity 
measures delivered leaner cost structures. Freight 
volumes rebounded in the second half of 2020, and in 
many instances they approached pre-pandemic levels 
by year end. The recovery in volumes revealed further 
lasting improvements in efficiency. Our outlook remains 
bright as we expect freight volumes to reflect a growing 
US economy and rail companies to become even more 
efficient.

The shutdown of aviation by governments in response to the 
pandemic crushed passenger numbers – the International Air 
Transport Association (IATA) estimates passenger numbers 
plunged 94% in April 2020. Such declines led to sharp share 
price declines for airport stocks in the first half of 2020. News 
of successful vaccine trials in November 2020 triggered a 
significant bounce in airport stocks. Notwithstanding higher 
share prices, the operating performance of airports remains 
depressed relative to pre-covid-19 levels and will take some 
time to recover. IATA estimates, for example, that global 
aviation passenger numbers in April this year were down by 
more than 65% compared with April 2019. As vaccines are 
rolled out, we expect the airports to experience significant 
growth in passenger numbers. IATA predicts a recovery to 
2019 passenger levels by 2023.

Similar to airports, traffic on toll roads plummeted at the 
start of the pandemic as governments restricted freedom 
of movement and people opted to stay home. Toll roads 
have generally experienced a rebound of traffic from 2020 
lows but subsequent waves of the pandemic have typically 
led to periodic reductions in traffic. However, where health 
outcomes have improved and government restrictions 
on movement have eased, strong improvements in traffic 
levels have occurred. Toll roads offer an essential service 
to communities and we are confident that, as the vaccine 
rollouts progress and society reopens, traffic levels will 
recover.

The drive towards net-zero emissions
Regulated electricity utilities are major beneficiaries of the 
energy transition already underway. Communities around 
the world are embracing the challenge to reduce carbon 
emissions to net zero as a key plank in limiting global 
warming to 1.5°C. The commonly agreed path to achieve 
net zero includes the replacement of fossil-fuel-based 
energy sources with renewable energy sources combined 
with a significant investment in the electricity grid to 
enable increased electrification of the economy. Increased 
renewables and increased electrification are key steps to 
reducing carbon emissions and both present meaningful 
opportunities for regulated utilities to expand their earnings. 
We expect that the transition to net zero is likely to underwrite 
decades of earnings growth for electricity utilities.

The outlook for inflation and interest rates
There has been much commentary over the past year 
about the likelihood of faster inflation and higher interest 
rates. Reports have shown evidence of an acceleration in 
inflation but we expect higher inflation to be a temporary 
phenomenon. Even so, we expect interest rates to increase 
somewhat from current levels. Increasing interest rates 
represent a challenge for infrastructure, as it does for all 
investment classes.
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There are two key areas we focus on when considering 
inflation and interest rates:

 ■ The impact on the businesses in which we invest. We 
remain confident that the businesses that meet our 
investment-grade infrastructure criteria are well placed 
to meet our investment expectations over the medium 
term even through a period of rising inflation and interest 
rates. The businesses that meet our criteria provide 
essential services and face minimal competition and as 
a result are often regulated or have long-term contracted 
revenues that allow for inflation. When inflation or 
interest-rate conditions become challenging, we consider 
that regulation or long-term contracts protect these 
businesses and enable them to earn a fair return. In 
addition, many infrastructure and utilities businesses have 
increased the duration of their debt over recent years, 
essentially locking in today’s low interest rates for long 
periods, which makes them less sensitive to movements 
in interest rates. We are confident that any shifts in 
inflation and interest rates will fail to hamper the financial 
performance of the companies in the portfolio for the 
foreseeable future.

 ■ Impact on valuations and on debt and equity markets. 
An increase in interest rates can be expected to lead to a 
higher cost of debt, and an increase in the rate at which 
investors value future earnings. (The higher this ‘discount 
rate’, the less investors are willing to pay for future income 

streams.) Our forecasts and valuations take these factors 
into account. However, the history of financial markets 
leads us to expect increasing uncertainty if rates rise or 
look like rising. Stocks that are regarded as ‘defensive’ are 
often shunned when interest rates rise as investors prefer 
higher-growth sectors. However, it is our experience that 
provided businesses have solid fundamentals, their stock 
prices over the longer term will reflect their underlying 
earnings.

