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Making cash look uninteresting 
With interest rates tumbling, should investors venture back into equities? Ron Bewley 

explains. 

Issue: March 2009  

Date of submission: 30
th

 January 2009 

 

Our investment world has changed dramatically in the last 12 months. Stock prices and then interest 

rates headed south. So what may have been a good idea to have been in cash in late 2008 may be 

less appealing in this low interest rate environment. 

If you pay tax at the top marginal rate you might be lucky to get 1% - 2% p.a. after tax from cash in 

the near future. Subtract inflation and your cash investment is going backwards. Even for zero-tax 

retirees, the yield that was once there has just about halved – and close to zero after inflation. 

Dividends from equities used to be a solid base for many yield-seeking investors but with the 

controversies around some property trusts can we go back to equities? Everyone is worried about 

downward revisions to earnings and dividend forecasts – and they are real – but how bad are they? 

Our research shows that the expected dollar dividend payout for 2009 derived from a consensus of 

broker forecasts is off about 7%. However, some sectors have been more affected than others. Figure 

1 shows the growth during 2008 of the total dollar value of dividends forecast by sector, with the 

emphasis on stocks with the highest total dividends. Five sectors had declining forecasts, with 

Industrials and Property suffering the brunt of these revisions. Of the six sectors with positive 

revisions, analysts were most optimistic about dividend increases in Materials and Energy. 

Figure 1: Growth in forecast of total dollar value of dividends by sector during 2008 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream   

Notes: Growth is measured between consensus broker forecasts available as at 2 January 2008 and 2 December 2008. 

While the dollar payout might be off former highs – which means lower yields for those who bought at 

higher prices – stock prices fell around 40% over the year. So where does that leave us now? The fall 

in prices more than offsets the contraction in the expected dividends paid. Therefore, getting into the 

market now might yield some surprises. For example, we calculated that the big four banks would 

have yielded 4.9% over 2008 if bought on January 2, 2008 (equally weighted). This year the 

expectation for those same investors is steady at 4.9% as consensus analysts are expecting the big 

four banks to maintain their dividends in 2009. But for new investors who bought on January 2, 2009, 

the expected yield would be much higher at 9.0%. Actual and forecast yields (including franking 

-25%

-20%

-15%

-10%

-5%

0%

5%

10%

15%

20%

25%

E
n
e
rg

y

M
a
te

ri
a
ls

In
d
u
s
tr

ia
ls

C
o
n
s
u
m

e
r

D
is

c
re

t.

C
o
n
s
u
m

e
r

S
ta

p
le

s

H
e
a
lt
h
 C

a
re

F
in

a
n
c
ia

ls
-x

-

A
-R

E
IT

A
-R

E
IT

In
fo

rm
a
ti
o
n

T
e
c
h
.

T
e
le

c
o
m

.

S
e
rv

ic
e
s

U
ti
lit

ie
s

A
g
g
re

g
a
te

m
a
rk

e
t

G
ro

w
th

 i
n

 f
o

re
c
a
s
t 

o
f 

to
ta

l 

d
o

ll
a
r 

v
a
lu

e
 o

f 
d

iv
id

e
n

d
s
 d

u
ri

n
g

 2
0
0
8



Contributions to Professional Planner 

8 
 

credits) for the big four banks over the last 10 years have been fairly stable with an average 7.3%. 

Importantly, there was only one over-prediction of more than 0.1% points – in 2008 the forecast of 

7.6% compared to an outcome of 7.0%. For 2009 the forecast is 12.9%. 

Since the banks have been paying fully-franked dividends, the after-tax returns for 2008 and expected 

after-tax returns for 2009 are 3.8% and 6.9% at the top rate and 6.0% and 11.0% at the super tax rate 

(15% p.a.). Comparing these returns to actual and expected after-tax returns in cash, high interest 

rates at the start of 2008 kept pre-tax cash returns for the year up at 7.3% (if invested in 90-day bank 

bills) or 3.9% after-tax at the top tax rate. However, expectations for 2009 are much lower with the 

consensus expectation for pre-tax cash returns at less than half last year’s rate. So with interest rates 

anticipated to continue their downward trend, equities are becoming more appealing. 

The big plus in investing now in solid, large market cap, high yielding equities is that the price of the 

stock doesn’t have to go up to maintain yield if dividends hold up or increase. Even if stock prices go 

down further, unless you sell, there is no actual offsetting loss. And think – when prices do take off – 

and often they take off rapidly when they eventually do rise after a bear market – you won’t miss the 

opportunity cost of buying too late (and reducing your yield!). Really long-term investors might not 

have to pay capital gains until they retire and this will possibly be at lower tax rates. 

So if you sat in cash throughout the miserable year in equities that was 2008, you won’t really win 

unless you keep making smart decisions. If you got caught out by a rapidly falling equity market in 

2008 but have some new money coming to hand – where are you going to put it? 

Never lock up all your assets in equities – keep some aside for living through bad times – but your 

wealth will struggle to grow after tax and inflation if you sit on the sidelines forever. 
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Recession we didn’t have to have 

Ron Bewley says that the resources boom may not be over. 

Issue: April – May 2009  

Date of submission: 27
th

 February 2009 

 

Less than a year ago economists were calling for oil at $200 a barrel, parity for the dollar, two interest 

rate increases and the resources super cycle to drive the economy for at least one more decade of 

growth. How did it all go wrong? Are we just like all the rest – or can Australia pick itself up by the 

bootstraps? 

The global financial meltdown took with it some famous names and with it much of the global 

economy. Can the Australian economy survive. The Reserve Bank of Australia thinks so. 

The Australian economy is in a very strong position compared to the United States, the United 

Kingdom and much of Europe. Our unemployment (January 2009) standing at 4.8% is the lowest 

value this statistic had seen from its inception in 1978 to June 2006. Only a fool would not allow for 

the economy to deteriorate – but by how much? Do we have a saviour? 

Australia weathered the Asian crisis of 1997/98, the tech wreck of 2000 and September 11 in 2001. 

We even blasted through SARS which was reportedly going to end the world as we know it. All this 

without one negative quarter of growth! 

The China story though is one that fascinates me. Where did they go? Again less than a year ago 

China was calling for a lowering of growth from an unsustainable 10%-12% down to 8%. They got 9% 

and everyone runs for cover! Also a year ago, BHP managed to negotiate an 85% increase in iron ore 

prices for 2008. The Chinese were reportedly displeased and the next round of negotiations for 2009 

started late last year. What better way to negotiate than to say “we don’t need you any more”? Small 

miners have fallen by the wayside with some, like Mount Gibson, OZ Minerals, Fortescue and RIO, 

having Chinese suitors all over them buying or trying to buy into the companies. Can’t afford the iron 

ore but can afford chunks of the company? 

The story though is richer than that. Shipping freight rates (as measured by the Baltic Dry Index or 

BDI) for goods like iron ore plunged like a stone from over $11,000 down to $663 in a month or two 

late last year. The BDI then quietly crept up from the early December 2008 low to treble by February 

2009. 

We plot the BDI and the resources sector index of the S&P/ASX200 using a standardised scale in the 

accompanying chart. A pretty close correspondence indeed! We have no way of predicting the BDI 

with any reasonable degree of accuracy but it is somewhat of a puzzle why it hit such a low before 

Christmas and why it has climbed so steeply since. Indeed the growth in price in one week of 

February was by far the highest the index had experienced since data became available from 1985. 

While the BDI might not seem that high compared to the previous few years, the February 2009 

prices are at the top end of all prices from 1985 – 2003 – in fact the top 5%. 

With the BDI having turned the corner, the end of resources as we know them seems to be a way off. 

Will resources bounce back to 2008 levels? Probably not in the near future. But, as soon as the 2009 

iron ore price negotiations have been finalised, some degree of normalcy might return. And with it, the 

rest of the Australian economy would follow. 

Whether Australia has a brief skirmish with a couple of small negative GDP growth quarters to cause 

a technical recession isn’t all that important, so long as there is some solid resource-based growth to 

lead us out. The pain in a recession isn’t mainly that of the nose dive in but the long haul out. If the 
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stimulus packages and interest rate cuts kick in quickly enough, perhaps we can avoid “The recession 

we didn’t have to have”. 

Figure 1: Standardised Baltic Dry Index and the S&P/ASX 200 Resources Index (XJR) 

 

Source: Woodhall Investment Research and Thomson Reuters Datastream 
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Manage LVRs to accommodate changes in volatility 

Extreme volatility significantly increases the probability of receiving a margin call. Ron Bewley 

explains. 

Issue: June – July 2009  

Date of submission: 30
th

 April 2009 

 

If there is one thing investors have learned from the recent bear market, it is that there is much truth 

behind the statement that “gearing amplifies risk as well as returns”. Not just because the market has 

gone down, but because of the speed, at times, at which it has done so. 

Even if we allow for zero or positive underlying growth in market prices, volatility in markets can cause 

a margin call. The greater the volatility, the greater the probability of a margin call. 

As the portfolio value falls, the loan-to-value ratio (LVR) goes up, making the starting point for a 

margin call that much closer. This fall, combined with extreme volatility, makes a dangerous cocktail. 

Therefore, during such times, it is important that investors pre-emptively adjust their LVRs to reduce 

their chance of receiving a margin call. 

Before the current crisis began, most seasoned geared investors would have some notion of the LVR 

at which they felt relaxed, and another, higher LVR at which they would have become alarmed and 

felt it time to take action – either by selling down part of the portfolio or by adding more security. 

Having such “reference LVRs” in mind can lead to less stress and less risk. 

So if investors had such reference LVRs, the question they now need to ask is, should these be 

adjusted, now that volatility is higher? 

To answer this question we look at an example. Let’s assume an investor has a geared portfolio with 

a maximum LVR of 70 per cent and a 10 per cent buffer. We also assume that this investor used to 

be content with gearing to a level of 50 per cent and would typically become concerned – and usually 

take action – when their LVR reached 65 per cent. By “used to be” we mean that before the current 

crisis (July 2007), when market volatility averaged, say, 15 per cent. 

Before we go further, it’s important to note that although long-run volatility may be at a particular level, 

say 15 per cent, there will always be clusters which are short, sharp bursts of increased volatility. And 

it is for this reason an investor should consider the notion of an “alarm LVR” that could be reached 

during such times. However, it is also important for clusters to be distinguished from changes in the 

long-run level, which is what we’ve seen recently. 

At their “comfort LVR” (50 per cent) the investor can take a 38 per cent fall in the value of their 

portfolio before receiving a margin call, while at their alarm LVR (65 per cent) the portfolio can fall 19 

per cent before a call will be made. 

The investor’s LVR is now 68 per cent – a level above their comfort LVR and alarm LVR – since the 

portfolio has lost value over the last year or so. This means that if they don’t take any action, a further 

fall of 15 per cent will trigger a margin call. 

It’s fairly simple to work out the fall required for a margin call at various LVRs, as we’ve just done. But 

what is less straightforward is assessing the likelihood that such a fall will occur – that is, the 

probability of a margin call. We make assumptions regarding the distribution of portfolio returns and 

use a technique called simulation to estimate these probabilities. 

First we do this assuming “normal” volatility – that is, the 15 per cent per annum which was typical for 

the investor’s portfolio before the crisis. We then repeat the exercise under “extreme” volatility, which 

in this case we consider to be about 30 per cent. While this has been the average since the crisis 
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started back in July 2007, the jury’s still out on whether this period is now behind us, with volatility in 

recent months consistently below this level. 

We calculate for a period of one month, at their current LVR of 68 per cent, the investor’s chance of a 

margin call jumps from 2.3 per cent under normal volatility to 20.0 per cent under extreme volatility – a 

level which is hopefully much too high for nearly all investors to tolerate. 

At the investor’s old comfort LVR of 50 per cent, the calculated probability of a margin call within a 

month increases from almost zero to a one-in-250 chance when volatility is extreme. And at the alarm 

LVR, the probability increases from 0.8 per cent to 11.1 per cent. 

So how can the investor adjust these benchmark LVRs to compensate? Essentially, what they should 

try and ensure is that, even though volatility is now higher, they are facing the same chance of a 

margin call as they were before. To do this, they’ll need to reduce their actual LVR as well as their 

comfort and alarm LVRs. For example, in this case, to ensure the same level of comfort, the investor 

should reduce their comfort LVR from 50 per cent to 30 per cent, now that volatility is extreme. And to 

have a feeling of alarm that’s equivalent to what was felt at an LVR of 60 per cent, the investor should 

reduce their alarm LVR to 52 per cent. 

So while volatility now might be significantly higher than when many investors first entered the market, 

a geared strategy can still be viable – and could prove rewarding when the market turns – providing 

LVRs are adjusted and managed appropriately. 

Remember: Risk management comes first, returns second. 
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Five facts about recessions 
Knowing where the economy stands is more difficult for share investors than it seems. Ron 
Bewley explains. 

Issue: August – September 2009 

Date of submission: 30th June 2009  

 

The threat of a possible recession in the Australian economy late last year sent a chill down the spine 

of most investors. As we stand today – and if we use the simplistic “two consecutive quarters of 

negative growth” definition – we are probably some time off being able to call a recession, given that 

the last quarter turned out to be positive. 

Most commentators now argue that by the end of the year, the US economy will have stopped falling, 

if not started to grow – and China is already steaming ahead. 

Before we pop the sparkling white-wine corks, let’s take out some of the hype from the last six 

months’ economic commentary. 

Five facts got lost in the panic that was the investment sentiment of the time. 

FACT 1. The “two consecutive quarters of negative growth” definition of a recession is not useful and 

it is not used in the US. In 1961, Julius Shiskin published an NBER paper of more than 150 pages 

defining recessions, entries and exits. Several of these requirements for a recession were written up 

in a New York Times article in 1975. So who is responsible for chopping down this substantial 

definition to just six words? 

FACT 2. Recessions characterise periods of economic pain caused by hard times. At the time of 

writing, the latest unemployment figure was 5.7 per cent for the month of May. Instead of talking about 

half-full and half-empty glasses, let us look at the facts. Which of the following statements do you 

prefer? 

May’s unemployment figure was the highest in five-and-a-half years, or, 

May’s unemployment was the lowest between 1978 and December 2003 – bar six months spread 

over the good times of 1981 and 1989 when unemployment reached as low as 5.4 per cent. 

Both are correct. Only one puts the current state of play into perspective. 

Unemployment at 4 per cent was never sustainable. People were leaving good jobs to flee to the west 

to work in the mining industry at inflated salaries; it seemed rare to find anyone but backpackers 

serving in cafes; Gen Y ran rampant with its work-life balance demands (and we didn’t stop them). 

FACT 3. There are three standard ways of defining Gross Domestic Product (GDP): the sum of all 

expenditures (consumption, investment et cetera); the sum of all incomes (wages, profits et cetera); 

the sum of all production (from different industries). When calculated independently, the three 

numbers are not equal. The Australian Bureau of Statistics (ABS) has jointly estimated them since the 

mid-1990s, to force them to be equal – resulting in a measure called “statistical discrepancy”. 

In plain English, the statistical discrepancy is the “bit we can’t find”. Given that the last two quarters for 

GDP have been -0.5 per cent and 0.4 per cent respectively, the fact that the contribution of statistical 

discrepancy to GDP growth was -0.5 per cent and -0.7% per cent respectively means that the bit we 

can’t find has been equal to or bigger than the number published in the last two quarters! 

If the underlying growth is flat (0 per cent) and the statistical discrepancy is random, there is a 50 per 

cent chance of getting a positive (or negative) outcome. The chance of getting two consecutive 

quarters of growth then rests at one in four. The chance of not getting two consecutive quarters of 

negative growth is three times as likely! That is part of the reason we don’t get too many recessions. 
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FACT 4. GDP data get revised. The 1990 recession was heralded as the worst in 60 years. The June 

quarter 1990 came in at -0.9 per cent, and the September quarter at -1.6%. With the benefit of 

hindsight, these numbers were revised to -0.2 per cent and -0.5 per cent – tiny by comparison. 

FACT 5. The Australian economy stood up well to the Asian crisis, the “tech wreck”, September 11, 

SARS and bird flu. At the time, economists ducked for cover; but in each case we avoided “two 

negative quarters”. Perhaps we will similarly avoid the global financial crisis (GFC). 

So where does this leave us? The results of a survey of 7,500 people in 24 nations, reported in 

smh.co.au (May 26 2009), placed Australia as the most likely to survive a recession – China second. 

Twenty per cent of respondents put Australia first. Should we have listened to them? 

“Dr Doom” (Professor Nouriel Roubini), the one-time very negative Professor Shiller and Nobel 

Laureate Professor Paul Milgrom have all called an end to the gloom they predicted last year, with 

Shiller even quoted as saying: “We could have a huge rally like the 1933 to 1937 rally”. (Sydney 

Morning Herald, May 9-10, 2009) 

Of course, unemployment is likely to worsen, but until it climbs above about 8 per cent from 5.7 per 

cent, unemployment will be below the average from 1978-2003! 

I don’t recall the past 30 years as being all that bad. 
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Boring, but nice 

Is it back to the pre-GFC ways or do we need new rules for this environment? Ron Bewley 
explains. 

Issue: October – November 2009 

Date of submission: 31st August 2009  

 

Constructing an equity portfolio used to be easy. Ask almost anyone how they were going between 

2003 and 2007 and I suspect the answer would have been, “pretty good” – maybe not beating the 

index, but more than good enough. 

Then the global financial crisis (GFC) arrived. 

Even those investors who got into cash, for whatever reason, at the top of the market are probably 

struggling to get back into shares after such a rapid rise since the market bottomed on March 6, 2009. 

Will there be a pullback? What happens when/if the US has to implement an exit from its stimulus 

package? 

