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Breakfast
Thursday 8 December 2011

Opening
Mark Cummings

Regional Manager

- Good Morning and Welcome

- 30th Fordham Investment Management Breakfast
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We collected insights from workshops, presentations
and interviews with over 70 people from 30 companies
in the USA and UK
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“Flat is the new up.”Michael Knight, Wellington Management

“In the current environment, the best 
defence is to hold lots of different risks.” 

Vikas Kapoor, Ramius

“Utility is not symmetric –
clients do not want to lose money.”
Andrew Windmueller, Fidelity

“Clients can tolerate disappointment. 
What they don’t like is surprises.”Dan Offit, Offit Capital
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Wealth preservation / protection

8 December 2011

of HNW investors 
now cite wealth 
protection as their key 
investment objective

Portfolio Review
Luke McMillan

Investment Specialist

Fordham Investment Management
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This morning…

1. World economic growth snapshot

2. The importance of asset allocation (& risks of market 
timing)

3. Fordham asset allocation update

© 2011 Fordham. All rights reserved.
8 December 2011
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1. Economic growth: remember Monty 
Python

© 2011 Fordham. All rights reserved.
8 December 2011

Source: IMF, figures in brackets from Consensus 
Economics (November 2011)

The bright side of life:

• Global growth in base 
case still most likely to be 
‘not that bad’

• Thank God for China & 
India & the rest of the 
emerging & developing 
countries 

• Australia well positioned 
for the ‘worst’

IMF growth projections at September 2011 (%)

2000-2007 average 2011 2012

World 4.1 4.0 (3.9) 4 (3.6)

Advanced Economies n.a. 1.6 1.9

United States 2.4 1.5 1.8

Euro Area 1.9 1.6 (1.6) 1.1 (0.4)

Japan 1.6 -0.5 2.3

Emerging Economies 6.6 6.4 6.1

Emerging & Developing Asia 8.6 8.2 8.0

China 10.7 9.5 9.0

Latin America 3.5 4.5 4.0

Middle East/North Africa 5.4 4.0 3.6
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2.  The importance of asset allocation 
(& risks of market timing)

© 2011 Fordham. All rights reserved.
8 December 2011

Source: Brinson, Hood and Beebower study “Determinants of Portfolio 
Performance” (1986, 1991)

Determinants of Portfolio 
Performance (on average) Volatility/Risk Return

Asset Class Allocation (LT) 94% >100%

Market Timing (AAA) 2% <0%

Security Selection 4% <0%
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Most ‘market timers’ get it wrong…..

© 2011 Fordham. All rights reserved.
8 December 2011

Source: Vanguard

"Long ago, Sir Isaac Newton 
gave us three laws of motion, 
which were the work of genius. 
But Sir Isaac’s talents didn’t 
extend to investing: He lost a 
bundle in the South Sea Bubble, 
explaining later, ‘I can calculate 
the movement of the stars, but 
not the madness of men.’ If he 
had not been traumatized by this 
loss, Sir Isaac might well have 
gone on to discover the Fourth 
Law of Motion: For investors as a 
whole, returns decrease as 
motion increases."
Warren Buffett
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….. and the penalty is big……

© 2011 Fordham. All rights reserved.
8 December 2011

Source: ‘Quantitative Analysis of Investor Behaviour by Dalbar, Inc (2011) computed the 
‘average stock fund investor’ returns by using industry cash flow reports from the Investment 
Company Institute. The ‘average stock fund return’ figures represent the average return for all 
funds listed in Lipper’s U.S. Diversified Equity Fund classification model.
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The Fordham approach to active asset allocation

• Incremental: there are signposts but no absolute 
conviction is possible (forecasting not an exact science)

• Contrarian: ‘be greedy when others are fearful, and fearful 
when others are greedy’ (Warren Buffett)

• Systematic and process driven (ongoing monitoring, 
formal 6 monthly review)

• Quantitative statistical approach combined with 
Qualitative (reasonableness) overlay

© 2011 Fordham. All rights reserved.
8 December 2011
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Quantitative input

