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The increased potential for a fall in interest 
rates (and a resultant narrowing of the 
interest rate differential between Australia 
and most major economies), coupled with 
lower commodity prices, has seen the 
Australian dollar also start to fall.

John Welch is a former Head of Research at Property Investment Research and Fund Manager. He is currently an 
educator and consultant to the property and property funds management industry.
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KEy bENCHMARK INDICES - ONGOING REvIEW

Source : FactSet ACTUAL TOTAL RETURNS                

As at 30th April 2010 1 yr % 
pa

3 yrs % 
pa

5 yrs % 
pa

S&P/ASX	All	Ords	Accumulation	-	Australian	Sharemarket 34.17 -3.75 8.61

S&P/ASX	200	Property	Trusts	Accumulation	 37.44 -22.78 -6.31

UBS Composite Bond Index 0+YR - Australian Fixed Interest 3.29 6.46 5.78

MSCI World ex Aust (Net Div) (AUD) - International Equities - unhedged 7.94 -9.89 0.05

Barclays Capital Global Aggregate -  International Bond Market - unhedged 21.17 2.43 1.87

Australian CPI (Actual) - Inflation 2.89 3.20 3.00

Benchmarks are an essential part of managing your portfolio to compare between the various forms 
of investments and with peer groups to see if your assets are keeping pace with expectations. We 
summarise key benchmark indices for your information and review of your portfolio to 30th April 
2010. We have highlighted returns for 1, 3, and 5 years ended 30th April 2010 for the medium to long 
term to benchmark your asset class returns.  
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Market recovers lost ground
The quarter started well with a new post bear 
market high on the 11th of January, however 
a fall of nearly 10% by early February was 
the result of further concerns on sovereign 
debt issues, this time in Europe. The market 
recovered the lost ground to finish up just 0.1% 
for the quarter ended 31st March 2010.

In the US, returns were better with a 4.1% 
return on the NYSE and a 5.7% return for the 
NASDAQ. The market made two new highs, 
one in January and then again in late March 
after a similar correction to what we saw in 
Australia. With appreciation of the Australian 
dollar, the MSCI World index in Australian 
dollar terms was up just 0.7%.

We have seen a further steepening of the US 
yield curve while the Australian yield curve 
has continued to flatten with a rise in yields out 
to nine years, as the Reserve Bank increased 
the cash rate in March and then again in April. 
The ten year bond yield changed marginally in 
the US and Australia. Australian Government 
bonds have underperformed global bonds, with 
a 1.1% total return against global bond returns 
of 1.5% (hedged), however on an unhedged 
basis global bonds saw a -0.3% return for 
the quarter. Corporate bonds continue to 
outperform government bonds returning 3.7% 
for the quarter globally (hedged), Australian 
corporate bonds returning 2.0% for the quarter, 
while cash generated just under 1% for the 
quarter.

Markets were impacted by concerns over 
sovereign debt issues which gave way 
through the quarter to broader acceptance 
of a sustainable recovery. Forward looking 
indicators around the globe are all indicating 
a good to strong recovery, however the Greek 
economy is unsettling along with some 
uncertainty about China.

Outlook
Confidence in the global recovery 
continues to grow as key leading indicators 
are generally pointing in the same 
direction. Government policy remains 
supportive of economic recovery and 
interest rates remain at emergency lows in 
Europe, the UK., the US and elsewhere.

With unemployment improving overseas 
and in Australia, combined with 
improvements in economic growth, 
industrial production and other lagging 
indicators, we are getting confirmation 
that recovery has begun and is now 
becoming widespread.

Global growth for 2010 is now anticipated 
to be around  4.1%, up from the 3.9% 
projected by the International Monetary 
Fund (IMF) in January. The IMF also 
raised its expected growth for the US to 
3.0% while the  Euro zone  forecast has 
been significantly reduced.

We continue to expect Australian Gross 
National	Product	growth	somewhere	
around 3.0% – 4.0% for the calendar 
year. Unemployment is expected to fall 
gradually and inflation to remain below 
3% over the next year. 

