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Overview

This article is designed to address a number of common myths, 
unknowns and things less commonly understood about the 
sector. All this analysis has previously been sperately published 
by RRM, but we thought it useful to document this analysis 
and key conclusions in one article for the purpose of investor 
education. 

1) The Sector Trades at a Discount to NTA. Verdict: 
False

The chart below illustrates the Premium / Discount to NTA by 
market cap weight. As is clear, the key LIC/LIT sectors have 
actually traded at a premium on the basis of a volume weighted 
dollar of investor experience (the same methodological basis of 
all major equities indices). So, it would appear that an LIC/LIT 
investor can have their income cake and eat it. 

The difference between a market cap weighted and a median 
basis is important. Just like all global indices (which are market 
cap weighted), a market cap weighted methodology illustrates 
the broad overall investor experience by dollars invested. A 
median methodology illustrates the simple average experience 
across all vehicles. It is like saying the experience of 135,000 AFI 
shareholders is the same as 500 shareholders in a small LIC!!

Larger LIC/LIT managers are generally 1) longer established 
(greater dividend and franking reserves) and, 2) relatively superior 
investment managers. 

Premium / Discount to NTA (Market Cap Weighted)
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The analysis highlights a number of key conclusions, and ones 
consistent with what long-time impartial followers of the sector 
already know well. 

1. Premiums to NTA (or lesser discounts) are positively 
correlated to market cap size. Larger LICs/LITs have greater 
market awareness and on the whole are strong investment 
managers with proven track-records – they got to scale for 
a reason. RRM has always held that if a LIC/LIT has a sub 
$100m market cap it is very discount to materially change 
this.

2. The Australian equities sectors have consistently traded at a 
higher premium (lesser discount) to the international equities 
sector, despite the latter having some very solid investment 
managers. The reason – not insignificantly, due to a history of 
higher yield and franking levels. 

3. The fixed income sector was sold down in lock-step with 
international equities during Peak Covid, highlighting the 
sheer absurdity of marginal seller behaviour at the time. 
Fixed income sits higher up the capital stack than equities. 
The implied loss-given- default (LGD) rates based on the 
discounts at the time were off the scale. The implied LGDs 
were so high above realised historic levels, including the GFC 
period. 

4. On a market cap weighted analysis, Wilson Asset 
Management has a very significant positive impact on the 
Small/Mid Cap Australian equities sector. What did we say 
above about the investor appeal of sustained high and fully 
franked yields (not that Wilson’s hasn’t produce strong overall 
total returns).

5. The more recent deterioration in the market capitalisation 
weighted discount to NTA in international equities is 
predominantly attributable to the Magellan Global Fund 
(Closed Class) and to a lesser degree MFF Capital 
Investments (ASX: MFF).

6. On FUM weighted basis, note the dip during 2019. 
No second guesses what that was about - the whole 
(sensationalist?) campaign in relation to stampling 
commissions. Talk about a self-fulfilling prophecy.

7. The variability of market cap weight premium / discount to 
NTA (i.e., the standard deviation) is highest in the Aust Small/
Mid cap sectors (annualised standard deviation of 15.5%), 
second highest in fixed income (14.9%, but not doubt due 
to the asset class shorter track record – more Covid period 
impacted), 12% for Aust Large Cap, and lowest (10.5%) for 
international equities (MGF would have impacted this figure 
materially).  

2) Headline Performance is Below Trust Peers / 
Indices. Verdict: Impossible to Determine. 

Why? The clear and obvious driver is that LICs pay the company 
tax rate on realised gains (generally 30%, subject to the size/
revenue generated by the LIC), but it is far more complex than 
that. And all that complexity makes even a comparison with 
market indices as not like-for-like.  

The additional drivers to headline performance variation include: 
DRPs, SPPs, buybacks, Bonus Options issues, Additional Capital 
Raises and (the relatively uncommon) convertible notes. 

