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In the second quarter of calendar year 2015, AAVOF’s 
gross portfolio performance was +1.90%.  Since inception 
performance is 2.19% vs S&P/ASX 200 0.89%.  NAV per share 
at 30 June 2015 was $0.98 per share on both a pre and 
post tax basis.  Return tables are produced at the end of 
this letter.

At 30 June 2015, 26.1% of the cash raised at IPO had been 
invested in four securities. We are excruciatingly close to 
investing in two other securities where we have all but 
finished our research work.  

Returns to date are broadly in line with the market, which 
given most of the portfolio is cash is at first instance pleasing.  
However at this early juncture it is somewhat meaningless.

Portfolio
As mentioned above we own four securities.  We are going 
to go into quite some detail into why we own what we 
own.  So you will be able to judge us in future by how these 
investments pan out.  In future we’ll detail new positions 
and then only update as required.

9%

8%

6%

3%

74%

Silverchef Elders Hybrid Elders Common Ardent Leisure Cash

Portfolio as at 30 June 2015

Elders Hybrid Securities (ELDPA)
At 30 June 2015 we had 7.7% of the Portfolio invested in 
ELDPA.  

These are hybrids. More correctly they are perpetual 
preferred shares. The ELDPA’s have some characteristics 
of debt and some characteristics of equity.  At issue, these 
instruments typically offer a debt like coupon or distribution 
which is normally fully franked.  They offer very little equity-
like upside given they are callable at par or $100/hybrid, 
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but given they are subordinated to debt, they do have downside risk.  Bluntly, they offer all the upside 
of credit and all the downside of equity.  We never buy these as new issues because the risk asymmetry 
is entirely unfavourable. Fortunately the Elders Hybrids are trading well below $100/hybrid face value, 
which is why there is an opportunity. 

On 11 September 2009 Elders sent a letter to Hybrid holders informing them that the distribution would be 
suspended “for a period of two years, namely to and including the quarter ended September 2011”.  This 
letter went on to state “The resumption of distribution payments to hybrid note holders and the payment 
of dividends are regarded as important by the board of directors and it is the Company’s intention that 
this be achieved as soon as practicable”. Fast forward to today and the Hybrid distributions are still 
suspended.  To be clear there is nothing in the terms of issue for the Hybrids that currently obliges Elders 
to pay a distribution, given Elders has in excess of $1.3 billion of accumulated losses.

For five years from 2009 to 2013 inclusive Elders posted operating losses. This was essentially the unwind 
of a disastrous debt fuelled M&A binge which diversified Elders away from its core (Peter Lynch called 
it “diworsification”).  Today Elders is a pure agricultural services company.  It is profitable and produces 
strong and we think growing cash flows.  Management have done a commendable job in turning the 
ship around and have a target of $60m of EBIT and a return on capital of 20% by 2017.  The one constant 
refrain we hear from management is “return on capital focus”, which is like music to our ears.

So why buy the Hybrid? The key feature of the Hybrid is the “dividend stopper”, meaning Elders cannot 
pay a dividend on their common stock until the Hybrid has resumed distributions or been redeemed or 
exchanged into common stock at par.  

We are of the view that Elders will enjoy growing earnings and cash flow over the next few years, largely 
due to self help measures.  Given this; Elders essentially have four probability nodes in terms of dealing 
with the Hybrid:

1. Do nothing.  However this means Elders cannot pay common shareholder dividends.  We think 
there is a desire to complete the Elders turnaround story and a fundamental element of that is the 
resumption of dividends. 

2. Exchange Hybrids into Common shares.  However this might threaten the tax loss carry forward under 
the Beneficial Ownership test (Elders has $252.8 million of carry forward tax losses not recognised on 
the balance sheet, which means it won’t pay tax for a very long time). Full exchange would also be 
highly dilutive.

3. Recommence distributions on the Hybrids.  However the cash cost of this is very high given the Hybrid 
margin is now 4.7% over the greater of three month swap or 10 year bond rates and is due to step 
up to 7.2% on 30 June 2016.  Given Elders’ limited franking credit balance and lack of tax capacity, 
Elders would ultimately be faced with a cash distribution rate approximating 10% which we view as 
untenably expensive.  This is before one considers the need for Elders to make a one-time payment 
of twelve months accrued distribution on any resumption of distributions under the terms of issue.

4. Buy the Hybrids back.  At par or below this is value accretive for common shareholders, lifts return 
on capital, does not jeopardise the large tax loss asset and allows the resumption of dividends on 
common shares.  

At our entry price, given the Hybrid liquidation preference over equity, in the worst case we can 
countenance we would get our money back.  

Our return spectrum here we think is somewhere between a 12% and 45% IRR, depending on how 
long the situation takes to resolve. We also like the favourable asymmetry embedded in current Hybrid 
pricing which is well below par.  
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Elders Common Shares (ELD) 
At 30 June 2015 we had 6.3% of the Portfolio 
invested in ELD.  

It is a little unusual to own both the Hybrid 
and the Common; but we can see significant 
upside in Elders and given the Hybrid return 
profile is capped, we bought the Common 
stock as it sold off in March 2015. 

The core Elders business has been in 
operation for over 175 years. The name 
is known by most Australians and is tied 
inextricably to Australia’s pastoral heritage 
and we would assert to its future as well.  

In very simple terms, Elders Limited was in survival mode for five years between 2009 and 2013.  The mean 
reversion from such an extended period of distress we think is longer than 12 months (Elders have now 
reported two consecutive halves of positive earnings).  The cost base to the business is in many respects 
“fixed” so as gross profit increases, the positive leverage to net income can easily be underestimated by 
analysts; which is precisely what occurred in May 2015 when Elders reported first half results well ahead 
of analyst expectations.  

