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Fund Size: $3.2bn

Last Quarter

Last 12 months

5 years
(compound pa)

Since Inception
(compound pa)

MLC Platinum Global Fund

-7.6%

24.8%

9.2%

14.8%

Morgan Stanley Capital International All
Country World Net Index (A$)

-4.8%

21.1%

-1.4%

8.0%

Source: MLC Investments Limited and Platinum

An enervating quarter for sure, with fear rearing
its crumpled face and allowing imaginations to
run riot over what was, could be or should be.
The most punished markets in the sell-off were

and being expensive against large, superior
companies. We surmise that the end of the
bull-run will be punctuated by small, illiquid
companies significantly under-performing the

those that had ascended the swiftest, with the
plodders exhibiting their practised nonchalance.
Fortunately we had become concerned about
the uninhibited enthusiasm for the higher risk
emerging markets and had reduced holdings and
introduced shorts against the Korean index. To
our disappointment, the US Russell 2000 index
sold off sedately and hence our shorting gave us
somewhat less protection than we had hoped.

large capitalisation stocks.
The Fund gained 25% for the year after a
negative quarter of 7.6%. By way of reference,
the MSCI rose by 21.1% over the last 12 months
and fell by 4.8% in the last three months.
Areas of activity that are sensitive to growth
remained investors’ favourites, namely, materials,
energy, and industrials. Out-of-favour segments
were health care, information technology and
telecoms. Not surprisingly, it is in these areas
that we are now finding the more interesting
prospects.

As you will be aware, we have been puzzled
by the historically rare experience of the lesser
quality and smaller companies being priced
at large premiums to their historic ratings
MSCI* World Index Industry Performance (Aud)

Sector

Quarter

1 Year

Materials

-3%

45%

Energy

-1%

31%

Industrials

-5%

27%

Financials

-5%

26%

Utilities

1%

21%

Consumer Staples

-1%

17%

Consumer Discretionary

-6%

15%

Telecommunications

-3%

11%

Information Technology

-12%

11%

Health Care

-5%

10%

* Morgan Stanley Capital International All Country

Source: Factset

MLC-Platinu
CURRENCY
The quarter was characterised by US$ weakness
but also accompanied by a sell-off of several
emerging market currencies as questions of growth
and risk became prevalent. Given the degree
of indebtedness of the US, it is interesting that
the US$ did not exhibit more strength as these
concerns grew and as money was channelled
home. Our position was left unchanged, with
very little exposure to the US$.
SHORTING
As alluded to earlier, we were disappointed
at the persistent commitment of investors to
the smaller stocks in Wall Street. From top to
bottom these declined by about 14% where,
for example, the S&P 500 index fell by 8%. The
only positive observation we can make on a 12
month view regarding short selling, is that at
least our instincts (and work) have been right
in identifying the weakest market. Compared to
other developed markets, the US has risen the
least, generally by one quarter to one half of the
rises seen in say the UK, Europe or Japan.
CHANGES TO THE PORTFOLIO
Disposition of Assets (net invested position)
Region

Jun 2006

Mar 2006

Western Europe

28.1%

27.9%

Japan

27.4%

25.5%

North America*

18.5%

16.7%

Other (emerging
markets eg. Korea)*

8.6%

10.4%

Australia*

-1.5%

-1.2%

Cash

18.9%

20.7%

Source: MLC Investments Limited
* At 30 June 2006, the Fund has a short position in the US against the
Russell 2000 Index of 6.6%; in Korea against the Kospi of 3.3%; and
in Australia against the SPI 200 Index of 1.5%.