We believe that infrastructure assets, with their reliable 
earnings that are protected to a degree from inflation, 
are an attractive long-term investment proposition. The 
predictable nature of their earnings compared with those 
offered by other asset classes means that infrastructure 
assets can offer diversification benefits. In uncertain times, 
the reliable financial performance of infrastructure stocks 
can make them particularly attractive. An investment in 
listed infrastructure can reward patient investors and we 
remain confident that the strategy will continue to meet its 
objectives of delivering attractive risk-adjusted investment 
returns over the long term and protecting capital in adverse 
markets. 

 
Gerald Stack

Performance as at 30 June 2021 3

1 year  
(%)

3 years  
(% p.a.)

5 years 
(% p.a.)

7 years 
(% p.a.)

10 years  
(% p.a.)

Since 
inception  

(% p.a.)

Magellan Infrastructure Fund 7.9 4.6 5.9 8.4 10.5 7.6

Magellan Infrastructure Fund (Unhedged) 3.0 4.9 5.8 9.3 - 10.9

Rolling 3-year returns (measured monthly) 4

Against Global Infrastructure Benchmark 
(A$ Hedged)

Last  
12 months

Last  
36 months

Last  
60 months

Since inception
(133 Months)

Average excess return (% p.a.) 3.0 2.9 3.3 4.0

Outperformance consistency 100% 94% 97% 96%

Capital Preservation Measures 5

Adverse Markets
Last  

36 months
Last  

60 months
Since

inception

No. of observations 10 13 56

Outperformance consistency 70% 62% 73%

Down Market Capture Ratio 0.5 0.5 0.4

1 Based on Magellan Infrastructure Fund, weights may not sum to total due to rounding. 
2 Based on Magellan Infrastructure Fund. Sectors are internally defined. Geographical exposures are by domicile of listing. Cash exposure includes profit/loss 

on currency hedging. Exposures may not sum to 100% due to rounding. 
3 Returns denoted in AUD. Calculations are based on exit price with distributions reinvested, after ongoing fees and expenses but excluding individual tax, 

member fees and entry fees (if applicable). Magellan Infrastructure Fund inception date is 1 July 2007 (inclusive), Magellan Infrastructure Fund (Unhedged) 
inception date is 1 July 2013 (inclusive).

4 Based on Magellan Infrastructure Fund. 3-year returns are calculated and rolled monthly in AUD, with the outperformance consistency indicating the 
percentage of positive excess returns since inception. Calculations are based on exit price with distributions reinvested, after ongoing fees and expenses but 
excluding individual tax, member fees and entry fees (if applicable). The Global Infrastructure Benchmark is the S&P Global Infrastructure Net Total Return 
Index (A$ Hedged) spliced with the UBS Developed Infrastructure and Utilities Net Total Return Index (A$ Hedged) prior to 1 January 2015. Fund inception 
date is 1 July 2007 (inclusive).

5 Based on Magellan Infrastructure Fund. Capital preservation measures are based on exit price with distributions reinvested, after ongoing fees and 
expenses but excluding individual tax, member fees and entry fees (if applicable). An Adverse Market is defined as a negative monthly return for the MSCI 
World NTR Index (A$ Hedged). The Down Market Capture Ratio shows if a fund has outperformed a benchmark during periods of market weakness, and if 
so, by how much. Fund inception date is 1 July 2007 (inclusive).
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those reflected or contemplated in such forward-looking statements. This material may include 
data, research and other information from third party sources. Magellan makes no guarantee that 
such information is accurate, complete or timely and does not provide any warranties regarding 
results obtained from its use. No representation or warranty is made with respect to the accuracy or 
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MAGELLAN INFRASTRUCTURE FUND MAGELLAN INFRASTRUCTURE FUND 
(CURRENCY HEDGED) (ASX TICKER: MICH)(CURRENCY HEDGED) (ASX TICKER: MICH)