Because stock prices had been moving pretty closely together for years (2003 – 2007), even badly-

constructed portfolios probably did OK. Of course, even then, it was possible to go wrong but, by and 

large, investors should have managed. 

When the GFC arrived, stock prices stared to head in all directions, so proper diversification suddenly 

became so important. Of course, long-only portfolios are going to go down in a bear market, but well-

diversified portfolios should be more resilient. 

There were strong signs at the beginning of 2008 that the financial sector was getting much more 

risky while health care and utilities were not. 

It was also the case that the blue chips fared better than small caps. As we show in the table, if you 

invested $100 in the top 50 stocks (big caps). The next 50 (mid caps) and the next 200 (small caps) – 

collectively they make up the S&P/ASX 300 index – from November 1, 2007 (near the top of the 

market) until the end of August 2009, then the bigger the market capitalisation, the better your return. 

Table: Capital gains from big, mid and small cap indexes over different periods 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

The difference was even more striking at the bottom of the market! The reverse is true from the March 

6, 2009 bottom to the end of August 2009 and during the bull-run – March 1, 2003 to November 1, 

2007. 

It is tempting for many to take a small-cap exposure now to get a bit more outperformance in the 

current bull market – but beware! The accompanying chart tells the long-run investor’s story of 

investing $100 in each index from January 1, 1994 – the start of these indexes. 

The big caps to small caps ratio climbs over the period showing that big beats small by about 60% 

over the whole period. The journey, however, was bumpy. A similar story is true for big caps to mid 

caps, but the relative gain was made is much less at about 20 per cent. Mid caps beat small caps, but 

From 1-Nov-07 1-Nov-07 6-Mar-09 3-Mar-03

To 31-Aug-09 6-Mar-09 31-Aug-09 1-Nov-07

Big Caps 1 - 50 -32.8% -51.7% 39.1% 133.6%

Mid Caps 51 - 100 -40.7% -60.8% 51.2% 184.6%

Small Caps 101 - 300 -42700.0% -65.4% 65.2% 187.8%
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most of the gain was made in the steeply rising period 2000 – 2003 when the market was falling in the 

wake of the tech wreck and 9/11. 

The correlations between these indexes are all about 0.9. Far too high to try and build and effective 

and stable diversification strategy across market capitalisations. So we think that sticking with the top 

100 might be the way to go. The top 50 doesn’t include enough stocks from some of the smaller 

sectors to get adequate diversification. 

True, there will be times when the top 100 lags. But like the tortoise and the hare, short bursts of 

speed don’t always lead to a win in the end. 

Chart: The race between big mid and small cap price indexes 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

Of course it doesn’t hurt to have a little small cap exposure if you like the excitement of watching 

some blossom (and others fail!) but the main game is at the big end of town. 

So with the rapid run up from March 6, 2009 how should a “good” portfolio look now? Of course, many 

of us claim our successes of the past after the event, but how clear really is the future? 

Unless you know you can time the market – in real time – then keep your head down and invest for 

the long run and stay well diversified in the top 100. 

Boring, but nice.  
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Does gearing still work? 

Ron Bewley says it’s too soon to tell what the effect of the global financial has had on 
properly-constructed, long-term gearing strategies 

Issue: December 2009 – January 2010 

Date of submission: 31st October 2009  

 

People only ask questions such as, “Does gearing still work?” when the market is bad – and that is 

not the time to assess a long-term strategy. We, and others, have argued that the investment horizon 

for geared equities should be at least five years. That means we cannot completely assess the impact 

on gearing strategies of the fall from the November 2007 high until at least November 2012. No one 

knows where the market will be by then. This case study is a “best endeavours” attempt to assess, in 

the interim, the impact of the global financial crisis (GFC) on a few gearing strategies. 

We have used daily data on the S&P/ASX 200 price and accumulation indexes to separate out daily 

capital growth and dividends payouts since January 2001 – the date when the RBA first published 

indicative margin loan interest rates. We assume dividends are 80 per cent franked and the tax rate is 

46.5 per cent throughout. For simplicity we assume after-tax dividends are re-invested daily, unless 

there is a shortfall, when dividend income is less than interest. The “loss” is carried forward until there 

is a surplus of dividend income over interest cost. We ignore capital gains tax as we assume that the 

strategy is for at least five years, so we want to see what will be “rolled over” to the next period. 

Here we consider only simple strategies to illustrate a few points: 

a) No gearing, 

b) One-off gearing; an initial 50 per cent loan-to-value ratio (LVR) with a margin call at 80 per 

cent, which would be sold down to 70 per cent in the event of a call. 

c) Constant gearing: daily adjustments to maintain a 50 per cent LVR. 

d) Managed gearing: an initial 50 per cent LVR with a “pre-emptive” sell-down at a 65 per cent 

LVR (to 60 per cent) and a “topping up” at a 40 per cent LVR, back to 50 per cent. 

There are 949 separate starting points, since we close the experiment at September 30, 2009. In the 

upper panel of the table we show the median (of the 949 annualised returns) the best and the worst. 

Of course, three descriptors of the whole distribution of returns doesn’t tell the whole story – but that 

is all we have space for. 

Table: Annualised returns from alternative strategies 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

In no five-year period did an ungeared strategy produce a negative return – and that’s after tax is paid 

on the dividends. The last “buy” day was October 1, 2004. Surprisingly, the downside was not much 

No One-off Constant Managed

gearing gearing gearing gearing

Worst 1.6 -0.2 -5.3 -11.8

Median 13.4 19.5 21.7 21.0

Best 22.1 32.1 40.7 38.6

Worst 8.8 12.4 8.2 2.5

Median 13.4 19.5 21.7 21.0

Best 22.1 32.1 40.7 38.6

Five years experiments

At least five years experiments
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greater for one-off gearing (-0.2 per cent per annum versus 1.6 per cent per annum) but the median 

and upside are far better. Constant gearing is largely impractical on a daily basis, but we note that if 

we had reinvested that way, the distribution of returns is more spread-out but slightly tilted towards 

better returns. The managed gearing strategy that we specified proved to be unsuccessful. Of course, 

loan management rules that take other information – such as the state of the market – into account 

could be very different. Managing LVRs is, however critical for risk management. 

The major problem with all empirical comparisons such as this is that the results are highly dependent 

on the timing of the end-point – in this case, in the recovery phase after a major bear market. 

To give some insight we now add some “behaviour” into the experiment. For any five-year term 

ending on or after October 15, 2008 (just after the Lehman Brothers collapse) we extend the period to 

end on September 30 2009 (and we still annualise the results). This behaviour is tantamount to 

saying that people hang on when times are bad. Of course, if times get even better, the results will 

favour hanging on even more. 

The results from “hanging on” are shown at the bottom of the table. It has no impact on the median 

and the best, as hanging on is designed only to improve the bad results. Stretching the time-frame 

only a little improves the worst ungeared result from the 1.6 per cent per annum to 8.8 per cent per 

annum! The improvements are even greater in the geared strategies. 

Three conclusions follow from this study: 

1) One-off gearing works well and doing several of these together – as in regular gearing – has 

a lot going for it. 

2) Gearing out of bear market is critical to success if the investor geared into it. 

3) Ad hoc management of LVRs might not prove fruitful for returns but it is critical for managing 

risk. 

4) Of course how those investors would have gone if they had bought at the top will not be 

known for another three years. 
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Patience a virtue for investors in 2010 
Ron Bewley says there could be handsome rewards for investors who are prepared to stay the 

course. 

Issue: February-March 2010 

Date submitted: 7
th

 January 2010 

 

As the new decade begins, we can reflect on the chaos that heralded the last. Who can forget the 

hype that was sold to business about the dangers of not upgrading software to shield it from the Y2k 

bug? Of course it didn’t exist anymore than we were facing double dips and a W-shaped recovery 

(although by chance 2010 caused some credit card providers computer-related grief this New Year!). 

All were fantasies to focus the spotlight. Of course, terrorists or some other evil can unexpectedly 

change the world but the global policies in place and the inherent strength of the Australian economy 

now, a year ago and two years ago makes anything other than a bright economic future for Australia 

as remote as it usually is. 

I tested for a Y2k bug a few months before the new millennium by moving forward my computer clock 

to greet the new year nice and early. I saw no impact on my software which added to my feelings that 

the fear was indeed not much more than a hoax. I can’t move the economy forward a few months but 

I can turn my attention straight past 2010 to 2011 and beyond to form my view for this year. 

By sometime in 2011 the doomsayers will have been cast aside along with flared trousers and 

platform shoes. Company earnings will be strong, as will be China. The USA economy might not be 

great but recovering nonetheless. This scenario means demand for Australian resources will be 

strong. There will be no one talking about parity for the Australian dollar (just as it went away during 

2008/9). The official interest rates will have climbed to 5% and maybe more. I don’t hear anyone 

mainstream - other than those with vested interests – saying anything significantly different. The only 

question is, “How does our market get from here to there in 12-24 months?” 

The real keys for the Australian market lie in what transpires during the two major reporting seasons 

in February and August. If February is not strong, August should be very robust. If February is strong, 

August should simply reinforce the February growth. The impact on the market is obvious – the 

market starts growing again soon or jumps up sharply later in the year when companies upgrade not 

just profits but their clarity about future trends. 

Based on 2009 data, my analysis at the end of 2009 of broker forecasts for earnings and dividends 

sourced from Reuters Knowledge, show for only a modest improvement in 2010 – around 10% 

including dividends. However, more emphasis on 2011 broker forecasts points to an average growth 

over 2010 and 2011 of about 25% - 30%p.a. The only way to reconcile these starkly different 

estimates is to expect a massive 2011 in the market - unlikely. Rather, I suspect companies and 

analysts are not yet ready to upgrade 2010 forecasts – nobody wants to be first. So I see 2010 

expectations evolving through clearer company guidance and clearer macro signals (and quieter 

doomsayers!).  2010 looks to me more like a 20%- 25% total return (including dividends) with the 

same or better for 2011.  

The really important point for any investor who agrees with this assessment is that it shouldn’t really 

matter when market expectations and stock prices start to improve. Trying to game market entry to 

getting set just before the next rush is a waste of nervous energy. Dividends are likely to match or 

exceed the return on waiting on the sidelines in cash. Waiting for a correction before a take-off could 

prove frustrating. Sitting in the market like a coiled spring waiting for the take-off might feel like again 

being a small child waiting for Christmas but the presents might be just as exciting. 
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With such strong expectations starting sometime soon, it might take some effort to beat the index. 

Nevertheless, there are a few observations worth making. 

Big companies’ returns may well better Small Caps. Many Small Caps are dependent on Big Caps 

taking off first. This growth is different from the sprint from the bottom last March when Small Caps 

won through having been oversold – not on producing a more dependable future earnings’ stream. 

I have never been a fan of bleating parity for the dollar. To me it is a meaningless concept to fill 

another paragraph of an economic report with catch-phrases. With the dollar at just under $US0.90 at 

the time of writing (start of January), and a long-run average in the mid to low 80c mark, companies 

dependent on US-denominated sales (such as some of the major Health Care stocks) should come 

back in favour when the dust settles. This should happen as soon as US interest rates make a move 

up – or are reasonably expected to. Where the dollar gyrates to in the short-run is anybody’s guess. 

The opposing influences of potentially rising US and Australian interest rates – and their timing – 

might make the short-run dollar even more volatile than normal.  

Resource-related Industrials-Sector companies should follow the resurgence of the China ‘super-

cycle’ onwards and upwards. Growth in banking stock prices are likely to be limited by their impact on 

dividend yields relative to term-deposit rates to maintain yield-seeking investor appetite. 

While this analysis outlines my ‘best-efforts’ view on how our market will pan out, there is one almost 

certainty to hold on to. Markets, in particular resources, are volatile. Just like the big corrections in the 

wonderful growth years of 2005 and 2006, there are corrections – almost unpredictable – ahead of us. 

The next is more likely after mid-2010 than before. But the one lesson to learn from the GFC is to be 

ready for them. A long-term strategy should be able to withstand a correction or two. If a new Grinch 

arrives to try and steal next Christmas’ fun, either get out early or ride the wave. Bailing out at the 

bottom is the worst thing to do. 

So, if the market hasn’t increased too much by the time you read this article, getting in the market and 

waiting patiently for strong gains could prove to be a virtue. 
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Everything that’s old is new again 
The growing optimism among brokers for company earnings may be well founded. Ron 

Bewley explains 

Issue: April-May 2010 

Date submitted: 2
nd

 March 2010 

 

Last issue I tackled the problem of companies and brokers not seemingly updating their forecasts 

quickly enough. As a result I re-weighted the data to take a longer term view – and that upgraded my 

interpretation of broker forecasts for the S&P/ASX200 from 10% to the high 20% range. Since that 

article was submitted we have had many companies upgrading their guidance - and brokers got 

behind the enthusiasm. 

The basis of my view is a manipulation of broker forecasts of dividends and earnings as surveyed by 

Reuters. I show the evolution of 12-months-ahead forecasts made at the start of each month from 

October 2009 to the present. Of course, each forecast period is for a year starting with a new month 

so that might account for some difference but I attribute most of the gains in optimism flowing from a 

clearer picture of the new tomorrow. 

Figure 1: Evolution of 12 months-ahead forecasts for the S&P/ASX200 

 

Note: the forecast origins are the second working day of the stated month. 

Source: Reuters Knowledge 

Back in October, the forecast of a 6% total return allowed for little capital growth – but modest 

increases in expectations evolved over the next three months that were better aligned for a strong 

China and a country with unemployment seemingly having peaked at 5.8% in the year before – but 

still short of expected market returns many were starting to talk about in the media. 

With the CBA giving a much more optimistic guidance on January 15
th
 2010 the floodgates opened for 

others to follow by way of the release of data or forecasts on profits, production and sales. By the 

second business day in February 2010, nearly 20% total returns became the new expected future. In 
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point of fact, 18% was the expectation the week before – just before reporting season was to get 

under way – and just after CBA’s announcement. 

Because many companies’ guidance was increased just before the opening of the season, many 

companies struggled to beat expectations by much – and a few fell well short. Over the last month (to 

the beginning of March) a modest improvement in expectations has been recorded. 

Interestingly, the ‘fix’ of my placing more weight on two-year-ahead earnings forecasts – as I reported 

I employed last issue - has produced a forecast this month back in line with the ‘old’ method. In other 

words there is no longer a disconnect between the two mathematical views of the world – there is 

again an internal consistency in company and broker forecasts for one and two years ahead. And a 

22% forecast for the year ahead, including dividends, isn’t bad – especially when all of the numbers 

start to fall into place giving at least me more confidence in the forecasting process. 

The sectoral forecasts too have fallen into line. Last year there were some implausible forecasts for 

some sectors but the pattern I show in Figure 2 resonates with someone who believes in our banking 

sector, China and the re-emergence of industrials as it recovers from a global recession.  

Figure 2: Sectoral forecasts for the 12-months-ahead 

 

Note: the forecast origins are the second working day of the stated month. 

Source: Reuters Knowledge 

The only major changes in sectoral forecasts over the last month occurred in Energy and Property 

Trusts (A-REITS). The future for the latter isn’t that spectacular but the Energy forecast seem to 

slightly better reflect a world that needs Australian-owned oil and gas. 

I went back over my records and it seems this sort of picture was last painted by brokers in the early 

months of 2005. So while the ‘new normal’ is yet another catch phrase entering the language of 

economists, I see a return to some strong – but not spectacular - growth in the S&P/ASX200 – with a 

reasonably broad-based contribution from the sectors. Of course the usual suspects of Financials and 

Materials seem likely to lead the pack. We have been here before so, as the song goes: “Everything 

that’s old is new again”.  And when the Australian dollar settles down – the stated cause by many 

companies not reporting as well as they might have – the old ‘new’ should be well and truly back in 

fashion. 
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Australia goes it alone in the long run 
Reading the tea leaves is no substitute for proper, fundamental analysis, says Ron Bewley 

Issue: June-July 2010 

Date submitted: 1
st

 May 2010 

 

As April drew to a close I wondered why our market seemed to be falling behind the US and UK 

markets. I was seemingly being bombarded on TV by ‘Fibonacci retracement levels’ and the like from 

technical devotees – but I, personally, have no time for such analyses. My volatility forecasts show a 

clear fall in volatility levels to return to those which dominated most of the two decades before the 

GFC. My exuberance or mis-pricing tool is showing fair-pricing – and my market fear indexes are all 

looking good. Everything in my world is looking great – so why do we look so bad in Chart 1 when we 

scale the S&P/ASX200 and S&P500 to each be 100 on the first day of 2008? 

Chart 1: Re-scaled price indexes for Australian and US markets (Jan 1, 2008 = 100) 

 

Source: www.finance.yahoo.com 

Our market fell by about as much as the US in the bear market and rose just as quickly until the dip at 

the start of this year. Of course we did fail to track up with the US in Q2 of 2008 – but the US rejoined 

us after the Lehman collapse. Stretching that chart back until the start of the millennium – and adding 

the UK just for fun – a seemingly different picture emerges in Chart 2. 

Chart 2: Price indexes since May 2000 (Jan 1, 2008 = 100) 

 

Source: www.finance.yahoo.com 
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Up until the start of the 2003 bull-run, our market had treaded water while the US and UK fell in lock-

step. After all we, unlike the US and UK, avoided the tech-wreck, 9/11 and SARS. We rose faster in 

the 2003-7 bull-run due to the commodity boom and China. But I get a clearer story when we rescale 

the three markets to be 100 on April Fools’ Day 2003 in Chart 3 – the start of the bull-run.  

