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QUARTERLY REPORT TO 30 JUNE 20171 
 
Performance and net asset value2 
 
Quarterly portfolio return: 0.89% 
 
The East 72 Holdings Limited (E72, Company) portfolio returned 1.59% during the three months 
to 30 June 2017, prior to costs; after cost imposts equating to 0.72%, the net return within the 
Company over the period was 0.87%.   
 
E72’s pre tax net asset value ended the 30 June 2017 period at 35.50c; after all accrued and 
deferred taxes, post tax NTA is 35.0c.   
 
FYTD portfolio return: 46.6% 
 
In the first full year of E72’s operation, the gross portfolio return before expenses and tax was 
56.9%; after deduction of expenses, which were relatively high as a proportion of assets due to 
the low capital base until March 2017; the net return equates to 46.6% before tax.  
 
NTA over the fiscal 2017 year has increased by 61.2% from 22.0c to 35.5c pre tax, and by 58.9% 
to 35.0c per share after accounting for tax on realised and unrealised gains.  
 
Subject to the usual caveats, we expect to release audited full year results and release our annual 
report on or about 31 July 2017. Please note the financial data in this report is unaudited.  
  
Commentary: Central bank and ETF lobster pots3 
 
The June quarter was tough going amidst three prevailing trends, which have tended to (severely) 
handicap investors using “value” strategies, over the short term: 
 

• a continuation of significant funds flow into passive, quantitative and “smart-beta” type 
funds, which generally accentuate those companies with very large scale market 
capitalisations, along with “growth” companies, irrespective of their fundamental 
investment merits; 

• a continuation of purchases of equities (not bonds) by certain central banks, notably in 
Japan (index + 6% in the quarter) and Switzerland where the desire to “print” francs to 
restrain the currency and then purchase US equities with the proceeds has seen the Swiss 
Central bank now owning in excess of a US$80billion dollars worth of US equities – over 
twice the level of eighteen months prior - including ~19million Apple shares; 

																																																								
1  East 72 Holdings Limited (E72) provides monthly unaudited updates on its company performance and 

exposure supplemented by a more substantial quarterly note.  Readers are referred to footnotes 3 and 17-
21 explaining the derivation of the numbers. All returns are pre-tax unless stated otherwise. At the current 
level of net assets, cost imposition is estimated at 0.15% per month over the course of a full year (excluding 
capital raising related expenses) and is fully accrued monthly according to the best estimates of management.  
Readers are explicitly referred to the disclaimer on page 8.  

 
2  Month by month tabulation of investment return and exposures is given on page 9, along with exposure 

metrics and unaudited attribution for the quarter.   
 
3  All comparative performances are for relevant period to 30 June 2017 
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• generally good results from technology sector companies, overlaid against increased 

fears of economic slowing in the US, reflected in a flattening yield curve, until very late in 
the quarter.  Investors have gravitated to perceived earnings certainty at virtually any 
price.  
 

 
Source: ZeroHedge; SNB 
 
Equity ETF’s now hold ~US$2.3trillion of assets at end May 2017 (global stockmarkets are valued 
at ~$70trillion), with net inflows of ~$143billion in five months4; given the level of passive 
holdings and other less active funds, it is now estimated over a quarter of US share trades are 
done by quantitative hedge funds.  
 
The problem with most equity ETF’s is two-fold: they do not discriminate on price and they carry 
minimal cash and generally have to sell to meet redemptions. If the money is there, it has to be 
invested in whatever index the ETF is replicating, but when markets turn downwards, they 
potentially become “lobster pots”.  The indices themselves can be quite bizarre, with stocks 
variously claimed to be “value”, “growth”, momentum”, dividend yield” or whatever, based on 
simplistic algorithms.  
  

																																																								
4  www.etf.com 
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The two ishares S&P “style” ETF’s – value (IVE) and growth (IVW), in combination have 674 
holdings, suggesting a full 35% of the index has some form of “dual classification”. Realistic?5 
Exxon Mobil (trading at 35x P/E) appears in a multiplicity of conflicting ETF’s – deep value, 
momentum and dividend growth6.  
 