© 2011 Fordham. All rights reserved.
8 December 2011

Source: Perpetual PW
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3. Fordham asset allocation update

© 2011 Fordham. All rights reserved.
8 December 2011

Source: Fordham Investment Management

June 2011 December 2011

Australian 
Shares, 38%

International 
Shares, 14%

Property, 5%

Interest 
Bearing 

Securities, 
43%

Australian 
Shares, 42%
(modest OW)

International 
Shares, 14% 

(minimally 
OW)

Property, 5%
(UW but 
building)

Interest 
Bearing 

Securities, 
39%

(minimally 
UW)
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Australian equities – how cheap?

• On 10-20 year historical view ‘very cheap’

• Versus the 70’s & 80’s ‘reasonable value’

• Market pricing in implied nominal earnings growth of approx 1.5% into perpetuity – after 
target inflation (2.5%) this is no real earnings growth!

• Allocation to increase 4% (modestly overweight)

© 2011 Fordham. All rights reserved.
8 December 2011

Source: Factset, GS Global ECS Research, Datastream, 
Thomson
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Interest Bearing Securities

• Inverted yield curve pricing in IR cuts, questionable value in long duration, keep it short/liquid

• Credit spreads widening again increases attractiveness of investment grade credit v’s gov’t 
bonds.

• TD spread to Cash Rate decreasing but competitive environment likely to persist near term.

• Recent issues to market: WOW Notes, ORG Notes (attractive yields, mindful of offer terms).

• Allocation to decrease 4% (minimally underweight)

© 2011 Fordham. All rights reserved.
8 December 2011
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Source: RBA, UBS AG, *swap spreads are for 3 year maturity. Corporate bond spreads are a 
weighted average of senior bonds with remaining maturities of 1 to 5 years.
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Upcoming: asset allocation alternatives

© 2011 Fordham. All rights reserved.
8 December 2011

Status
Sample Asset 

Allocation 
Alternatives

Interest 
Bearing 

Securities & 
Cash

Property
Australian 

Shares
International 

Shares

Total 
Growth 
Assets

Total 
Defensive 

Assets

Expected 
Return p.a.

Expected 
Volatility p.a.

New Diversified 50% 10% 20% 20% 50% 50% 7.8% 7.4%

New Balanced 40% 10% 25% 25% 60% 40% 8.2% 8.8%

Current Fordham - Core 40% 10% 38% 12% 60% 40%

New Growth 25% 10% 33% 32% 75% 25% 8.8% 11.1%

New Domestic Growth 25% 10% 50% 15% 75% 25% 8.7% 11.7%

Long term asset allocation targets

Increasing risk

Source: Perpetual PW, Fordham Investment Management
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Summary
1. World Economic Growth: 

• Elevated uncertainty around forecasts with mounting downside risks – but base 
case is ‘not that bad’!

2. The value of asset allocation: 

• Market timing is fraught with danger – most get it wrong.

• Economic and financial market forecasting is difficult but there are signposts.

• Be incremental, be contrarian.

3. Fordham asset allocation update:

• Australian Shares cheap, near term rebound catalyst not apparent yet (Europe 
dependant).

• Interest Bearing Securities – inflation risks abating. Inverted yield curve with 
market pricing in big cash rate cuts so keep it to short maturities. Preference for 
highly rated credit – credit cheaper than Aust. Gov’t debt.

• Some structured long term asset allocation alternatives on their way!

© 2011 Fordham. All rights reserved.
8 December 2011

The changing 
investment climate –
do we need to switch 
gears or change roads?

Presented by:

Matt Sherwood

Head of Investment Markets Research

Perpetual Investments

December 2011



Perception is reality

‘Reality isn't the way you 
wish things to be, nor the 
way they appear to be, but 
the way they actually are’

Robert J Ringer 1978

We have lived through the biggest ‘leverage boom’ in history
Household debt as a percentage of disposable income (%)
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Effect 1: Returns were higher due to ‘unusually high’ capital gains
Composition of Investment Returns: Pre-1983 and Post-1983 (% pa)
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Source: Australian Stock Exchange, Reserve Bank of Australia and DataStream as at 30 September 2011. 