If we are correct in our thesis that Elders undertakes a partial or full buy back of its Hybrid securities, 
then this will drive leveraged upside for the Common shares because we think most investors expect 
the Hybrids to be exchanged into Common stock (which is reflected in every broker model we have 
reviewed).  We also are of the view that cash generation from the business will surprise positively.  In 
addition whilst most Brokers’ analysts will normalise their valuations for taxation given Elders pays almost 
no tax, this is not how a market works.  

Silverchef Limited (SIV)
At 30 June 2015 we had 9.0% of the Portfolio invested in SIV.  

Silverchef is the convergence of a great business model and great execution.  What really excites us 
about it however is its very high returns and literally massive addressable market. 

The core business is a hospitality leasing operation focused on SMEs; specifically cafes and restaurants.  
Credit risk in this sector is high. To counter this, Silverchef will only lease mission critical equipment, eg 
an Espresso machine for a cafe. In this way Silverchef secure a preferred position in the customers 
cashflow cycle, and because its hard to run a cafe without an Espresso machine, the customer will tend 
to pay Silverchef ahead of other creditors.  We tested this thesis by examining Silverchef’s historical loss 
experience, which compares extremely favourably to peers.  

The business also enjoys negative working capital and high returns (return on equity is over 20%).  High 
returns matter most when more capital can be deployed. Whilst some analysts have lamented the 
fact that Silverchef ostensibly has negative free cashflow, when one normalises free cashflow for the 
excess of capital expenditure over depreciation, it is clear organic capital and cash generation are 
exceptionally strong.  

Execution is very strong.  We have visited the main office, seen the “war room” and studied the Gazelle’s 
operating system Silverchef use.  

The proof of this is in Silverchef’s ability to enter new markets. New Zealand operations commenced 
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in November 2011.  Canadian operations 
commenced in October 2013.  New Zealand 
is a profitable territory and Canada is at the 
inflexion point where earnings break even 
occurs in fiscal 2016.  

Silverchef has a stated goal of operating 
in four markets, and they are currently in 
three.  The educated guess is that Canada’s 
neighbour to the south will be Silverchef’s 
fourth market.  So the question is essentially 
this: if Silverchef’s market capitalisation 
today is approximately $250 million, how 
large is its potential growth trajectory given 
the United States as an addressable market 
is over 10x Australia’s?

This stock is not cheap, trading on 3.0x prospective Price to Book and 15.6x prospective Price to Earnings.  
However we think for several reasons 2016 earnings are likely to be higher than market expectation:

• Cost to income ratio:  With rapid new market entry, costs have increased and appear to be cresting.  
If they decline as we expect it is a meaningful driver of margins and earnings

• Canadian earnings inflexion (described above)

• Incremental potential for reduction in cost of finance for Silverchef

Silverchef is for us a compounder and you want to run those.  

Ardent Leisure (AAD).  
At 30 June 2015 we had 3.0% of the Portfolio invested in AAD.

Ardent was something of a market darling and in October 2014 its stock was over $3.00 per share. First 
half earnings were quite disappointing, driven by negative comparable sales in Ardent’s Health Club 
business. At around this time, there was a change in CEO, which the market did not take kindly to, selling 
down Ardent’s stock to around $2.00 per share.

We think this is something of a mean reversion story for a few reasons:

• First, to have earnings decline in fiscal 2016 essentially requires the Health Club business to decline at 
an accelerating rate.  This is because Ardent’s US business is growing very quickly.

• Ardent has a division called Main Event, which is based in the USA and generating exceptionally 
strong revenue and returns.  In two to three years, we think this will be the largest division and a core 
focus for the market.

• Comparables to Main Event trade at very high multiples in recognition of the large growth runway 
available to them.  Main Event currently operates predominantly in Texas; one state out of 50.

• We think the measures Ardent have taken to stabilise the Health Club business are likely to work 
based on early evidence.

• We are comfortable with the balance sheet given the main consumer of capital is Main Event and 
it is very adept at recycling capital

Ardent we think can thus recover post its fall which is why we own it.  
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In closing, we will leave the macro commentary to others and focus on the stock picking.  We thank all 
our shareholders for the trust they have placed in us.

Yours faithfully

Arowana Australasian Value Opportunities Fund (“AAVOF”)

Quarterly Returns AAVOF1 S&P/ASX 200 S&P/ASX 200 Accum
March 2015 0.29% 8.88% 10.33%

June 2015 1.90% -7.34% -6.55%

1. Measured as gross returns on portfolio value for index comparability

Cumulative Returns since 
Inception AAVOF1 S&P/ASX 200 S&P/ASX 200 Accum
January 2015 0.10% 3.28% 3.28%

February 2015 0.13% 9.57% 10.39%

March 2015 0.29% 8.88% 10.33%

April 2015 1.29% 7.00% 8.45%

May 2015 3.58% 6.77% 8.88%

June 2015 2.19% 0.89% 3.10%

1. Measured as gross returns on portfolio value for index comparability

One Month Returns AAVOF1 S&P/ASX 200 S&P/ASX 200 Accum
January 2015 0.10% 3.28% 3.28%

February 2015 0.02% 6.09% 6.89%

March 2015 0.16% -0.63% -0.06%

April 2015 1.00% -1.72% -1.70%

May 2015 2.27% -0.22% 0.40%

June 2015 -1.34% -5.51% -5.30%

NAV per share After tax Before tax
January 2015 $0.98 $0.97

February 2015 $0.97 $0.97

March 2015 $0.97 $0.97

April 2015 $0.98 $0.98

May 2015 $1.00 $0.99

June 2015 $0.98 $0.98
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