In the past six months, the “growth” component of the US S&P500 has outperformed the “value” 
component by over 10% (see chart), partly reflecting strong EPS outcomes, but also the mania in 
the ETF world.  In the short-term, whilst this non fundamental phenomena continues, value 
investors will have a tough time.   
 
However, it will leave some outstanding neglected bargains which ETF’s – unless they are 
especially esoteric – are unlikely to invest in.  It does mean having to move down the 
capitalisation indices to find such securities, but providing a genuine margin of safety of valuation 
against price exists, given that we are a closed end company, in our view, that is an acceptable 
strategy.  
 

 
 
source: ishares; Google Finance 
 
The fact E72 has managed to eke out a positive return over the past quarter whilst not just being 
uninvested in the “hot” areas, but being actively SHORT those sectors is a decent outcome. We 
have managed to do so as a result of three factors:  

																																																								
5  An excellent exposition of this and the ETF world in general is contained in the 4th quarter 2016 and 1st 

quarter 2017 Market Commentary by the fund manager Horizon Kinetics available free of charge at their 
website www.horizonkinetcs.com 

6  13D Research “What we learned this week” 16 June 2017	
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• Being net short the Australian equity market – one of the globe’s poor performers in the 

past quarter, down 2.4% in price terms, versus MSCI World index +3.4%;  
• Finding a number of smaller, well-run cheaper companies which we believed were 

significantly undervalued (Easyjet, Odet) or were the subject of corporate activity (Greys 
E-commerce) or have reiterated earnings patterns which suggest the equity to have been 
previously mispriced (Prime Financial); and 

• Short-selling overpriced stocks or assets which were then subject to negative news and 
fell sharply (Snap, bitcoin).  

 
So you still think ETF’s are rational? 
One classic opportunity arising from the machinations of the ETF world, and which is a better 
illustration than any other of their dangers, and propensity to “buy high, sell low” can be seen in 
our own backyard – the Australian junior gold mining sector (not exploration).  
 
In April 2017, the German based specialty index provider, MVIS Index Solutions, which is a 
subsidiary of the US funds management company, VanEck, announced changes to the 
construction of its Junior Gold Miners Index7. The largest fund tracking this index is (naturally) 
the VanEck Vectors Junior Gold Miners ETF (GDXJ) which has assets of just under US$4billion. The 
change to the index construction adds around 21 companies to the index, and lifts the largest 
market capitalisation company from US$1.8billion to US$2.9billion (as at 31 March 2017). So, if 
you replicate the index, this means you have to SELL down the smaller companies, in order to 
BUY the larger ones. Moreover, this change is all done transparently, meaning all of the changes 
can be front run by traders.  
 
So what does this mean from a practical point of view? One example of a company at the smaller 
end of the scale is the Australian gold miner, Westgold Resources (WGX). In mid-March 2017, 
VanEck became an 11% substantial shareholder, when the WGX price was $2.55/share. In mid 
June, with the share price at $1.90, VanEck ceased to be a substantial holder, falling below 5% of 
WGX equity. In the intervening three months, the US$gold price has fluctuated in a narrow band 
between US$1220-1300/oz but is flat at $1250 over the period, WGX has successfully 
commissioned its Fortnum mine, has acquired an interesting asset from Sandfire Reources, and 
reiterated a production goal of 340,000 ounces of gold in 2017. Despite this good news, the 
shares are 25% cheaper than what were already comparatively very low valuation metrics - based 
on value per ounce of reserves, cash flow and growth - against the cohort.  
  
Not surprisingly, we have added Westgold, and another affected counter, Beadell Resources to 
the portfolio.  

 
Buying the business Macquarie Group never tells you about  
Australia’s Macquarie Group (MQG) is an enviable amalgam of financial businesses across 
securities, funds management, asset management and “capital and asset finance”. MQG is now 
sufficiently complex and operating in a large number of niche areas that the company’s non-
statutory disclosure, by necessity, starts to become selective. Arguably the most selective 
omission of detail of any business within the group revolves around an industry where MQG has 
at least four US listed peers, where MQG generates over A$1.2billion of revenue a year, and which 
based on peer analysis ranks it amongst the top handful globally.  It’s also a thriving business at 
present, but one which investors eschew due to its complexity, tax haven bases and high gearing. 