The Magellan Infrastructure Fund (Currency Hedged) (Managed Fund) (ASX 
Ticker: MICH) seeks to provide efficient access to the stable returns offered 
by infrastructure and utility stocks, while protecting capital in adverse markets. 
Infrastructure and utility stocks that will help achieve these aims generally have 
strong underlying financial performance over the medium to long term, which we 
expect to translate into reliable, inflation-linked returns. The strategy typically holds 
between 20 and 40 stocks. 

PERFORMANCEPERFORMANCE
Global stocks soared to record highs in the 
12 months to June 2021 after government 
and central bank stimulus helped economies 
recover from the pandemic, pharmaceutical 
companies hastened economic reopenings 
when they developed vaccines against the virus 
that causes the illness known as covid-19, the 
new US administration of President Joe Biden 
used the unexpected control of Capitol Hill it 
gained in January after surprise Senate election 
victories in Georgia to implement more fiscal 
stimulus, investors decided the Democrats’ 
narrow control of Congress would prevent 
anti-business measures becoming law, and 
tech stocks reported earnings that showed 
how much they have benefited from the shift to 
online.

The portfolio recorded a return after fees of 
8.0% for the 12 months. Stocks that contributed 
the most included the investments in Enbridge 
of Canada (+1.4% of the total portfolio return), 
CSX Corp of the US (+1.0%) and American 
Tower Corp (+0.6%). Enbridge benefited as 
President Joe Biden issued an executive order 
revoking the presidential permit for Keystone 
XL, a pipeline that was being developed 
between Canada and the US, increasing 
Canadian producer reliance on Enbridge’s 
pipelines combined with the progress of the 
construction on the Line 3 replacement project 
as well as benefiting from the increase in oil 
prices – even though changes in the oil price 
have little immediate effect on their revenues. 
CSX (and other North American railroad 
companies) gained after cargo levels held up 
better than expected amid pandemic-related 
restrictions and the benefits of increased 
efficiency measures that have persisted even 
as volume has recovered. American Tower 
rose after the company that provides co-
location space to wireless carriers across more 
than 186,000 communication sites globally 
announced decent earnings and lifted full-year 
guidance on increased tower use as people and 

businesses turned to the internet when under 
pandemic restrictions.

Stocks that detracted the most included the 
investments in Royal Vopak of the Netherlands 
(-0.8%), FirstEnergy Corp of the US (-0.7%) and 
Atmos Energy of the US (-0.5%). Vopak, which 
stores oil, gas and chemicals, fell as the oil 
market slipped into ‘backwardation’, a term for 
when the price of a commodity’s forward or 
futures contract is trading below the expected 
spot price at contract maturity. The unusual 
pricing condition reduces the demand for 
short-term storage. FirstEnergy plunged after 
the US Attorney’s Office of Ohio charged House 
Speaker Larry Householder and five others 
with bribery and money laundering tied to a bill 
that effectively was a US$1.5 billion bailout of 
a former subsidiary of FirstEnergy’s nuclear 
plants in the US state. Atmos Energy, the largest 
gas-only distributor in the US, was among US 
utilities to slide on concerns that utilities were 
most vulnerable to any rise in interest rates.

POSITIONING AND OUTLOOKPOSITIONING AND OUTLOOK
At 30 June 2020, not long after the onset of the 
covid-19 pandemic, the investment portfolio 
comprised a defensive positioning of about 45% 
regulated utilities, 45% infrastructure and 10% 
in cash. As the crisis abated, we reduced our 
allocation to cash and reinvested in regulated 
utilities and infrastructure sectors. At the end 
of June 2021, the investment portfolio had 
a small amount in cash and the remainder 
approximately equally split between regulated 
utilities and infrastructure.