Contribution from dividends
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Effect 2: Market recoveries were faster and larger
Australian sharemarket returns 12 months after bear market
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Effect 3: lower risk premiums meant that valuations rose globally
Market Valuation: US, UK and Australia (X earnings)
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Source: Australian Stock Exchange, Reserve Bank of Australia and DataStream as at 30 November 2011.. 
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The investment world we know

Global growth driver

Preferred risk hedge

Leverage

US bonds

Inflation risk/cost of capital

Earnings growth

Declining

Above average

Main driver of returns Capital gains

Asset exposure ‘Growth’

Lowest-risk debt Government

Australian dollar Below parity

Any downturn in the global markets and the global economy were 
short-lived as rate cuts sparked a rise in leverage and a recovery

Boom times 
(1983-07)



All booms end and we are now living in the aftermath…
US HH debt to disposable income, US economic growth during periods of deleveraging (% pa)
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But household balance sheets aren’t the only problem…
Gross government debt to annual economic production (%)

 Government debt ratios have been 
higher historically and declined. How?

 grow the nominal economy quickly

 inflation – won’t work work this time

 fiscal restructuring

 The northern hemisphere’s problems:

 too much debt in the government, 
household and banking sectors

 Is Greece the major problem? And 
what is the concern?

 it isn’t - the problem is contagion

 Italy, Ireland, Spain, Portugal, France

 Euro ‘rescue package’ has design flaws

 nothing is over until the debt levels fall
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Summary - the new macro environment

The global economy will be dominated by long-term trends from: 

■ balance sheet adjustment

■ large demographic changes

■ environmental problems/adjustment

■ the emergence of the BRICS into the global economy

■ productivity and technical innovation

The markets will also be dominated by long term trends:

■ lower earnings growth from advanced economy operations

■ a temporary decoupling between earnings and price growth

■ the renaissance of income investing

■ some riskless assets now being considered as ‘risky’

If the environment has changed, that means investor’s strategy will also 
need to change as the ‘old rules’ may not be applicable any more

Effect 1: Market rises become more grinding
Australian sharemarket trends after a 40%+ price decline (%): Indices rebased to 100 at peak

20

40

60

80

100

120

Source: Australian Stock Exchange as at  21 November 2011.
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Effect 2: Dividend income becomes more important
Australian listed company dividend growth (% pa)
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The main driver of income growth is economic/earnings growth
Australian listed company dividend growth and nominal economic growth (%, pa)
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Effect 3: A change in perception about risk and how to benefit from it
Credit spread and 10-yr Government bond yield; Average default rate 1981-2010 (%)

Source:  Standard & Poor's 2011, Perpetual Investments
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The investment climate is different and investors need to focus more on 
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Important note

This presentation has been prepared by Perpetual 
Investment Management Limited (PIML) ABN 18 000 866 
535, AFSL 234426 for the use of financial advisers only, it is 
general information and is not intended to provide you with 
financial advice. The views expressed in the article are the 
opinions of the author at the time of writing and do not 
constitute a recommendation to act. Any information 
referenced in the presentation is believed to be accurate at 
the time of compilation and is provided by Perpetual in good 
faith. To the extent permitted by law, no liability is accepted 
for any loss or damage as a result of any reliance on this 
information. No company in the Perpetual Group guarantees 
the performance of any fund or the return of an investor’s 
capital (Perpetual Group means Perpetual Limited ABN 86 
000 431 827 and its subsidiaries). Total returns shown in the 
presentation/slides have been calculated using exit prices 
after taking into account all of Perpetual’s ongoing fees and 
assuming reinvestment of distributions. No allowance has 
been made for taxation. Past performance is not indicative of 
future performance.