																																																								
7 https://www.vaneck.com/miscellaneous/mvgdxj-index-rule-change.pdf 
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We find this somewhat surprising since the industry’s customers appear to be investment flavour 
of the month. We’re talking aircraft leasing.  
 
The aircraft leasing business is an immensely complex but potentially highly lucrative game of 
asset and credit arbitrage.  The major players have to commit to new aircraft purchases from the 
two major suppliers, find airline takers but also look to offload aircraft which are coming off lease 
at the end of typical 12year terms, or resell those on-lease.  Spreads between revenue and 
finance costs in the industry average 8-10% on balance sheets where debt/equity ratios average 
3x (contrast that with bank spreads of 2.5% with gearing of 16x…)  
 
The arbitrage opportunities come in several areas – buying back your own shares versus new 
airplanes, balance sheet refinancing, resales/repurchases of different aircraft types.  It’s a 
business where size is generally a competitive advantage in every respect – market intelligence, 
buying power, financing capacity. Lessors don’t want to be stuck with an aging fleet to financially 
weak airlines. 
 
The industry has generally been in a purple patch which we believe is of a structural as well as 
cyclical nature.  The cyclical benefit of low oil prices is not so marked, but if jet-fuel pricing does 
stay low, the capacity to shed older gas guzzlers to developing world airlines is heightened.  
However, it is the growth of low cost carriers, who rely on identical planes within the fleet for 
cost reasons, and have a desire to lease and not buy which enables the industry to continue 
growing.   
 

US$ or million AerCap Macquarie Fly Leasing Aircastle Air Lease Corp 

ticker AER MQG8 FLY AYR AL 

Fleet BV ( $mn) 31,502 9,400 2,694 6,248 12,000 
planes 1,109 208 81 193 269 
av. plane age (years) 7.3 6.1 6.2 8.2 3.7 
WALE 9(years) 6.5 4.8 6.7 4.8 6.9 

Issued shares (mn) 166.387 340.4 32.157 78.718 103.163 
Equity Cap ($mn)  7,725   23,166   433   1,712   3,854  
BV/share (31/3)  $51.20   $32.87   $18.62   $23.58   $33.53  

Share price  $46.43   $68.06   $13.45   $21.75   $37.36  

P/BV -9.3% 107.1% -27.8% -7.8% 11.4% 
F/C EPS '17  $6.33   $5.02   $1.30   $2.46   $3.88  
P/E 7.3x 13.6x 10.3x 8.8x 9.6x 

Source: East 72, Credit Suisse  
 
It seems incongruous to us that the biggest player in the industry is also the cheapest on most 
investment parameters.  The Dublin based Aercap Holdings NV (NYSE: AER) trades at a 10% 
discount to book value and an estimated forward PE below 7.5x; these low ratings can be partly 
attributed to a significant capital expenditure program over the 2017 calendar year.  Investors 
are fearful that AER will be left with unleased aircraft, given that some of the growth airlines of 

																																																								
8 ASX listed; figures converted to US$ at A$1=US$0.7690 
9 weighted average lease expiry 
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the recent past, notably in the Middle East, are starting to find life somewhat tougher.  We are 
confident that the “size is strength” maxim in this industry, which gives a genuine “network effect” 
will see the successful placement of forward ordered aircraft, as well as providing the opportunity 
for continual upgrade.  
 
We’ll leave you to fathom why MQG doesn’t tell you more about the business, but the bottom 
line in the table may be instructive10. We’ll take the cheaper, bigger, better option, at least in this 
business.  
 
Disgruntlement with “Canada’s Berkshire” provides opportunity 
The development of Fairfax Financial Holdings (FFH.TO) from a controlling interest taken in 
Markel Financial11, a Canadian publicly listed truck insurer in 1985 by an Indian émigré with an 
engineering degree is amongst the more remarkable stock stories in North America.  From end 
1985 to end 2016, Prem Watsa has driven FFH to compound book value per share at a staggering 
19.4% per annum. However, this has never been a smooth ride with periods of mediocrity in the 
early 2000’s followed by an enormous payout on a credit default swap portfolio between end 
2006 and end 2009, in which time book value compounded for three years at 36% per annum!  
 
