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Performance 

Over the third quarter, the Polar Capital North American Fund 

returned 4.3% (US$ I Share Class). This lagged the 

performance benchmark (MSCI North American Total Return 

with net dividends reinvested), which provided a return of 7% 

(in US$ terms).  

Although the Fund has performed well in absolute terms 

recently, we are disappointed with the relative performance 

over the quarter and indeed over the past six months.  

Further Derating of the Portfolio’s Lower 

Valuation Multiple  Stocks 

For most of this year, companies with high top-line growth and 

operational momentum have continued to outperform and, in 

many cases, the stock prices of such companies have 

increased well ahead of the underlying operational value 

creation. The weakest positions in the Fund over the quarter 

have, in general, been a continuation of the weakest stocks 

from the previous quarter. Although the positions have 

separate industry drivers, they have some characteristics in 

common: they are in more mundane areas of the market; have 

been among the lower-valued stocks in the portfolio and are 

seeing some short-term operational headwinds. In many of 

these cases, we anticipated there would be shorter-term 

operational headwinds and felt that that these headwinds were 

contributing to attractive longer-term points of entry in the 

stocks. Nevertheless, the market reaction to any disappointing 

news has been savage, with impacted stocks being punished 

with some significant valuation de-ratings even when valuation 

multiples were low to begin with. 

Some of the weaker performers in the Fund have been: 

The two small holdings in the housebuilders: Taylor Morrison 

and MDC Holdings.  Housing stocks have been hurt as the 

housing market has slowed, partly as mortgage rate increases 

have made financing less affordable. There are also concerns 

that increased labour and raw materials costs could squeeze 

margins for housebuilders. We still think the outlook is good 

enough for housebuilders to compound their book values at a 

low double-digit or teens rate over our time horizon, in line with 

our initial expectations when purchasing the stocks. Following 

their derating, the combined holdings, have an average price 

to tangible book of 1x and a P/E of 7-8x for 2018. We see 

opportunity on a three to five year view for both solid long-term 

value creation as well as a likely valuation rerating.   

Mohawk, the flooring distributor, has come under pressure for 

reasons similar to the housebuilders. The company lowered 

profit expectations for the year driven by a timing mismatch 

between freight and raw material cost increases and end-

product price increases, which led to a slight decline in 

operating margin. Demand trends have also been marginally 

weaker than expected. However, it continues to be very well 

run, has long-term pricing power in its core division, which we 

expected to be exercised, and has a strong balance sheet. 

The stock now trades at close to its lowest valuation based on 

historic and prospective earnings since the financial crisis of 

around 12x 2018 earnings and 11x cash earnings (which 

excludes intangible amortisation). 

Copa, the low-cost, Panama-based airline, has faced short-

term headwinds given the weakness of some Latin American 

economies as well as the strength of the oil price¹, given that 

fuel is a large part of their costs. Most of the company’s routes 

are between the US and Latin America and so the weak 

macro environment is impacting near-term demand. However, 

there is still long-term secular growth in demand for their 

routes, the company has a good record of dealing with difficult 

macro-environments (it was cash flow positive and continued 

to pay a dividend through the financial crisis) and is being 

disciplined in managing capacity. The stock trades at around 

10x 2018 earnings which might not be quite trough earnings, 

but we think on a three to five year view will prove to be 

cyclically depressed and represents very good value for a well

-run, secularly growing, low-cost airline.    

Other notable negative stock contributors to Fund 

performance include: Flex, the contract manufacturer, which 

now trades at 10x 2018 calendar earnings that we feel are 

being depressed by a temporarily high level of growth 

investments; AMG, the fund manager holding company, which 

now trades at 9x 2018 EPS and free cash flow, and so can 

reach our double-digit annual return hurdle through sensible 

capital allocation alone; eBay, which now trades at 14x 2018 

earnings despite our belief that it can double free cash flow 

per share over the next four to five years.   Even more 

puzzling has been the performance of Canadian Natural 

Resources, the oil producer, which has been a large position 

in the Fund. Over the past year the stock is down slightly 

despite the price of oil (WTI) rising from the low $50s/bbl to the 

low $70s and the outlook for cash generation being increased 

significantly. Canadian Natural’s prospective free cash flow 

yield at current oil prices is in the teens. We continue to think 

the company has a first-rate asset base and a management 

team who have a terrific track record of both operational 

successes and sensible counter-cyclical capital allocation. 

Given the combination of buybacks at low valuation, a 3% 

dividend yield and ongoing operational growth, business value 

creation could be very high at constant commodity prices. A re

¹This is in contrast to the typical historic relationship where the oil price has been positively correlated with stronger Latin American currencies. 

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 
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-rating from such a depressed valuation could supplement 

returns.  

We are not complacent about potential negative change to the 

long-term business models of all the above stocks. However, 

in most cases our expectations of long-term business value 

creation have not changed much, if at all, and the stocks 

continue to fulfil our investment criteria. In most cases we 

have added to positions this year.  It is difficult to say when the 

performance of the stocks will turn – they could continue to 

face some near-term headwinds in a market that is perhaps 

over-extrapolating near-term operational momentum. 