Chart 3: Price indexes since May 2000 (Apr 1, 2003 = 100) 

 

Source: www.finance.yahoo.com 

Of course the data are the same but the visuals show the impact of the 2005 – 2007 commodity boom 

for what it was. Resource stocks are more volatile than many others and Australia gets the ups and 

downs for better and for worse. 

In this picture, $100 in each market in 2003 gave us a wilder ride over the next seven years. An 

investor from 1
st
 April 2003 in Australia took a big hit in 2008/9 but remained above water ($100) 

except for a few days in March 2009. Long-term investors in Australia have been much better off than 

those in the US and UK and the much predicted second-wave of the commodity boom is only just 

getting going. Imagine how the chart would look if we started the horse race earlier in the millennium 

– off the scale – notwithstanding new resources taxes! 

The problem with analysing data such as those I study here is that for short runs they seem to be very 

highly correlated. ‘Spurious regressions’ is the term coined by the late Nobel Laureate, Sir Clive 

Granger, for these illusions. Some series genuinely do move together – and the US and UK is a 

possible candidate pair – but Australia clearly goes its own way in the long run. 

I still stand by my optimistic forecasts for the Australian market – a ‘High Five’ for the end of the year. I 

prefer to follow a scientific basis to my thought process rather than calculating retracement levels and 

the like. There is room for more than one point of view. Charts can all too readily deceive as I hope I 

have shown. We are not falling behind. We are maintaining our long-run performance. To me charts, 

prove nothing – they just add a dash of colour – when the real analysis is over. 
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Portfolio planning is for pros 

This is not a job for amateurs, says Ron Bewley 

Issue: August-September 2010 

Date submitted: 5
th

 July 2010 

 

Before the GFC gripped our world of portfolio construction, I was happy to think in terms of a highly 

concentrated portfolio of 8 – 15 blue-chip stocks. My basis was simple. It is easier to find a few good 

stocks than a large number – and the diversification benefits fall off rapidly when increasing the 

number of stocks. I based my analysis on my 2005 simulation experiment of historical stock returns. 

In 2008 I was asked if I had changed my rule. I didn’t have the time during the GFC to do a proper 

analysis so I had arbitrarily increased my range to 15 – 20 stocks. Even with supposedly quality 

stocks, some companies looked likely to fall over – or at least take a massive hit in price – but 

knowing which ones was tricky. With 15 – 20 stocks there is less dependence on any one stock 

should it get suspended – or worse.  

Now that we are back in almost pre-GFS volatility, I feel it is time to revisit the number of stocks 

question using my previous analytic methodology. I took daily price returns data from the ASX 200 

stocks for the two financial years 2008/9 and 2009/10 and simulated the volatility of hypothetical 

equally weighted portfolios from that historical data. Of course using the stocks from July 1
st
 2010 

doesn’t allow for those that exited the index during those turbulent years. 

I constructed one million randomly drawn portfolios for each size of one through fifty stocks and 

calculated the historic volatility separately for the two financial years. In Chart 1 I show the volatility of 

the median-volatility portfolio for the two years – and the worst performing portfolio for 2009/10. The 

black line gives a visual guide for the median volatility of a one-stock portfolio (an average single 

stock). 

Chart 1: Diversification benefits of increasing the number of stocks in a portfolio 

 

Source: Woodhall Investment Research 

Unsurprisingly, the volatility of the median portfolio in 2008/9 is much higher than for 2009/10 no 

matter how many stocks there are in the portfolio. Indeed, I can see that a worst-case portfolio 

(allowing for the volatilities and correlations of the component stocks) of five stock portfolios in 

2009/10 has about the same volatility as an average portfolio of the same size in the previous year. 
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By following the black line to the right from the one-stock average portfolio in 2009/10, I can see that it 

crosses the red line at eight stocks. This was my basis (in 2005) for choosing a minimum of eight 

stocks in a portfolio – somewhat arbitrary – but my minimum requirement is that I want my portfolio to 

have no more volatility than an average stock. The blue line flattens out quickly by about 15 stocks. In 

a chart not shown here, a similar analysis on the 2008/9 data produces a minimum number of stocks 

of 13. The old rules-of-thumb appear to be back on track! 

But what happens to these results if the set of stocks is restricted to the ASX 50, ASX 100, or Mid 

Caps (stocks 51 – 100)? I show only the median volatility portfolios in Chart 2 for 2008/9. The chart 

for 2009/10 looks similar except all volatilities are much, much lower. 

Chart 2: Median volatility benefits of focusing on Large Cap stocks in 2008/9 

 

Source: Woodhall Investment Research 

The ASX 50 curve is below the ASX 100 everywhere – but more so in a relative sense for a larger 

portfolio. The difference between Mid Caps and the ASX 200 is very small. Indeed, the median 

volatility of a seven-stock (or more) portfolio selected only from the ASX 50 is lower than for any sized 

portfolio from the ASX 200. Adding more Small Cap stocks does little to reduce portfolio volatility. 

So what are the rules? The number of stocks should match your risk profile but a few simple rules-of-

thumb flow from this analysis – and a modicum of common sense: 

1) Eight stocks seems a reasonable minimum in ‘good times’ and this should be increased in 

bad times – say to 13 or 15. 

2) No matter what is your choice set, there is little to gain in a volatility sense by holding many 

more than 20 – 25 stocks from the ASX 200. 

3) Restricting your choice set to stocks from the ASX 50, or ASX 100, has sizeable 

diversification benefits that cannot be easily bettered by including a large number of smaller 

capitalised stocks. 

4) Using unequal weights has advantages when the weighting is in tune with volatility and 

correlation. 

5) Having regard to sector weights helps when those sector returns are less correlated than the 

returns within a sector. 

6) The ‘old rules’ seem to still be working and didn’t need too much modification during the GFC. 

7) Portfolio construction isn’t for amateurs. 
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Triple dip just not on the cards 

There can't be a triple dip recession if we haven't even had a single-dip recession; but if there 

is, says Ron Bewley, you read it here first 

Issue: October-November 2010 

Date submitted: 6
th

 September 2010 

 

At the beginning of this year, the term ‘double dip’ had almost left our lexicon. But now it is back in 

spades. Investors are worried and those sidelines are brimming with cash. I show the harsh reality of 

the US recession (recall that we haven’t even had one dip) in Chart 1 from the 2007 November peak 

to the most recent May figure (at the time of writing). 

US GDP fell 4.1% to the low of May 2009 but has climbed back 3% since. With only 1.3% to go to get 

back to the top, a double dip is not a return to the depths of last year but any negative quarter. Not 

good but the media hype paints it as the end of the world. 

Chart 1: US GDP in recession 

 

Source: Woodhall Investment Research 

It is important to understand the psychology of forecasting to really understand how we got so excited 

about dip counting. In the academic literature there is the concept of ‘rational cheating’ in forecasting. 

It often pays the forecaster to not reveal his or her true expectations. For example, if every other 

forecaster predicts the market will end the year in a range of 4,800 – 5,000 and you think it will be 

6,000, there is little to be gained by telling your version of the truth. State your forecast to be, say, 

5,200 and you still get all the upside. If you are wrong, you are not too far from the pack. Of course 

the ‘herding instinct’ of forecasters has already put the forecasts in too narrow a range given market 

volatility. 

So now to dip counting. No one I listen to is actually saying there will be a double dip – just that there 

is an increased chance of one. And every forecaster I know puts that probability at well less than 

50%. So ‘for free’ every forecaster can throw in some probability of there being a double dip without 

ever being able to be found out! There either will be a double dip or there won’t. With only one 

outcome we can all say I told you so because we have covered both bases. It is only with repeat 
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forecasters have thrown in a double dip just so they can’t be wrong? Of course no-one should assign 

a zero probability to a possible event but all the smoke and mirrors? 

There seems little doubt that the USA has a long way to go to get out of its economic mess. It will be 

tough. But it doesn’t matter if we get one tiny negative quarter growth or a tiny positive one. There is 

no (very) good news likely to come from the US anytime soon and that has been priced in. 

Australia is not much dependent on the States anymore. Even their president keeps cancelling trips 

here. China is the big game in town and they look great. Some say they are slowing down but the 

world asked them to at the start of 2008 as 10% – 12% growth was not sustainable, 8% should be the 

target! When they get what we asked for, the double dippers cry ‘it’s a slowdown’. 

Australian investors should always be ready for the unexpected and that is called risk management. 

Always basing decisions on the outside chance doesn’t help investment performance. Interestingly, 

my interpretation of broker forecasts has the market producing only an average 11% total return for 

the 12 months ahead – down 2% or 3% over the August reporting season. To me that means 

expectations have been sharply revised down because of double dip fears. And when the fears abate, 

companies will find it easier to beat expectations and the market can jump up. 

So why a triple dip forecast? The main aim of most forecasters is to be noticed! Without a double dip 

there can’t be a triple – but if there is I can claim to be the first to have predicted it. 
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Forever blowing bubbles 

One thing we know for sure is that every bubble bursts. Ron Bewley looks at the ballooning 

price of property. 

Issue: December-January 2010-11 

Date submitted: 29
th

 September 2010 

 
As the prospect of a double dip fades away, it seems some foreigners are getting a bit restless - or is 

it jealousy? Australia was one of the handful of developed countries to walk through the GFC - helped 

very much by China -  which hardly missed a beat from its stellar growth path. No one of significance 

is predicting anything bad for either country's economic growth. Australia is expected to grow a little 

above its trend growth of 3¼% and China close to double figures. 

So why is the IMF telling Australia to get its house in order? Why is the rating agency Fitch stress-

testing Australian banks for the fall-out from a burst property bubble that it is not predicting? To top it 

all, the US congress just voted to 'punish' China for not doing the right thing in its economic policy 

formation. Imagine the Australian parliament having a vote to 'punish' the US for causing the GFC! On 

second thoughts, I couldn't face Rob Oakeshott's speech. The IMF didn't predict the global recession 

and rating agencies didn't come out of the GFC smelling like roses. Shall we just ignore these party 

poopers? 

A bursting property bubble would hurt our home-loan-dependant banks and their stock prices. With 

the banks being over a third of our equity market, the direct impact on the ASX 200 would be massive 

- not to mention the indirect effect on companies through their then lending inability. Goldman Sachs 

just came out with a note stating there is no property bubble in Australia but homes are over-valued 

by up to 35% (I hope you understand that one). Fitch doesn't think there is a bubble but wants to 

stress test the banks for one anyway. Treasury and the Reserve Bank of Australia don't think there is 

a bubble either. 

The thing that gets me (as a retired professor of econometrics who used to model all sorts of macro 

data including the property sector) is that it is not possible to determine what value property should be 

unless you are prepared to assume there are no disequilibria. Home values are determined by 

demand and supply. Speculation - or a little over-exuberance of the purchasers (disequilibrium) - can 

cause bubbles but the only way to effectively determine relative property prices is to set a benchmark. 

Just like with scientific experiments you need a control group to measure what is going on. 

So with whom should we compare ourselves? California with all its State Government debt problems, 

non-recourse (throw-the-keys-away) home loans. Greece, Iceland, Ireland, Spain ... The prices in 

Australia are what they are because the buyers think it is such a great place to live and home-

ownership - for whatever reasons - is the thing to do. Are they affordable? Don't people bid up on 

houses until they just find themselves a little stretched? 

But property bubbles burst around the world. Are we different? We have a few things going for us. We 

do not have an over-supply in the big cities. Paul Keating has recently been on about creating higher 

density living in Sydney to cope with the demand. Immigration has just slowed to a quarter of a million 

people in the latest 12 months. Where do they all live?  

Most people have substantial equity in their homes - often through a 20% deposit and capital gains 

since purchase. So, if prices were to fall say 20%, most people would still have equity and so 

something to fight for. After all, unlike in America - the banks will chase you for any shortfall from any 

other assets you have - it's called bankruptcy! In the US 100% loans were being granted to people 

with no chance of keeping up with the payments in a downturn. And when prices fell there was no 
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incentive for the owners to pay for a house that is worth less than the loan because you could hand 

the keys back with no backlash other than a credit rating black-mark. 

But will people in Australia just default on payments? We are virtually at full employment with rates at 

the low end of anything we could consider normal. So most people are better off than when they took 

out the loan. Indeed, rates were probably higher for most people when they took out their loans. 

What can, and may, happen is that property prices go nowhere for a while as I show in Chart 1.  

That's how prices have evolved in this country since WWII. I remember publishing a paper on 

Property Price Plateaus in 2003 - the last time the bubble story did the rounds. Brisbane had an 11 

year plateau from about 1992 as prices only just kept up with inflation. Sydney had a 7-year plateau, 

etc. Because no-one really knows what a property is worth they bid prices up a little too far. No one 

wants to sell at a loss so prices tend not to fall much but they do not increase until the inflation erodes 

the previous over-pricing. Simple.  

Chart 1: Index of inflation-adjusted established house prices 

 

Source: ABS Cat 6401.01 and 6416.0 spliced and derived 

 

Do the banks then have a problem? Not unless you include CEO remunerations. Perhaps it is not a 
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Light at the end of the tunnel 

Ron Bewley reckons 2011 will be good for sharemarket investors, but 2012 will be great. 

Issue: February 2011 

Date submitted: 22
nd

 December 2010 

 

Last year won’t go down as one of the best in investment history. Our stock market finished up just 

about where it started - but the S&P/ASX 200 did spend one day above 5,000. Overseas a different 

story played out. Double digit growth on the S&P 500 and near that on the FTSE were the prizes for 

those investing in faltering economies. So where did it all go wrong for us? Our economy was in great 

shape so we had four interest rate rises, which sent the dollar through the roof and, just for good 

measure, the Kevin and Julia show got in full swing from June - and there was that mining tax 

debacle. 

Hundreds of broking analysts submit their forecasts of company dividends and earnings to Thomson 

Reuters. We transform these forecasts into 12-months-ahead forecasts of capital gains and total 

returns for the S&P/ASX 200 and its 11 major sectors. These forecasts started the year a little on the 

optimistic side. Perhaps they can be forgiven for missing the impact that the mid-year political 

mayhem would have on the market. 

I reflect on how these expectations evolved over 2010 in Chart 1. Each day I produce forecasts for the 

following twelve months. Expectations had been gaining momentum over the latter part of 2009 but 

they entered 2010 fairly flat at a hefty 24% for capital growth. This optimism took a hit in late January 

when the idea if a resources tax first got floated. The slide continued in the February reporting season 

but our forecasts levelled out at around 21% for the next few months. Not long after Kevin Rudd's 

demise on June 24
th
, expectations started a nose dive into the August reporting season and the 

federal election. Since the September 7
th
 formation of the new government, market forecasts settled 

down at about14%. 

Chart 1: 12-month-ahead forecasts of S&P/ASX 200 during 2010 

 
Importantly, the sectoral forecasts underlying these market forecasts got the sector picks right – 

energy, materials and industrials strong and financials much less so. But the real benefit to us from 

these forecasts comes from our turning them into our market mispricing signal or exuberance. I show 
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how exuberance fluctuated over the course of last year in Chart 2. The '6% dotted line' is the magic 

level that we believe signals a strong chance of a market correction; none in 2010. 

Chart 2: Market mispricing - S&P/ASX 200 during 2010 

 

The market started the year a little over-priced but a good buying opportunity presented itself around 

February. Just as the market was picking up and looking settled, enter the mining tax and the market 

fell like a stone. This fall was not a correction but a reaction to genuine bad news. We marked the 

market at 12% - 15% under-priced in the middle of the year. Gradually, the market hauled itself back 

up to par by Christmas. 

Our fear index helps enrich that story. We measure fear as excess volatility and it seems to be a 

leading indicator for VIX-type measures. The dotted lines in Chart 3 mark the range where the index 

lives 66% of the time – except for during the GFC. There was a little action at the beginning of the 

year as the European debt situation came to light. There were two big peaks in May and July. We 

argue that when fear is high, under-priced markets have a tendency to stay that way. So when fear 

got back into the ‘tram lines’, the market took off again. The market has been really well behaved 

since August. Good fundamentals, low fear, and no over-pricing describe a great place from which to 

start the next rally. 

So where are we heading? Our trusty broker forecasts suggest an above average year ahead. 

Materials and industrials are leading the way in Chart 4. Except for REITS (Listed Property Trusts) the 

rest are in a bunch. The energy sector was running with the big boys until the start of December 2010. 

I never treat these forecasts as gospel. Market volatility dwarfs underlying trends. It is the broad 

direction and relative sector strength that counts. But to construct a portfolio allocation, it is also 

important to bring in sectoral volatility and correlation forecasts. Despite the strong showing of 

materials in Chart 4, one of our sectoral allocations has materials underweight and financials market 

weight! It depends so much on the relative risk and investor’s tolerance to it – so take care. 

But perhaps analysts have over-compensated going into 2011. This pull back in expectations leaves a 

lot of room for upside surprises in the earnings seasons. But the real game changer could be the 

dollar. With the RBA having done its job on rates, and so much optimism (at last) in the US, it won’t 

take much for our dollar to take a tumble. When? That depends on when the Fed feels strong enough 

to talk about a brighter future for the US – unlikely before mid-year. Since arguably our market 

underperformed the US because of our dollar appreciation – the difference in the market growths is 
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just about equal to the dollar appreciation – we might get back the lost ground on top of our 

fundamentals. 

If we can get a 10% or more kick just due to currency depreciation, with strong (but not massive) 

growth in the market fundamentals, there should be a great 12 months starting sometime not too far 

away. It probably won’t be January – December but starting somewhere in the second half of 2011? 

Of course moods can change quickly. That’s why I update my charts daily. 

So my gut feel is for a good 2011 and a great 2012! 