To do justice to the FFH story would take a book, but in brief, FFH grew by acquisition of insurance 
companies through the 1980’s and 1990’s which were available at below book value.  In 1998, 
FFH acquired the NYSE listed TIG Holdings for US$847million, months after the acquisition of 
Crum and Forster from Xerox for $565million. Both these acquisitions came with (later 
discovered) underestimated claims reserves, and the 9/11 disaster in 2001 resulted in further 
significant underwriting losses (see chart).   
 
The period from 2002 - 2006 coincided with a massive “bear raid” on the company’s shares, 
involving alleged collusion12 between a number of high profile hedge funds, focused on this 
perceived under-reserving for future claims.  July 2006 was a significant turning point in that:  
 

• FFH restated its past results with a roughly $240m adjustment for past errors and 
miscalculations, well below negative assessments by the hedge fund community; and  

• the company instigated wide ranging legal action against various parties it believed 
spread false and malicious rumours (including the SAC Capital Management13 group 
extensively profiled in the recent book “Black Edge” by Sheelah Kolhatkar) with the action 
even spreading to Australia in an attempt to secure discovery of papers from Platinum 
Asset Management14.  The cases against virtually all other parties have been dismissed 
but a remaining case against SAC still continues. 

 
The potential opportunity in FFH arises despite significant growth and improvement in quality of 
the insurance business over the past five years – evident from the chart below; that’s because 
the same period has coincided with some difficult to comprehend investment decisions by a 

																																																								
10   The author personally owns equity in MQG but E72 does not.  
11  Initially affiliated with, but not to be confused with Markel Corporation, the stunningly successful Richmond, 

VA based insurer (NYSE: MKL) where book value has grown from $3.42 in 1986 to $561.23 at December 2016 
– 18.5%pa. The shares trade at $975. If you establish an insurer, called it “Markel”, if you can.  

12  the story of the bear raid on FFH is brilliantly documented in Chapter 6 (Border Trouble – Part 2) of the book 
“The Divide: American Injustice in the Age of the Wealth Gap” by Matt Taibbi 

13  Fairfax Financial Holdings Ltd et al v. SAC Capital Management LLC et al, Superior Court of New Jersey, 
Appellate Division, No. A-0963-12T1.  

14  NSWSC223 v Platinum Asset Management 30 March 2011 
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previously revered team, culminating in the extinguishment of a series of equity hedges when 
Donald Trump was elected US President.  The hedges had been held since 2010 and cumulatively 
cost US$4.4billion in writedowns and realisations.  In addition, FFH has a series of CPI option 
positions which pay off in a deflationary environment; these have effectively – and thankfully in 
the author’s view - been written down to near zero.  FFH also owns a number of “averaged down 
value positions”, most famously being a 17% shareholder in Blackberry, the mobile handset 
manufacturer (and message technology platform favoured by drug dealers).  

 
 Fairfax Financial Holdings: Underwriting performance (US$million)  

 

 
source: Economics Wire, company data 
 
 
As a result of this moderate investment performance over recent years, which has offset the 
benefits of insurance reserve redundancies, book value per share at 31 December 2016 
(US$367.40) is below the level of December 2009.  
 
FFH is devilishly difficult to analyse since the company not only comprises the insurance 
businesses, but a number of non-insurance operations including restaurants, as well as a series 
of strategic investments.  The latter now has a significant focus on India, including the recently 
floated Fairfax India Holdings. A big positive.  
 