However, we do think they will turn at some point driven by 

their longer-term prospects and valuations. In all cases, over 

an investment time horizon of three to five years we are still 

confident that they will enjoy a fundamental tailwind and can 

compound their business value at a double-digit rate. All of 

them are now at even cheaper valuations than at purchase, 

and we think could offer very attractive prospective returns 

given the potential business value creation as well as a 

potential long term re-rating. 

Keeping up with a Narrow Market 

One feature of the market, particularly of late, has been the 

apparent importance of an increasingly select group of larger 

stocks driving overall weighted-average stock market 

performance.  The Fund not owning Apple and Microsoft in 

the quarter, for example, accounted for around a third of the 

total underperformance against the benchmark.  

This feature of the market can be illustrated by the recent 

sharp outperformance of the S&P 500 over the Value Line 

Arithmetic Index, an equally-weighted index of 1,700 

companies. Since inception in 1988 the Value Line Arithmetic 

Index has beaten the S&P 500, though interestingly it has 

tended to perform particularly well during earlier stages of bull 

markets.  The recent underperformance of the index partly 

resembles, though is not as extreme as, the second half of 

the 1990s when high growth blue-chip stocks experienced a 

significant re-rating versus stocks further down the market-

cap spectrum.  

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 

Value line Arithmetic Index vs S&P 500  

Source: Bloomberg, 1 October 2017 - 1 October 2018. 
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Recent underperformance of the Value Line Arithmetic Index has been significant. 

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 

Value line Arithmetic Index vs S&P 500  

Source: Bloomberg, 1 October 2013 - 1 October 2018. 

Value line Arithmetic Index vs S&P 500  

Source: Bloomberg, 1 October 1988 - 1 October 2018. 

This is an exception to longer-term outperformance. 
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Positive Stock Contributors  

Many of the positive performances in the portfolio have come 

from those stocks further up the value creation side of our 

investment spectrum.  Notably strong performances have 

come from Amazon; Grubhub, the online food ordering 

platform; Autodesk, the architectural design software 

company; Booz Allen Hamilton, a government IT consultant: 

and Union Pacific, a railroad. These companies have also 

tended to report slightly better than expected operating results 

versus market expectations, though we have at times been 

surprised by the extent of the stock price reactions to good 

results.  Spirit Airlines, a low-cost airline; and Pfizer, the 

drug manufacturer, also performed well, bouncing back from 

very low multiples after delivering solid results which 

suggested improving short-to-medium term operational 

prospects.  

We are mindful of recent disappointing performance and are 

not complacent. However, we are genuinely upbeat about the 

long-term opportunity for the weaker contributors in the fund 

and are optimistic  they will rebound, though it is difficult to 

say exactly when. We feel there are some broader market 

influences such as narrow leadership and what feels like a 

greater than typical tendency to extrapolate short-term 

operating results, which is making our job a little tougher at 

the moment but we are confident longer-term fundamentals 

and valuations will prevail.  

Investing Environment  

The third quarter saw the tenth anniversary of the Lehman 

Brothers’ bankruptcy. In August, the market also passed the 

point at which, in many people’s eyes², the current bull market 

became the longest bull market in history.  

The economic recovery is in its tenth year.  Economic data 

across most parts of the US economy are strong and 

economic growth has accelerated and broadened over the 

last two years.  Surveys of current conditions and future 

expectations are registering levels rarely seen before. The 

Conference Board Consumer Confidence survey only ever 

reached this level during the peak of the NASDAQ bubble at 

the beginning of the century. The NFIB Small Business 

Optimism Index has never been this high in its 44-year history 

– interestingly, until the 2016 election it was at a level some 

way below its historic average. The ISM Manufacturing Index 

also lies among its highest levels over the past 30 years. 

Positively, this suggests that the economy has very good 

momentum. On the negative side, a cynic might say that 

confidence is as high as it gets and that over any reasonable 

time period there is only one way to go from these levels.  

US Confidence Remains Sky-High 

 

Source: Berenberg (*percentile ranking of each data series relative to 

its history since inception of that series), October 2018. 

 

In general, inflation measures are ticking up and continue to 

reflect lower excess capacity in the economy. It is not yet too 

big a concern, but we are seeing higher costs in labour, 

freight and materials, which have had negative implications 

for some businesses. Changes in inflation expectations are 

also pushing up interest rates – the 10-year US treasury yield 

at the time of writing is 3.2%, compared to 2.4% at the start of 

the year.  This is the highest level since 2011 though is still 

low in the context of post-WW2 history. 

Overall, the macro environment continues to be favourable for 

good businesses to grow profits at an attractive rate. 

According to UBS, in the first half of the year S&P 500 

earnings per share grew by 24%. This was driven by 9% 

revenue growth, a little margin expansion and financial 

leverage, a significantly lower tax rate and some buybacks. 

Growth will slow markedly into 2019 as the benefit of tax 

reform will have been absorbed.  Revenue growth was also 

helped in H1 by a weaker dollar – that benefit should fade as 

well given recent dollar strength. We still anticipate 

reasonable earnings per share growth for the market going 

into next year (perhaps high single digits) though there will 

undoubtedly be less of a rising tide.  