Chart 3: Market fear 

 

Chart 4: Sector forecasts 12-months ahead 
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Imagine a life without market forecasts 
Forecasts are the most unreliable guide to market returns, except for all others. Ron Bewley 

explains 

Issue: March 2011 

Date submitted: 20
th

 January 2011 

 

I read a blog the other day. The blogger was commenting on a newspaper article discussing various 

high-profile strategists' market forecasts for 2011. His point was simple - why write up all of these 

forecasts when they are nearly all always wrong? And it seemed to be a point of frustration rather 

than a serious complaint. 

I update my forecasts every day even though I know they are going to be wrong. I do not feel 

comfortable without these forecasts. A good forecasting process is essential for determining whether 

the market is cheap or expensive. And if the fundamentals actually change - so updating my forecasts 

-  I would not otherwise know that I should adjust my investment strategy.  

My forecast for the S&P/ASX 200 for 2011 is 14% capital gains with a volatility of 12½%. The year 

2010 ended at 4,745 so the thick smooth black line in Chart 1 represents my forecast for 2011 - 

ending at just under 5,500.  

If my forecasts are based on sound research and analysis, I will get the trend right but market volatility 

can take reality a long way away from that line. The 10 wiggly lines in Chart 1 are scientifically 

calculated 'simulations' based on my forecasts of returns and volatility. Importantly, each of these 

wiggly lines is equally likely! There are, of course, an infinite number of possibilities even if I am right. 

I show 100 of these simulations in Chart 2. Some of the simulations deviate far from the trend line 

while most are clustered closer to the trend. 

Chart 1: Market forecast for 2011 with ten simulations 

 
Now you can see the problem with market forecasting. An outcome of 5,500 has a reasonable range 

of something like 4,000 to 7,000. To claim greater accuracy than that is to refute the market volatility 

that we are all so familiar with. On top of that, fundamentals might change over the course of the year 

as big macro events come to light and so the trend should also change. 
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Chart 2: Market forecast for 2011 with ten simulations 

 
Forecasting is futile without understanding the principles of forecasting. Because I believe that my 

forecasts are credible - they are based on broking analysts forecasts of dividends and earnings for the 

top 200 companies - I can use deviations from the thick line to determine buying opportunities and 

times when profits might reasonably be taken. Without that benchmark, I could not distinguish 

between new upward trends and temporary little bubbles. 

My method of calculating this mispricing is somewhat more complicated because analysts' views of 

the world do evolve over time. My article last month describes my so-called exuberance measure and 

how to use it. 

Importantly, different sectors of the market move at different paces and with different sets of 'noise' 

deviating the outcomes from their smooth paths. So, by determining which sectors are better than 

others, and which are the better times to buy, market outperformance might be achieved - even when 

the number - such as 5,500 is completely wrong! Indeed, if forecasts were always correct, there would 

be limited buying opportunities because all futures would be priced in. 

The other distraction with forecasting is the fixation with what the market will be on New Year's Eve. I 

find no intrinsic importance of that day over March 22nd or May 4th. The wiggly lines will often cross 

the trend line several times over the course of a few years. So the real play is in monitoring changes 

in trend and volatility over much longer horizons. No one will get every call right but, as they used to 

say with British Rail, "Without a timetable we would not know how late the train is!" 

I know my forecasts will be wrong but I cannot imagine life without them! 
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A welcome return to normality 

Quantitative analysis helps explain why the global financial crisis (GFC) has passed, says Ron 

Bewley 

Issue: April 2011 

Date submitted: 1
st

 March 2011 

 

Quantitative research is designed to take some of the emotion out of decision making. It is hard to be 

completely objective when in one month Australia was hit by the extremes of floods, cyclones and 

bush fires. Follow that with an uprising or riot in seemingly every North African country. To cap it all 

off, Christchurch was devastated by a massive earthquake. For those of us lucky to enough to be able 

to battle on, how do we separate the natural emotion from the fact? 

Lots of people simply don't like quantitative models because they think they are just 'black boxes' 

nobody understands. Some are, but that doesn't have to be the case. Take our model of volatility 

forecasting we use in constructing equity portfolios. We forecast volatility of the S&P/ASX 200 and 

volatility of each of eleven key sectors. 

Most researchers agree that volatility comes in clusters - some massive like in the GFC, some just big 

like the European debt crisis of early 2010. Volatility tends to revert back to some mean level after 

these bursts. But these so-called mean-reversion models eventually fail if they assume the mean 

never changes. We build possible failure into our system by including a dozen alternative models with 

different means! The data are used to weight these alternatives in a rigorous scientific way. We 

published the theory in the Journal of Forecasting (2007). 

On the 1st February, 2008, six weeks before Bear-Sterns collapsed and seven months before 

Lehman's demise, our model for the financial sector predicted a doubling of risk in that sector. As I 

show in Chart 1, our three-month ahead forecasts we update each month were reasonably flat at 

around 10% before 2008 and then jumped up out of nowhere. The forecasts climbed and climbed for 

several months. 

Chart 1: Three-month-ahead forecasts of volatility in the financials' sector 

 
What these forecasts meant to us in February 2008 was that we should massively down weight our 

exposure to the financials' sector - before Bear Sterns and we stayed that way throughout the GFC. 
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Other sectors, notably property trusts followed suit but most sectors took some time before they 

became more volatile. 

Financials' volatility started to drop quiet markedly into 2010 but had another 'bump' up during the 

Greek Debt crisis of early 2010. Now, volatility is not only back to pre-GFC levels, it got back to the 

lower end of those pre-GFC days in January 2011 and only kicked up a little in February as the Libya 

revolt unfolded.  

But what about the market as a whole? I can better show that in Chart 2 with a competing model 

using daily data. The solid black line is the median level of volatility to which the volatility clusters 

have returned. In fact, the median level was the same 12% for most of the previous couple of 

decades or so - with a brief leg down to 8% in 2003-2005 - along with financials in Chart 1. The dotted 

lines are simple extrapolations of the solid lines to help make a visual comparison. 

Chart 2: A daily model of the volatility of the S&P/ASX 200 

 
The GFC stands out in all of its glory in the centre of Chart 2 but I can see from the beginning of 2010, 

volatility has almost been at pre-GFC levels. Now that the Greek debt crisis is behind us I can see it 

was just a moderate cluster that returned to the old lower levels and not the GFC levels. What is 

perhaps surprising is that from the beginning of 2011, despite all of the human tragedy, volatility 

stayed particularly low. It may not stay there but that is our best prediction for the short run. If and 

when things change, our models will let us know. Being among the first to know keeps us one step 

ahead of the pack. Who knows what will happen even before this article is published and on your 

desks? I am claiming the world of finance has been back to normal since January 2011, and so has 

the market. So for those of you who think that equities are still too volatile, perhaps you are listening 

to your heart and not your head? 
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Approaching exit velocity 

Ron Bewley says it's not unrealistic to look forward to another "smooth" bull market 

Issue: May 2011 

Date submitted: 4
th

 April 2011 

 

As we run to 5,000 in the index – yet again – as I write this piece, it feels a bit like “Groundhog Day”. 

But have we learned anything, as did Bill Murray in the movie? For years I have been following a 

statistic that I don’t usually write much about. I did some really heavy-duty research a while ago 

working out what ‘cross-sectional’ volatility (CSV) is and does! Put simply, one of the things I do is 

measure the co-movement or otherwise of stock returns in the top 200 on a given day. Each day I 

calculate the standard deviation of the 200 stock returns weighted by market capitalisation.  

In previous research I found that this little-used statistic drives the traditional measure of volatility. Put 

simply, when stock returns are moving together, CSV is low and there is no need to panic. When CSV 

is high, there is incentive to jump from one stock or sector to another and that sets off mild or severe 

panic and traditional volatility kicks up. 

To make the chart clearer, I have taken the quarterly average of CSV and plotted it alongside 

quarterly data points on the S&P/ASX 200 in Chart 1. I use a log scale for the market so we can still 

see the 1987 crash in perspective. The black dotted lines merely indicate the lowest level of CSV and 

1.5% CSV which seems to define a low or normal range of CSV. 

Chart 1: The S&P/ASX 200 and cross-sectional volatility 

 

Source: Thomson Reuters DataStream and Woodhall Investment Research 

The CSV around the GFC and the 1987 crash are the highest and, by chance, about the same level. 

The peak in the middle contains the 1997/98 Asian Crisis, the Tech Wreck and the 9/11 Terrorist 

Attack. The little peak above 1990/91 is at the time of our last recession! 
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The S&P/ASX 200 index had a great run from about 1991 – 2000 and again from 2003 – 2007. It 

seems that when CSV is low, we are on a bull run – but that doesn’t explain why we kept going in 

1998 – 2000. Well the Asian Crisis didn’t have much impact on us because we just switched to whom 

we exported, and we didn’t have a Tech to Wreck. We did have an ’87 crash and a GFC! 

If I now focus on the current data, CSV is about as low it has ever been in recorded history. That 

bodes well – but the previous 3 or 4 quarters of CSV have also been low. Well it took a year or two 

after the 1987 crash peak in CSV to get going again. Indeed, it wasn’t until CSV was well in the 

‘dotted line’ range before the market took off. 

Another sign that gives me encouragement is the 12-month-ahead forecasts of the market and its 

sectors I generate each quarter from broker forecasts of dividends and earnings. The average 

forecast returns strengthened by 3% over the first quarter – I show the current forecasts in Chart 2. 

Energy has jumped out of the box with its expected return almost doubling to 40% from the start of 

the year. Industrials also strengthened but Materials couldn’t keep pace with the upward revisions 

over the quarter – that sector’s forecast stays at around 20% for capital gains. 

Chart 2: 12-month-ahead forecasts for the S&P/ASX 200 
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about 19% in growth behind the S&P 500 over the last 15 months. The conditions are getting much 
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Resistance levels aren't futile, but they do evolve 

There's plenty of room for alternative (and flexible) views of investment markets, says Ron 

Bewley 

Issue: June 2011 

Date submitted: 6
th

 May 2011 

 

With the S&P /ASX200 index having been range-bound from August 2009 to the time of writing (early 

May) there has been lots of talk of resistance and support levels - the stuff of technical analysts and 

their followers. I have never understood how algebraic manipulations can come up with a meaningful 

number when there are many inter-related indexes (ASX20, ASX100, ASX300, etc), hundreds of 

stocks and many, many buyers and sellers - some of whom do not believe in technical analysis. 

An academic buddy of mine, Roy Bachelor, presented a paper a few years ago showing that there 

was no tendency for indexes or prices to hang around so-called resistance levels. Naturally he was 

treated as a heretic in the City of London. I do not subscribe to technical analysis either but one of my 

measures for reading the market can be thought of as having evolving resistance and support levels. 

My measure of mispricing - or market exuberance - is based on my analysis of broking analyst 

forecasts of dividends and forecasts for the top 200 stocks. After transforming these forecasts into 

capital gains forecasts for the index and its main sectors, I use them to try and measure exuberance. I 

do this using the assumption that these index forecasts on average are the best forecasts I can come 

up with. 

Using the notion that deviations of the index from these forecast trends is a random - or mispricing - 

signal, I update a weighted average of the fit of these forecasts. The weights evolve over time 

depending on how well the forecasts are performing at the time. As a result, each day I have a new 

estimate of where the market should be and the departure of the index from that fundamental is my 

measure of mispricing. 

Rather than simply plotting the time series of exuberance, I prefer to look at a 'three dimensional' 

chart of the index which is colour coded - as in Chart 1. Instead of plotting the index as a line chart, as 

is usually done, I use a dot for each day and colour it according to its mispricing. Red is for over-

heated days that are more likely to correct or, importantly, move sideways until the fundamental 

comes up to the index eroding the mispricing. Blue is for cheap and the intermediate colours signal 

par (green), and slight (black) and moderate (yellow) overpricing. 

Chart 1 starts at the beginning of 2009 although I have done the analysis going back to 2002. The 

chart is too busy when I start it earlier than 2009. Unsurprisingly, the chart is blue for cheap at the 

bottom of the market in early 2009. Importantly, other methods I use to measure fear and disorder 

add a fourth dimension to the chart. When a market is frightened and in disarray, it can stay cheap for 

a very long time. Conversely, an over-heated market can fall like a stone and over-shoot when there 

is fear and disarray abroad. 

The first month or so of the recovery took the market into 'green' or fair-priced. A quick burst of black, 

yellow and then red coincided with a slight correction around June 2009. This was the normal 

behaviour before the GFC. After a dip in the index below 3,800 and a cheap market (buying 

opportunity), the late 2009 bull run set off. 

The market stayed red from just above 4,000 to over 4,800. This behaviour had never been detected 

before. There was no correction but there was an extended period of sideways movement to erase 

the over-pricing as the fundamentals improved. That's why I never use exuberance for trading. I use it 

to aid market entry and exit at 'appropriate' times. 
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Chart 1: The S&P/ASX 200 with colour-coded pricing signals 

 

Source: Thomson Reuters DataStream and Woodhall Investment Research 
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Too many dials spoil the broth 

Forecasting market movements is more like flying a 747 than you might realise. Ron Bewley 

explains 

Issue: July 2011 

Date submitted: 4
th

 June 2011 

 

When I was first spruiking my measure of exuberance (that I discussed in the previous issue) 2005-

2007 to all that would listen, fund managers would invariably ask - "Can you do it for other countries?" 

The honest answer then and two weeks ago was that I would say yes. It could certainly be done but 

would it work in the same way? Last week I built all of my models for the USA and I now have a 

comparable set of indicators - or dials - for the US and Australia. And I didn't change a thing in my 

approach! 

I had no idea what would be the result. I was amazed by the comparability. But before we come to 

that, why do we want to know about sectoral forecasts and mispricing on the S&P500 when we, say, 

only invest in Australia? 

That answer is really simple. I think of my dials like dials on a car's dashboard or on the flight deck of 

a 747. Few would drive a car with only a speedometer. At least you want an odometer (more petrol); 

temperature (overheating); and the rest. Go to a fast car and you need a tacho and, in a 747, you also 

at least need to know how high you are flying. It is not which dial. Professionals need 'all' necessary 

dials. But, importantly, you need to know how they interact. 

Take the example of driving in town in a 60 zone. A good speedo is important but it only needs to 

measure to the nearest km/hr or so - not cm/hr. But doing 60 in a 60 zone at 2,000 rpm is so different 

from doing 60 on the rev limiter. Dials interact. In the same way, I think of my measures (exuberance, 

volatility, fear, disorder, expected returns) interacting. As I have said before - overpriced markets fall 

quicker when fear is high than low. And cheap markets stay cheaper for longer, or fall even further, 

when fear is high. 

With my new US dials, I have another dimension. They do not replace or change the others - they 

give an added richness. My sectoral forecasts for Australia are based on the earnings and dividends 

forecasts of 200 companies from hundreds of analysts. By hopefully clever averaging and 

interpretation, I turn them into forecasts of capital gains and total returns for 11 sectors and the 

market. I then turn those into all sorts of measures - please see my website (and it is all for free!). 

The US market is so different from ours. The sectoral balance is so different - Materials is only 3.7% 

of the market in the US (and not 28.8% like here) for one!!! To my surprise, though, is the fact that 

Americans and us seem to behave similarly. I have had the same rule for least 6 years that when a 

market is 6% overpriced it is likely to correct by 6% - 10%, or move sideways until the updated 

valuation erodes the over-valuation. 

I show the results for the S&P500 and the ASX200 in Chart 1. I have also produced charts such as 

these for all of the 10 US sectors. The results are amazing. The 6%-for-a-correction rule seems to 

work across the board. Maybe even better for the US - but that needs a full length paper. Perhaps 

later on the website. 

What I now see from Chart 1 is that the US market was overheated on February 16-18, 2011 - even 

though we weren't - and the US fell and so we followed suit. 

My thinking has now been upgraded. If our market is overpriced by too much we will correct. If our 

market is not overpriced but the US is, the US will correct and we will probably follow suit. This is 
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another dial - but too many confuse everyone. While I might make dials for other countries and 

indicators, I doubt whether they will add to my understanding of the Australian market. 

Chart 1: Exuberance for the ASX200 and S&P500 

 

Source: Thomson Reuters DataStream and Woodhall Investment Research 
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Buy-and-hope is not a very clever investment 

strategy  
Ron Bewley explains why discipline and a systematic approach to what you do is so important 

when constructing a portfolio of equities for the long term. 

Issue: August 2011 

Date submitted: 4
th

 July 2011 

 

For my sins, I am often asked what stocks people should have in their super funds. I probably seem 

evasive when I say "it depends". So in this and the next few issues I will try and add some colour to 

the problem of populating a stock portfolio. I will start at the end of the process with a 'mature' portfolio 

run by someone with a lot of experience - say me. My portfolio is in its fifth year - and it has 

handsomely beaten the market - and consistently so - even through the GFC. I will deal with where to 

start in subsequent issues. 

I started out in 2007 with a traditional sort of stock portfolio but it rapidly transformed into one that was 

just right for me. I found that, for me, it is not just about choosing the good stocks and avoiding the 

bad – it is about feeling a part of my companies. I own bits of companies - not just share certificates. 

These companies must support me until I die.  

I started the year 2010/11 with 17 stocks and finished with 17. The number comes from the rules I 

expounded in an earlier issue of PP. I did sell one stock though - Harvey Norman (HVN) - and 

replaced it with Emeco Holdings (EHL). 

It took only one trade to rid myself of HVN but six during April and May to buy EHL. In my opinion, it 

was time to get out of Consumer Discretionary stocks because, I believe, there may be long-run 

changes in the margins retailers can enjoy. I do not care if I am right or wrong - I just do not want any 

of my money where I am questioning my future. As someone else said, "Hope is not an investment 

strategy".  