Our investment thesis is that once the non-insurance assets are stripped away at an appropriate 
valuation, we believe at prevailing prices, we are buying the core insurance business at a price 
equivalent to 1.22x tangible book value, prior to the acquisition of another insurer, Allied World.  
This is around line ball with peer group quality reinsurance companies such as Everest Re 
(NYSE:RE) currently trading at 1.25x book and Renaissance Re (NYSE: RNR) at 1.16x, both of which 
have decent histories of claims reserve redundancy. Once completed, the metrics will be slightly 
diluted by the shares issued to acquire Allied World (at 1.44x tangible book value), and which is 
an additional reason for current weakness in FFH stock, which is now back to the levels of late 
2014.  
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Portfolio activity  
  
We sold two decent sized positions positions during the quarter – Nine Entertainment Group and 
ASTM SpA, the Italian roadway company both yielding over 50% returns in less than seven 
months.  We also closed out various profitable short positions, notably Myer Holdings, Snap Inc 
and bitcoin, whilst finally conceding defeat on Marubeni Corp.  Having mates who will lend you 
perpetual debt at negligible interest rates is usually quite useful.  
 
We have increased index and individual security short positions over the quarter with a focus on 
companies we believe are strategically challenged (but which may be enjoying a temporary uplift 
from extraneous factors) or where the share price assumes stratospheric growth in future years, 
which on most balances of probability, will not eventuate.  In most of these cases, we are 
currently carrying unrealized losses, as you would expect in the prevailing environment. We are, 
however, rather more patient than the average investor.  These securities will not fall a mere 5% 
when disappointment is encountered.  
 
Over the past quarter, we have added to core holdings in Aercap, Barclays PLC, Credit Suisse and 
Easyjet, bought Fairfax Financial, and have acquired new holdings in two cheap Australian 
consumer products companies – Pental Limited and McPhersons – both of which trade at wide 
discounts to global or daigou influenced businesses. Elsewhere domestically, we are fascinated 
by the opportunities within Australian mobile telecommunications to the real disruptor – Kogan 
– at the potential expense of Telstra and Optus (SingTel). We have positioned ourselves 
accordingly.  
 
We remain very cautious over global share prices and the lack of general growth within an 
imbalanced Australian economy.  This is illustrated in our cash holdings and continuing hedged 
position. You should be aware that we feel, in aggregate, our “long” positions are generally 
unlikely to move in the short term with overall market indices - absent any company specific 
news - but that our “short” positions are “higher beta” and so will typically move more than 
overall indices. This suggests we will tend to benefit from falling markets, and would lag indices 
significantly in the event of a major rip upwards in equity prices.  
 
A full list of long and short exposures, as at 30 June 2017 will be published in the 2017 Annual 
Report.  
 
 
For further information: 

Andrew Brown 
Executive Director 
(02) 9380 9001 / 0418 215 255 
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STATISTICAL APPENDIX: QUARTER & FYTD TO 30 JUNE 2017 
 

1. Monthly performance, exposure and NAV 
 

 Investment 
return15 

Cost 
imposition

16 

Net  
Return17 

FY17 
Return 

NAV/share 
 pre tax 
(cents) 

Gross  
Exposure18 

Net  
Exposure19 

31 July 16 17.1% -1.2% 15.8% 15.8% 25.5 316% 90% 
31 Aug 16 4.3% -0.7% 3.6% 20.0% 27.6 327% 88% 
30 Sep 16 -1.5% -0.6% -2.1% 17.5% 27.0 359% 142% 
31 Oct 16 4.9% -0.7% 4.2% 22.4% 28.1 427% 137% 
30 Nov 16 4.9% -1.1% 3.8% 27.0% 29.2 541% 76% 
31 Dec 16 9.0% -0.8% 8.2% 37.4% 33.0 439% 74% 
31 Jan 17 5.2% -0.7% 4.5% 43.6% 34.4 473% 54% 
28 Feb 17 0.2% -0.4% -0.2% 43.4% 34.4 503% 24% 
31 Mar 17 1.6% -0.2% 1.4% 45.3% 35.2 171% 1% 
30 Apr 17 -2.3% -0.2% -2.5% 41.7% 34.3 227% -18% 
31 May17 2.6% -0.3% 2.3% 45.1% 35.1 251% -19% 
30 Jun 17 1.3% -0.2% 1.1% 46.6% 35.5 276% -6% 