 

²Not all agree with this. Technically most commentators define a bull market as a period in which the market rises without experiencing a decline of 20%. 

Some say the bull market of 1987-2000 was longer if you do not round up the decline in 1990 of 19.92% to 20%.  

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 
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Research Agenda  

Our  research agenda includes stocks across our value 

creation and value spectrum. 

 

Further down the valuation spectrum there have been fewer 

companies that interest us recently compared to several years 

ago. This is a likely a combination of us having analysed and 

dismissed some businesses that frequently turn up in our 

valuation screens, seeing fewer cyclical businesses with 

upside to normalised industry conditions, and finding more 

companies being negatively impacted by secular change. In 

addition, there are fewer stocks in our universe offering the 

sort of mid-to-upper single-digit free cash flow yields that were 

quite common earlier in the Fund’s life, and which offered both 

a substantial valuation margin of safety as well as the 

prospect of getting most of the way towards our 10% hurdle 

rate for business value creation via capital deployment alone, 

never mind the contribution from operational growth.  

However, with an overall universe of 1,500 companies we are 

still finding plenty of stocks to do work on in this part of the 

market.  

As noted in the performance section, until very recently we 

have seen a rerating of stocks with operating momentum and 

high growth. It feels like the market had moved more to a 

mindset of giving higher-valued, less-mature companies the 

benefit of the doubt on operational growth, particularly those 

that are considered disruptors in their end markets. In 

hindsight, perhaps this was less the case several years ago 

when investors were more risk averse with the financial crisis 

a more recent memory.  We continue to do a lot of work on 

businesses higher up the value creation curve that we think 

will be structural winners and where long-term valuations are 

not as expensive as at first glance.  Whenever we purchase 

such a stock we err on the side of conservatism when 

assessing an exit valuation for the stock and demand a very 

attractive rate of return over the investment period. In some 

cases, we admire the business opportunity but are not 

comfortable with the investment risk/reward because of the 

valuation. However, with those cases the work we do enables 

us to be on the front foot to invest in great businesses should 

more attractive valuation opportunities present themselves.    

Portfolio Activity  

There have been two new additions to the portfolio over the 

quarter: Texas Pacific Land Trust and Autodesk. They are 

very different businesses, but we believe both offer significant 

long-term value that is hidden or at least not obvious from a 

cursory look at their near-term valuations.  

Texas Pacific Land Trust is a large land owner across 

Texas but is specifically benefitting from their ownership of 

acreage in the Permian region of Texas. The Permian is 

seeing, and should continue to see for some time, very high 

oil production growth.  

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 
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Moreover, Texas Pacific Land has most of their land in the 

Delaware basin, a part of the Permian seeing even higher 

production growth. Unlike oil-producing companies which 

have to deploy considerable capital expenditure to extract oil, 

Texas Pacific Land merely has to collect a royalty every time 

a barrel of oil is produced from their land. This requires no 

capital and so cash generation qualities are very attractive. 

The company is also seeing strong revenue and profit growth 

as it develops a water service business (it owns the water 

rights on its land) for use in fracking. We initiated a position at 

a valuation of around 27x our expectation of this year’s 

earnings. This does not sound all that cheap. However, we 

expect earnings could triple over the next five years in a 

stable oil environment given the probable production growth in 

the Permian. Importantly, we expect the company will still be 

in a position in five years’ time to grow in excess of our 10% 

annual hurdle. All earnings are converted into cash flow and 

the company has net cash on the balance sheet. The near-

term free cash flow to enterprise value yield at purchase of 

around 4% is cheaper than the market average and attractive 

for the low risk, capital light growth on offer.  

Autodesk is a provider of design software, primarily to 

architects but also to customers in the industrial, 

entertainment and construction markets. Their software, 

particularly in the architecture market, is often the industry 

standard and it is tough for an architect to operate without it 

especially if a project requires some degree of collaboration. 

This means it is hard to displace. Yet the cost is low relative 

to the high amount of value it provides. The company is in the 

middle of a transition from selling perpetual licences to selling 

recurring subscriptions. The switch to a subscription pricing 

model allows the company to realise latent pricing power at 

the same time as increasing the value provided to users – 

under the old model a customer might be using decade-old 

software and therefore not be benefitting from the major 

productivity improving features the company has since 

developed. The transition period is characterised by lower 

revenue initially, since they stopped selling high-priced 

licences and it will take time for subscription revenue to build 

up, but ultimately it will reset to a higher and more consistent 

base from which it can grow. The company has been creating 

products for newer end markets, such as on-site software for 

building sites and software for 3D manufacturing, and these 

should further enhance the growth rate. Unsurprisingly, cash 

flow is temporarily depressed at the moment given the 

revenue backdrop, but it should grow significantly faster than 

revenue over the next three to five years with help from 

operating cost control, strong working capital and declining 

capital investment needs.  

This is a good example of a stock where the timing and 

magnitude of change in the short term is much more 

uncertain compared to the clearer outlook for the long-term 

picture and so investors with shorter investment horizons than 

us might pass up on what looks like a very attractive 

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 

Expected Permian Production (thousands of barrels of oil equivalent per day) 

Source: Raymond James, October 2018. Permian Production (past) and Raymond James (expected).  
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opportunity. The near-term valuation looks high. However, 

based on reasonably conservative assumptions, the growth of 

cashflow is such that within five years, the free cash flow yield 

versus the market cap and enterprise value at purchase price 

could be in the low double-digits making the long-term 

valuation very attractive.   