My modelling had suggested that I needed another mining services stock to accompany Boart 

Longyear (BLY) and Bradken (BKN). I had a handful of companies on my radar but EHL had the best 

consensus recommendation of my watch list when I decided to buy. I buy in smaller parcels because I 

like to learn how the stock price moves. Fortunately for me, I finished up averaging down in price and 

the stock price finished the year just above my average price. 

As a high conviction manager, I like to keep a small set of stocks in focus but, over time, I want to 

change their relative weights. Like many people, I am adding to my fund each year in sufficient 

quantities to be able to rebalance without selling stocks that I still like. I usually just add to my 

positions that need bigger allocations. But if I must sell to rebalance (and not because I think I should 

- like HVN), I wait for that sector to be over-priced by my measure of exuberance. 

I strongly believe in exclusions rules - for stocks and sectors. I don't need to justify them because I am 

the only beneficiary of my fund. But for completeness I will have no investment in REITS (property 

trusts), insurance companies, consumer staples, airlines, telcos and IT. For the moment I am not in 

consumer discretionary but will go back into that sector if/when the timing is right. 

I think some sectors - guess which - have more of a chance of a big and swift downside in the event 

of a disaster, natural or otherwise. Some sectors are plodders with low volatility - but I have time to 

wait for cycles to work through - so why plod? At 62 I must plan for the eventuality I will still need 

money in 30 years or more. 

I use healthcare and utilities as my defensive sectors. I am about 4 times index weight in health as I 

reallocate what I might have put in some other defensive sectors to health. This strategy worked 
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beautifully in the GFC but, for the moment, currency headwinds are holding back strong growth. 

Nevertheless, I keep three stocks - CSL, Cochlear (COH) and Sonic Healthcare (SHL) as I think these 

are strong companies with a good degree of diversification within that sector. 

Currently, the consensus recommendation for COH is worse than that at which I would buy or top up. 

I need a massive reason to buy a stock with worse that a 2.5 (on a scale of 1 for buy to 5 for sell) but I 

don't sell a stock unless my own rating, which is strongly influenced by consensus, suggests I should. 

I found this frustrating when COH dipped below $70 and I had some spare cash but COH had a 3.06 

rating. Rules are rules. 

For banks, I only hold two of the big four and nothing else from that sector. CBA and Westpac (WBC) 

were my choices being the stocks (at the time when I first bought them) with the best 

recommendations. They should be bringing me in a dividend of about 10% including franking credits. 

My modelling does not paint a great future for capital gains in the banks so my holding of banks is 

limited by determining the dollar value of the dividends I need for pension payments and no more. 

With a large portion of my allocation in resources and mining services, I am not as balanced as I 

would like. One of my stocks, Lynas (LYC), took off in 2010/11. As I had bought a decent sized parcel 

at the depths of the bear market in February 2009 to add to the small holding I had built up over 2 or 3 

years, I had to sell the 'darling' of the market to de-risk when I would otherwise have been a buyer - if I 

had not already been set. I had bought at prices between 16c and about $1.12 so I started selling at 

$1, then $1.32 and a few above $2 including a $2.57. Some of the proceeds of these sales went into 

the index (STW) until I can find a better home for it. And STW gives me a little extra diversification. 

The impression I am trying to give is that I think discipline is so important - as is research. I choose 

not to follow any one broker but the consensus of them - and I rely heavily on my forecasts and 

pricing signals that I derive from consensus (and place on my website from time to time). I make it my 

fulltime job to watch the market. I start the day with my alert from afr.com on my iphone -  and watch 

the US close on Bloomberg TV when I wake in time. Sky Business TV in the evening and the 

European open again on Bloomberg. During the day I update my models from Thomson Reuters 

Datastream. So, every day I work hard but rarely buy or sell. But I am ready for almost anything, any 

day. I have a plan for all sorts of eventualities - including one for when Lynas went into a trading halt 

on June 30. When something goes wrong, I want to spend all of my energy on doing stuff - not 

thinking about what are my options! 

I didn't start out in equities like this. Next month I will show how and why I use consensus 

recommendations and from where they can be found.  In the following two months I will outline a 

potential strategy for the new equities' investor to start on a path that will eventually lead them to the 

sort of way I manage my SMSF - in case anyone is interested. But, unless you are qualified to advise 

on direct equities, you will need an advisor. It is simply not possibly to write down a simple set of rules 

to cover everyone in every condition. 
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Get by with a little help from your stock-picking 

friends  
Ron Bewley explains why discipline and a systematic approach to what you do is so important 

when constructing a portfolio of equities for the long term. 

Issue: September 2011 

Date submitted: 5
th

 August 2011 

 

Read any business newspaper or watch any stock market TV programme and someone will be 

recommending stocks to buy or sell. The quality of the recommendation should not be judged by the 

enthusiasm of the broker - or the claimed success rate. There is no accepted standard of which I am 

aware to judge a complete history of a broker's picks - and almost anyone can look good if the 

selection to be judged is hand-picked. 

It is possible that some brokers are so persistently bad at their jobs that they should never be listened 

to. I think it more likely that brokers have varying degrees of success among themselves and over 

time. In my mind, no broker is so much better than all of the others that I would follow one to the 

exclusion of all of their competitors.  

Being an old (former) academic, I follow a more scientific approach. The late Professor Sir Clive 

Granger was (jointly) awarded the 2003 Nobel Prize for his body of work which included a series of 

very practical articles published in the 1960's. His thesis was the average of a number of 

independently produced forecasts is likely to perform better than any component forecast. I believe 

that, on average, neither I, nor any broker, can consistently beat the consensus recommendation.  

It is true that the consensus can be computed in a variety of ways - giving different weights to, say, 

'leaders' and 'followers' in the forecasting hierarchy. But, to me, these refinements make for second-

order improvements. I have been constructing portfolios for years based on selecting stocks using 

consensus recommendations. I show one example in Chart 1 which is consistent with my views on 

the success of that approach. I took all of the stocks in the ASX 200 on 30 June 2010 and deleted the 

11 which were delisted during following financial year or did not have a recommendation on the start 

date. In order to give a flavour of rebalancing, I broke the year into two halves. 

Chart 1: Consensus recommendations and returns - 2010/11:H1. 

 

Source: Woodhall Investment Research, Thomson Reuters Datastream 

Note: the dotted line denotes the return of the ASX 200 
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I computed the capital gains for each stock and plotted the H1 return against the start-of-year 

consensus recommendation. I plot this scatter in Chart 1 with coding to identify the sector of the ASX 

200. In this scale, a '1' is the strongest buy and '5' is a sell. Because the consensus is an average of a 

number of brokers, a recommendation does not have to be a whole number. A rating of < 2.5 includes 

an outperform and a buy. A worse rating includes hold, underperform and sell. 

I see a negative relationship between the realised return and the rating justifying using this procedure. 

Of course it is much less than perfect - but all three 'perfect buys' with a score of 1 happened to do 

well. Building a diversified portfolio is one way to go to remove some of the wrinkles. 

There are many ways to justify a relationship. For simplicity, I took an equally weighted portfolio of 

stocks with a rating < 2.5 (good recs.) and an equally weighted portfolio of the remainder (poor recs.). 

I repeated the experiment with weights proportional to the market capitalisation of each stock. I then 

repeated these experiments on the second half of the financial year - refreshing the recommendations 

as at 31 December 2010. I present the combined results over 2010/11 in Table 1. 

Table 1: Performance of portfolios based on consensus recommendations 2010/11 

 

Source: Woodhall Investment Research 

Of course results would vary from year to year but I am not surprised by these results based on my 

experience. In the equally-weighted portfolios, the good recommendation portfolio beat the poor by 

14% (= 12.7% +1.3%) over the year. The market-cap-weighted good portfolio won by 8.4%. To 

benchmark these results I have included portfolios of all stocks in two groups - the ASX 200. 

In my view, these results can be improved upon by excluding certain stocks and sectors as I 

discussed in last month's issue. Also, by selecting smaller portfolios and devising better weighting 

schemes can help. Even if an investor chooses to follow a different path, it is often worthwhile finding 

out what the consensus thinks of your stock selections. Keep a record and monitor your 

performances! Investors can access these ratings from the reuters.com/finance/stocks database and 

so can at least partially put an individual broker recommendation into perspective. Past returns might 

not be a guarantee of future performance - but I feel a lot safer investing with the support of the 

experts. 

Weights Good Poor ASX

recs. recs. 200

Equal 12.7% -1.3% 6.6%

Market cap. 9.5% 1.1% 6.2%
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Build your portfolio on a solid core 
Ron Bewley says the heart of a portfolio determines its volatility. 

Issue: October 2011 

Date submitted: 5
th

 September 2011 

 

About a year ago, I published an article in this magazine on how many stocks an investor needs in a 

portfolio to reduce volatility to a manageable level. If the stocks in the portfolio have equal weights, I 

concluded that 8 - 15 ASX 200 stocks are sufficient in normal volatility times to diversify away much of 

the risk. And this number might be increased to 13 - 15 stocks in more volatile times.  

Investors who are new to portfolio construction might still find it hard to find sufficient (hopefully) good 

stocks to get going. With the increase of interest in Exchange Traded Funds (ETFs) some investors 

are looking towards investing in the index rather than individual stocks. But what about a 

compromise? Say a few stocks and an ETF? 

In this article I revisit the number of stocks question if one of those stocks happens to be the index - 

and not necessarily equally weighted with the others. I used data from 2010/11 to construct 

simulations of a number of equally weighted portfolios of top 200 stocks plus a core holding in the 

index of 0% - 80% in 20% increments. That is, an 80% core and 5 stocks has 80% invested in the 

index and the additional 5 stocks get 4% each - making 100% in total. 

Rather than just estimating the average volatility of each hypothetical portfolio, I computed the median 

volatility and the 99
th
 percentile - which is the maximum volatility from the one million simulations after 

the worst 1% had been eliminated. I summarise the key results in Chart 1. 

Chart 1: Volatility and number of stocks 

 

Source: Woodhall Investment Research 

Note: the dotted line denotes the median of the 0%-core portfolios 

 

0%

10%

20%

30%

40%

50%

60%

70%

80%

1 2 3 4 5 6 7 8 9 10

A
n

n
u

a
li

s
e

d
 v

o
la

ti
li

ty

Number of stocks

Core =  0%

Core = 20%

Core = 40%

Core = 60%

Core = 80%



Contributions to Professional Planner 

50 
 

The solid purple line (0% core) represents the 99
th
 percentile of the portfolios with no index included. 

The dotted purple line represents the median volatilities from the same 0%-core portfolios. These 

results are comparable to those I presented last year. Both purple lines are flattening out by the time 

that 10 stocks have been included in the portfolio - in line with the 8 - 15 stock rule.  

The yellow line represents the 99
th
 percentile of portfolios that also include 20% invested in the index. 

So, in the 1-stock portfolio there is 20% invested in the index and 80% in the single stock. In the 2-

stock portfolio, there is 20% invested in the index and 40% in each of the two stocks, etc. 

There is no dramatic improvement by including a 20% core. However, as the size of the core 

increases, important gains are made. For a 40% core, the 99
th
 percentile (green line) gets close to the 

average portfolio with no core by the time 5 or 6 stocks accompany the 40% core. When the core is 

60%, the red line for the 99
th
 percentile is lower than the median 0%-core line for 2 or more stocks. An 

80% core brings the 99
th
 percentile below the median 0% core for all numbers of stocks. In other 

words, an almost worst-case scenario for an 80%-core is better than an average 0%-core portfolio. 

The conclusions are straightforward. An investor who can tolerate the typical volatility of an equity 

market need only find 2 or 3 stocks to combine with a core of 60% or 80% in the index. While this 

combination reduces volatility over 0%-core strategies, it does make it harder to get much 

outperformance or alpha. But then again, investors new to equity markets should perhaps start slowly. 

Next month, I will combine the results of my last three articles to suggest a strategy for an SMSF. 
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A super DIY investment strategy 
Ron Bewley maps out a simple and effective equity investments strategy. 

Issue: November 2011 

Date submitted: 30
th

 September 2011 

 

Let's assume our investor is new(ish) to building an equity portfolio and he has decided that he wants 

to invest $100,000 in Australian equities. There are lots of traps and pitfalls - so here is one strategy 

that has been designed to avoid some of them. 

From the last issue, an investor can put $80,000 in an index ETF - say STW - and $20,000 spread 

equally across four stocks from the ASX 200 - without facing too much volatility - relative to the 

market. Break the $80,000 up into four parcels of $20,000 for four separate entry points to average 

risk over time. For amounts much smaller than $80,000, 1 or 2 parcels might suffice; for bigger take 

advice. 

Take care with placing a limit order. I once tried that with a sizeable order for STW and only one share 

(worth about $50) was bought at a brokerage of $19.95 - not a good deal. The market rose rapidly so 

I didn't get set (except for my one stock) and my brokerage cost me about 40%! Avoid early morning 

and the lunch-time traders as the market can get hectic. Placing a market order between say 10:30am 

and 11:30am or 2:30pm and 3:30 pm often results in only a small blip in the traded price. Those times 

are often fine for volume - but take a peek (if you know how) before you place your order. 

Unless you have access to market timing data that you trust, the first day of trading doesn't really 

matter unless the market is falling sharply - say over 1% a day. It might be that the market flicks back 

up or goes further down. It is often better to wait for a quiet day. It really hurts the ego if the market 

keeps falling and falling so, for me, it is better to lose a little and wait for at least some sign the 

correction is over. 

At intervals no closer than a week apart, place the other three parcels noting the down-market 

syndrome. After about a month our investor should have $80,000 set in the index. He or she will have 

learned a little about placing orders and the volatility of the market. 

Next we need to choose the four stocks for him. I noted a few months ago in this column the stocks 

and sectors I avoid. That is step one. Choose your exclusion list as it narrows down the research you 

must do to keep up-to-date.  

The next step is to choose say 3 or 4 sectors and stocks from each from the ASX 100 (smaller cap 

stocks can be left for later in the strategy). The old standards like BHP, RIO, big banks, etc come to 

mind - but they must fit with the investor's philosophy and objectives. Check their recommendations 

on the Reuters website (start with reuters.com/finance/stocks and drill down to the chosen stocks) 

and cull any stock that does not have a score of 2.5 or better (1 is the best). Buy each stock one week 

at a time - as with the index. During the buying process, the investor is not balanced by any normal 

standard until the end but the 80% core means too much damage probably cannot be done along the 

way. 

So now our investor has a portfolio of 4 stocks and the index. Not very exciting but at least he or she 

is in the market and has learnt a lot along the way. 

The next step is to start choosing a few more stocks for when new money comes into the investor's 

fund - from concessional or non-concessional contributions. More care is now needed about which 

sectors/stocks to buy as stock selection becomes increasingly more important with the value assigned 

to them. Depending on risk tolerance, the universe of stocks can be extended to include the top 200. I 

am not sure anyone less than an expert should put SMSF funds outside the 200. I hardly ever have 
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more than 1 such stock and that/they would have the lowest weight(s) in my portfolio. The aim should 

be to get up to about 15 stocks over time. With no more contributions to the index after the initial 4 

parcels, the dominance of the core will dissipate over the years. Indeed, if a good 'opportunity' comes 

along, the investor can think of selling the core and rebalancing into stocks - but only when he or she 

has the appropriate advice or training. 

The aim of this simple strategy is to slow down the enthusiasm of buying 10 or 15 stocks in rapid 

succession. There is a learning process that is best learnt by 'doing'. Also, if the market happens to 

move down quickly at the start of the process, the investor who is only in stocks might find the going 

tough and sell at a temporary bad time. But no course of action is foolproof. 

The vision of what the portfolio should look like after a couple of years requires lots of thought. Mine is 

very much that I keep the number of stocks at less than 20 so I can follow them all and read up on 

them and their recommendations. If I choose a smaller cap stock, then I like to split the work in that 

sector with one or two others of that ilk - to reduce the risk of single stock exposure. Having had a 

stock go to zero (MFS) during the GFC, I am not inclined to suffer that fate again. 

The one pleasant problem I have not yet resolved in my own mind is how I should deal with a stock 

that rapidly climbs in value. To sell it off too quickly to keep balance in my portfolio will mean I never 

get a big return to offset my under-performing stocks. To hang on too long often ends in tears. I prefer 

a rule that states the maximum holding I might have in any stock of any market cap. Rapid growers 

tend to start as smaller in market cap and in my initial holding. So selling off when they look like 

growing towards my biggest holding is a halfway position that has so far worked for me. But I do enjoy 

this problem the most. 
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Why this time is no mere re-run 
Ron Bewley says it's misleading to draw a parallel between what's happening now and what 

happened in 2008. 

Issue: December 2011 - January 2012 

Date submitted: 11
th

 October 2011 

 

August and September 2011 were worrying months for long-term stock market investors. But nothing 

really new happened - Greek debt problems surfaced in 2010 and the US economy has been sluggish 

for a similar period. Calling for a parallel with 2008 is, I think, missing the point. US banks got in 

trouble in 2008 but nobody knew who held what - so markets froze. European banks are now in a bit 

of trouble but the extent is broadly understood - it is only the willingness of the Germans and French 

to do what they know they have to do - like it or not. 

The impact on the global stock markets has been immense. My mispricing measures, or exuberance, 

has had the US and Australian markets trading at a discount of 10% - 15%. But what of other 

measures? I show historical and forward PE ratios in Chart 1. Historical is higher than forward when 

earnings are expected to rise. Current levels of both versions are at their lowest since 2002. Markets 

have priced in a situation worse than 2008/9 when companies were heavily in debt and many thought 

there would be a global depression - and not a recession. Many companies are so cashed up they are 

giving it back to shareholders! 

