Investment Funds
Idea - Utilico Emerging Markets*
Today’s fund in the spotlight:
Utilico Emerging Markets*
(UEM)
UEM NAV vs. MXEF
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Utilico Emerging Markets (UEM) celebrated its tenth anniversary recently and
we met with Charles Jillings at an analysts’ presentation, as the fund manager
highlighted both UEM’s strong track record and the investment opportunity
that he sees going forward. UEM’s NAV total return for the year ending March
2015 was 12.2% and the dividend per share was maintained at 6.1p. Over the
last ten years, dividends have steadily risen from 1.5p to 6.1p, while the
annual compound NAV return since inception is 12.4%, significantly better
than the MSCI World Index and the MSCI Emerging Markets Index.
Strong long-term performance
Since inception, UEM has outperformed both the MSCI Emerging Markets index and
the MSCI World Index. Over the five-year period ending March 2015, the performance
differential between the MSCI Emerging Markets Index and UEM has been especially
stark (60.4% NAV TR for UEM vs. 13.3% for MSCI Emerging Markets Index).
For the year ending March 2015, earnings per share were up 3.8% to 4.98p. The Board
has declared four quarterly dividends of 1.525p, amounting to 6.10p for the year to 31
March 2015. No increase was considered given the dividend was partly uncovered. The
dividend cover rose to 81.6% as at the end of March 2015. The fourth quarterly
dividend has been paid out of capital reserves and as a result income of 0.405p per
share has been retained. The cumulative retained revenue reserves are £3.2m, some
1.5p per share. The 6.10p distributed represents a yield on the current share price of
194.5p of 3.1%. Over the ten years since inception, UEM has paid out 47.30p per share
in dividends amounting to £96.3m.
The Chairman of the Board, Alexander Zagoreos, felt that the share price discount to
NAV remained stubbornly high, given both the performance and the yield offered by
UEM shares. The Board keeps this discount under constant review and exercises a buyback investment policy at over a 10% discount, but this is an investment decision and
will remain so. Over the ten years, the Investment Managers have exercised their
investment discretion and bought back 26.0m shares amounting to £36.4m.

Somers Limited is a substantial
shareholder (84.6%) in Westhouse
Holdings Plc, the parent company
of Westhouse Securities Limited.
Utilico Emerging Markets Limited
and Somers Limited both have a
significant common shareholder,
Utilico Investments Limited.
Charles Jillings is a member of the
Westhouse Holdings Plc Board,
which is the 100% shareholder of
Westhouse Securities Ltd.

UEM’s gross assets (less liabilities excluding loans) increased from £433.4m to £479.2m
in the year to 31 March 2015. The constituents of the top ten holdings remained
unchanged, but the total, as a percentage of the portfolio, reduced from 56.3% to
53.7%. This arose in part as a result of net disposals in the top ten and a stronger
performance from the rest of the portfolio. Unlisted investments remained at 2.3% of
the gross assets.
Figure 1: UEM NAV TR vs. MXEF
160
140
120
100
80
06/2010

Priced at close
25 June 2015

Figure 2: UEM discount
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Buy Utilico Emerging Markets (UEM)
Charles Jillings took advantage
of the rally in Chinese equities
to book profits/exit several
positions

While the fund’s top ten holdings were unchanged as at 31 March 2015, since then some
emerging markets, such as China, have rallied sharply. Most of the stocks that UEM held
were via H shares in Hong Kong. Charles Jillings took advantage of the rally in Chinese
equities to book profits/exit several positions and consequently the fund’s leverage has
been sharply reduced. In particular, we noted from the fund’s April newsletter that China
Everbright International Ltd (257 HK) had dropped out of UEM’s top ten holdings despite the
stock rallying substantially between the end of March and the end of April. We also note
that as at 30 April 2015, debt had been reduced to £9.1m from £31.9m.
Investment decisions are driven almost entirely by bottom up analysis. There is a strong
team of analysts supporting Charles Jillings and we continue to be impressed by the depth
and breadth of company specific analysis that the team, whom we met at the analysts
presentation yesterday (25 June), undertakes in order to mitigate the long-term risks for the
portfolio. While the portfolio is obviously exposed to the risks that the underlying
economies may present, the team focuses on developing a deep understanding of the
companies that UEM invests in, the valuations that they trade at and their long-term
prospects. The fund generally tends to have a low turnover and a significantly lower
correlation with the MSCI Emerging Markets Index than its peers.

Private consumption is set to
become an important growth
driver for emerging markets

Jillings highlighted the strong secular growth story that still persists in emerging markets.
The middle class in emerging markets is set to double in the next 20 years. Given that the
companies that UEM tends to invest in leverage off a growing middle class, the fund’s
investment thesis remains very strong over the medium to long term. Private consumption
is set to become an important growth driver for emerging markets and Jillings and his team
continue to find substantial long-term opportunities in the space at relatively attractive
valuations.
As an example, Jillings highlighted a study by Airbus Group (AIR FP), which predicts that the
number of aviation megacities is set to rise from 47 in 2014, to over 91 by 2034. A large part
of this growth is expected to come from emerging markets. Despite this strong growth
potential, UEM has consistently shied away from owning airline stocks, but has instead
chosen to capture this growth potential by investing in companies that own and operate
airports. Two of the opportunities that Jillings highlighted in this space at yesterday’s
presentation were Shanghai International Airport and Istanbul Sabiha Gokcen (ISG) Airport
(100% subsidiary of Malaysia Airports Holding Berhad, MAHB MK), which he expects will see
passenger growth numbers of 15% pa. Malaysia Airports was UEM’s largest holding at the
year end as a result of the reduction in other top ten investments and the fund’s
subscription to Malaysia Airports’s rights issue. The critical analysis for Jillings and his team
is how this passenger growth translates into revenue and EBITDA over time.

We continue to recommend
UEM as a core holding for
emerging market investors

The P/E multiple that MSCI Emerging Markets is trading at (13.1x December 2014
Bloomberg consensus earnings) is a substantial discount to the P/E multiple of MSCI World
Index (17.9x December 2014 Bloomberg consensus earnings). The strong outperformance
that UEM has generated is impressive. Equally impressive is the relatively low correlation
that the fund’s NAV returns have had over the last five years with both the MSCI Emerging
Markets Index and other funds in the sector, thereby providing a strong degree of
diversification to a portfolio of other emerging market funds. We continue to recommend
UEM as a core holding for emerging market investors.
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