Throughout the more than 100-year history of Australian listed
investment companies (LICs), savvy, long-term investors have
taken advantage of the opportunity to buy LICs when their
share prices are trading at a discount to their net tangible
assets (NTA). These investors view discounts as a chance to
buy a portfolio of shares for less than it would cost to buy those
same shares directly.

And with many LICs currently trading at meaningful discounts,
many people are asking themselves: Is now a good time to buy?

Before deciding whether LICs deserve a place in your portfolio,
it'simportant to understand how they work, what makes them
different from ETFs, what contributes to discounts appearing
and how some LICs have continued to deliver reliable, fully
franked income through even the toughest market cycles.

As the name suggests, a LIC is a publicly listed company that
invests in a portfolio of shares on behalf of its shareholders.
Investors simply buy shares in the LIC on the Australian
Securities Exchange in the same way they would buy shares
in BHP or Woolworths.

LICs have several distinctive features and benefits that help
explain why so many Australians hold them for decades and
why this structure has endured for over a century:

Exchange-listed and easy to investin. They are exchange-listed
and easy to buy and sell, with minimum investment amounts
typically around $500 through online brokers.

LICs generate their own franking credits, in addition to any
received from their portfolio. Because a LIC is a company, it
pays Australian corporate tax generating franking credits on
unfranked income and capital gains which it can build up to
be paid out to shareholders. Even LICs that invest in overseas
assets can still generate franking credits because they pay tax
in Australia. This is a benefit not offered by other structures that
offer offshore exposure or when investing overseas directly.

As a company, LICs also comply with corporate governance
requirements and have board oversight and transparency.

Closed-end structure. Unlike managed funds or ETFs, LICs
don'tissue or cancel units when money moves in or out. Their
capital base remains stable. This means they are not forced to
make ill-timed investment decisions to accommodate inflows
or fund redemptions. Instead, the LIC structure allows a patient,
long-term investment approach.

Dividends can be smoothed over the cycle. One of the greatest
advantages of LICs is their ability to retain earnings and use
them to maintain dividends during weaker periods. This is a key
benefit for investors seeking reliable and consistent income.
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Although LICs share a common structure, they can be separated
into two broad categories.

Internally managed LICs: Employ the investment and
management teams directly. All operating costs (staff, research
tools, regulatory costs etc) are captured within the Management
Expense Ratio (MER). As the LIC's assets grow, these costs
generally fall as a percentage of assets. These tend to be the
older LICs, such as AFIC and Argo, that take a long-term, low-
turnover investment approach.

Externally managed LICs: These LICs appoint an external
fund manager under a management agreement and pay a fee
based on a percentage of the LIC's assets, often between 0.7%
and 1.0%, sometimes as high as 2%, and typically additional
performance fees. These are LICs that have commonly been
listed since the early 2000s and often pursue more active or
specialised strategies.

Because it uses a closed-end company structure, a LIC's share
price can trade above or below the value of its underlying
portfolio, (its NTA value). The share price reflects what buyers
and sellers are willing to pay, which may not always match the
per share NTA value of the portfolio.

When the share price sits below the NTA, the LIC is said to trade
at a discount. When the share price trades above NTA, the LIC
trades at a premium.

Why do LICs trade at premiums or discounts?

These movements essentially reflect investor demand, which
isinfluenced by both broad market conditions and LIC-specific
factors.



External factors

Interest rates can play a major role. When cash rates rise, some
income investors rotate into term deposits, and LIC discounts
tend to widen. When rates fall, LICs often see renewed interest
because their dividends become more attractive relative to
cash. This is particularly the case for established LICs with a
long history of paying reliable fully franked dividends.

Broader market sentiment and prevailing investor preferences
can also influence demand.
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LIC-specific factors

Dividend track records, investment performance, fee structures,
communication with shareholders and liquidity all impact
investor appeal. Broadly, larger LICs with robust fully franked
dividend track records tend to trade closer to their NTA over
time than smaller, less liquid LICs with more volatile dividend
track records.