Investing After A Bubble 

Morgan Stanley Australia Limited+

Gerard Minack
Fordham Investment Breakfast, 8 December 2011

Morgan Stanley does and seeks to do business with companies covered in Morgan Stanley Research. As a result, investors should be aware that the firm may have a 
conflict of interest that could affect the objectivity of Morgan Stanley Research. Investors should consider Morgan Stanley Research as only a single factor in making 
their investment decision.

For analyst certification and other important disclosures, refer to the Disclosure Section, located at the end of this report.
+= Analysts employed by non-U.S. affiliates are not registered with FINRA, may not be associated persons of the member and may not be subject to NASD/NYSE restrictions on communications with a subject company, public appearances and 
trading securities held by a research analyst account.
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TOTAL DEBT/GDP
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Past 30 Years No Guide To The Next 10 Years
The 30 year debt super-cycle is over; now it’s leverage reduction
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JAPAN: PER CAPITA GDP GROWTH
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Change #1:  From Macro Resilience, To Macro Fragility 
Economies are resilient when leverage is rising, but fragile in deleveraging
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S&P PRICE-EARNINGS RATIO
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Change #2: Recalibrate What’s ‘Cheap’
The leverage super-cycle lifted the absolute valuation of risky assets
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GRAHAM-DODD YIELD VERSUS REAL 10YR TREASURY YIELD*
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Change #2: Recalibrate What’s ‘Cheap’
The leverage super-cycle lifted the relative valuation of risky assets
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WALL STREET AND ISM INDEX
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Change #3: Equities Are All About Macro Growth 
After bubbles, earnings drives equities, and the cycle drives earnings
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WALL STREET AND ISM INDEX
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Change #3: Equities Are All About Macro Growth 
In credit super cycles, ‘bad’ (macro) news can be ‘good’ (market) news
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DM EQUITIES AND G7 SHORT RATES
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Change #4: Low Rates Don’t Help 
Low rates go hand-in-hand with weak growth, and it’s growth that critical
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What Still Matters: Valuation
It’s important to buy risk assets at a price that offers reward for taking on risk

VALUATION VS RETURN: PAST 10 YEARS
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CORRELATION BETWEEN EQUITY RETURNS AND GDP GROWTH
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What Still Does Not Matter:  GDP Growth 
There is little correlation between GDP growth and equity returns
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LISTED PROFITS/GLOBAL GDP & REAL ROE
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The Next Issue: Can Earnings and Returns Stay High?
Profits, profits shares of GDP, and real returns are all very high
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OECD LEADING INDEX
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US recessions are shaded.  Leading index is for OECD region.  
Source: OECD, NBER

Recession Warning #1: Leading Indicator Weakness
OECD leading index below typical ‘soft landing’ levels
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GLOBAL PURCHASING MANAGERS INDICES*

30

35

40

45

50

55

60

2
0
0
5

2
0
0
6

2
0
0
7

2
0
0
8

2
0
0
9

2
0
1
0

2
0
1
1

2
0
1
2

IN
D

E
X

DEVELOPED

EMERGING

* Average of national purchasing manager indices (PMI).
Source: Markit, HSBC, DataStream

Global Business Sentiment Is Down
Biggest risk is to developed world, but emerging has also slowed.
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FISCAL 'THRUST' IN UNITED STATES*
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Source: IMF

Recession Warning #2: Fiscal Tightening
Just what the macro doctor didn’t order…

prototype template (5428278)\print library_new_final.ppt    12/8/2011

50Source: BEA

Consumer: Bedrock Of The US Economy

US REAL DISPOSABLE INCOME AND CONSUMER SPENDING
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…and the consumer can’t grow without income
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Government Support For Consumer Income

GOVERNMENT BENEFITS AS A SHARE OF HOUSEHOLD INCOME
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…and that support is about to fall.
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BANKS' NOTIONAL LEVERAGE
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Source: SNL Financials, Company data, Morgan Stanley Research

Recession Warning #3: Bank-imposed Credit Crunch
And the financial linkages could go global.
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HOUSEHOLDS AND THE GOVERNMENT
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Source: BEA

A Recovery That Business Didn’t Pay For 
Because the government did.
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US GROSS DOMESTIC INCOME GROWTH
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Source: Federal Reserve 

Profits Took An Unprecedented Share Of Recovery 

It wasn’t a V-shaped macro recovery, but it was for profits
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Based on IBES consensus forecasts earnings for DM MSCI index. 