Chart 1: PE ratios for the ASX 200 

 

Source Woodhall Investment Research 

As the true situation unfolded in 2009, markets rose rapidly. Is this time different? I show the implied 

consensus recommendations for the market in Chart 2 where a '1' is a buy, '2' and outperform, '3' a 

hold, etc. There is undoubtedly an optimistic bias in consensus forecasts but it is interesting to see by 

how much expectations were pulled back during the GFC compared to now. The consensus is now at 

the most optimistic since at least 2002. Broking analysts and the market are in sharp disagreement! 

One could argue brokers are biased and have missed the point. However, dividend yields are backing 

the brokers as I show in Chart 3. It isn't too difficult to forecast dividends especially with company 

guidance. Expected yields are now higher than at any time in the last decade. 

Every statistic I generate tells me the market is massively underpriced - just as it was in March 2009 -

and we all know what happened next. Of course some other problem might surface, or resurface, in a 

year's time. For those who are a little more risk averse, taking a little profit off the table as we go up 
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might be a smart tactic. We don't need to think that the next rally will last forever to get on board - just 

long enough to make some nice returns. 

Chart 2: Consensus recommendations for the ASX 200 

 

Source Woodhall Investment Research 

Chart 3: Dividend yields for the ASX 200 

 

Source Woodhall Investment Research 
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It will be all right in the long run, whenever that is 
The long-term outlook for the equity market looks bright - but when does the long term start? 

Ron Bewley explains 

Issue: February 2012 

Date submitted: 2
nd

 January 2012  
 

With market volatility still at elevated levels, it is even more difficult than usual to make a prediction for 

the ASX 200 over the course of the year ahead. This time last year it looked like the US economy 

would be improving by about now, China would be in control of slowing its economy down to a 

sustainable level, and Europe would have turned the corner in terms of sorting out its sovereign debt 

funding. Getting the first two of these drivers more or less correct was nowhere near enough to help 

our market. After falling by 2.5% in 2010, the ASX 200 fell by a further 14.5% in 2011. So where to 

now? 

Investors are likely to take months, if not longer, to regain sufficient confidence to back any rally. That 

means profit-taking corrections are more likely than normal at the beginning of the year - if indeed the 

market gets some positive stimuli. My broker-based forecast for 2012 is for a capital growth of 11.5%. 

Since in just one week in December 2011, our market rose by 7.6% - the second best week ever on 

record - sharp reactions to both good and bad news are to be expected for some time - and these 

may dwarf the fundamental trend. 

If I factor in my measure of market exuberance for the start of 2012 at -6.5%, any resolution to the 

European credit crisis could spark a short rally to fair pricing at 4,300 - but dangerous levels of 

overpricing would set in if the market breaches 4,550 early in the year - based on current information. 

But the combination of my estimates of capital growth and underpricing makes even 4,800 for an end-

of-year target look hard to reach. And that is less than where the ASX 200 finished up in 2009! 

China's PMI (purchasing managers index) for December came in at 50.3 on New Year's Day. Not only 

did that indicate expansion in its manufacturing sector for the first time in a few months but it smashed 

market expectations which were for another contraction! In the USA, consumer confidence bounced 

right back up to where it was before the downgrading of US debt to AA
+
. It will take a lot more than 

just a couple of numbers to remove investor's gloom. All of the bad news is possibly already priced in 

- except for a full blown credit freeze - so our long-run future is quite bright. But when does the long 

run start to kick in? 

A consensus view built up in the media towards the end of 2011 that our market would be volatile and 

going nowhere for the first six months of 2012 to be followed by a strong six months. While that 

seems entirely possible, a couple more months of good data out of China and the US has to get a 

reaction - even if Europe just muddles along. The US presidential election in November has to 

address the virtually 'hung parliament' and so give a boost to the market - so the long-run starts 

before the end of the year. 

There was a lot of support, particularly from overseas, for our market when it got below 4,000 in 

August and September. Since it is not in Germany's interest to let credit markets freeze, muddling 

along seems a worst-case forecast for Europe. Given where we started the year (4,057) the downside 

risk does not look that bad. The big upside risk is a bounce in commodity prices from a rekindling of 

the China growth story. If that comes off, and I think it more likely than not, my 11.5% broker-based 

forecast is likely be upgraded during the year. 

But what of the other known unknowns? The puzzle I am dealing with right now shows up clearly in 

the chart. If we view the ASX 200 as a fully-hedged overseas investor might - revaluing our index in 

$US - and plot it next to the S&P 500 - rescaled to start 2010 at the same level as the ASX 200 - there 

is a striking relationship. Except for a period in early-mid 2010 when the mining tax concept was 
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introduced sending our market into a self-induced flurry, and another in Q1 of 2011 for the 

Queensland floods and cyclones, the two markets moved in lock-step until early September 2011 - 

even through the intensely volatile August. 

There was almost no change in either our dollar or the S&P 500 over 2011 - but our market fell by 

14.5%. There is no reason why the indexes must move together as they once did but the relationship 

looked so strong for so long, I will not abandon my hypothesis yet. As - or if - the European 

uncertainty starts to subside, the co-movement between the two stock market indexes might return. If 

it does, we might regain some of our lost ground on top of my forecasts. That would be nice - unless it 

all comes at the expense of an appreciation of our dollar! 

Chart : The ASX 200 valued in $US and a rescaled S&P 500 
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Defining the new 'new normal' is the key to long-

term forecasts 
Ron Bewley says a longer-term analysis of share market forecasts leaves his appetite for 

equities as keen as ever. 

Issue: March 2012 

Date submitted: 18
th

 January 2012  

 

Following on from my contribution last month - in which I looked at the year ahead for equities using 

broker forecasts of dividends and earnings - I now stand well back and form a much longer term view 

of the market. In 2007, I analysed monthly average data on the All Ordinaries for over a century. My 

conclusion was simple. One time trend accounted for all of the data prior to 1974 and one more, 

steeper trend accounted for 1974 - 2007. With nearly five years more data my conclusion has 

changed. 

I define a trend as a constant growth curve (or straight line on a log scale) that lasts for at least 10 

years and deviations from trend do not last more than that period. Even a visual examination of the 

data in Chart 1 makes it clear that one trend does not account for all of the data since 1893. If I allow 

one break in trend, as I did in 2007, the estimated date of the break has shifted from 1974 to 1975. 

Since 1975, I estimate that growth with the one-break model has been faster than pre-1975, even if 

though I have included the last few years of data characterised by very poor returns. 

Chart 1: All Ordinaries Index with a time trend 

 

Source Woodhall Investment Research 
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the new slope of the third regime is much the same as if the post-peak data had been included. In 

other words, the flatter post-1987 trend is not due to the fall in the market from 2007. 

I find that average length of an above-trend deviation is 17 months - about the same as the length of a 

below-trend average deviation of 19 months. Furthermore the 119 years of cycles around trend do not 

suggest to me that a more complex model is needed to describe the long-term trend. So why should 

there be a one-off four year permanent burst in 1982-1987? I can only speculate. That period does 

largely coincide with the Keating push for an expansion in manufacturing, deregulation in the financial 

sector and a general reduction in tariffs.  

The prospect for the future - based on the model and the current estimated trend - is for capital 

growth of 5% per annum. This estimate is lower than the typical 7% average I and other people use 

based on historical data that includes the four year burst. My current dividend forecast is for a yield of 

6.3% making a total return forecast of over 11% for 2012. But the important thing for current forecasts 

is that the market ended 2011 at 16% below trend. That means the market has a lot of catching up to 

do before it gets on to its long-run trajectory. 

Combing the estimated underpricing with the trend line, the ASX 200 would end 2012 at above 5,200 

if all of the underpricing is eroded by then. My forecasts based on broker data was for a year end of 

about 4,800 - including mispricing. So whichever way I construct my forecast, 2012 might produce a 

solid return - even if there is a 'new normal' underlying growth rate of 5%. But the fact that this new 

normal rate is the same as the old normal rate pre-1982 leaves my appetite for equities unchanged. 
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A less sinister reason for why forecasters get it 

wrong so often 
It shouldn't come as a surprise that so many economists simply cannot reliably pick the 

direction of interest rates. Ron Bewley says it's because they're being asked the wrong 

questions. 

Issue: April 2012 

Date submitted: 2
nd

 March 2012  
 

Yet again in February 2012 (nearly?) all forecasters surveyed by the media got the interest rate call 

wrong. Typically the media survey about 20 fine forecasters and aggregate the results for us. It is not 

uncommon for the vast majority to be of one voice. Obviously explicit or implicit collusions, known as 

the herding effect in forecasting, help to come to the common view. The fear of being wrong and 

alone is too much for many forecasters to bear. There is, however, a less sinister cause. 

Presumably no forecaster is silly enough to be certain about what the RBA will do on the first Tuesday 

of the month. It is reasonable that all forecasters lean in a certain direction but with a variety of views 

as to the outcome - say 60/40, 70/30, 90/10 etc. While such an odds ratio is a cop out for the 

individual - it is hard to be wrong when you back both horses - the media asks the wrong question 

when it demands a yes/no answer. 

Had the media aggregated the odds ratios last month they may well have painted a far more realistic 

picture of the collective wisdom - say a 60/40 chance of a rate cut - and then no one would have been 

too surprised by the outcome. As it is, the media simply adds the number of 'cuts' or 'rises' and got 

close to unanimity. Not much use. While I argue that the individual should not cop out in making a 

decision the aggregate odds ratio work for me - just as if we compared a long history of one 

forecaster's odds and the outcomes. 

But the February result was different for two very important reasons. Not only did the forecasters go 

for a cut when rates, in fact, were kept on hold, all four banks raised rates - which makes the 

forecasting game seem even less useful from now on. I have argued for some time that the rate's 

forecast should be split into two separate decisions. First, what should the rate be? Second, will the 

RBA move? 

Guessing what the RBA will do is the hard bit. Central bankers do not have a monopoly on brains. 

Even if they are the smartest, and that is debatable, the gap between central bankers and the rest in 

academia and the private sector isn't probably that big based on intellect alone. The smart students 

self-select careers based on a number of criteria but I think most would agree that few academics 

would make good private sector economists and vice versa. Central bankers and the like are arguably 

less risk-averse people than those in the private sector - just look at the current involuntary exit of 

staff from the finance sector. If central bankers are indeed different, how can the private sector 

attempt to judge what they are thinking on any given day? But both the private sector and the RBA 

can take a good shot at what rates should be 'in the near future'. 

The current interest rate regime started in 1990 and the rates can be seen in Chart 1. The most 

striking result of that chart is that, before the February meeting, rates were the lowest they had been 

in over two decades except for a short period during the GFC. When rates were lower, it was because 

it was a commonly held opinion that the world was in, or going into, a recession (or worse). China was 

looking softer and the majority though Australia would inevitably follow suit. 

During January 2012, the US continued to post good gains in consumer activity - both confidence and 

realised spending. China posted a GDP result of 8.9% - well above (those same?) forecasters' 

estimates. At home, bits of our economy were looking soggy but we had only just got two rate cuts. 
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Probably not enough time to work themselves fully into the economy. So why did the notion of 

emergency rates' settings come from? Momentum? 

Importantly, the US savings ratio fell sharply into the end of 2011 arguably causing their boost in 

consumption. At 3.5% in January, the US rate was well below the 5%+ at the start of 2011. Our 

savings ratio, shown in Chart 2, hit double figures in the GFC and is not much below that at the time 

of writing. It is not a rate cut that we needed or need, it is a boost in confidence to release some of 

that savings back into the economy. If our savings rate just fell to just a healthy 5%, the boost to the 

economy and the stock market would be massive.  

Chart 1: RBA official interest rates 

 

Source: Thomson Reuters Datastream 

 

Chart 2: Trend household savings ratio 

 

Source: Australian Bureau of Statistics 
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Ups and downs are the hallmark of this US-Australia 

relationship 
Ron Bewley looks at the correlation between the US and Australian equity markets and 

concludes that far from having become dysfunctional, the relationship is alive and well. 

Issue: May 2012 

Date submitted: 30
th

 March 2012  
 

One of the big current discussion topics is about Australian equities lagging behind their US 

counterparts. From time-to-time the two markets may move very closely together on a daily basis. 

Recently I wrote in this magazine that the relationship was very close (January 2010 - September 

2011) when both markets were valued in the same currency - but that relationship seems to have 

broken down since the turmoil of last September-October. But what of longer-tem relationships? 

I calculated (log) returns for each post-war calendar year and plotted them as a scatter plot in Chart 1. 

To go back that far in time, I had to use price indexes for the All Ordinaries and the Dow Jones as my 

preferred ASX 200 and S&P 500 did not start until much later. If both markets moved closely together, 

each diamond (representing a year) would lie closely along the diagonal line of equal returns. 

Diamonds in the top left quadrant indicate that the All Ords was up while the Dow was down. The 

bottom right quadrant conversely shows the Dow up and the All Ords down. While there are a few 

occurrences of these opposite-direction returns, the majority are in the 'same-direction' quadrants. 

However, the scatter is pretty broad with a correlation of only 0.6. 

Chart 1: Post-war scatter plot of market returns 

 

Source Woodhall Investment Research 
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there appear to be any change in the relationship over time. On the basis of these results it would not 

be unusual if the Australian market lagged the US market for another year or two but that is not my 

forecast. I stick by my broker-based forecasts that the ASX 200 will outperform the S&P 500 by a few 

percent but, given the inherent statistical variation apparent from Charts 1 and 2, the best estimate 

does not come with any guarantee. 

Of course, investors who diversify across domestic and international equities can to some extent 

smooth out the year-on-year variations. But for those who can wait, there is little in it in the long run. 

With exchange-rate risk looming as the big ticket item over the next few years, a well-thought-out 

hedging policy is needed for those invested overseas. 

Chart 2: Post-war differential between All Ordinaries and Dow Jones returns 

 

Source: Woodhall Investment Research 
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Market volatility means it's time for a fresh look at 

your portfolio 
Recent sharemarket ups and downs - and there have been plenty of them - disguise some 

really good news for investors with a long-term perspective. Ron Bewley explains. 

Issue: June 2012 

Date submitted: 4
th

 May 2012  

 

A lot has happened in the market since the start of the year. We were pre-warned that Quarter One 

was going to be a bit bumpy because of the big, scheduled European bond auctions - but those are 

now behind us. We started the year at 4,057 and 6.5% underpriced by our measure (see the February 

issue of PP). The forecasts for capital gains was 11.5% for the year ahead - the red line in Chart 1 

which starts from an estimated 'correctly-priced' value. To date (as at May 1) the market has eroded 

its mispricing but the forecast for the 12 months from May 1 is 15.0% - the yellow line. 

Volatility will take us hither and thither but the fundamentals seem to be on track. However, this 

representation hides the really good news. If we go behind the high level data to look at sectoral 

expected returns and volatilities, we can see that the future looks so much better than at the end of 

2011. For brevity, let us just focus on the risk-adjusted returns, or Sharpe ratios. These are calculated 

by subtracting the risk-free rate (90 day bills) from the expected return and dividing this outcome by 

the annualised volatility. A Sharpe ratio greater than zero means that the sector is expected to beat 

the risk-free rate (a minimum requirement for investing) and greater than one is usually considered to 

be a very good result (that means the expected excess-return compensates for the additional 

expected risk). 

Chart 1: Updated forecasts of the ASX 200 

 
Source: Woodhall Investment Research 
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The market, at 1.66 is higher than it was a year or more ago before the US downgrade and European 

debt crisis hit it. 

Clearly Consumer Discretionary and Property are still struggling but it is interesting to note that 

several sectors are expected to perform as good as or better than the resource sectors (Energy and 

Materials). With market volatility currently lower than the average of pre-GFC days it might be time to 

get back in the market or tweak that portfolio for those who weathered the storm. Of course the 

unexpected often happens and these forecasts can and do change quickly. 

The rest of the story, and its updates, can be found at www.woodhall.com.au. 

Chart 2: Risk-adjusted returns on the ASX 200 (Sharpe ratios) - May 1, 2012 

 
Source: Woodhall Investment Research 
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Beware what's behind the exit sign if you're serious 

about your bucket list 
Retirees looking for security might be escaping the risk of the sharemarket, but Ron Bewley 

says they now face other risks instead. 

Issue: July 2012 

Date submitted: 1
st

 June 2012  
 

Investors, shell-shocked by the last few years in equity markets, are reportedly heading for annuities 

to ensure a predictable income stream in retirement. And it seems that they typically do not want to 

pay the extra for a lifetime annuity guarantee. They are exposing themselves to longevity risk without 

possibly understanding the risks and consequences. Men aged 60 might expect to live to about 83 

and women a couple of years longer but there is now a substantial chance - more than 5% - that 60 

year olds will make it to 100! 

To put things into perspective, consider an example that is scalable for other savings and income 

streams. A comfortable 60 year old couple has one million dollars and invests it into a safe fixed 

income asset with a 5% pa return. Inflation is expected to be 2.5% pa and the couple wants to draw 

down $1,000 per week (inflation-adjusted). That couple would only have $33,000 left on their 85th 

birthday with maybe 15 years or more to live. 

If they had invested in a combined asset with 90% in that 

same fixed income stream and the other 10% in equities - 

assuming 5% pa capital gains and 4.5% dividends that are 

80% franked - and that 90:10 balance is maintained over the 

life of the asset - the couple will run out of money just after 

their 87
th
 birthday - just an extra 2 years. However, if they 

segregated their funds into two buckets - one for fixed income and one for equities - the outcome is 

different because none of the equities need be drawn down until the fixed income component is 

almost exhausted. Let's say at age 80 they transfer the untouched equities component into the fixed 

income bucket. They now would have nearly $5,000 on their 94
th
 birthday - 9 years after the straight 

annuity was exhausted! And there are so many ways in which to further refine this strategy. 