There are three key issues that are influencing 
our outlook:

 ■ The return to ‘normal’ as covid-19 abates as 
a threat.

 ■ The drive towards net-zero emissions.
 ■ The outlook for inflation and interest rates.

Gerald Stack,  
Head of Investments 
and Head of 
Infrastructure
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Top-10 holdings at 30 June 20211 
Security Weight (%)

Transurban Group 7.1

Enbridge Inc 5.8

Sempra Energy 5.0

Atmos Energy Corporation 4.9

Crown Castle International 4.9

American Tower Corporation 4.9

Vinci SA 4.6

Eversource Energy 4.3

Xcel Energy Inc 4.1

Red Electrica Corporacion 4.0

Total 49.6

Sector Exposure2

Geographical Exposure2

The return to ‘normal’
The businesses in regulated utility, communications 
infrastructure and rail sectors have proved resilient in the 
face of the economic upheaval forced by the pandemic. 

 ■ Regulated utilities typically generated financial 
performance in line with expectations. While the 
pandemic led to a reduction in the volume of electricity, 
gas or water transported by providers of essential 
services, these utilities were able to reduce their operating 
costs or work with their regulators to achieve financial 
performance in line with their expectations prior to the 
pandemic.

 ■ Communications infrastructure businesses provide 
the infrastructure that supports the broadcasting 
and transmission of voice, video and data across 
communities. These businesses have benefited over 
the past decade from the explosion in the amount 

of data consumed through mobile, smart televisions 
and computer systems and were largely immune to 
the economic damage of lockdowns. We consider the 
outlook for continued strong growth in the volume of data 
broadcast across communications networks amid the 
transition to 5G networks well positions communications 
infrastructure companies in the coming decade.

 ■ In the initial stages of the pandemic, rail companies in 
North America experienced sharp declines in freight 
volumes. Notwithstanding this deterioration in activity, 
margins proved more resilient than expected and an 
acceleration in the implementation of productivity 
measures delivered leaner cost structures. Freight 
volumes rebounded in the second half of 2020, and in 
many instances they approached pre-pandemic levels 
by year end. The recovery in volumes revealed further 
lasting improvements in efficiency. Our outlook remains 
bright as we expect freight volumes to reflect a growing 
US economy and rail companies to become even more 
efficient.

The shutdown of aviation by governments in response 
to the pandemic crushed passenger numbers – the 
International Air Transport Association (IATA) estimates 
passenger numbers plunged 94% in April 2020. Such 
declines led to sharp share price declines for airport 
stocks in the first half of 2020. News of successful vaccine 
trials in November 2020 triggered a significant bounce in 
airport stocks. Notwithstanding higher share prices, the 
operating performance of airports remains depressed 
relative to pre-covid-19 levels and will take some time to 
recover. IATA estimates, for example, that global aviation 
passenger numbers in April this year were down by more 
than 65% compared with April 2019. As vaccines are rolled 
out, we expect the airports to experience significant growth 
in passenger numbers. IATA predicts a recovery to 2019 
passenger levels by 2023.

Similar to airports, traffic on toll roads plummeted at the 
start of the pandemic as governments restricted freedom 
of movement and people opted to stay home. Toll roads 
have generally experienced a rebound of traffic from 2020 
lows but subsequent waves of the pandemic have typically 
led to periodic reductions in traffic. However, where health 
outcomes have improved and government restrictions 
on movement have eased, strong improvements in traffic 
levels have occurred. Toll roads offer an essential service 
to communities and we are confident that, as the vaccine 
rollouts progress and society reopens, traffic levels will 
recover.

The drive towards net-zero emissions
Regulated electricity utilities are major beneficiaries of 
the energy transition already underway. Communities 
around the world are embracing the challenge to reduce 
carbon emissions to net zero as a key plank in limiting 
global warming to 1.5°C. The commonly agreed path to 
achieve net zero includes the replacement of fossil-fuel-
based energy sources with renewable energy sources 
combined with a significant investment in the electricity 
grid to enable increased electrification of the economy. 
Increased renewables and increased electrification are 
key steps to reducing carbon emissions and both present 
meaningful opportunities for regulated utilities to expand 
their earnings. We expect that the transition to net zero is 
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Performance as at 30 June 2021 3

1 year  
(%)

3 years  
(% p.a.)