There were two complete sales for the Fund: the telecom 

billing software company, Amdocs; and the advertising 

agency, Interpublic. In both cases we feel less confident 

about their ability to fulfil our investment criteria of long-term, 

double-digit business value creation.   

MSCI Reclassifications and the Problems with 

Sector Thinking 

At the end of the period both MSCI and S&P undertook one of 

their largest ever reclassifications of stocks and sectors. A 

new sector, communications services, has been formed out of 

the old telecommunications sector, the media sub-sector 

(which was formerly in the broader consumer discretionary³ 

sector) and some technology stocks such as Alphabet, Netflix 

and Facebook. The other significant element of the 

reclassification has seen stocks such as Grubhub and eBay 

(held in the portfolio) move from the technology sector (and, in 

particular, the software and services sub-sector) to the 

consumer discretionary sector (more specifically, the retailing 

sub-sector). We believe these reclassifications make sense.  

Looking at or talking about sector positions in a portfolio can 

often provide an easy narrative – after all it is easier than 

talking about 50 stocks separately. However, as the following 

will highlight, taking this kind of top-down view of a portfolio 

has its issues.  We are bottom-up investors and construct 

portfolios based on stock fundamentals (our assessment of 

long-term business value creation and valuation). We do 

monitor and think about whether the portfolio is 

disproportionately being impacted by one or two top-down 

factors, especially if they are drivers which might entail 

significant analytical risk⁴. However, we do not allocate to 

sectors and have never been reliant on sector classifications 

from the index provider to tell us about any broader top-down 

or factor drivers of the Fund⁵.  

The reclassifications help partially explain why a bottom-up 

approach makes sense and highlights the pitfalls of running a 

portfolio based on any sector allocation model.  This is 

illustrated in the table below which shows the Fund’s GICS 

level 1 positions before and after the MSCI reclassification. 

The key changes in sector positions are highlighted. The 

Fund went, overnight, from a significant overweight in the 

technology sector to an underweight position and to a far 

lower absolute weighting, had a significant increase in 

exposure to the consumer discretionary sector, and went from 

holding nothing in telecommunications to an 8% position in 

communication services.   

³This was always slightly odd as media revenues were either made up of cable company revenues which tend to be stable, or advertising revenues which  

are related to more cyclical business expenditures.  

⁴An example of a driver with significant analytical risk could be a commodity price or dependency on high economic growth. An example of a driver we 

would consider as having less analytical risk would be the secular trend to online shopping from bricks and mortar.   

⁵Though in more defined classifications and in homogenous sectors it can sometimes be useful.  

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 

Polar Capital North American Fund MSCI GICS 1 Sector Positions  

Before After

27/09/2018 28/09/2018

fund weight bench weight relative weight fund weight bench weight relative weight

Telecommunication Services 0.0% 2.0% -2.0% Communication Services 8.0% 9.0% -1.1%

Consumer Discretionary 13.1% 13.1% 0.1% Consumer Discretionary 20.1% 10.8% 9.3%

Consumer Staples 2.3% 6.7% -4.3% Consumer Staples 2.3% 6.7% -4.4%

Energy 6.5% 6.8% -0.3% Energy 6.4% 6.8% -0.3%

Financials 23.7% 14.7% 9.1% Financials 23.5% 14.6% 9.0%

Healthcare 6.3% 13.6% -7.3% Healthcare 6.4% 13.6% -7.2%

Industrials 13.3% 9.5% 3.8% Industrials 13.3% 9.6% 3.7%

Information Technology 33.9% 25.6% 8.3% Information Technology 19.1% 20.7% -1.7%

Materials 0.8% 2.9% -2.1% Materials 0.8% 2.9% -2.1%

Real Estate 0.0% 2.5% -2.5% Real Estate 0.0% 2.6% -2.6%

Utilities 0.0% 2.7% -2.7% Utilities 0.0% 2.7% -2.7%

Source: Polar Capital, 1 October 2018. 
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Does this mean we are much more constructive on the 

outlook for the US consumer, and much less so on 

technology? No.  

Should we reinvest our clients’ capital into different 

businesses because someone from an index provider has 

changed their industry classification of a stock? No. 

Should anyone invest in a business (or a group of businesses 

in an ETF) because of the way it is defined by an index 

provider? No.   

We have started to publish GICs level 2 (or sub-sector) 

positions in our factsheets as we think they do a better job of 

defining the industry a business operates in than the very 

broad-based level 1 sector definitions.  

However, more granular sector classifications also have their 

issues as shown above. The Fund’s absolute and relative 

exposures have changed dramatically in the media (which 

now includes entertainment), retailing and software & services 

sub sectors all because of a reclassification of which sub-

sector some stocks belong to. Interestingly, to cause the 

above shifts in sector and sub-sector positioning only five of 

the Fund’s stocks were reclassified.  