Early in the quarter we sold down/out of some
long held positions such as Novozymes, Douglas
and Metso in Europe; Engineers India and ITC in
India; and Lotte Confectionery and Kangwon

Land in Korea. In Japan we exited the last of
Canon, Nintendo and Dai Nippon Printing, and
reduced the housing holdings Sekisui, Daiwa
House and JS Group.
As the sell-off steepened we were able to
re-establish holdings in economically sensitive
companies like JGC (hydrocarbon and petrochemical plant builder), Yokogawa Electric
(automation controls and IC testing equipment)
as well as adding to NEC, Hitachi and Mitsubishi
Heavy Industries. These stocks were down by 20%
or more as were Alcatel and Ericsson in Europe to
which we also added. Given the prospect of the
return of pricing power now that the Japanese
economy is growing consistently, we have
introduced food manufacturers such as Yamazaki
Bakery, McDonald’s and Ajinomoto whom we
believe will produce earning surprises after years
of disappointment.
The two significant new additions in North
America are Bombardier and El Paso Corp
The former is an interesting amalgam of
transportation businesses which has been built
by the entrepreneurial founding family from its
origin in snowmobiles. Following a path of clever
acquisitions, Bombardier has built world leading
positions in rail, and regional and business
aircraft. There have unfortunately been missteps
which resulted in a precarious balance sheet and
a fall from grace as the once-loved Canadian
national champion. Our observation is that the
company has rectified its finances and is now
being too narrowly classified as a regional Jet
manufacturer just as the rail business is about to
benefit from both its internal restructuring and
renewed investment in rail transport (because of
energy costs, pollution and congestion).
El Paso (energy transmission and production) is
a similar fallen favourite, having been too close
to its Houston neighbour, Enron. The value of its
pipeline business is undiminished and now that
they have addressed their gas field development
strategy, the company is well positioned for
continuing tight energy markets.

m Global Fund Quarterly Repo
Breakdown Of Platinum’s Long Investments By Industry
Categories

Examples of Stocks

Jun 2006

Mar 2006

Cyclicals/Manufacturing

Toyota Industries, Schindler, Siemens, International Paper

30%

30%

Financials

Credit Agricole, Sumitomo Mitsui Insurance, Samsung Fire & Marine

15%

14%

Retail/Services/Logistics

Hornbach, Carrefour

9%

8%

Technology/Hardware

Infineon Tech, Samsung, Sun Microsystems

8%

10%

Consumer Brands

Henkel, Beiersdorf, Pernod Ricard

7%

7%

Software/Media

Liberty Media, News Corp

7%

6%

Telecoms

Alcatel, SK Telecom, Ericsson

7%

6%

Gold and Other Resources

Shell, Barrick Gold, Newmont Mining

7%

5%

Medical

Pfizer, Merck & Co

3%

4%
Source: Platinum

COMMENTARY
The complacency we alluded to last quarter
received a jolt in May as market participants paid
greater attention to the rising cost of money and
to the actions of the Bank of Japan in rapidly
reducing the availability of reserves to that
country’s banking system. Some may interpret
this as merely a passing stock market stumble
and take comfort from the many positive
features of the current economic landscape.
These features include the broader base of world
economic growth; the widespread acceptance of
the capitalist model; record levels of corporate
profits world-wide; valuations that are compatible
with prevailing circumstances and specific
investment opportunities that seem to offer
growth over the horizon.
We accept these confirmatory observations but
do believe the easy drift of the current is now
giving way to more turbulence. As usual we
prefer to take the less agreeable path and seek
out the origin of this contentment.
While all eyes appear to be on the Federal
Reserve Board, it is evident that the actions of
the Bank of Japan and the European Central
Bank are quite as important. The trend of
interest rates is unequivocally upward and the
rampant escalation of the value of real assets
seems to us to be in the process of arrest. Since
the 1990s the world has experienced almost

consecutive (sequential) episodes of monetary
infusion that were designed to cope with the
earlier problems (eg. the Japanese asset bubble,
the excessive foreign debt owed by Asian
countries in the late ‘90s, the unravelling of the
tech boom in 2000 etc). Unlike in earlier times,
this force-feeding of money did not result in
general inflation initially, partly because of the
melting demand in Asia and the former Soviet
Union (exacerbated by massive “de-stocking”).
This was then followed by the extraordinary
supply shock of cheap and plentiful
manufactured goods from the likes of China
(which for a while looked like a deflationary
pulse). These counter forces have now gone. In
its place we are seeing the “unmasked” demand
for raw materials as former laggards, India, Brazil
and Russia et al, helped by foreign investment,
experience greater material prosperity as indeed
does the rest of the world.
The expression of these injections (of cheap
money) was evident in boisterous property
markets as well as the hitherto falling risk rating
attached to emerging markets. As property has
lost its allure, the chase has headed after private
equity funds and cunningly sculptured financial
structures. These developments fit snugly into
the dichotomous world which sees one group
consuming excessively and another saving. In
general, the savers are willing to hold sovereignlike debt while the consumers rejoice in spicier