5 years 
(% p.a.)

7 years 
(% p.a.)

10 years  
(% p.a.)

Since 
inception  

(% p.a.)

Magellan Infrastructure Fund 
(Currency Hedged) (Managed Fund) 
(ASX: MICH)

8.0 4.9 - - - 6.1

Rolling 3-year returns (measured monthly) 4

Against S&P Global Infrastructure Net Total Return Index (A$ Hedged)
Last  

12 months
Since inception

(23 Months)

Average excess return (% p.a.) 3.2 3.8

Outperformance consistency 100% 100%

1 Weights may not sum to total due to rounding. 
2 Sectors are internally defined. Geographical exposures are by domicile of listing. Cash exposure includes profit/loss on currency hedging. Exposures may 

not sum to 100% due to rounding. 
3 Returns denoted in AUD. Active ETF calculations are based on net asset values with distributions reinvested, after ongoing fees and expenses but 

excluding individual tax, member fees and entry fees (if applicable). Fund inception date is 19 July 2016 (inclusive). 
4 3-year returns are calculated and rolled monthly in AUD, with the outperformance consistency indicating the percentage of positive excess returns since 

inception. Calculations are based on exit price with distributions reinvested, after ongoing fees and expenses but excluding individual tax, member fees 
and entry fees (if applicable). The benchmark is the S&P Global Infrastructure Net Total Return Index (A$ Hedged). Fund inception date is 19 July 2016 
(inclusive).

likely to underwrite decades of earnings growth for electricity 
utilities.

The outlook for inflation and interest rates
There has been much commentary over the past year 
about the likelihood of faster inflation and higher interest 
rates. Reports have shown evidence of an acceleration in 
inflation but we expect higher inflation to be a temporary 
phenomenon. Even so, we expect interest rates to increase 
somewhat from current levels. Increasing interest rates 
represent a challenge for infrastructure, as it does for all 
investment classes.

There are two key areas we focus on when considering 
inflation and interest rates:

 ■ The impact on the businesses in which we invest. We 
remain confident that the businesses that meet our 
investment-grade infrastructure criteria are well placed 
to meet our investment expectations over the medium 
term even through a period of rising inflation and interest 
rates. The businesses that meet our criteria provide 
essential services and face minimal competition and as 
a result are often regulated or have long-term contracted 
revenues that allow for inflation. When inflation or 
interest-rate conditions become challenging, we consider 
that regulation or long-term contracts protect these 
businesses and enable them to earn a fair return. In 
addition, many infrastructure and utilities businesses have 
increased the duration of their debt over recent years, 
essentially locking in today’s low interest rates for long 
periods, which makes them less sensitive to movements 
in interest rates. We are confident that any shifts in 
inflation and interest rates will fail to hamper the financial 
performance of the companies in the portfolio for the 
foreseeable future.

 ■ Impact on valuations and on debt and equity markets. 
An increase in interest rates can be expected to lead to a 
higher cost of debt, and an increase in the rate at which 
investors value future earnings. (The higher this ‘discount 
rate’, the less investors are willing to pay for future income 
streams.) Our forecasts and valuations take these factors 
into account. However, the history of financial markets 
leads us to expect increasing uncertainty if rates rise or 
look like rising. Stocks that are regarded as ‘defensive’ are 
often shunned when interest rates rise as investors prefer 
higher-growth sectors. However, it is our experience that 
provided businesses have solid fundamentals, their stock 
prices over the longer term will reflect their underlying 
earnings.

