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The purpose of the fund 

  
The premises fit-out loan previously 
advanced to Capricorn Investment 
Partners was repaid in full. 

The largest new investment acquired by 
CDIF in 2015 was an interest in the Eighth 
Gate Residence Fund No 6.  This 
investment gives exposure to the well-
established and growing “manufactured 
home estates” sector, mainly used by 
senior Australians.  Estates located in 
Werribee, Sunshine and Glenroy in Victoria 
make up its portfolio.  An interest of 
$3million was taken in this attractive asset 
and the first quarterly income distribution 
arrived in January 2016 (for December 
2015 quarter) in line with the 8% annual 
yield expectation.  CDIF used some 
borrowings secured by the Suncorp House 
property to assist with this acquisition.  
Income yield from Eighth Gate is higher 
than the interest charge. 

A more modest acquisition was a $250,000 
holding in a convertible note issued by a 
Queensland business familiar to a number 
of CDIF investment committee members.  
This note has some capital growth 
potential, however its main role is to pay 
interest at a fixed rate of 8.5%. 

Consistently, since its inception in January 2008 
the key objectives of Capricorn Diversified 
Investment Fund (CDIF) have been to generate 
regular income distributions similar to those of 
the broad equity market with lower relative year 
to year volatility in asset value. The Fund’s 
existing and continuing bias is toward recurring 
income as opposed to capital gains.  The benefit 
to the investor is a more consistent performance 
compared with volatile market segments such as 
shares. 

A feature of CDIF is its ability to access 
investments beyond the reach of most individual 
investors.  This may be due to the minimum 
investment required, for instance.  The benefit 
to the investor is a more diversified portfolio 
than they could practically hold themselves. 

Major asset sales & 
purchases 
The CDIF portfolio has seen a number of changes 
during the 2015 calendar year.  The holding in 
Wide Bay notes was sold realizing a capital gain 
of more than 3% in addition to the regular 
stream of interest payments.  This note was sold 
only a few months before its maturity date. 
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GREETINGS 
Welcome to Edition 5 of the 
Capricorn Diversified Investment 
Fund’s (CDIF) newsletter – 
Fundamentally Speaking.   The 
newsletter will be distributed more 
regularly in the future.  There have 
been some valuable additions and 
changes to the CDIF portfolio since 
the last newsletter in October 2014 
and we look forward to this 
positive momentum being 
continued.  Please don’t hesitate to 
contact us if you have any 
comments or queries. 

Portfolio (Dec 2015)      Amount 

Cash & fixed interest $699,700 

Australian shares $560,000 

Solar $62,100 

Property related assets $9,060,500 

Bank debt (secured) -$1,535,600 

Other assets & liabilities -$385,000 

NET ASSETS $8,461,700 

All figures are approximate as at December 2015 

 



  
Suncorp House 

The Suncorp House building in downtown Bolsover Street, Rockhampton remains the 
flagship CDIF asset.  The Suncorp Group and Capricorn Investment Partners continue 
as the tenants for the space utilized as offices paying commercial rent with periodical 
increases to help CDIF investors cope with the effects of inflation. 

The ground floor, street-based space is much more suitable to a hospitality business 
and is being occupied by the locally-owned Chango Chango “Cuban Rum Lounge”.  The 
tropical climate encourages al fresco eating and drinking for much of the year and the 
lounge is growing in popularity. 

Suncorp House still has space on its first floor available for rent.  The effects of tropical 
cyclone Marcia in early 2015 continue to be felt in the Rockhampton commercial 
sector and this has dampened demand for office space.  It is frustrating to have good 
space empty, however negotiations with a potential tenant to use this unlet area are 
progressing well and we look forward to confirming full occupancy of Suncorp House 
in our next newsletter. 

The solar panels affixed to the roof of Suncorp House are fully operational and 
generating power used by tenants of the building.  This is good for CDIF as it generates 
revenue and good for the users of the power as it is available to them at a lower price 
than via the main grid. 

 

Small Cap Shares 

Australian “small caps” are listed companies that fall outside the ASX 100 index. They 
will typically have a market value of $300-$1,500m.  As smaller companies they tend 
to be more narrowly focused than big caps, are often run by founders or executives 
who have large personal holdings in the business and are often in markets where it 
can be difficult to get a direct exposure through larger companies. 