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 

Polar Capital North American Fund MSCI GICS 2 Sector Positions 

Before After

27/09/2018 28/09/2018

fund weight fund count bench weight bench count relative weight fund weight fund count bench weight bench count relative weight

Automobiles & Components 0.0% 0.0% 0.8% 1200.0% -0.8% Automobiles & Components 0.0% 0.0% 0.7% 1100.0% -0.7%

Banks 8.8% 400.0% 7.1% 2900.0% 1.7% Banks 8.8% 400.0% 7.1% 2900.0% 1.7%

Capital Goods 4.7% 200.0% 6.5% 6000.0% -1.9% Capital Goods 4.7% 200.0% 6.5% 6000.0% -1.9%

Commercial  & Professional Services 1.8% 100.0% 0.8% 1400.0% 1.0% Commercial  & Professional Services 1.8% 100.0% 0.9% 1600.0% 0.8%

Consumer Durables & Apparel 4.3% 300.0% 1.2% 2400.0% 3.0% Consumer Durables & Apparel 4.2% 300.0% 1.2% 2400.0% 3.0%

Consumer Services 1.2% 100.0% 1.8% 1800.0% -0.6% Consumer Services 1.2% 100.0% 1.8% 1800.0% -0.6%

Diversified Financials 6.7% 400.0% 4.7% 3900.0% 2.0% Diversified Financials 6.6% 400.0% 4.7% 3900.0% 1.9%

Energy 6.5% 200.0% 6.8% 5700.0% -0.3% Energy 6.4% 200.0% 6.8% 5700.0% -0.3%

Food & Staples Retailing 0.0% 0.0% 1.8% 1100.0% -1.8% Food & Staples Retailing 0.0% 0.0% 1.8% 1100.0% -1.8%

Food, Beverage & Tobacco 2.3% 100.0% 3.5% 2300.0% -1.2% Food, Beverage & Tobacco 2.3% 100.0% 3.5% 2300.0% -1.2%

Healthcare Equipment & Services 2.6% 100.0% 5.8% 3700.0% -3.2% Healthcare Equipment & Services 2.6% 100.0% 5.8% 3700.0% -3.2%

Household & Personal Products 0.0% 0.0% 1.4% 700.0% -1.4% Household & Personal Products 0.0% 0.0% 1.4% 700.0% -1.4%

Insurance 8.2% 400.0% 2.8% 4000.0% 5.3% Insurance 8.2% 400.0% 2.8% 4000.0% 5.4%

Materials 0.8% 100.0% 2.9% 4400.0% -2.1% Materials 0.8% 100.0% 2.9% 4400.0% -2.1%

Media (discontinued effective close of September 28, 2018) 0.0% 0.0% 2.3% 2200.0% -2.3% Media & Entertainment 8.0% 200.0% 7.0% 3100.0% 1.0%

Pharmaceuticals, Biotechnology & Life Sciences 3.7% 200.0% 7.8% 3300.0% -4.1% Pharmaceuticals, Biotechnology & Life Sciences 3.8% 200.0% 7.8% 3300.0% -4.0%

Real Estate 0.0% 0.0% 2.5% 4200.0% -2.5% Real Estate 0.0% 0.0% 2.6% 4200.0% -2.6%

Retailing 7.6% 300.0% 6.9% 3000.0% 0.7% Retailing 14.7% 600.0% 7.0% 3200.0% 7.6%

Semiconductors & Semiconductor Equipment 0.0% 0.0% 3.6% 1800.0% -3.6% Semiconductors & Semiconductor Equipment 0.0% 0.0% 3.6% 1800.0% -3.6%

Software & Services 28.7% 1100.0% 15.8% 6400.0% 12.9% Software & Services 13.7% 600.0% 10.8% 5200.0% 2.9%

Technology Hardware & Equipment 5.2% 300.0% 6.3% 2700.0% -1.1% Technology Hardware & Equipment 5.3% 300.0% 6.3% 2700.0% -1.0%

Telecommunication Services 0.0% 0.0% 2.0% 900.0% -2.0% Telecommunication Services 0.0% 0.0% 2.0% 900.0% -2.0%

Transportation 6.9% 400.0% 2.2% 1900.0% 4.7% Transportation 6.9% 400.0% 2.2% 1900.0% 4.7%

Utilities 0.0% 0.0% 2.7% 3700.0% -2.7% Utilities 0.0% 0.0% 2.7% 3700.0% -2.7%

Source: Polar Capital; 1 October 2018. 

Further Issues with Top Down Analysis - Why 

US Stock Market Valuation is not an Outlier  

We continue to feel good about both the absolute and relative 

valuations of the stocks we are investing in compared with 

their long-term prospects.  We do not argue, and have not for 

some time, that the market is cheap historically on any 

measure. It is not. Extreme monetary policy over the past ten 

years and a bull market have lifted asset valuations since the 

launch of the Fund. However, we do feel sometimes that many 

commentators, often in the media, who point out the US 

valuation premium versus the rest of the world are not always 

comparing apples with apples. Sometimes the assertion that 

the US is a more expensive market can be based on an overly 

simplistic narrative that its P/E is more expensive than in 

Europe or other regions. We find that the below charts from 

Credit Suisse provide useful context around these arguments.   