ort

(Continued)
opportunities. Specifically this can be observed
in the massive build-up of derivative activity and
the intercession of investment banks to cater to
both sides of this SEE-SAW: so-named because
one side cannot be satisfied without the other
facing elevated risk.
US Yield Curve – cost of money over time
Yield %
30 June 2006

30 June 2005

Note that the
difference of the cost
of short-term debt and
longer dated debt has
narrowed (flattened)
considerably…
The concept here
is that one should
receive higher interest
for ‘locking away’ money
for a longer term. The
2005 yield curve was
a traditional shape.

Term of debt

Source: Bloomberg and JP Morgan

Level of rates in excess of US treasury bond
yields required by investors
BB rated corporate
debt (RHS)

Note, investors
still favour
risk …

Emerging market
sovereign debt (LHS)

Source: Bloomberg and CSFB

Splicing and dicing is the name of the game.
Against seemingly secure income streams that
State entities happen to be privatising1,
investment banks have been able to create listed
vehicles that cater to all spectrums of the debt
market as well as the risk-driven private equity
investor. Through the debt markets, they can
create a cascade of credit and duration risk2,
that can ensure the solvency of the entity but
not without compromising the income security
of the equity holders. These entities (REITS, listed

infrastructure funds etc) have still to be stresstested because to date they have seen nothing
but stable economic conditions and declining
interest rates. The reverse can indeed coincide!
This may not trouble you much but consider the
balance sheets of six of the top eight investment
banks3. These show balance sheet footings of
some $US3.7 trillion, of which over half are long
exotic and short plain vanilla debt. Guessing
at the investment banking component for
Citigroup and JP Morgan, the top eight may
have banking assets approaching $US5 trillion.
By way of context this compares with the
non-financial debt in the US of $US26 trillion
– perhaps 40% of the world total. And recall, in
their pure form these are banks without natural
deposits and hence are highly vulnerable to the
vicissitudes of the price and availability of money
(credit). Moreover, in terms of their investment
banking attributed equity bases, this presents
gearing of over 30 times – not a large margin
for error!
Some may dismiss all this as financial evolution
and innovation. However, it is the wide-spread
nature of this opportunistic activity which
should ring alarm bells. Private equity funds
have grown exponentially and together with
hedge funds may now control assets in excess
of $US1.8 trillion. Originally developed to
provide finance to risky start-ups and to facilitate
management buy-outs, private equity has taken
on a world of its own and it is now common
for some to off-load investments to yet other
private equity funds instead of listing them
in open markets: even hedge funds are said to

1 This again coincides with the current fashion of “consume today, save
whenever?” and passing the burden onto future generations rather
than taking the politically adverse decision of raising taxes.
2 Luxembourg is much favoured in these opaque structures as it is
renowned for facilitating really exotic splicing and dicing whereas
the US favours the debtor. The amount of intellectual effort expended
on what is the financial equivalent of recombinant engineering is
breathtaking but ultimately the risk can only be shifted, not expunged.
3 Goldman Sachs, Morgan Stanley, Lehman, Merrills, Bear Stearns,
Barcap.

be buying into private equity funds! In other
instances natural buyers of long duration assets
such as pension funds are at times being outbid
by investment bank-led structured entities whose
only apparent distinction is their affinity for
higher debt leverage (and other people’s money
- OPM) to the extent that interest payments have
been known to be twice that of the operation’s
gross takings. These activities, together with
the frenzied levels of corporate merger and
acquisitions (please see graph below), trumpet
a highly mature bull market. If you believe that
these are usual financial gambits, we assure you,
we are unlikely to sate your cravings for risk!

and may take up the running as investment
perhaps plays a lesser role. The sophisticated
exporters of the region; Japan, Korea and Taiwan
all look set for further growth even in the face
of the deteriorating trend of export prices.
Strangely, these have been dropping even in
the face of relatively strong volume off-take.
This augurs poorly for the exporters’ profitability
but their domestic economies look healthy.