The Australian small cap share part of the CDIF portfolio is intentionally managed on a 
longer-term, buy and hold style rather than on a more aggressive and actively 
managed basis.  The portfolio is by no means dormant, however and changes were 
made during the 2015 calendar year. 

The relatively modest holding in ALE Property Group was sold and a capital gain since 
acquisition of 34% brought to account.  A partial sale of the NIB Holdings investment 
was made and this realized a capital gain of 59% since acquisition. 

The inclusion of Australian small cap shares in the CDIF portfolio commenced in 
September 2013.  Since that time to late January 2016 this segment has met its 
objective of outperforming (i.e. dividends plus capital appreciation giving total return) 
the ASX200 Accumulation Index.  In calendar year 2015 this outperformance was 9% 
(i.e. 14.7% combined returns for the CDIF small caps compared with 5.7% for the 
ASX200 Accumulation Index). 

STOP PRESS:  

One of the small cap holdings is Programmed Maintenance Services Limited.  Its very 
recent results announcement disappointed the market leading to a sharp fall in its 
price and this will impact negatively on CDIF’s performance in February 2016.  This 
share represents less than 1% of CDIF’s gross portfolio value meaning its impact on the 
overall CDIF portfolio is very limited. 

 

Opportunities declined 

The investment opportunities rejected 

are just as important as the ones taken 

up.  A rigorous approach to the 

evaluation of new opportunities is a 

well-entrenched part of the CDIF 

process.  

By way of illustration, over recent 

months CDIF has evaluated and rejected 

these opportunities: 

 A childcare facility in a regional 

city.  CDIF was considering 

acquiring the physical land and 

newly-constructed buildings and 

leasing them back to the 

operator of the facility.  CDIF 

withdrew from well-advanced 

negotiations after the other party 

unexpectedly proposed a new 

approach that would have 

increased the risk to CDIF.  We 

choose not to have dealings with 

people unwilling to negotiate in 

good faith. 

 A loan to a community-based 

sporting facility looking to expand 

its physical amenities to meet 

growing demand.  CDIF proposed 

loan terms seen as fair to both 

lender and borrower and were 

then undercut when one of the 

large banks offered lower 

interest rate terms that CDIF was 

unprepared to match. 

 A loan to a business looking to 

improve and expand its 

operations providing 

accommodation to employees at 

mining camps.  Withdrawal from 

the market of some of the 

business’ competitors was seen 

as an opportunity to increase its 

market share.  Although 

potentially a good story, the 

contraction of the resources 

sector was a major risk factor 

difficult to forecast and CDIF 

chose to look for better 

opportunities elsewhere. 

 



  
Covered call writing 

The Investment Committee is always on the look-out for ways to 

enhance the profile and performance of CDIF consistent with its 

overall objectives of generating distributable income along with 

lower volatility of investment value than the share market.  One 

technique that is being considered is enhancing the income 

generated from ownership of shares via “covered call writing”. 

This approach could be adopted at individual portfolio level 

however it is often more practical to do so in a pooled fund such 

as CDIF.  This can result in lower transaction costs and more 

diversification than may be the case in an individual portfolio. 

Exchange-traded options are not available for small cap shares so 

this portfolio management approach would be applied to large 

cap shares (typically those in the Top 20 in terms of market 

capitalisation). 

The seller or writer of call options receives a premium or payment 

from the option buyer and in return gives the option buyer the 

right but not the obligation to buy a nominated investment (e.g. 

1000 shares in XYZ) at a pre-determined price (the “strike price”) 

within a specific timeframe (when the option expires).  

Let’s say the current price of XYZ shares is $2-50.  An option could 

be issued with a strike  price very close to the current price (“at 

the money”), or with a strike price lower than the current price 

(“in the money”) or with a strike price higher than the current 

price (“out of the money”).  An “in the money” option would have 

a higher premium than an “at the money” option, which would 

have a higher premium than an “out of the money” option. The 

option seller would look to optimize return via selection of the 

most attractive strike price. 

An option could be written with an expiry in a few days, a few 

weeks or a few months.  The longer the period to expiry the 

greater the “time value” of the option  and the higher the 

premium or payment the option buyer gives to the option writer.  

The option seller would look to optimize return via selection of the 

most attractive expiry date. 

Allowances would be made in the option premium for any 

dividend entitlements that would vest during the option’s life and 

the option price would also be affected by changes in market 

sentiment (the impact of “volatility”).  The seller would try to 

write options at a time of higher than normal “implied volatility” 

as this would increase the size of the premium. 