Asset Classes
Growth assets remain significantly 
below trend and thus remain favourable 
investments.
Australian Equities – have recovered well 
but not to the extent of the global market 
and so we continue to recommend an 
overweight position. Key areas remain 
resources and energy, despite recent 
underperformance, due to China’s lack of 
these resources. Companies with good 
growth prospects remain desirable.
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                   SEARCHING fOR vALUE — fALLEN ANGELS                                           
                                                                                                                        

                                                                        
                                                                        

by Lisa Baum 

Markets have slumped again
When we began this article only a few short 
weeks ago, the market was testing 5000 points 
and it was difficult to pick standout buying 
opportunities.  Valuations had been moving 
higher on improved earnings expectations 
and were looking full on near term price 
earnings	(PE)	multiples,	although	still	
comfortable on two and three year multiples.

Fast forward two weeks and the market, 
measured	by	the	S&P/ASX200	is	now	trading	
around 4500 points, a ten percent correction 
and all of a sudden there appears to be value 
everywhere.  Greece and Super Taxes have 
grabbed the headlines and crushed investor 
sentiment, but is it all as bad as it appears?

The answer is potentially both yes and 
no.  The reasons are well reported, Europe 
is confronted with substantial problems 
emanating from it’s less productive members; 
the	Resources	Super	Profits	Tax	remains	yet	
to be formalised and will probably cause 
ongoing instability in not only the materials 
sector, but all those sectors that rely on it and 
Australian interest rates are likely to track 
higher in response to higher than expected 
inflation.  

On the other hand, the US is definitely 
showing signs of recovery, banks have 
stabilised and returned to profits and we 
have moved forward from the dark depths of 
the Global Financial Crisis (GFC) when the 
entire global financial system threatened to 
implode. 

The GFC created a peak to trough bear 
market decline of around 54%.  The 
Australian	market,	measured	by	the	S&P/
ASX200	bottomed	in	March	2009	at	3150.	
It has since rebounded to a level of around 
4507, a rise of 42%, yet we still remain 34% 
below the market high achieved in November 
2007.   

The recovery has been far from an across 
the board phenomenon, with many of 
our leading companies still lagging in 
performance terms.  Certainly the global 
financial crisis has had and continues 
to have an impact, particularly for those 
companies exposed to economies that have 
not performed as well as Australia’s.  Macro 
issues continue to exert a dominating impact 
on share price performances. 

For long term investors, we feel the current 
weakness should be seen as an opportunity 
to accumulate good quality companies for 
investment portfolios.

This month, we take a look at some of the fallen angels and attempt to 
determine what opportunities, if any, present themselves from these 
underperformers.  What needs to be continually emphasised with 
regard to accumulating shares, is that investors generally have to be 
lucky to pick the bottom of the market or the bottom of the cycle.  Share 
markets are volatile and can be impacted by myriad influences, some 
completely unanticipated, meaning equity investments are not short term 
propositions.

The companies we have revisited this month, while being impacted 
by the GFC, are all dealing with issues that particularly impact their 
businesses, creating a sluggish operating environment.  Nevertheless, we 
continue to consider them as potential candidates for a share portfolio for 
a number of reasons that we have outlined below. 

All 
time 
high 

Date 
achieved

Closing 
07/05/2010

% off 
high

Sector Recommendation

S&P/
ASX200

6829 01/11/2007 4507 -34%

ASX	 $60.59 28/12/2007 $31.60 -48% Financials - 
Diversified 
Financials 

Accumulate

Brambles $14.91 02/10/2007 $6.88 -54% Industrials 
- Diversified 
Support 
Services

Accumulate

Leighton 
Holdings

$63.60 06/12/2007 $33.48 -47% Industrials - 
Capital Goods 

Accumulate

National 
Bank

$44.84 14/11/2007 $24.58 -45% Financials - 
banks

Prefer	CBA	
or  Westpac as 
primary banking 
exposure

QBE 
Insurance

$35.19 20/09/2007 $20.51 -42% Financials - 
Insurance

Accumulate

Rio Tinto $123.12 19/05/2008 $64.98 -47% Materials Accumulate
Toll 
Holdings

$13.81 19/06/2007 $6.76 -51% Industrials - 
Transportation

Accumulate

Westfield $23.26 22/02/2007 $12.44 -47% Financials – 
REITs

Hold

Worley 
Parsons

$53.82 07/12/2007 $24.28 -55% Energy Hold

The highs listed above have been adjusted to reflect subsequent capital issues in 2008 & 2009.  