DRPs and SPPs can either be set as a function of NTA or share 
price. If the share price is at a premium to NTA, then DRPs and 
SPPs may be accretive. Wilson Asset Management, for example, 
generally benefits from this situation. 
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More commonly however, the pricing is at a discount to NTA. In 
this case, the first five of the capital initiatives noted above are 
all dilutive to NTA. Bonus Options in particular have the potential 
to be highly dilutive to the headline numbers. Please see chart 
below as an example, in this case Ryder Capital (ASX: RYD) and 
the impact of its Bonus Option. The only capital measure noted 
above that is NTA accretive is Buybacks.

Looking at the RYD example, RYD have historically issued two 
series of 1 for 1 Bonus Options. The first set of options (RYDO) 
were issued to IPO investors at $1.25 strike price on 22/09/2015 
and expired on 10/12/2018. The second set of options (RYDOA) 
were issued on exercise of an investor’s RYDO options, therefore 
these options will have varying issue dates, any RYDO options 
that were not exercised would result in the RYDOA options not 
being issued. The RYDOA options have a strike price of $1.50 and 
expire on 10/21/2021.  

These issues were done to reward existing share holders in what 
has been quite a tightly held share register. And reward both have 
given the very solid performance of RYD over the years. 

But, of course, the raw performance numbers (the undiluted 
performance) has been even stronger. Some investors would 
have captured a degree of this stronger than published returns 
depending on when they exercised, etc, but equally some would 
not. 

The chart and table below highlights the performance differential 
between the raw, undiluted performance (the true measure of 
manager skill) and the reported, fully diluted performance series. 

As evident, the differential is not immaterial. The first column 
performance figures do not provision for realised capital gets.  
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ASX: RYD
Undiluted 
No-tax NTA

Undiluted 
Pre-tax NTA

Diluted Pre-
tax NTA

Total Returns 151.7% 135.1% 112.1%

Total Returns (% p.a.) 17.6% 16.2% 14.1%

How would you go about stripping out the impact of these 
dilutive and accretive impacts to create a true like-for-like 
comparison? It is possible for DRPs, SPPs, Additional Capital 
Raises and Convertible Notes as the information is publicly 
available. However, it would be an onerous exercise (there 
is a reason no research house undertakes this analysis). It is 
impossible in relation to Buybacks and Bonus Options issues – 
only the particular investment manager knows the time weighted 
value of shares bought back or when investors exercised bonus 

options. The underlying data  in the chart above was provided by 
Ryder Capital.

For all these reasons above, this is why RRM utilises LIC/LIT 
Sector Peer Indices as the primary index in comparing how 
a particular LIC is performing. Namely, relative to its peers. It is 
still subject to issues, but it is a lot more analytically valid than 
comparing a LIC to a market index or trusts (LITs, ETFs, and 
Unlisted Unit Trusts).

3) Headline Performance is Investor Performance. 
Verdict: False. 

Let us assume no convertible notes (very uncommon anyway) or 
bonus options currently in play. If, as an investor, you participated 
in every DRP, SPP, or additional capital raise your total return as 
an investor would be higher than the headline numbers as it is a 
given some investors do not participate in these capital initiatives. 
And those latter investors’ total returns are less than the headline 
numbers. 

If you timed the exercise of bonus options well (at a relatively 
high LIC share price over the period of the bonus options) or 
exercised before a dividend ex-date (so you do not leave that 
dividend on the table), your performance has the potential to be 
significantly higher than the headline numbers.  

4) Discount Control Mechanisms are Ineffective. 
Verdict: Sort of, Sort of Not. 

An Australian manager has three main measures at its disposable 
to endeavour to reduce a persistent discount to NTA, specifically: 
1) buybacks; 2) a conditional tender offer (CTO); or 3) 
conversions (to an ETMF or unlisted unit trust).In the UK close-
end fund (CEF) market there are also mandatory wind up vote 
mechanisms for investors, but no such mechanism exists in the 
Australian market. 