LIC managers can take proactive steps to address discounts.
They can buy back and cancel the LIC's shares when the
discountis large, effectively increasing the value per remaining
share. They can neutralise dividend reinvestment plans by
buying the required shares for participants on market, rather
than issuing more new shares at a discount to NTA. Improved
shareholder communications and increased marketing activities
to lift awareness are also helpful. Ensuring steady, fully franked
dividends are maintained, particularly during periods of volatility,
is paramount.

Some factors contributing to discounts are out of the LIC
manager's control. For instance, a manager can'tinfluence the
interest rate environment orimmediately generate enthusiasm
for an investment strategy or asset class that is out of favour.
Furthermore, a LIC's size and liquidity can be structural
challenges that take time to improve.

Given the potential for LICs to trade at discounts or premiums
to their underlying asset value, some investors may prefer
index-tracking exchange-traded funds (ETFs) to avoid this
perceived complexity. However, investors should understand
how the two options compare and the impact the differences
can have on returns.

LiCs Index-tracking ETFs
pen-ended, trust structure

Structure Close-ended, company structure

Can retain earnings to smocth dividends
through cycles

Must pass through all income from stocks held
each year meaning distributions can be volatile

Capacity to fully frank dividends through active [slTTINEER G EER AL FEEREITE AT
management and generating own franking stocks held. Distributions are typically partially
credits franked.

Shares can trade at a premium or discount to
NTA (asset backing) depending on
supply/demand factors

Income

Franked dividends

Trading price

Units trade close to NAV (asset backing)

Dividends are fully franked. Potential to also
receive LIC capital gains tax benefit from some [HENG TG EE T R td
LiCs

Actively managed

Tax treatment

Passively managed

Internally managed: ~0.15%

Externally managed: management fee (~1% to
2%) + possible performance fee (10% to 20%
above benchmark)

0.03% to 0.10%

Active versus passive management: Index ETFs track an index
automatically, including and excluding companies based on size
alone. They are not actively managed so give no consideration
to valuation, quality or dividend sustainability. Importantly, they
have no capacity to manage concentration risk. Because LICs
are actively managed, they can make considered decisions
for the long term and can, for instance, favour fully franked
dividend paying stocks.

Dividend income: Index ETFs use a trust structure, which
requires them to distribute all income from their underlying
holdings each year. As a result, the income they pay investors
can be volatile, rising or falling with market conditions. In
contrast, LICs canretain profits in stronger years and use those
reserves in weaker years allowing them to ‘smooth’ dividends
through cycles.

Franking credits. Index ETFs pass through franking credits, but
the level varies depending on the composition of its index in any
givenyear. Inrecent years, franking levels paid by the Australian
share market via relevant ETFs have ranged between roughly
68% and 85%. Generally, a LIC can fully frank its dividends when
it has accumulated enough to pass on.

Tax considerations: ETFs distribute income and realised capital
gains directly to investors. Distributions may include interest,
foreign income, capital gains and other components, each
carrying their own tax treatment. This can make tax time more
complex and potentially less tax efficient

LICs can pay a single, fully franked dividend. Shareholders have
no other tax obligations. Capital gains tax only applies when
the shares themselves are sold, giving investors more control
over when they realise gains.

With many LICs trading at wider-than-usual discounts and
offering grossed-up yields around 5-6%, the environment
is attracting attention from long-term investors. This stable
closed-end structure, active management, (often) decades-long
track records and valuable tax features create a combination
that is difficult to replicate elsewhere.

Of course, investors need to consider each LIC on its own merits
and whether the external and internal factors contributing to
its present discount can be addressed or have the capacity
to change in time.

For investors with along investment time horizon, LICs remain
one of the most enduring, tax-effective, income-friendly
investment structures in Australia. And currently, they may be
offering some of the best value seenin years.
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