ASX (ASX) – performance reflecting cycles in capital markets 
and competition worries

It	would	appear	that	competition	threats	are	weighing	heavily	on	ASX,	
with its monopoly status threatened by the issuing of new licences.  The 
Government	is	paving	the	way	with	the	removal	of	ASX’s	supervisory	and	
enforcement responsibilities over broker participants to the Australian 
Securities and Investments Commission (ASIC) in a bid to introduce 
independent regulation into the financial services sector.  ASIC’s 
supervisory role is expected to begin in the third quarter 2010.

With	its	monopoly	status	under	threat,	ASX	may	experience	margin	and	
earnings pressures despite the company’s leverage to recovery in capital 
markets.  However on the other hand, more competition could stimulate 
more activity and have the effect of increasing liquidity.  Ultimately, the 
Federal Government would like Australia to become a financial services 
hub for Asia and increased transparency and competition are major 
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Global Equities – we believe portfolios should remain 
overweight to emerging markets where we see the  
potential for improved risk return profiles for portfolios. 
Clearly the growth and urbanisation of China, and to 
a much lesser degree India, are important themes to 
which emerging market investments will get exposure.  
As companies in Asian markets become over valued   
managers of broader emerging market funds can increase 
investment in other developing countries outside of Asia.

Property – listed property struggled over the quarter 
with capital return of -3.3%. Including income the return 
was still a negative 1.5%. While on a twelve month 
basis	property	has	performed	in	line	with	the	S&P/
ASX	200	accumulation	index,		going	forward	property	
trust growth is likely to be constrained as banks look to 
reduce their exposure to commercial property. Direct 
commercial property prices appear to have bottomed 
with some unlisted property funds reporting upgrades to  
revaluations. While these increases have been somewhat 
limited we would expect broader based   positive 
revaluations going forward. 

Fixed Interest – corporate credit spreads remain elevated 
and as such corporate bonds and hybrid securities remain 
preferential to government bonds. Tactically we remain 
underweight fixed interest with a tilt to corporate debt 
within the sector. For those with lower risk appetite fixed 
interest term deposits will secure capital while giving 
reasonable returns as well as surety of income.

Source: Iress

Interest Rates
The Reserve Bank of Australia (RBA) again tightened interest 
rates but not before surprising the market in February when 
it left rates on hold. The official cash rate was increased 
from 3.75% to 4.0% in March and subsequently has been 
raised to 4.50% by May. The latest RBA statement said, “the 
Board judges that with growth likely to be around trend and 
inflation close to target over the coming year, it is appropriate 
for interest rates to be closer to average.” This increase leaves 
interest rates still below average however given the level of 
private debt some are suggesting we are now at a point where 
interest rates are only mildly stimulatory. We are now at the 
low point of the previous cycle which was in 2002.

In Europe, Japan, the UK and the US with much weaker 
economies and higher unemployment, policy rates remain 
at emergency lows which is supportive of recovery in global 
economic growth. 

Inflation concerns in India could lead to an increase in 
interest rates in the very near future, while Japan further 
eased monetary policy by doubling the size of its fund-
supply tool adopted in December, at which it offers loans to 
commercial banks at the policy rate of 0.1 percent.

The European Central Bank recently left rates on hold and 
continues to look to unwinding non standard measures which 
is expected to occur gradually through the second half of the 
year.

Strategy
With our proximity to Asia and our relative economic 
position in the developed world we see Australian shares as 
favourable. A general and self sustaining global economic 
recovery would be supportive of commodity prices and thus 
the Australian share market. However with the strength 
of Asia and other emerging markets we remain overweight 
emerging markets.

Global equities remain a core component of our portfolios 
with a significant tilt towards the emerging markets of Asia 
as well as Central and South America. While a portion of 
the portfolio has remained hedged, global share funds are 
usually unhedged, because the A$ normally moves in line 
with share markets and so tends to smooth out their volatility. 
In 2008, the fall in the value of the A$ helped cushion the fall 
in international share markets for Australian based investors 
in unhedged international shares. While in the short term 
the Australian dollar relative to most currencies is climbing 
again we don’t believe these levels will be sustained in the 
long term. For portfolios that may be underweight now is 
an opportunity to build exposure to global equities on an 
unhedged basis.