Source: DataStream  IBES

Seeing Weaker Earnings Growth – But No Recession

DM MSCI CONSENSUS EPS FORECASTS
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But earnings declines are never forecast by consensus
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A Bigger Initial Wealth Shock

REAL RESIDENTIAL PRICES: JAPAN AND US
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Perhaps not a bigger bubble, but a faster pop.



prototype template (5428278)\print library_new_final.ppt    12/8/2011

57Source: Cabinet Office, BEA, Eurostat

A Deeper Initial Downturn 

REAL GDP GROWTH: JAPAN, US AND EU
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…the initial shock was larger.
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REAL PER CAPITA GDP: JAPAN AND US
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Source: BEA, Cabinet Office

A Weaker Initial Recovery 
Weak by any standards…
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CORE INFLATION RATES: JAPAN, EUROPE & US
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Inflation Declines
They weren’t worried about deflation at this stage in Japan
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NET PUBLIC SECTOR DEBT/GDP: JAPAN, EUROPE AND US
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The ‘Great Swap’ Further Progressed Now 
Japan’s government increased leverage as the private sector reduced leverage
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JAPAN AND US EQUITY MARKETS

0

2

4

6

8

10

12

14

1979 1983 1987 1991 1995 1999 2003 2007 2011

IN
D

E
X

200

400

600

800

1000

1200

1400

1600

1800
1990 1994 1998 2002 2006 2010 2014 2018 2022

IN
D

E
X

JAPAN (BOTTOM/LHS) US (TOP/RHS)

S&P500.  JAPAN MSCI IN USD TERMS

Source: MSCI

It’s All Looking Very Japanese…
Most likely post-bubble outcome is extended range trading
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* Drachma/euro rate set 19 June 2000, Greece joined euro zone in 2001.  Greek 10yr yield now ‘off the chart’.
Source: Bloomberg

Europe’s End-game Gets Closer 

10 YEAR BOND YIELDS
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They weren’t the same credit risk, by the way.
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concerning Morgan Stanley Research, please contact our Hong Kong sales representatives.
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Disclosures (cont.)