RRM concludes that investment managers are largely banging 
their collective heads against a brick wall with respect to the 
above initiatives having a direct impact in reducing a persistent 
discount to NTA. But these initiatives can have positive 
secondary benefits that may ultimately have a longer-term benefit 
on contracting a discount to NTA. 

Fundamentally, it should be pretty clear to most investors familiar 
with the LIC/LIT sector that the following are the key drivers to 
a premium to NTA (or a lesser discount to NTA): 1) FUM scale; 
2) Performance; 3) Yield - level, consistency, and franking, and; 
4) Shareholder communications / boards not taking investors for 
granted (just because they hold captive capital). Performance, 
performance, performance!!

Conversion to an ETMF. The previously known Monash Absolute 
Investment Company Limited (ASX: MA1) was the first LIC to 
convert to an ETMF. It will shortly be followed by MHH. MA1, 
now Monash Absolute Active Trust (Hedge Fund) (ASX: MAAT), 
began trading as an ETMF on 10 June 2021. It commenced 
trading with 45.2m units on issue, it now has approximately 
28.7m units on issue. The FUM of the vehicle has dropped from 
around $57m to now approximately $30m.

The manager of the strategy expected to lose around 30% of the 
book on day 1 of trading given the sizeable presence of arbitrage 
trades. It has now lost close to 40%. An FUM of $30m is not 
economic. Fortunately, Monash also runs an unlisted fund version 
of the strategy with a total FUM of circa $16M. 
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Nevertheless, as laudable as Monash’s initiative was (although 
there was some third-party investor pressure), RRM would 
question how many other LICs would tread this path. As for 
MHH, well, that is an entirely different story for a whole bunch 
of reasons. But Magellan is the exception, and far from the rule. 
For investors in (generally) smaller market capitalisation LICs the 
lesson is not to hold your breath for a restructuring designed to 
provide a path to parity to NTA. 

While the active ETF segment is growing strong, there are 
some real challenges for the vast majority of active managers 
considering this path.

To date, the active ETF market has exhibited something of a 
‘winner takes all’ characteristic, with the Magellan Global Fund - 
Open Class Units (ASX: MGOC) and the Hyperion Global Growth 
Companies Fund (ASX: HYGG) dominating in global equities, 
BetaShares Active Australian Hybrids Fund (ASX: HBRD) and the 
ActiveX Ardea Real Outcome Bond Fund (ASX: XARO) dominating 
in fixed income. Slightly more than half of the total 31 active ASX-
listed ETFs currently have FUM of less than $100m. 

To succeed as an active ETF a manager needs to be clearly 
generating alpha, needs to have an existing ‘brand awareness’ 
in the market, and needs to understand that the ‘marketing’ 
strategy is different to a platform based unlisted unit trust. 
Additionally, in our view, there are certain asset classes and 
market segments where alpha is more readily achievable, and 
these would include small to mid-cap equities (high information 
advantage), fixed income (a broad range of levers needed to 
be pulled in order to be a through market cycle performer), and 
emerging markets (country and company / debt issuer selection).

Buybacks. RRM would contend that the effectiveness of 
buybacks in potentially closing a discount to NTA is a longer term 
dynamic and works indirectly. There is very limited evidence that 
buybacks have an immediate impact. It is worth noting that under 
the ASX / Aqua rules that a manager is constrained by a limitation 
of how much it can buyback over a given period, but even without 
such a limitation RRM would suggest buybacks would prove no 
more effective over a shorter time period. In the UK, Neuberger 
Berman bought back a massive circa 70% of shares in a floating 
rate CEF – didn’t help the discount to NTA – the floating rate 
market was simply out of investor favour at the time. 

Buybacks are effective in two ways. First, buybacks are NTA 
performance accretive – they improve manager performance 
/ shareholder returns. This impact may ultimately serve as a 
sentiment positive (read: beneficial to technical supply /demand 
dynamics). Second, buybacks help to settle the share register, 
providing a manager the opportunity to ‘buyback’ investors with a 
shorter term horizon, leaving the register with a more committed 
longer term investor base. 