Should American growth falter, as seems likely
from rising cost of funds and the impending
resetting of rates on adjustable rate mortgages4,
we believe that global growth can still be
satisfactory. Importantly in Asia, the consumer’s
use of debt is far from alarming. While India
has benefited from a consumer credit driven
expansion, that process is yet to begin in China

offers interesting opportunities on an individual
stock basis. Some of our themes such as
agriculture and paper may be early in their
gestation but we believe they will prove highly
prospective. The risk lies in the timing.

More generally, we continue to be encouraged
by the attractive valuation of quality companies
versus their lesser rivals. While this progressive
de-rating of quality may portend the general
reversion of profits to the mean, it nevertheless

Global Merger and Acquisition Volumes

… plenty of excitement

$bn
$ value (LHS)

Number of deals (RHS)

Source: Bloomberg
4 According to the Mortgage Bankers Association of America, ARMS now
represent 25% of the more than $US8.5 trillion in outstanding loans.

CONCLUSION
In a general sense the risks in markets weigh
slightly heavier on us than the opportunities.
The recent sell-off reflects the rising cost of
capital and the reappraisal of risk. We believe
this is a change of trend. However, at this stage
it is too early to say that inflation will rise to
levels that damage the valuation of equities.
Hence, at present we are unclear whether the
deflationary burden of excessive debt (by way of
higher interest rates impinging on consumption
in the Anglo-Saxon countries) will outweigh the
upward pressure on prices caused by tight supply
and continuing strong growth elsewhere. Either
way, in the next few months recorded inflation
should reveal the pent-up cost increases of raw
materials.

The portfolio is well diversified and we are
finding new prospects that will grow under most
circumstances and yet are attractively priced.
Our subliminal fear is a further general de-rating
of risk assets.
Kerr Neilson
Managing Director

If you have any questions about your
investment in the MLC – Platinum Global Fund,
please contact the MasterKey Service Centre on

132 652
from anywhere in Australia or

0061 2 9466 7180
from overseas

This document has been prepared by MLC Investments Limited (ABN 30 002 641 661), with fund and market commentary written by Platinum Asset
Management Limited (ABN 25 063 565 006) and is current as at 30 June 2006. It is provided as an information service without assuming a duty
of care. Accordingly, reliance should not be placed by anyone on this document as the basis for making any investment, financial or other decision.
MLC Investments Limited is the issuer of both the MLC-Platinum Global Fund and the MLC MasterKey Unit Trust. The offer of interests in the MLCPlatinum Global Fund and the MLC MasterKey Unit Trust are contained in the MLC-Platinum Global Fund Product Disclosure Statement (PDS) and the
MLC MasterKey Unit Trust PDS. Copies of these are available upon request by phoning the MasterKey Service Centre on 132 652 or on our website at
mlc.com.au. Persons wishing to acquire units should obtain a PDS and consider that document before making any decision about whether to acquire
or continue to hold the product. Persons wishing to acquire interests must complete the application form from the current PDS. An investment in the
MLC-Platinum Global Fund or MLC MasterKey Unit Trust does not represent a deposit with or a liability of MLC Investments Limited, National Australia
Bank Limited (ABN 12 004 044 937) or other member company of the National Group of companies and is subject to investment risk including possible
delays in repayment and loss of income and capital invested. None of the National Australia Bank Limited, MLC Investments Limited, or any other
member company in the National Group of companies or Platinum Asset Management, guarantee the repayment of capital, payment of income or the
performance of the MLC-Platinum Global Fund or MLC MasterKey Unit Trust.
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Platinum Asset Management is the leading Australian based international fund manager.
To view an animated version of Platinum’s investment process,
please visit our website at www.platinum.com.au