Certain information in Morgan Stanley Research was sourced by employees of the Shanghai Representative Office of Morgan Stanley Asia Limited for the use of Morgan Stanley Asia Limited.
Morgan Stanley is not incorporated under PRC law and the research in relation to this report is conducted outside the PRC.  Morgan Stanley Research does not constitute an offer to sell or the solicitation of an 
offer to buy any securities in the PRC.  PRC investors shall have the relevant qualifications to invest in such securities and shall be responsible for obtaining all relevant approvals, licenses, verifications and/or 
registrations from the relevant governmental authorities themselves.
Morgan Stanley Research is disseminated in Brazil by Morgan Stanley C.T.V.M. S.A.; in Japan by Morgan Stanley MUFG Securities Co., Ltd. and, for Commodities related research reports only, Morgan Stanley 
Capital Group Japan Co., Ltd; in Hong Kong by Morgan Stanley Asia Limited (which accepts responsibility for its contents); in Singapore by Morgan Stanley Asia (Singapore) Pte. (Registration number 
199206298Z) and/or Morgan Stanley Asia (Singapore) Securities Pte Ltd (Registration number 200008434H), regulated by the Monetary Authority of Singapore (which accepts legal responsibility for its contents 
and should be contacted with respect to any matters arising from, or in connection with, Morgan Stanley Research); in Australia to "wholesale clients" within the meaning of the Australian Corporations Act by 
Morgan Stanley Australia Limited A.B.N. 67 003 734 576, holder of Australian financial services license No. 233742, which accepts responsibility for its contents; in Australia to "wholesale clients" and "retail clients" 
within the meaning of the Australian Corporations Act by Morgan Stanley Smith Barney Australia Pty Ltd (A.B.N. 19 009 145 555, holder of Australian financial services license No. 240813, which accepts 
responsibility for its contents; in Korea by Morgan Stanley & Co International plc, Seoul Branch; in India by Morgan Stanley India Company Private Limited; in Canada by Morgan Stanley Canada Limited, which has 
approved of, and has agreed to take responsibility for, the contents of Morgan Stanley Research in Canada; in Germany by Morgan Stanley Bank AG, Frankfurt am Main and Morgan Stanley Private Wealth 
Management Limited, Niederlassung Deutschland, regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin); in Spain by Morgan Stanley, S.V., S.A., a Morgan Stanley group company, which is 
supervised by the Spanish Securities Markets Commission (CNMV) and states that Morgan Stanley Research has been written and distributed in accordance with the rules of conduct applicable to financial 
research as established under Spanish regulations; in the United States by Morgan Stanley & Co. LLC, which accepts responsibility for its contents.  Morgan Stanley & Co. International plc, authorized and 
regulated by the Financial Services Authority, disseminates in the UK research that it has prepared, and approves solely for the purposes of section 21 of the Financial Services and Markets Act 2000, research 
which has been prepared by any of its affiliates.  Morgan Stanley Private Wealth Management Limited, authorized and regulated by the Financial Services Authority, also disseminates Morgan Stanley Research in 
the UK.  Private U.K. investors should obtain the advice of their Morgan Stanley & Co. International plc or Morgan Stanley Private Wealth Management representative about the investments concerned.  RMB 
Morgan Stanley (Proprietary) Limited is a member of the JSE Limited and regulated by the Financial Services Board in South Africa.   RMB Morgan Stanley (Proprietary) Limited is a joint venture owned equally by 
Morgan Stanley International Holdings Inc. and RMB Investment Advisory (Proprietary) Limited, which is wholly owned by FirstRand Limited.
The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. International plc (DIFC Branch), regulated by the Dubai Financial Services Authority (the DFSA), and is directed at 
Professional Clients only, as defined by the DFSA. The financial products or financial services to which this research relates will only be made available to a customer who we are satisfied meets the regulatory 
criteria to be a Professional Client.
The information in Morgan Stanley Research is being communicated by Morgan Stanley & Co. International plc (QFC Branch), regulated by the Qatar Financial Centre Regulatory Authority (the QFCRA), and is 
directed at business customers and market counterparties only and is not intended for Retail Customers as defined by the QFCRA.
As required by the Capital Markets Board of Turkey, investment information, comments and recommendations stated here, are not within the scope of investment advisory activity. Investment advisory service is 
provided in accordance with a contract of engagement on investment advisory concluded between brokerage houses, portfolio management companies, non-deposit banks and clients. Comments and 
recommendations stated here rely on the individual opinions of the ones providing these comments and recommendations. These opinions may not fit to your financial status, risk and return preferences. For this 
reason, to make an investment decision by relying solely to this information stated here may not bring about outcomes that fit your expectations.
The trademarks and service marks contained in Morgan Stanley Research are the property of their respective owners. Third-party data providers make no warranties or representations of any kind relating to the 
accuracy, completeness, or timeliness of the data they provide and shall not have liability for any damages of any kind relating to such data.  The Global Industry Classification Standard ("GICS") was developed by 
and is the exclusive property of MSCI and S&P.
Morgan Stanley has based its projections, opinions, forecasts and trading strategies regarding the MSCI Country Index Series solely on publicly available information. MSCI has not reviewed, approved or endorsed 
the projections, opinions, forecasts and trading strategies contained herein. Morgan Stanley has no influence on or control over MSCI's index compilation decisions.
Morgan Stanley Research, or any portion thereof may not be reprinted, sold or redistributed without the written consent of Morgan Stanley.
Morgan Stanley Research is disseminated and available primarily electronically, and, in some cases, in printed form.

Additional information on recommended securities/instruments is available on request. H7001P
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