A call option is “covered” when the writer already owns the shares 

that would need to be sold if the buyer exercised their option.  A 

call is “naked” if the option seller does not already own the shares.  

The covered call strategy is the lower risk one.  CDIF would not 

write any naked calls.  If the covered call option lapses (i.e. is not 

exercised) the writer keeps the premium and the shares, and can 

repeat the process again. 

 

Some Thoughts on Woolies 

Woolworths (ASX: WOW) is a large cap share and is not held in 
the CDIF portfolio at this time.  Considering the higher than 
normal market volatility and specific issues surrounding 
Woolworths these comments from the Chair of the Investment 
Committee should be of interest. 

Around six months ago we started to push WOW much harder 
as a holding in client equity portfolios. The premise of this was 
that WOW had an incredibly profitable and valuable food 
retailing business in Australia, a very good food business in NZ, 
some eyewash in Australia (liquor, petrol, Big W) and the 
multi-billion dollar disaster of Masters Hardware. 

Masters was so bad that we suspected the market was missing 
the core underlying value of the WOW business. In addition 
the management effort being expended on Masters was 
diluting the effort going into what was important. 

Our view was that one of three things would happen, likely 
over a relatively short space of time: 

First, it was (remotely) possible that hardware could become a 
profitable business, in which case WOW would own what 
could be a very valuable asset. We basically discounted this 
possibility. 

Second, it was possible that hardware would get to 
breakeven, adding roughly $250m to pre-tax profits. Our view 
was that this was unlikely within three years; 

Third, it was possible the group would get sick of the value 
destruction and exit the business. Given that 33% owner 
Lowes had a put option that could be (and has been) exercised 
from October 2015 this seemed a likely outcome. WOW has 
stated that it will investigate selling the Masters business in 
one line or piece by piece. We see almost no likelihood that 
the business can be sold as a going concern hence a drawn out 
(18-24 month) process is almost certain. Over 18-24 months 
we would expect WOW NPAT to rise by up to $200m solely 
from shutting hardware. In addition some modest amounts of 
cash will accrue to shareholders that would otherwise have 
been torched on loss making stores. The real benefit, in our 
view, is that management can focus full time on what matters, 
which is improving the powerful Food & Liquor division. 

 

 

 



 
Covered call writing – an illustration 

The Capricorn Investment Partners internal Investment Committee manages an “approved product list” (APL), which includes a 
number of ASX-listed shares.  The CDIF Investment Committee has access to this APL and only the preferred shares on the APL 
would be considered for any CDIF covered call writing strategies. 

The following figures are used to illustrate a covered call writing strategy with some current (as at February 11, 2016) market data: 

 Share: Commonwealth Bank Limited (CBA) 

 Current share price: $74-00 

 Expected dividends in calendar year 2016: $4-20 (plus franking credits of $1-80) 

 Option strike price and expiry: $77-70 (i.e. 5% “out of the money”) with December 2016 expiry 

 Option premium: $3-60 

If the CBA share price remained below $77-70 during 2016 and the option expired unexercised, the pre-tax income yield would be: 
dividend $4-20 plus franking credits $1-80 plus option premium $3-60 for a total pre-tax yield of $9-60 or nearly 13%.  Writing the 
option would lift income yield to almost 13% compared with dividends and franking credits alone at 8.1%. 

If the CBA share price moved above $77-70 and the option were exercised, assuming this was done after the August 2016 dividend 
payment date then a further $3-70 of return would be crystallized for CDIF via the sale of the shares.  This would lift the aggregate 
pre-tax return to nearly 18% in the year. 

By the way, if the CBA share price moved above the $77-70 strike price in our illustration then any capital gain above that level 
would be foregone by CDIF.   A covered call writing strategy such as the one illustrated here enhances income yield and limits capital 
appreciation. 

CDIF distributions & unit price 

Four cash distributions of $0-01 each were made to unitholders during calendar year 2015.  This is equivalent to an income yield of 
4.6% per year based on the average unit price.  We anticipate 2016 distributions will continue on the same three-monthly 
frequency and with an increase in the per unit distribution rate by year’s end.  The CDIF unit price in December 2014 was $0-8784 
and in December 2015 it was $0-8613.  This relative stability of unit price at times of turbulence in segments such as share markets 
are consistent with CDIF’s objectives. 
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