We believe that infrastructure assets, with their reliable 
earnings that are protected to a degree from inflation, 
are an attractive long-term investment proposition. The 
predictable nature of their earnings compared with those 
offered by other asset classes means that infrastructure 
assets can offer diversification benefits. In uncertain times, 
the reliable financial performance of infrastructure stocks 
can make them particularly attractive. An investment in 
listed infrastructure can reward patient investors and we 
remain confident that the strategy will continue to meet its 
objectives of delivering attractive risk-adjusted investment 
returns over the long term and protecting capital in adverse 
markets. 

 
Gerald Stack
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MAGELLAN SUSTAINABLE FUND  MAGELLAN SUSTAINABLE FUND  
(MANAGED FUND) (CHI-X TICKER: MSUF)(MANAGED FUND) (CHI-X TICKER: MSUF)

The Magellan Sustainable Fund considers environmental, social and governance 
factors and implements a proprietary low-carbon framework to invest in 
outstanding companies at attractive prices while exercising a deep understanding 
of the macroeconomic environment to manage investment risk. The strategy 
focuses on risk-adjusted returns rather than benchmark-relative returns. The 
investment process is designed to generate an unconstrained, concentrated 
portfolio of 20 to 50 high-quality companies.

PERFORMANCEPERFORMANCE
Global stocks soared to record highs in the 
12 months to June 2021 after government 
and central bank stimulus helped economies 
recover from the pandemic, pharmaceutical 
companies hastened the economic reopenings 
when they developed vaccines against the virus 
that causes the illness known as covid-19, the 
new US administration of President Joe Biden 
used the unexpected control of Capitol Hill it 
gained in January after surprise Senate election 
victories in Georgia to implement more fiscal 
stimulus, investors decided the Democrats’ 
narrow control of Congress would prevent 
anti-business measures becoming law, and 
tech stocks reported earnings that showed 
how much they have benefited from the shift to 
online. 

The portfolio recorded a return after fees of 
10.6% from its inception on 11 December 2020 
to 30 June 2021. The stocks that performed 
best included the investments in Alphabet 
(+2.9% of the total portfolio return), Microsoft 
(+2.0%) and Facebook (+1.5%). Alphabet rose 
after its Google subsidiary’s advertising revenue 
showed a better-than-expected rebound from 
the coronavirus-triggered slump and the US 
election outcome and a court ruling in June 
appeared to reduce the risk of a crackdown 
on Big Tech that would ensnare Google, which 
is already under anti-trust scrutiny by the US 
Department of Justice. Microsoft surged 
to become the first company after Apple to 
reach a market cap of US$2 trillion after its 
cloud business helped the software giant beat 
earnings and revenue forecasts and then held 
up relatively well when covid-19 hit because 
it was judged a stock that would benefit from 
greater online activity. Facebook climbed 
enough to record a market cap in excess of 
US$1 trillion after earnings beat expectations, 
the social-media company said its main site has 
a record 2.9 billion ‘active’ monthly users, and a 
US judge in June unexpectedly dismissed two 
complaints against the social-media giant from 
the US regulator because the judge said the 

Federal Trade Commission failed to prove the 
company was a monopoly. 

The stocks that detracted from performance 
included the investments in Alibaba Group of 
China (-1.0%), Lowe’s (-0.1%), and US Bancorp 
(-0.1%). Alibaba declined after the company was 
forced to suspend the float of its about 33% 
owned Ant Group after key Alibaba founder 
Jack Ma criticised financial authorities, and 
Chinese authorities said they would investigate 
the company for “suspected monopolistic 
conduct” amid a broader crackdown on Chinese 
tech companies. Lowe’s declined after investors 
decided the more than doubling of the home-
improvement chain’s stock price in the 12 
months to March had gone too far. US Bancorp 
slid because banks lost their appeal as an 
inflation hedge when investors dismissed faster 
inflation as a fleeting problem.

OUTLOOKOUTLOOK
The global economic upswing appears set to 
last a couple of years, driven by a record level 
of monetary and fiscal stimulus as well as a 
vaccine-driven reopening. However, there are 
two key risks. 

