
 

Portfolio Manager Hamish Douglass 

Structure Global Equity Fund, $AUD unhedged 

Inception Date 1 July 2013 

Management & 
Administration Fee1 

1.50% 

Buy/Sell Spread1 0.10%/0.10%  

Fund Size AUD $249.0 million 

Performance Fee1 

10.0% of the excess return of the units of the 
Fund above the Absolute Return performance 
hurdle (10% per annum). Additionally, the 
Performance Fees are subject to a high water 
mark. 

1All fees are exclusive of the net effect of GST  

 
Magellan High 

Conviction Fund (%) 

Magellan Global Fund 

(%) 

1 Month -2.7 -2.7 

3 Months 1.3 0.4 

6 Months 8.6 9.6 

1 Year 31.9 29.5 

2 Years (% p.a.) 23.8 20.3 

Since Inception (% p.a.) 23.8  

In alphabetical order GICS Sectors 

Microsoft Corp Information Technology 

eBay Inc Information Technology 

Lowe's Co Inc Consumer Discretionary 

IBM Corp Information Technology 

Visa Inc Information Technology 

 

 

2Calculations 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 1 July 2013. 
Returns denoted in AUD. 
3Calculated on a look through basis based on underlying estimated revenue exposure of 

individual companies held within the portfolio - Magellan defined sectors. 
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Mass-Market 

Retail, 12.4%

Internet & 

eCommerce, 
5.3%

Information 

Technology, 
29.9%

Consumer 

Discretionary, 8.9%

Payments, 

13.7%

Financials, 

19.2%

Cash, 10.6%

USD, 48.4%

EUR, 10.0%

Emerging 

Market, 8.7%

Rest Of World, 

32.9%

 Unconstrained, long-only, highly concentrated 

 High quality global equity strategy 

 High individual stock exposure – 8 to 12 stocks 

 Ability to actively hedge currency exposures 

 Maximum cash position of 50% 

 $100,000 minimum initial investment. 



 

Global equity markets were dominated by cautious 

sentiment. European and US markets moved sideways for 

most of the quarter before dropping in late June, reflecting 
the escalation of the Greek sovereign debt crisis once again 

and uncertainty on the timing of the first interest rate 
increase by the Federal Reserve (“Fed”). Meanwhile, 

speculation on an equity bubble in China persists. Chinese 

stocks reached all-time highs early in June before plunging 
nearly 20% in the last week of the quarter. 

 
In Europe, economic growth remains weak (~1% real GDP 

growth since March 2014). QE appears to be reducing 
deflationary risks and the Eurozone is benefitting from a 

weaker currency, a stronger US economy, lower oil prices 

and a gradual improvement in credit conditions. Despite 
this, high debt levels, political and economic impediments 

as well as the sovereign debt crisis in Greece will likely 
continue to dampen any meaningful recovery. Greece 

recently defaulted on a €1.6b payment due to the IMF and 

was forced to impose severe capital controls on its banks 
after its bailout package expired at the end of June. 

Reaching an acceptable and sustainable deal is problematic, 
particularly following the success of the “No” vote in the 

recent referendum. In China, economic growth continues to 
slow. While significant policy effort is focused on positive 

reform to capital flows and access, as well as 

internationalisation efforts, risks remains centered on the 
property market and shadow banking system. 

 
In the United States, recent data generally suggests an 

ongoing economic strengthening, though some indicators 

remain weak partly reflecting transitory issues around 
weather and the West Coast ports dispute. Further, capital 

investment was affected by the fall in oil prices and reduced 
investments in this sector.  

 

Today, we believe there is a great disagreement as to where 
US monetary policy is headed over the next few years. The 

Fed is anticipating a normalisation of the US economy and 
higher interest rates, whereas the market is pricing secular 

stagnation with prolonged low inflation and economic 
growth (and lower interest rates). If the Fed is right, this 

could lead to a major market correction translating into 

material losses for investors. As a consequence, we remain 
focused on prudent portfolio construction with a cash 

weighting of approximately 10%. This should act as a partial 
hedge against equity market volatility should interest rates 

increase. 

As of 30 June 2015, the Fund consisted of investments in 12 

companies, compared to 12 investments at 31 March 2015. 
The top five investments represented 48.2% of the Fund on 

30 June 2015, while they represented 48.8% of the Fund on 
31 March 2015. The cash position was 10.6% compared 

with 9.4% at the end of the prior quarter. 

 
Microsoft was the Fund’s top contributor over the quarter 

after the company announced results exceeding market 
expectations. Microsoft’s software and cloud businesses 

continue to grow strongly and it will likely retain pole 
position in the software industry post cloud transition. 

 
Lowe’s, the US home improvement company was the largest 

detractor after its first quarter earnings fell short of 

estimates (70 cents a share versus 74 cents). Despite the 
recent noise, we expect the company to continue to benefit 

from the US housing market recovery in the medium term.  

 

IBM is the largest 

enterprise technology 
provider in the world, 

generating approximately 
$93 billion of revenue in 

2014. It is among the largest vendors of datacentre 

hardware in the world, it is the third largest software vendor 
globally, and the largest Information Technology (“IT”) 

services vendor. 90% of its earnings are sourced from 
software and services (48% and 40% of earnings, 

respectively), with the remainder of its earnings attributable 
to hardware, and a complementary financing business. 