Conditional Tender Offer (CTO). Pinnacle Investment 
Management Limited (PIML) announced a CTO in relation to APL 
in Aug 2020. Tender offers are common in the UK CEF market, 
but the APL mechanism was the first and only of its kind in the 
domestic market. In the UK, they are typically offered at a board’s 
discretion and there may or may not be a NAV trigger. 

The APL CTO is now redundant given it will convert to an ETMF 
and APL will be delisted. But the effectiveness and implications 
of the CTO were instrumental in the decision to convert. Under 
the APL CTO, shareholders were given the option to exit a 
maximum of 25% of their shareholding at close to NTA. The CTO 
was to be implemented starting from 18 October 2021 if the 

closing share price on a daily average basis over the preceding 
12-month period to the CTO date exceeded a 7.5% discount to 
NTA. If the CTO was triggered, shareholders would have the 
opportunity to tender their shares for sale to APL via an off-
market buy-back. The maximum number of shares APL could buy 
back was equal to 25% of the shares on issue at the time. 

We understand that once the CTO had been executed another 
comparable CTO was to be implemented. And could have 
become rather costly to APL. But without a follow-up CTO, 
presumably a discount to NTA would widen thereafter. 

Was the presence of an impending CTO effective? The 
announcement did facilitate a contraction in the pre-existing 
discount to NTA at the time. It has also served to get rid of 
potentially damaging newsflow for PIML investor. aligned with its 
shareholder base and committed to addressing the issue.

5) Profit Reserves equals X years of future 
Dividends. Verdict: Not Quite. 

It is not uncommon to see comments or analysis that go to this 
effect: a particular LIC’s retained profit reserves are of $XXm 
amount, the equivalent of X.X years dividend coverage of the 
latest financial year dividend paid by a LIC. 

A LIC profit reserve includes both realised and unrealised gains 
and losses from current investments. For example, LSF recently 
booked a massive circa $500m to its profit reserve, but the 
majority of that amount constitutes unrealised investments. 

When a LIC receives cash inflows, it can hold it as cash or 
reinvest it. Retained Earnings and Profit Reserve do not say 
anything about how the cash was utilised after it was received. 
The retained earnings figure and capital profit reserve figure do 
not actually indicate that they have funds readily available to draw 
on for dividend smoothing. Anything required beyond what it may 
have sitting in cash at the time would need to be made up from 
liquidating assets. 

When you read that an LIC has X years of dividend cover that is 
somewhat misleading. What it actually means is that if the LIC 
did not book a single dollar of realised gains moving forward 
(profit reserve dollar) it has the equivalent of X years of the last 
dividend amount before it exhausts its profit reserve. By law, 
dividends can only be paid when there is a positive profit reserve. 
So, a loss making company with no reserves cannot pay a 
dividend.

Many LICs differentiate dividend reserves from profit reserves. 
The dividend reserve provides a more accurate measure of the 
reverses being held for the future distribution of dividends. A 
dividend reserve is established to set aside amounts for the 
payment of future dividends. While again, a dividend reserve 
amount is not actually sitting in cash, but what it does show 
investors is the board is dedicated to paying out a certain amount 
in the future.  

With respect to the franking reserve, when a LIC receives 
franking credits from underlying investments and when it pays 
income tax, franking credits are gained, and when distributing 
franked dividends, they are reduced. Cumulative excess franking 
credits are booked to the franking reserve. 

If a LIC has a franking reserve, for example, of $0.50/share it 
has the ability to pay out a fully franked dividend of $1.17/share 
(subject to having a profit reserve that exceeds this amount – an 
eligibility requirement). Of course, an Australian equities LIC 
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will also receiving franking credits from underlying ASX-listed 
companies (the ASX 200 has circa 80% franking levels), so the 
LIC will typically have future years of fully franked runway that far 
exceeds simply the franking reserve amount.

The franking account balance is more indicative of the amount 
of dividends that a LIC could realistically pay out because all 
LICs would be highly reticient to go from a 100% fully franked 
dividend to a less than 100%.
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