The first is that the supply side of the economy 
takes much longer to recover than the demand 
side, leading to inflationary pressures that are 
larger or more persistent than expected. While 
we and most central banks expect inflationary 
pressures to be transitory, a surprise here may 
force central banks to tighten policy faster than 
expected, perhaps materially so. The second is 
a covid-19 mutation that requires replacement 
vaccines to be developed and distributed, a 
process that could take three to six months. 

Covid-19 has not changed our longer-term 
economic outlook. The global economy remains 
structurally low growth and low inflation, 
resulting in structurally low interest rates. What 
has changed is a steep rise in government debt 
and potentially a greater acceptance of central-
bank-financed government deficits.

Dom Giuliano,  
Deputy Chief 
Investment Officer 
and Portfolio Manager
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The equity market outlook for the next 18 months is more 
challenging than usual to predict. The cyclical economic 
upswing and policy accommodation should support equity 
returns, but the two economic risks mentioned earlier could 
trigger a 20% or more decline in equity prices. Another 
potential trigger is a correction in overvalued pockets of the 
market such as ‘meme’ stocks, as this could spread to the 
broader equity market. 

Over the six months to June 30, the cash holding was 
reduced from 11% to 9%. The reduction was driven by rising 
equity markets and a decision to invest more in stocks due 
to the less uncertain outlook.

PORTFOLIO POSITIONINGPORTFOLIO POSITIONING11

Top-10 holdings at 30 June 2021
Security Weight (%)

Microsoft Corporation 7.7
Alphabet Inc 7.6
Facebook Inc 6.7
Netflix Inc 4.0
Alibaba Group Holding Ltd 3.9
Reckitt Benckiser Group 3.7
Novartis AG 3.5
Chipotle Mexican Grill Inc 3.5
Unilever PLC 3.3
Yum! Brands Inc 3.3
Total 47.2

We believe our portfolio of 28 high-quality businesses 
remains well positioned to offer downside protection and to 
generate satisfactory returns over the medium to long term.

With these objectives in mind, the portfolio has been 
constructed to account for the cyclical economic recovery 
underway while considering key nearer-term risks associated 
with higher-than-expected inflation, an escape mutation and 
pockets of investor risk-seeking. Portfolio positioning also 
reflects the longer-term challenges to economies presented 
by lower structural growth and a likely rise in interest rates 
over time.

Central to our portfolio construction, now and always, is 
a gravitation towards high-quality businesses available at 
attractive prices. It is this approach – a considered and 
balanced selection of exceptional businesses possessing 
a competitive moat plus deliberate risk management 
(including the deliberate assessment of ESG risks) – that 
provides conviction in the portfolio’s ability to satisfy its dual 
objectives over time.

The past 12 to 18 months provided investors with another 
visceral reminder of the importance of a long-term 
orientation and of business quality. By virtue of their 
competitive advantages, their importance to customers 
and their robust fiscal positions, high-quality businesses 
proved resilient through the depths of events last year. As 
importantly, these businesses have also emerged from the 
crisis in a more-advantaged position. Given their strength 
and capabilities, these businesses were able to innovate and 
adapt while reinvesting for growth through the crisis. Many 
observed an acceleration in the adoption of their products 
and services, particularly those with any form of digital 

exposure. Some have business units that stand to benefit 
from further lifting of mobility restrictions. High-quality 
businesses can weather the inevitable storms, allowing them 
to capitalise during calmer tides.

Embedded within our definition of business quality is 
an insistence that a company be on the winning side of 
disruptive shifts. This exposes the portfolio to businesses 
that can achieve growth that is less dependent on the 
underlying strength of the economy. The corollary is that 
the fundamental results of these businesses, though more 
attractive over the longer term, can lag companies that 
benefit from having a purer economic exposure during a 
strong recovery in the short term but whose performance 
will be challenged in its absence. Our approach remains to 
invest in businesses that have a high likelihood of success 
for decades to come. As always, we evaluate prospective 
returns in relation to the type and degree of risk we are 
taking.