That means by taking on a very risky asset in retirement but quarantined from their main pension 

investment, they can increase the length of the life of their funds by a substantial amount. In the real 

world equity values go up and down. In the chart I show what the 20-year annualised rolling return 

has been on the monthly average All Ordinaries price index starting at 1900 to the end of 2011. One 

can see that 5% pa would not have been an overly optimistic assumption - even for intervals ending 

around the bottom of the market in 2009.  

Instead of thinking in terms of asset allocations with pie charts, I prefer to think in terms of a number 

of buckets each with different quarantine periods and risk levels. In that way I can forget for many 

years about what my equities are doing and, if I get lucky along the way, I can take profits and lock in 

a longer future without worrying if I can fulfil my bucket list before I die. 

 

 

 

 

 

"At age 80 they transfer the 

untouched equities 

component into the fixed 

income bucket" 



Contributions to Professional Planner 

66 
 

Chart : Annualised capital gains on the All Ordinaries over rolling 20-year periods 
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Early retirement could leave investors short-

changed  
If the name of the game is to make retirement savings last as long as possible, while 

supporting a reasonable life standard of living, then Ron Bewley recommends caution when 

making assumptions and return forecasts. 

Issue: September 2012 

Date submitted: 29
th

 June 2012  

 

Continuing on from my column last month, let me further develop a discussion about how long a 

retirement fund might last. To stress my point, consider a simple world with no inflation, an average 

return of 5% pa, a fund of $500,000 and a pension of $50,000 pa. The standard calculation - as it is 

made in ASFA's publications on comfortable living in retirement and what that might need to fund it - 

after 10 years the fund would still have $196,769 left for the future. However, if the return for the first 

five years was 0%pa and 10%pa for the last five, that amount drops to $66,847 and yet the average 

return is still 5% pa. Reverse the order of these returns so that the first 5 years returned 10% pa and 

the next five 0% and the fund now has $219,475 after 10 years. 

Two things really stand out. The average return tells us little about how long a fund might last in the 

real word. Secondly, having the poor returns first has a more dramatic impact on the fund's longevity 

than having the good returns first. 

The current figures from ASFA suggest a couple requires $55,080 pa for comfortable living and a fund 

of $850,00 is indicative of what might be needed to fund that. Their assumptions are inflation at 3% pa 

and a return of 7% pa excluding costs and taxes. They say that such a fund would expire after 22 

years when the couple must go on the pension. If the couple is 65 when they retire, the woman - who 

has more chance of living longer - is 87 - her life expectancy when the money runs out. She has a 

50% chance of having to live off the pension and much more if she retires at 60! 

I assume that ASFA is thinking of something like a balanced fund when it assumes a return of 7% pa. 

In a 2003 APRA working paper, the average fund over 1996 - 2002 returned about 7% pa with a 

volatility of about 7%. Of course, that volatility estimate would be much higher if the more recent 

period were included. To find out how long the 'ASFA fund' might last I computed one million 

simulations and I present the results in Chart 1. In that chart, 'Normal volatility' refers to 7% pa and 

12% for 'High volatility'. 

The median length of the life of the fund for each level of volatility is about 24 years and the modes 

(most common value) are 19 years for the 7% volatility assumption and 18 for the 12% assumption. 

Both distributions are highly skewed with a moderate chance of the fund lasting 40 years and almost 

no chance of it lasting less than 8 years.  

Since the real risk is on the downside, I plot the cumulative distributions of the left tail in Chart 2. To 

read this chart, note that by following the 10% horizontal grid line to where it intersects the blue, the 

normal volatility fund has a 10% chance of not lasting more than just under 16 years - but the high 

volatility fund has a 10% chance of not lasting more than about 14 years. 

What is clear is that investors who only consider average people in terms of life expectancy and 

average returns throughout their retirement could find themselves short-changed in their early 70s if 

they retire at 60! 
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Chart 1: The probability distribution of the life of an hypothetical fund  

 

Source: Woodhall Investment Research; see text for assumptions 

Chart 2: The Cumulative probability distribution of the life of an hypothetical fund  

 

Source: Woodhall Investment Research; see text for assumptions 
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Helping your clients' money last as long as they do 
Ron Bewley examines how to maximise the odds that a client's retirement nest egg will last 

long enough by tweaking the level of exposure to equities. 

Issue: November 2012 

Date submitted: 3
rd

 August 2012  

 
How risky have equities been - and what about the future? It is easy to be negative about standard 

simulation methods for assessing these risks so here I base my analysis on historical data - the 27 

financial years' total returns on the ASX 200 from 1985/86 to 2010/11 - but I sample them in an 

inventive - but academically sound - way. 

I take one million hypothetical futures of 50 years ensuring that a wide range of extreme possibilities 

are considered. For example, one 'future' could take the first two years of the GFC, immediately 

followed by the 1987 crash, immediately followed by the Asian crisis, etc. Each historical block is 

randomly drawn to last from one through many years, and the starting year of each block is also 

randomly drawn. They are then joined end-to-end. Of course no one hypothetical year can be worse 

that the worst or better than the best historical return. But longer groups of very bad and good years 

do get chosen and give a far more realistic picture of possible future extremes. Further, this sampling 

method better allows for changes in volatility over time. 

So what are the results? I extend my August issue of Professional Planner experiment of a fund of 

$850,000 and an annuity of $55,080 adjusted for inflation which is assumed to be 3% pa going 

forward. I assume that dividends are 70% franked and the fund is in pension mode for taxation 

purposes. I also need a measure of what constitutes a risky event. The GFC taught a lot of people 

that very unlikely events can happen and everything can be lost. Moody's (November 2006) produced 

a table of probabilities of default. The top-rated Aaa (or AAA for Standard and Poor's) has a 1.25% 

chance of a default in 20 years. Given that three 100-1 shots have won the Melbourne Cup (in 151 

races), even the best quality credit has a material risk. AA credit has a default chance of 1-in-52 and 

A, 1-in-24. BBB is still investment grade with a 1-in-9 chance of default over 20 years! 

"Given that three 100-1 shots have won the Melbourne Cup, 

even the best quality credit has a material risk." 

I make the assumption that there is a 'riskless' cash rate of 5% pa. Investing the whole amount in 

cash guarantees that the fund will last 17 years and 10 weeks. On the other hand, investing the whole 

amount in equities (except for the first year for the pension), we can see from the Table in the column 

headed '1', that there is a 6.29% chance (1-in-16) that the fund would run out before the 100% cash 

fund. From the ratings figures above that is below investment grade (BBB or Baa) and would not be 

an acceptable risk for a retiree. The next two rows of the table represent 21.9 years for an 

equivalence with the ASF balanced fund average calculation - and 40 years even takes a 60 year old 

retiree to aged 100! 

Table: Probability that funds will run out 

 

Note: See text for assumptions and interpretation 

With 100% invested in equities, there is a 32.21% chance of the equity fund lasting less than 40 years 

- or a 67.79% chance of lasting past the age of 100. Obviously the higher return gives a good chance 

Longevity

(years) 1 5 10

17.2 6.29% 4.86% 2.90%

21.9 12.39% 12.07% 13.62%

40 32.21% 35.16% 50.96%

Number of years cash
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of running out quickly or slowly because of the volatility. If 5 or 10 years of the fund is invested in cash 

at the start and the rest in equities (drawing down first from cash and then from equities), the 

comparable results can be seen in the other columns of the table. For example, by starting with 10 

years of cash ($504,656 allowing for interest accumulation) and $345,344 in equities under these 

assumptions reduces the chance of running out before 17.2 years falls to 2.90% which is investment 

grade by the Moody's estimates (A-rated) - but perhaps still a little high for a retiree - but there is still a 

50:50 chance of the annuities lasting more than 40 years. 

Perhaps the reader might see how my 'bucket' strategy from the July issue and my analysis of a 

balanced annuity fund from August - together with the current results - show how equities might play a 

significant role in a retiree's fund to decrease longevity risk while quarantining equity risk. 
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When it comes to Aussie equities, it's OK to be 

overweight - or even obese  

Investors' allocations to Australian shares are often out of whack with our position in global 

markets. Ron Bewley says that's just fine 

Issue: December 2012 - January 2013 

Date submitted: 1
st

 October 2012  

 

A global equity fund manager would typically allocate about 2% of its funds to Australian equities as 

that is approximately the market capitalisation of our share of the world market. However, it is 

common for Australian investors' asset allocations to devote a much higher proportion of funds to 

Australia. Is this a smart move? 

Besides the hedging issue - for when global funds are redeemed - and the possible desire to keep up 

with 'the locals' should Australian returns outstrip the world, there are strong statistical reasons for 

what many of us do. The risk component in asset allocation is often computed as the volatility 

(annualised standard deviation) from historical data, or predicted from it. Since the October 1987 is a 

bigger outlier for Australia than the world as a whole, I present historical annualised returns and 

volatilities for two time periods: April 1985 - June 2012 (the longest common history of data) and 

January 1988 - June 2012 in Table 1. I value the world index in both $US and our local currency to 

represent a fully hedged exposure.  

Table 1: Historical return/volatility comparison of indexes 

 
I note from Table 1 that for the full or the shorter period, the yield on the ASX 200 was about 2% 

higher than for the world. If we assume 80% of dividends were franked, the ASX yield rises - as a 

grossed-up figure - to 5.6% or 2.5 times the world average.  

When it comes to capital gains the ASX 200 had a higher gain in both periods when the gains are 

valued in the same currency so that the total return for the ASX 200 was substantially higher than that 

for the world. 

Volatility is a different story. For the full period, that includes the 1987 crash, average volatility was 

higher for the ASX 200 but slightly less than that for the world when the sample period starts in 1988. 

The correlation between the two $A-denominated total returns was 0.38 for the full period and 0.46 for 

the shorter period. 

Because the correlation is not large, there is the possibility of benefiting from diversification. If a 

certain percentage is allocated to world equities and the rest to the ASX 200, it is a simple matter to 

compute the composite portfolio return. Simply multiply the two percentages (expressed as ratios) by 

the relevant returns and add them. The computation of portfolio volatility is more complicated. Rather 

than try to describe the equation, I have plotted the relationship between the portfolio volatility and the 

weight attached to world equities in Chart 1. The curve for the shorter period is lower because both 

index volatilities are lower in the shorter rather than the full period. 

Both curves have minima. That is volatility - as a proxy for risk - can be reduced by holding both 

assets in the portfolio. For the full period the minimum occurs at 65% world equities 35% domestic 

Index Dividend Capital gain Total return Volatility Dividend Capital gain Total return Volatility

ASX 200 4.2% 5.8% 10.2% 17.8% 4.2% 4.9% 9.4% 13.8%

World ($US) 2.3% 6.9% 9.3% 16.0% 2.2% 4.6% 7.0% 15.7%

World ($A) 2.3% 5.1% 7.5% 14.8% 2.2% 3.2% 5.5% 14.0%

1985 - 2012 1988 - 2012
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equities. For the shorter period the minimum occurs at 48% for world equities and 52% for domestic 

equities. While these minimum-variance portfolios have some merit, it is normal to consider the risk-

reward trade-off and not just the benefits for volatility.  

Space precludes a discussion of the risk-return trade- off but it would take an extreme view of the 

trade-off not to allocate a substantial proportion of the equities allocation to Australia. So should 

foreigners also be overweight Australia? Based on this analysis, the answer is a resounding yes - but 

then there would be a massive capacity constraint as overseas investors rush to benefit from 

investing in Australia! 

Chart 1: The Relationship between diversification and volatility 

 

Source: Woodhall Investment Research 
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Market within sight of 5,000 points 

Ron Bewley Says the big question is when, not if, the market breaks this important 

psychological barrier. 

Issue: February 2013 

Date submitted: 14
th

 December 2012 

 

The year 2012 produced some stunning returns on the ASX 200: 13.8% on the index, 19.3% when 

dividends are included, and 20.9% if franking credits are also added in (data to 19 December 2012). 

The returns when the Energy, Materials and Industrials sectors are excluded are even better: 22.0%, 

29.1% and 31.%, respectively. Naturally one should question whether this momentum run can 

continue. 

My forecasts for 2013 based on broker forecasts of dividends and earnings are very close to those 

predicted, and as it happens, realised in 2012. But at this time of reflection at year end, I returned to 

the article I had published in the March 2012 issue of Professional Planner. In that piece I reported 

that one simple trend line accounted for the All Ordinaries monthly average index from 1893 to the 

present - excluding just 5 years of faster growth during 1982-1987. That is updated and reproduced 

as Chart 1. I argued that this 'natural' rate of growth has been 5% p.a. At that time, I also estimated 

that the market was substantially underpriced. On updating the results to December 2012, I report the 

mispricing signal - being the percentage deviation of the index from trend and shown in Chart 2. 

Chart 1: The All Ordinaries index and trendline 

 

Source: Woodhall Investment Research 

I find the regularity of the cycles around trend surprisingly consistent. The average time above trend 

has been about 18 months - the same as the average period below trend. While such analysis - that 

does not rely on fundamentals - is but a guide to market behaviour, I take heart from the current 

degree of underpricing of -14%. With trend growth over the next year at 5%, a return to trend within 

2013 would generate a return of 19%, excluding dividends and franking credits. 

The current below-trend cycle has lasted 20 months - a fraction longer than the average. So, a return 

to trend this year is not out of the question. And if it does, the ASX 200 might finish the year at 5,400. 

If I only rely on my broker-based forecasts, the ASX 200 might be expected to end 2013 at 5,040. 
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Chart 2: Estimated Mispricing on All Ordinaries index 

 

Source: Woodhall Investment Research 

Naturally, any such forecasts cannot allow for the 'unknown unknowns' that bombard our markets 

each year. However, this time - much more so than last year - we have some clearer insights. The 

controlled China slow down has been and gone. The IMF predicts China GDP to grow at 8.5% in 

2013 - and inflation is just 2%. Europe has found itself a brilliant leader in ECB President Mario Draghi 

- appointed mid 2012. While there will be some European problems Draghi seems to be the man to 

rally the troops and act both swiftly and decisively. The US now has a President who has a 

resounding election victory behind him. So if the three big drivers of international growth are in 

seemingly good hands, only Australia can let itself down. 

With an Australian general election due in 2013, and the 2012/13 budget surplus at last seen to be 

the wrong course of action it always was, some certainty could return to the Australian economy and 

the market well before the end of 2013.  

We may ask why our market has lagged other markets in their returns to around their 2007 peaks. 

The S&P 500 has achieved around 90% retracement while we have not even reached 50%. If we 

return to Chart 2, our long-run mispricing model had the ASX 200 overpriced by about 60%. Sadly 

there was insufficient data after the 1982 - 1987 period of rapid growth to call such a major mispricing 

at the time. Now that a new stable trend has emerged, it might be wise to pay more attention to major 

deviations from this trend. And if the past cycles around trend do continue, some 'gentle' trading 

around trend might be in order. 

So the big question seems to be, in what month of 2013 will the ASX 200 cross the 5,000 line - and 

for good? 
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Yield convergence – a race to the bottom? 

Ron Bewley says dividend yields have recently been drive lower in a particularly interesting 

way. 

Issue: April 2013 

Date submitted: 1
st

 March 2013 

 

By any measure, the ASX 200 ran hard from the recent bottom in June 2012 – at least to the time of 

writing (February 28). Since my measure of mispricing, or exuberance, sounded warning bells in 

February, was it time to sell – or at least take some profits? The performance of the market by sector 

has not been even as can be seen from the table for the market and four selected sectors - chosen 

because they are the typical yield plays. My exuberance measure is also shown. My rule of thumb is 

to expect a correction – or a prolonged sideways movement while the fundamentals catch up – when 

exuberance exceeds 6%. By that measure, Financials look like an accident waiting to happen and the 

Telco sector is not much better off. Property is very expensive and Utilities moderately so. 

The 2.3% fall in the ASX 200 on February 21 grabbed my attention – especially as the market 

exuberance had hit the 6% trigger two days before - while I was contemplating taking something off 

the table – hence the topic for this piece. My thinking is currently very influenced by the common 

opinion that cash has been coming off the sidelines in search of high yielding stocks. For the sector 

price indexes to fall, money would have to leave equities and head for somewhere safer – say cash, 

from whence it has just come. With one-year term deposits currently between 4.0% and 4.7% 

(source: www.infochoice.com.au) it might take a lot for investors to return to cash – particularly if they 

also would have to take a capital loss. At the top marginal tax rate and inflation at say 2.5%, the tax 

and inflation-adjusted return on term deposits is negative and rates may well fall further. So a 

prolonged sideways movement as that which occurred in late 2009 – 2010 might be the more likely 

course for the overpriced sectors. 

Table: Market statistics 

 

Source: Woodhall Investment Research; Datastream; data as at close February 28, 2013 

My expectation of a bubble deflating slowly is reinforced by looking at the change in expected 

dividend yields since January 2012 in Chart 1. Yields have obviously been driven down as stock 

prices rose but they have done so in a particularly interesting way. Yields that ranged from 6.3% for 

Utilities to 8.4% for Telcos in January 2012 have been converging to a much tighter range of 6.0% for 

Telcos and 5.5% for the other three! At the top tax rate and inflation at 2.5%, a fully-franked yield of 

5.5% translates to a tax and inflation-adjusted yield of just over 1.5% - perhaps a reasonable equity 

(yield) risk premium over cash which sits at just less than 0%? 

What I find really intriguing is the very wide divergence between capital gains over the last eight 

months of these sectors, the large differences in current mispricing but the amazing similarity in 

yields. Moreover, if we take the yields back to the start of 2002, as in Chart, 2 one can see that 

today’s convergence is most unusual – and the next most similar period was during the 2007 bubble 

with yields a fraction lower than we have today! Of course term deposit rates were much higher in 

2007 and equities were therefore giving no yield risk premium over cash. 