The first graph (page 9) highlights the relative valuation of 

Europe (excluding UK) versus the US. It shows that Europe is 

valued at a sizeable PE discount and one that is towards the 

cheaper end of its historic norms relative to the US.  



 

For professional investor use only Polar Capital 16 Palace Street, London SW1E 5JD 

T: +44 (0)20 7227 2700 | E: investor.relations@polarcapital.co.uk | W: www.polarcapital.co.uk 

For further information, please contact your Polar Capital Representative 

Polar Capital North American Fund 

October 2018 

 

 9 

 

Europe ex UK Forward P/E relative to US 

 

Source: Credit Suisse, 1 October 2018. 

 

The second graph sector adjusts the indices. In other words, it 

undertakes a (very basic) adjustment for the fact that indices 

and regions are made up differently from a sector perspective 

(which influences the overall market valuation). In this case 

the P/E discount of Europe v the US is much lower and lies 

towards the higher end of recent historic norms. 

Europe ex UK Sector Adjusted Forward P/E 

relative to US 

 

Source: Credit Suisse, 1 October 2018. 

Credit Suisse also illustrates the distortion of looking at a 

simple P/E multiple of emerging markets versus the rest of 

the world (of which the US is a considerable component). The 

first chart makes emerging markets look cheap; the second 

sector adjusted chart does not.  

Emerging Markets Forward P/E relative to US 

Source: Credit Suisse, 1 October 2018. 

Emerging Markets Sector Adjusted Forward   

P/E relative to US 

  

Source: Credit Suisse, 1 October 2018. 

 

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 
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The point is not to illustrate whether the US is good value or 

not versus the rest of the world. After all, as we highlighted 

previously, sector classifications have their issues, and 

therefore sector adjusting indices also have their issues. The 

point, though, is to again highlight the dangers of following an 

easy top-down narrative, in this case broad index valuations, 

when investing.  

We continue to feel strongly that the valuations of the stocks 

we are investing in for the portfolio would be no cheaper 

based on their fundamentals if they were listed or domiciled in 

most other parts of the world.  

Concluding remarks  

We are disappointed with recent performance. In general, the 

weaker contributors have tended to be among the lower 

valuation multiple stocks in the Fund. They have, in most 

cases, derated further driven by less appealing near-term 

operational momentum versus many stocks in the market. We 

are not complacent about some of the nearer-term issues for 

these stocks and remain watchful about any changes to the 

long-term business models. However, for the most part, our 

longer-term assessment of business value creation for these 

businesses has not changed much, if at all. It is difficult to say 

when they will rebound but we feel that for those businesses 

highlighted, valuations are very low and long-term business 

prospects are still bright. This combination makes us 

optimistic that the stocks will rebound and that they have the 

potential to deliver very attractive long-term returns over our 

investment horizon.  

The current environment is supportive of good cash flow 

growth for decent businesses. More importantly, we are 

confident in the portfolio’s longer-term business value creation 

prospects. We have a strict criterion that every investment in 

the portfolio should achieve a minimum compounding of 10% 

business value over a five-year time frame. The portfolio has 

many investments with compounding potential far in 

excess  of the 10% hurdle. In addition, the portfolio continues 

to exhibit a strong balance sheet and excellent cash flow 

characteristics. This does not come at the expense of 

valuation. We think the portfolio’s valuation, at a median P/E 

of 15x 2019 earnings, is attractive given its prospects. We 

expect this combination of attractive compounding, sound 

valuation and excellent financial characteristics to serve the 

Fund well. 

Polar Capital North American Team 

8 October 2018 

All opinions and estimates constitute the best judgment of Polar Capital as of the date hereof, but are subject to change without notice, and do not neces-

sarily represent the views of Polar Capital. 

It should not be assumed that recommendations made in the future will be profitable or will equal the performance of securities in this document. A list of 

all recommendations made within the immediately-preceding 12 months is available upon request. 
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Important Information: Important Information: This document is provided 

for the sole use of the intended recipient and it shall not and does not 

constitute an offer or solicitation of an offer to make an investment into any 

fund managed by Polar Capital. It may not be reproduced in any form 

without the express permission of Polar Capital and is not intended for 

private investors. This document is only made available to professional 

clients and eligible counterparties. The law restricts distribution of this 

document in certain jurisdictions; therefore, persons into whose 

possession this document comes should inform themselves about and 

observe any such restrictions. It is the responsibility of any person or 

persons in possession of this document to inform themselves of, and to 

observe, all applicable laws and regulations of any relevant jurisdiction. 