The core investment themes in our portfolio at 30 June 2021 
were: 

 ■ An investment across a range of highly resilient 
businesses that represented 40% of the portfolio. 
These businesses primarily offer ballast and downside 
protection to the portfolio. The fundamental performance 
of these companies is largely immune to the economic 
cycle, given their products and services are either 
essential or in increasing demand. The performance 
should also be only modestly affected by measures 
that would likely be required to contain further covid-19 
outbreaks. We have been mindful with respect to the 
form and degree of inflation and interest-rate exposure 
across these holdings. These investments offer attractive 
risk-adjusted returns under a wide range of potential 
economic outcomes. They comprise:

 – Consumer staples at 15% of the portfolio (Nestlé, 
PepsiCo, Procter & Gamble, Reckitt and Unilever). 

 – Regulated utilities in the US, Italy and Spain at 7% 
of the portfolio (American Water Works, US utility 
Eversource Energy, Red Eléctrica, which operates 
Spain’s grid, and Terna, which manages Italy’s grid). 

 – Resilient retailers at 7% of the portfolio (Amazon, 
Lowe’s and Walmart). The Amazon investment also 
benefits from transformational growth in cloud 
computing and increasing advertising on its platform.

 – Quick service restaurants at 7% of the portfolio 
(Chipotle Mexican Grill and Yum! Brands).

 – A diversified healthcare business, Novartis of 
Switzerland, at 4% of the portfolio.

 ■ Advertising technology-platform companies (Alphabet, 
the owner of Google, and Facebook) that represented 14% 
of the portfolio. These companies benefit from the shift in 
marketing expenditure from traditional media properties 
to digital platforms.

 ■ Enterprise-software companies (Microsoft and SAP) that 
comprised 11% of the portfolio. These companies are 
deeply integrated within the operations of their business 
customers, which lowers the risk these customers will 
switch software vendors. They are benefiting from the 
transformational growth in cloud computing. 



3

Performance as at 30 June 2021 2

1 year  
(%)

3 years  
(% p.a.)

5 years 
(% p.a.)

7 years 
(% p.a.)

10 years  
(% p.a.)

Since 
inception  

(% p.a.)

Magellan Sustainable Fund 
(Managed Fund) (CXA: MSUF) - - - - - 10.6

 ■ The Chinese consumer (technology-platform companies 
Alibaba Group and Tencent Holdings) that comprised 7% 
of the portfolio. The Chinese middle class is forecast to 
double in size over the next five to 10 years with the high-
end cohort growing even faster. Alibaba and Tencent are 
structural winners in the Chinese economy, owning the 
leading gaming, social media and e-commerce platforms 
respectively. They are also the two leading cloud-
computing and digital-payment businesses in China. 

 ■ Companies benefiting from technology-enabled growth 
(Intercontinental Exchange and Netflix) that accounted 
for 7% of the portfolio. Netflix is leveraged to the broad 
shift from pay TV to streaming video on demand, while 
Intercontinental Exchange’s efforts to digitise the US 
residential mortgage process complement its resilient 
exchange business. 

 ■ Payment-platform companies (Mastercard and Visa) 
that represented 5% of the portfolio. These are classic 
‘network-effect’ business models that connect millions of 

merchants with billions of cardholders. These companies 
provide the ‘rails’ upon which global electronic payment 
systems run.

 ■ Companies that benefit from increasing interest 
rate uncertainty and the possibility of rising inflation 
comprised 5% of the portfolio (CME Group and US 
Bancorp).

 ■ A modest 3% exposure to Sydney Airport, a beneficiary of 
normalising travel behaviours as the impacts of covid-19 
abate over the medium term.

 ■ An 9% holding in cash (mostly held in US dollars).1  

 
Dom Giuliano

1 Portfolio positioning may not sum to 100% due to rounding. 
2 Returns denoted in AUD. Calculations are based on exit price with distributions reinvested, after ongoing fees and expenses but excluding individual tax, 

member fees and entry fees (if applicable). Fund inception date is 11 December 2020 (inclusive).
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