However, whilst only a small portion of IBM’s earnings are 

directly attributable to hardware, we estimate that a 
material portion of its software and services earnings are 

related to mainframe computers. 
 

Favourable industry structure 

 
Many of the market segments in which IBM competes are 

characterized by significant barriers to entry and switching 
costs that have historically allowed incumbent vendors to 

generate returns in excess of their cost of capital. However, 
IBM is differentiated from other incumbent IT vendors by its 

monopoly in mainframes in particular. 

 
Mainframes are proprietary, large-scale computers, bundled 

with IBM software, which have handled many enterprises’ 
most mission-critical workloads since the early 1950s. 

According to IBM, 70% of the world’s business data is 

managed by mainframe computers. It says that 71% of 
Fortune 500 companies run IBM mainframes, including 92 

of the top 100 banks globally, 10 of the 10 largest insurers, 
6 of the top 10 global retailers, and 23 of the 25 largest 

airlines globally. 
 

Mainframe is effectively a monopoly business for IBM, with 

significant barriers to entry, because IBM has refined and 
integrated mainframe hardware and software over decades. 

While alternative server and software technologies have 
been developed since mainframes were introduced in the 

early 1950s, they have struggled to match the reliability, 

availability, and security of the mainframe. 
 

Mainframe switching costs are also high. Legacy mainframe 
applications were typically written for specific compatibility 

with the mainframe platform. Enterprises that are interested 

in migrating workloads from mainframes to another server 
architecture may be required to rewrite complex mainframe 

software, in which they have made significant investments 
over decades. Mainframe migrations may be multi-billion 

dollar undertakings. In addition, mainframes typically 
support only the most mission-critical workloads; non-core 

processes that could economically be shifted from 

mainframes to cheaper servers were migrated in the 1990s 



 

and early 2000s. There is material transition risk inherent in 
migrating these mission-critical workloads. 

 

IBM’s non-mainframe software and services businesses also 
benefit from the existence of barriers to entry and switching 

costs. For example, IBM’s middleware software products are 
part of the plumbing of enterprise IT systems, and are 

typically integrated with other software programs, rendering 

them difficult and costly to replace. Similarly, IBM has a 
distinct advantage competing for large IT outsourcing 

contracts, according to which it operates datacentres for 
large enterprise clients. These engagements typically have 

a multi-year term, and tend to be sticky. 

 
Defensive business model 

 
A significant portion of IBM’s revenue and earnings is 

recurring in nature. IBM says that 70% of software revenue 
is annuity-based, and attributable to recurring mainframe 

software and support contracts. Similarly, a material portion 

of IBM’s services revenue is sourced from multi-year 
outsourcing contracts. In aggregate, IBM says that 

approximately 60% of its revenue, and 75% of its segmental 
pre-tax profit is recurring in nature. Its financials are 

consequently relatively insulated from adverse shocks.  

 
Risks and valuation 

 
With a material portion of its earnings tied to legacy 

technologies, IBM is exposed to technology risk. IBM’s 
Power server business is contracting, owing to the shift to 

the cloud and competition from commodity servers. Its 

software business is also contracting, which it says is 
attributable to its decision to grant customers increased 

“flexibility” in how they deploy its software products. It faces 
secular challenges in services, owing to customers’ desire to 

break-up large outsourcing contracts among multiple 

vendors, and deploy workloads in the cloud. Its stock is 
broadly out of favour with the market. 

 
However, IBM is making progress restructuring its business, 

divesting low value businesses such as its commodity server 

business, and focusing instead on its “strategic 
imperatives”, including cloud, analytics, mobile, and social. 

Its strategic imperatives accounted for 27% of its revenue 
in 2014, and grew at an average rate of 19-20% between 

2010 and 2014. While we do not anticipate that IBM’s 
growth will reaccelerate, we believe that its businesses is of 

a high quality, and that investors are being more than fairly 

compensated for technology risk at the current share price. 
 
 

 
  

Important Information: Units in the fund(s) referred to herein are issued by Magellan Asset Management Limited (ABN 31 120 593 946, AFS Licence No 304 301). Past 
performance is not necessarily indicative of future results and no person guarantees the future performance of the fund(s), the amount or timing of any return from the fund(s), 

or that the investment objectives of the fund(s) will be achieved. This material has been provided for general information purposes and must not be construed as investment 
advice. It does not take into account the investment objectives, financial situation or particular needs of any particular person. Investors should consider obtaining professional 
investment advice tailored to their specific circumstances and should read the relevant Product Disclosure Statement (PDS) applicable to the fund(s) prior to making any 

investment decisions. The PDS for the fund(s) is available at www.magellangroup.com.au or can be obtained by calling 02 8114 1888. Any trademarks, logos, and service marks 
contained herein may be the registered and unregistered trademarks of their respective owners. Nothing contained herein should be construed as granting by implication, or 

otherwise, any licence or right to use any trademark displayed without the written permission of the owner. No part of this material may be reproduced or disclosed, in whole 
or in part, without the prior written consent of Magellan Asset Management Limited. 
 

 

http://www.magellangroup.com.au/