Corporate interest rate spreads continue to be at elevated 
levels indicating a pricing opportunity. We maintain 
that having fixed interest investment is beneficial from a 
diversification perspective for portfolios and that a mix of 
government and corporate bonds is appropriate. A more 
conservative albeit lower return approach is to have fixed 
term deposits across a variety of maturities to get exposure 
across the interest rate curve.
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Ian Murdoch and Jamie Nemtsas, Partners, Lachlan Partners, Wealth Management, Melbourne.
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    S                                                                       
              by Paul Saliba

International equities, due to the size of 
the global market, represent a meaningful 
opportunity while providing diversification 
benefits. One of the areas of concern when 
investing in international equities is that, 
as the investment is bought in the local 
currency, any shift in the exchange rate of 
Australian dollars to the foreign currency 
will impact the value in Australian dollar 
terms.

  INTERNATIONAL INvESTMENT IMPACT fROM CURRENCy MOvEMENT   
                                                    
                    by Paul Saliba 
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With the UK and Europe making up 34% and Japan representing another 
11% of the MSCI World index, clearly the hedging decision is not just about 
the US dollar. 

Improving the outcomes

Portfolios	are	often	left	unhedged	to	allow	currency	movement	to	reduce	
some of the volatility of international investing. Since 1979, unhedged 
international equities have had a better average return than hedged although 
it has been more volatile. In the table below we see that in more recent 
history a hedged portfolio has performed much better. Quite clearly, with the 
dollar having risen strongly against all the major currencies, this stands to 
reason. While a fully hedged portfolio will give a pure return based on the 
underlying assets, the charts give a pretty good insight into how investors can 
improve these returns by changing the level of hedging in the portfolio.

continued on page 16

For example, if an investor buys Google at US$400 per share at an Australian 
dollar exchange rate of 60 U.S. cents, the Australian dollar cost would be 
$666.66.  If subsequently the Australian dollar rises to 90 US cents, that same 
US$400 is only worth $444.44 resulting in a loss of $222.22 Australian dollars 
or 34%, ignoring any movement in Google’s share price.

In the time the dollar rose from its low in 2009 to now, Google has performed 
well but this has been more than offset by the currency move. However 
the reverse is true when the Australian dollar falls against the U.S. dollar.
Therefore currency movement can either amplify or diminish returns on 
international investments. The way to combat this is through currency 
hedging which removes the exposure to the currency move. Major currencies Australian dollar 

exchange rate

The charts to the left show the exchange rate of Australian dollars to the US 
dollar,	the	Euro,	the	Japanese	Yen,	and	the	British	Pound.	

In the top chart we also highlight three zones based on one standard deviation 
from the average. Zone one is where the Australian dollar is high relative 
to the average, zone two is where the currency would be about 68% of the 
time, and zone 3 is where the dollar is low relative to the average.  Whilst not 
labelled, these regions are also shown on the other charts. In zone 1 we would 
look to reduce hedging, and the further above the top red line the exchange 
rate is, the less likely it will be sustained.  In zone 3 we would look to increase 
the hedge position of international holdings. When we are within the red lines 
a	fifty/fifty	split	of	hedged	and	unhedged	will	allow	some	protection/benefit	
regardless of the direction the currency takes.

Choosing what is right for you

The choice for investors is not necessarily an easy one.  Do you want to avoid 
the impact of currency movement, do you want to actively attempt to add value 
by switching or do you want to maintain exposure to both the currency move 
and the asset price move? There is a fourth alternative and that is invest in a 
fund that actively manages the hedging position within the product. There 
is no right answer but a decision should be made so that you are comfortable 
with the volatility associated with the decision. We would advocate where 
the preferred managers have an actively hedged version of the product, leave 
it to the currency team. However where there is only the option of a hedged 
or unhedged fund as is often the case, we would suggest moving between the 
products according to the position of the Australian dollar against the major 
currencies relative to the long term average. Given the current levels of the 
dollar this would suggest significantly reducing hedged exposure.

As at 31 March 2010 1 Mth 3 Mths 1 Yr 3 Yrs p.a. 5 Yrs p.a.

MSCI World ex-Australia Index 
(with net dividends reinvested) 
in Australian dollars

3.52% 1.12% 14.47% -9.61% -0.83%

MSCI World ex-Australia Index 
(with net dividends reinvested) 
hedged to Australian dollars

6.68% 5.52% 49.13% -5.58% 3.54%
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Paul Saliba, Chief Investment Officer, Lachlan Partners, Melbourne.
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