 
2. Equity exposure as at 30 June 2017 (as % month end pre tax shareholders funds):  

 
 AUSTRALIA OVERSEAS TOTAL 
 percent exposures percent exposures percent exposures 
LONG 64.4% 29 70.6%20 40 135.0% 69 
SHORT (20.2%) 12  (22.5%) 12 (42.7%) 24 
INDEX (42.3%)  (56.0%)  (98.4%)  
TOTAL 1.9% 41 (7.9%) 52 (6.0%) 93 

 
3. Quarterly estimated unaudited contribution to gross performance (equity positions only) 

  
Exposure Contrib LOC price Δ Exposure Contrib LOC price Δ 
Prime Financial Group +2.08% +38.5% Caterpillar Inc§ -0.61% +16.1% 
bitcoin§ +0.94% -6.3%A Tesla Inc§ -0.59% +21.4% 
Easyjet PLC  +0.54% +32.5% Wellard Ltd -0.55% -32.7% 
Financiere de L’Odet +0.40% +14.6% McGrath Holdings -0.37% -17.0% 
PM Cap Global Opp. Fund +0.36% +11.6% Flow Traders -0.31% -18.2% 
AP Moller Maersk +0.31% +13.1% Corp. Travel Mgt§ -0.29% +14.5% 
NZME Limited +0.29% +17.2%A Blue Sky Alts§ -0.23% +20.1% 
Myer Group§ +0.28% -29.6%A Perpetual§ -0.23% +7.1% 
WTI Crude oil +0.23% +8.0%A Magellan Fin. Gp§ -0.20% +22.0% 
Snap Inc§ +0.21% -21.6%A Foxtons PLC -0.19% -6.0%A 

§: short sale position; A: price change from 31 March 2017 to position closure or entry level to 30 June 2017 price

																																																								
15 Change in market value of all investments – cash and derivatives – after interest charges, dividends receivable, 

dividends and fees paid away divided by opening period net asset value and time weighted for equity raisings 
16 All accrued expenses for company administration (eg. listing fees, audit, registry) divided by opening period 

net asset value and time weighted for equity raisings 
17 Calculated as 2 (above) minus 3 (above) 
18 Calculated as total gross exposures being nominal exposure of all long and short positions (cash and derivative) 

divided by end month pre tax net asset value – assumes index ∂ of 1 
19 Calculated as total net exposures being nominal exposure of all long minus short positions (cash and derivative) 

divided by end month pre tax net asset value – assumes index ∂ of 1 
20 includes crude oil exposure 
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Disclaimer 

While East 72 Holdings Limited (E72) believes the information contained in this communication is based on 
reliable information, no warranty is given as to its accuracy and persons relying on this information do so 
at their own risk. E72 and its related companies, their officers, employees, representatives and agents 
expressly advise that they shall not be liable in any way whatsoever for loss or damage, whether direct, 
indirect, consequential or otherwise arising out of or in connection with the contents of an/or any omissions 
from this report except where a liability is made non-excludable by legislation.  
 
Any projections contained in this communication are estimates only. Such projections are subject to market 
influences and contingent upon matters outside the control of E72 and therefore may not be realised in 
the future.  
 
This update is for general information purposes; it does not purport to provide recommendations or advice 
or opinions in relation to specific investments or securities. It has been prepared without taking account of 
any person’s objectives, financial situation or needs and because of that, any person should take relevant 
advice before acting on the commentary. The update is being supplied for information purposes only and 
not for any other purpose. The update and information contained in it do not constitute a prospectus and 
do not form part of any offer of, or invitation to apply for securities in any jurisdiction.  
 
The information contained in this update is current as at 30 June 2017 or such other dates which are 
stipulated herein. All statements are based on E72’s best information as at 30 June 2017. This presentation 
may include forward-looking statements regarding future events. All forward-looking statements are based 
on the beliefs of E72 management, and reflect their current views with respect to future events. These views 
are subject to various risks, uncertainties and assumptions which may or may not eventuate.  E72 makes 
no representation nor gives any assurance that these statements will prove to be accurate as future 
circumstances or events may differ from those which have been anticipated by the Company.  
 
	