The information contained in this document is not a financial promotion. It 

is not designed to contain information material to an investor’s decision to 

invest in Polar Capital Funds Plc – North America Fund. SUCH 

INFORMATION, INCLUDING RELEVANT RISK FACTORS, IS 

CONTAINED IN THE FUND’S OFFER DOCUMENT WHICH MUST BE 

READ BY ANY PROSPECTIVE INVESTOR. This document is only aimed 

at professional clients and eligible counterparties as defined by the 

European Directive n° 2004/39/EC dated 21 April 2004 (MIFID) as the 

same has been applied into French law by articles D. 533-11 and D.533-

13 of the French Code monétaire et financier. This document is not 

destined for non professional clients who do not have the experience, 

knowledge or competence needed to take their own investment decisions 

and correctly evaluate the risks involved. Shares in the Fund should only 

be purchased by professional investors. Any other person who receives 

this presentation should not rely upon it. The law restricts distribution of 

this document in certain jurisdictions, therefore, persons into whose 

possession this document comes should inform themselves about and 

observe any such restrictions. It is the responsibility of any person or 

persons in possession of this document to inform themselves of, and to 

observe, all applicable laws and regulations of any relevant jurisdiction. 

This document does not provide all information material to an investor’s 

decision to invest in the Fund. Before any subscription, it is recommended 

that you read carefully the most recent prospectus and review the latest 

financial reports published by the Fund. The Key Investor Information 

Document, full prospectus, articles and latest annual report are freely 

available upon request from BNP Paribas Securities Services, the 

centralising agent of the Fund in France: BNP Paribas Securities Services, 

66, rue de la Victoire, 75009 Paris, France. Contact: Zaher Aridi, Tel: +33

(0)1 42 98 50 57. 

Please note that the prospectus of Polar Capital Funds plc and the 

supplement in relation to the Fund are only available in English. 

The European Directive on collective investment schemes n° 2009/65/EC 

dated 13 July 2009 (UCITS) established a set of common rules in order to 

permit the cross border marketing of collective investment schemes 

complying with the directive. This common foundation did not prohibit 

different methods of implementation. This is why a European collective 

investment scheme may be marketed in France even though the activity of 

such scheme would not respect rules identical to those which are required 

for the approval of this type of product in France. The Fund received an 

authorisation for marketing in France from the Autorité des Marchés 

Financiers on 14 January 2014. 

Statements/Opinions/Views: All opinions and estimates constitute the 

best judgment of Polar Capital as of the date hereof, but are subject to 

change without notice, and do not necessarily represent the views of Polar 

Capital. This material does not constitute legal or accounting advice; 

readers should contact their legal and accounting professionals for such 

information. All sources are Polar Capital unless otherwise stated. 

Third-party Data: Some information contained herein has been obtained 

from third party sources and has not been independently verified by Polar 

Capital. Neither Polar Capital nor any other party involved in or related to 

compiling, computing or creating the data makes any express or implied 

warranties or representations with respect to such data (or the results to 

be obtained by the use thereof), and all such parties hereby expressly 

disclaim all warranties of originality, accuracy, completeness, 

merchantability or fitness for a particular purpose with respect to any data 

contained herein.   

Holdings: Portfolio data is “as at” the date indicated and should not be 

relied upon as a complete or current listing of the holdings (or top 

holdings) of the Fund. The holdings may represent only a small 

percentage of the aggregate portfolio holdings, are subject to change 

without notice, and may not represent current or future portfolio 

composition. Information on particular holdings may be withheld if it is in 

the Fund’s best interest to do so. It should not be assumed that 

recommendations made in future will be profitable or will equal 

performance of the securities in this document. A list of all 

recommendations made within the immediately preceding 12 months is 

available upon request. This document is not a recommendation to 

purchase or sell any particular security. It is designed to provide updated 

information to professional investors to enable them to monitor the Fund.  

Benchmarks: The following benchmark index is used: MSCI North 

American Index Net TR. This benchmark is generally considered to be 

representative of the US Equity universe. This benchmark is a broad-

based index which is used for comparative/illustrative purposes only and 

has been selected as it is well known and is easily recognizable by 

investors. Please refer to www.mscibarra.com for further information on 

this index. Comparisons to benchmarks have limitations as benchmarks’ 

volatility and other material characteristics that may differ from the Fund. 

Security holdings, industry weightings and asset allocation made for the 

Fund may differ significantly from the benchmark. Accordingly, investment 

results and volatility of the Fund may differ from those of the benchmark. 

The indices noted in this document are unmanaged, unavailable for direct 

investment, and are not subject to management fees, transaction costs or 

other types of expenses that the Fund may incur. The performance of the 

indices reflects reinvestment of dividends and, where applicable, capital 

gain distributions. Therefore, investors should carefully consider these 

limitations and differences when evaluating the comparative benchmark 

data performance. Information regarding indices is included merely to 

show general trends in the periods indicated and is not intended to imply 

that the Fund was similar to the indices in composition or risk. 

Regulatory Status: Polar Capital LLP is a limited liability partnership 

number OC314700. It is authorised and regulated by the UK Financial 

Conduct Authority (“FCA”) and is registered as an investment adviser with 

the US Securities & Exchange Commission (“SEC”). A list of members is 

open to inspection at the registered office, 16 Palace Street, London, 

SW1E 5JD. FCA authorised and regulated Investment Managers are 

expected to write to investors in funds they manage with details of any 

side letters they have entered into. The FCA considers a side letter to be 

an arrangement known to the investment manager which can reasonably 

be expected to provide one investor with more materially favourable rights, 

than those afforded to other investors. These rights may, for example, 

include enhanced redemption rights, capacity commitments or the 

provision of portfolio transparency information which are not generally 

available. The Fund and the Investment Manager are not aware of, or 

party to, any such arrangement whereby an investor has any preferential 

redemption rights. However, in exceptional circumstances, such as where 

an investor seeds a new fund or expresses a wish to invest in the Fund 

over time, certain investors have been or may be provided with portfolio 

transparency information and/or capacity commitments which are not 

generally available. Investors who have any questions concerning side 

letters or related arrangements should contact the Polar Capital Desk at 

the Administrator on (+353) 1 434 5007. The Fund is prepared to instruct 

http://www.mscibarra.com
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the custodian of the Fund, upon request, to make available to investors 

portfolio custody position balance reports monthly in arrears. 

Information Subject to Change: The information contained herein is 

subject to change, without notice, at the discretion of Polar Capital and 

Polar Capital does not undertake to revise or update this information in 

any way.  

Forecasts: References to future returns are not promises or estimates of 

actual returns Polar Capital may achieve. Forecasts contained herein are 

for illustrative purposes only and does not constitute advice or a 

recommendation. Forecasts are based upon subjective estimates and 

assumptions about circumstances and events that have not and may not 

take place.   

Performance/Investment Process/Risk: Performance is shown net of 

fees and expenses and includes the reinvestment of dividends and capital 

gain distributions. Factors affecting fund performance may include 

changes in market conditions (including currency risk) and interest 

rates and in response to other economic, political, or financial 

developments. The Fund’s investment policy allows for it to enter into 

derivatives contracts. Leverage may be generated through the use of such 

financial instruments and investors must be aware that the use of 

derivatives may expose the Fund to greater risks, including, but not limited 

to, unanticipated market developments and risks of illiquidity, and is not 

suitable for all investors. Those in possession of this document must read 

the Fund’s Prospectus for further information on the use of derivatives. 

Past performance is not a guide to or indicative of future results. Future 

returns are not guaranteed and a loss of principal may occur. Investments 

are not insured by the FDIC (or any other state or federal agency), or 

guaranteed by any bank, and may lose value. No investment process or 

strategy is free of risk and there is no guarantee that the investment 

process or strategy described herein will be profitable.  

Allocations: The strategy allocation percentages set forth in this 

document are estimates and actual percentages may vary from time-to-

time. The types of investments presented herein will not always have the 

same comparable risks and returns. Please see the private placement 

memorandum for a description of the investment allocations as well as the 

risks associated therewith. Please note that the Fund may elect to invest 

assets in different investment sectors from those depicted herein, which 

may entail additional and/or different risks. Performance of the Fund is 

dependent on the Investment Manager’s ability to identify and access 

appropriate investments, and balance assets to maximize return to the 

Fund while minimizing its risk. The actual investments in the Fund may or 

may not be the same or in the same proportion as those shown herein.   

Country Specific disclaimers: In the United States the Fund shall only 

be available to or for the account of U.S. persons (as defined in 

Regulation S under the United States Securities Act of 1933, as amended 

(the "Securities Act")) who are "qualified purchasers" (as defined in the 

United States Investment Company Act of 1940, as amended (the 

"Company Act")) and "accredited investors" (as defined in Rule 501(a) 

under the Securities Act). The Fund is not, and will not be, registered 

under the Securities Act or the securities laws of any of the states of the 

United States and interests therein may not be offered, sold or delivered 

directly or indirectly into the United States, or to or for the account or 

benefit of any US person, except pursuant to an exemption from, or in a 

transaction not subject to, the registration requirements of such securities 

laws. The securities will be subject to restrictions on transferability and 

resale. The Fund will not be registered under the Company Act.   

Country Specific disclaimers: This document has not been registered 

as a prospectus with the Monetary Authority of Singapore. Accordingly, 

this document and any other document or material in connection with the 

offer or sale, or invitation for subscription or purchase, of Shares may not 

be circulated or distributed, nor may Shares be offered or sold, or be 

made the subject of an invitation for subscription or purchase, whether 

directly or indirectly, to persons in Singapore other than (i) to an 

institutional investor Pursuant to Section 304 of the Securities and Futures 

Act, Chapter 289 of Singapore (the “SFA”) or (ii) otherwise pursuant to, 

and in accordance with the conditions of, any other applicable provision of 

the SFA. The Prospectus and Information Memorandum are available to 

download at www.polarcapital.co.uk alternatively; you can obtain the latest 

copy from the Polar Capital Investor Relations team. The Fund is a 

collective investment scheme but is not authorised under Section 104 of 

the Securities and Futures Ordinance of Hong Kong by the Securities and 

Futures Commission of Hong Kong. Accordingly the distribution of this 

document, and the placement of interests in Hong Kong, is restricted. This 

document may only be distributed, circulated or issued to persons who are 

professional investors under the Securities and Futures Ordinance and 

any rules made under that Ordinance or as otherwise permitted by the 

Securities and Futures Ordinance 

Country Specific disclaimers: Polar Capital LLP (Investment Manager) 

is exempt from the requirement to hold an Australian financial services 

licence in respect of the financial services it provides to wholesale 

investors in Australia and is regulated by the Financial Conduct Authority 

of the UK under UK laws which differ from Australian laws.   

 