Financials Property Telcos Utilities ASX 200

Capital Gain - FY-to-date 30.9% 17.9% 24.9% 14.2% 23.0%

Yield - FY-to-date 5.2% 4.8% 8.5% 3.3% 4.0%

Exuberance - current 14.1% 5.7% 6.6% 2.9% 5.6%

Sector

http://www.infochoice.com.au/
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Chart 1: Expected dividend yield since 2012 

 

Source: Woodhall Investment Research; Datastream 

Chart 2: Expected dividend yield since 2002  

 

Source: Woodhall Investment Research; Datastream 

If this race to the bottom continues for Telcos, Telstra – by far the largest stock in the sector – could 

go a little higher in price but the other three sectors may be levelling out in expected yield. If that 

indeed is the case a big chunk of the market has already made its capital gains for the year. So I will 

sit tight for now – despite my exuberance measure - and will instead focus on monitoring expected 

yields until the exit from cash has stabilised or yields dip too low. 
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A fresh look at broker forecasts  

Ron Bewley says that even though share analysts might be reluctant to put a “sell” 

recommendation on a stock, their consensus forecasts do not seem to be all that much out of 

touch with reality. 

Issue: May 2013 

Date submitted: 14
th

 January 2013 

 

It appears a commonly held view that brokers are biased towards optimism in their buy, hold and sell 

calls. On a scale of 1 - 5, with 1 being a buy, the worst consensus recommendation on the ASX 200 

stocks at the end of 2012 was 3.9 - not quite an underperform, and the best was a 1.5 - halfway 

between a strong buy and an outperform. These broking analysts typically also give a target price 

which is roughly interpreted as an expectation for about a year ahead. Importantly, the analysts who 

tweak their financial models for these recommendations and targets are not usually the people who 

have input into a strategist's view about where the index might be heading. Let's take a look about 

how all of these thousands of numbers fit together. 

Thomson Reuters publishes the median target price for each stock across all brokers as well as the 

lowest and highest. Of course, the analyst who predicts, say, the highest target would have a range of 

expectations around his or her own point forecast and so it would be wrong to say all analysts are 

wrong if the outcome is outside the range of all of the analysts 'average' price targets. To summarise 

these results, I have taken the weighted average of median, high and low targets across all stocks to 

construct, in effect, a set of targets for the ASX 200. I repeated the exercise across consensus 

recommendations. I did this at the end of each quarter as shown in Table 1 and expressed the targets 

as a growth rate compared to the then current stock price (earlier forecast data were not available).  

Table 1: Weighted broker forecasts 

 

Source: Woodhall Investment Research; Datastream 

Clearly, analysts have been becoming progressively more gloomy about the future as represented by 

the low and median targets and the consensus recommendations. Interestingly, the more optimistic 

analysts seem to have held on to their views better than the rest. Of course, the most optimistic 

analyst for even the same stock may, in fact, be a different person over time as expectations evolve. 

Importantly, the range of target prices should be interpreted with care. Since there is no way of taking 

correlations across stock forecasts into account, the range is wider than might otherwise be the case. 

For example, a high target for a defensive stock might be more correctly paired with a low target for a 

cyclical stock at a given point in time and this cannot be allowed for in these calculations. 

The recommendation for the six time origins plotted against the median target growth is shown in the 

Chart. The correlation is quite strong at -0.89 so that there is a strong degree of consistency over the 

two ways that brokers express their expectations! Interestingly, by extrapolating the fitted line to the 

point of zero expected price growth, it seems that a 'hold' should be 2.65 and not 3 to eliminate the 

'optimism' bias. 

Base - Consensus

end of Low Median High rec.

Sep-2011 9% 28% 49% 2.17

Dec-2011 3% 20% 42% 2.24

Mar-2012 -5% 12% 31% 2.31

Jun-2012 -3% 17% 41% 2.43

Sep-2012 -11% 8% 31% 2.57

Dec-2012 -14% 4% 36% 2.59

Target price growth
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Finally, I convert the price growth data in Table 2 into implied index values for the ASX 200 in Table 2. 

It turns out that the median forecast made at the end of 2011 for the year 2012 of 4,879 was quite 

reasonable given the outcome was 4,649. Predicted growth for 2013 is quite limited but the upside is 

much greater than the downside. 

Chart : The relationship between recommendation and target price growth 

 

Source: Woodhall Investment Research 

Table 2: Implied index forecasts for the ASX 200 

 

At Woodhall, I use analysts forecasts of dividends and earnings - and not price targets - to make 12-

month capital gains forecasts for the index using fairly complicated calculations. Last year we 

predicted about 11% growth for 2012 but, with our market being then underpriced by about 7% - using 

our methodology - we expected about 18% (11 + 7) capital gain against an outcome of 14.6%. For 

2013 we predicted 12.5% growth (at the end of 2012) but marked the market as being overpriced by 

about 2% - making 10.5% for the year or about 5,100 for the index (plus dividend and franking 

credits). 

So analysts might be biased against putting a sell on a stock but the consensus mean does not seem 

to be that much out. And the year ahead does not look too bad. Of course, as the China and Europe 

false glooms lift, and with the fiscal cliff having been partially sidestepped, these analysts might start 

to upgrade their forecasts sometime soon. The risks look to be on the upside for 2013! 
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Base - ASX 200

end of Index Low Median High

Sep-2011 4,009 4,369 5,135 5,968

Dec-2011 4,057 4,177 4,879 5,745

Mar-2012 4,335 4,105 4,862 5,675

Jun-2012 4,095 3,952 4,781 5,760

Sep-2012 4,387 3,915 4,741 5,760

Dec-2012 4,649 3,998 4,850 6,345

Implied 12-month forecasts
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Stay in May and it might pay 

Ron Bewley reckons there’s a lot to be said for a long-term view 

Issue: June 2013 

Date submitted: 1
st

 May 2013 

 

I appreciate that the old maxim ‘Go away in May and come back in October’, or some such variant, is 

a light-hearted theme to fill a ‘low news’ day on the markets. But is it true? I have seen many 

‘empirical proofs’ in Newspapers justifying selling stocks in May and buying them back in the dips 

later in the year so I wanted to form my own view. I started with my cynical position because the 

efficient markets hypothesis – which holds approximately – would mean than any otherwise 

predictable patterns would be arbitraged away and so the strategy can’t work. 

Since any results would be sensitive to the time period, the start and end dates of the strategy, and 

properly allowing for the differences in time between May and October on one hand and October – 

May on the other ( 5 versus 7 months). I have taken data on monthly averages of the daily data on the 

All Ordinaries from 1893 to 2013. Of course an investor cannot readily buy a monthly average 

portfolio but it does represent the behaviour of a large number of investors (or is it traders?) selling on 

randomly selected days in May and buying them back on randomly selected days in October. 

I present annualised statistics on the two periods of each year in Table 1. The 50% ‘percentile’ – 

otherwise known as the median – for the annual data (no sell/buy strategy) is 6.9% compounded 

annually. If we go the next column, the 7.2% refers to the gains only between May and October each 

year and the October – May median return is 6.4% figure. So on this simple test, it would have been 

better to be invested in May – October rather than the complement – the opposite of the maxim! 

Table 1: Market statistics 1893 - 2013 

 

Source: Woodhall Investment Research; Datastream; Wren Research 

The other percentiles show what the extremes of the distributions over time are and, to me, they two 

columns on the right are reasonably similar. That 10% of outcomes were bigger than 27.7% for May – 

October is remarkably similar to the 26.5% for the complement. May to October produces a lower 

return than the complement for the 10% and 25% percentiles - that is when the returns are negative. I 

have also included the means and standard deviations. These statistics seem to favour the ‘go away’ 

strategy but when these returns are compared to their standard deviations – or volatilities – the 

difference between in means is insignificant. In short, there have been no significant differences 

between the returns of the two ‘seasons’ over 121 years. 

As a back-up test, I repeated the analysis for the years since the end of the Second World War and 

these are shown in Table 2. 

The percentile data in Table 2 are reasonably close to those for the full sample but there is a bigger 

difference between the means. At 3.2% for May – October and 8.2% for the complement, some 

traders might get enthusiastic but this shorter period is heavily affected by some recent events.What 

have contaminated more recent data are a few disasters that affect the mean much more than the 

median: the 1987 stock market crash, the 9/11 terrorist attack, Lehman Brothers collapse, and the 

onset of the Greek crisis in and around October 2011. If anyone believes such disasters are more 

Percentile All data May - Oct Oct - May

10% -11.0% -19.5% -15.6%

25% -1.4% -5.7% -2.1%

50% 6.9% 7.2% 6.4%

75% 12.6% 16.1% 14.9%

90% 23.1% 27.7% 26.5%

Mean 5.5% 4.6% 6.1%

s.d. 15.2% 15.2% 13.0%
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likely in the Northern Hemisphere Autumn, then so be it. To me this quirk is just the result of a small 

sample. I conclude that there is no difference in the returns for the two seasons. 

Table 2: Market statistics 1945 - 2013 

 

Source: Woodhall Investment Research; Datastream; Wren Research 

With annual returns on average at about 6% and a volatility of about 12%, there is a 38% chance that 

an ‘efficient’ market will fall between May and October. There is a lot to be said for long-term 

investment strategies. 

  

Percentile All data May - Oct Oct - May

10% -16.1% -27.6% -18.1%

25% -2.3% -6.9% -2.7%

50% 6.6% 5.9% 6.8%

75% 15.0% 21.1% 17.7%

90% 29.1% 32.3% 28.8%

Mean 6.1% 3.2% 8.2%

s.d. 15.4% 15.3% 13.1%
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The score at half-time  

Things are looking good for the second half of the year. But if you score a few quick goals, it 

might be worth replacing some of your attackers with defenders, says Ron Bewley.  

Issue: August 2013 

Date submitted: 1st July 2013 

 

As we start the second half of calendar 2013, we might wonder whether being invested in the ASX 

200 for the first half was worth all of the sleepless nights. In the first half, we’ve had the ‘Sequester’ 

and the QE tapering discussions in the US, the Cyprus banking crisis in Europe, the end of the mining 

boom and credit crunch in China, and the death throes of the Gillard government at home. So, to use 

a soccer analogy - with the score 0-0 (or at best 1-0) at half time in terms of capital gains for the 

market, is extra time and a penalty shoot-out on the cards – or might we surge forward as many of us 

had expected at the start of the year? 

Markets never travel – at least for long – in straight lines. My exuberance measure had the market a 

little overpriced at the start of the year (+2%) but precariously overpriced at 6% – limiting further 

growth – in late February. Whether the dividend play on Financials, Property, Telcos and Utilities 

could prevent a correction was not clear. As it happens we got the correction rather than the sideways 

move. Should we have sold or taken profits? I thought not at the time because trading is very difficult, 

in part because one doesn’t know what to do if the market continues to rise – and if it falls, when 

should one buy back in? But my view for possible profit taking in the second half is a little different. 

I had the market firmly underpriced on June 30, 2013 (-2.9%). So, while our index only climbed a 

fraction in six months, the underlying value of the market improved very nicely (+6%). My capital gains 

forecast for 2013 on January 1 was 12.5% but that needed to be reduced by the overpricing (+2%). At 

half time a similarly-calculated forecast – but for 2013/14 – was only a fraction lower at 11.5%. Thus, 

my end-of-year 2013 target has actually improved during the first half – to 5,250 – and a little extra 

end-of-year exuberance could take it quite a bit higher. The health of the companies has been 

stacking up quite well on average but of course not all sectors are doing as well as the rest. 

“my end-of-year 2013 target has actually improved 

during the first half – to 5,250” 

Our market has a lot going for it in the second half. Increased business and consumer confidence will 

likely flow as government policies rise above the divisive political stance of recent times – unless of 

course we finish up with another minority government. It does seem likely that no one would be 

prepared to repeat the process after the last election so a fresh election seems more likely in such a 

situation. 

China has already started to address the liquidity issues in its banking system. True, the country is 

looking more to consumption than infrastructure – but increasing infrastructure will still be necessary. 

The gloomy China picture that many have painted looks very oversold to me. The August reporting 

season might well give the Materials sector a kick when the outlook statements are revised. And less 

uncertainty for business – with Rudd and/or Abbott in charge – could bring some projects back on 

stream. 

Christine Lagarde, the IMF president – nearly scored a goal in April when she opened the door in 

Europe for some stimulus and a little less austerity. With twin striker Mario Draghi, the ECB president, 

reinforcing his will “to do whatever it takes” Europe’s second half looks reasonably likely to provide 

some green shoots and markets will have to like that. 
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On top of all that, Japan came out of the economic shadows with ‘Abeconomics’ and a QE program 

that dwarfed the one in the US when the relative size of the economies is taken into account. Its 

Tanken index just revealed the first signs of optimism since September 2011. 

But it is the US economy that is particularly interesting and holds the real key to our market’s success. 

The Federal Reserve has flagged that it will start to ‘taper off’ QE3 when data show that the economy 

has shown it is less dependent on it. Of course tapering (from $85bn per month to something less but 

still stimulus) means that the US balance sheet is still increasing! The market disruptions in June 

seem to be more to do with the shock of the realisation that the punchbowl will one day be taken 

away than any consequent reaction. Even if QE3 tapers to zero during 2014, it seems doubtful that 

the US will address actually reducing its debt for some time later. 

With bad economic data implying QE for longer, markets will react differently to different data releases 

depending upon the rhetoric from the Fed. But there is no doubt that there are lots of good signs of 

growth in the US. A number of housing and confidence data prints take the US back to highs from 

before the GFC started! GDP growth isn’t quite there yet and unemployment is only falling gradually 

to the 6.5% target that the Fed is watching for to adjust QE tapering. Moderate steady growth is the 

‘Goldilocks’ result that maintains QE for longer together with improvements in the real economy. 

One thing we all did learn though is that the reaction to actual changes in Fed policy can be severe 

and so any substantial profits along the way might better be taken than simply maintaining a buy-hold 

strategy as many of us have so often relied upon. 

So a decisive win for the ASX 200 is on the cards for 2013 but, if a few quick goals are scored, 

bringing some defenders off the bench to replace the attackers might be a smart move. 
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Starting from nothing! 

The key to a successful gearing program is to understand and manage risk effectively. Ron 

Bewley explains. 

Issue: September 2013 

Date submitted: 1
st

 June 2013 

 

Gearing share portfolios went out of favour during the GFC but news reports and advertisements from 

the big margin lenders suggest it is on the way back. Should it be? Have the rules changed? 

In the interests of brevity for this column, I will focus on only one type of investor. This person (he) has 

savings in super but none to speak of outside. He doesn’t think his super will be enough – especially 

as he thinks his family history suggests that he might have a long life. He owns a substantial equity 

slice in his own home and has a modest income but spends nearly all of it.  

He could tighten his belt from time to time and save a bit – but he would prefer to enjoy life and still 

have more when he retires! Let’s ignore his super contributions and his super fund for this exercise as 

they do not impinge on this strategy. He has no extra to contribute to super unless he creates wealth 

or income from elsewhere. So ‘starting from nothing’ outside of super, where could he finish up while 

sensibly managing his risks? 

Since he has no savings to invest, nor spare income from which to regularly save, his only option 

seems to be to create more wealth from borrowing as a home equity loan – or get another job! 

Current rates for home equity are under 6% and dividend yields are around 4.75% for the ASX 200 

with, say, 70% franking credits – but it is easy to construct a portfolio with a higher expected yield. If 

his tax rate is 34%, including the Medibank levy, the loan ‘pays for itself’. He makes 0.1% pa income 

after taking into account dividends, franking credits, interest and tax – almost neutral gearing. So what 

might he expect, and how should he manage his geared share portfolio? 

Pre-GFC I used 7% pa as my long-run capital gains forecast but I have cut that now to 5% pa for the 

reasons I gave in my column in the February 2013 issue of Professional Planner. However, I also 

noted in that column that there have been substantial long-run swings from that growth path that I will 

return to at the end of this column. 

I normally favour 10-20 stocks from the top 100 (see previous PP columns) but I would be far more 

active in rebalancing the sector weights going forward than I was pre-GFC. The big issues of China, 

USA, Europe, Japan and Australia suggest that sectors might well take it in turns to be the front-

runners so that sector rotation maybe very important going forward. Profit-taking on a good run seems 

to be more important than before – and considering using the profits to pay down the loan seems 

worthwhile. 

Importantly, if the stock weights I choose are far from equal – and there is no reason why they should 

be – I would increase the range of the number of stocks above 10-20. There are ways of deriving the 

appropriate number of stocks if the weights are not equal but that is outside the scope of this column. 

Commonsense will probably do! 

The investor draws down $100,000 from, say, a $500,000 home and invests it in a share portfolio with 

the prescribed properties – and no volatility for the moment. He reinvests the after-tax income stream 

back into the portfolio. The value of the fund after paying back the debt in 20 years – and allowing for 

inflation – is approximately $161,000 (or $264,000 before accounting for inflation). That is, the 

investor has conjured up a significant sum of money that he would not have had without taking out a 

home equity loan. He did not increase his borrowing along the way.  

There is no chance of a margin call with such a simple gearing strategy but there are risks such as 

those that might come from changes in interest rates and the dividend paid. That is where the belt 
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tightening would come in. Share market volatility will impact on where the fund will finish (even if the 

average capital gains and dividends are correct) and there is a risk of having less equity than the loan 

along the way and/or at the end. To reduce this risk, the investor could have a strategy to pay down 

the loan. This will detract from the final payout but guarantees that there is no debt at the end – 

providing the fund makes enough in capital gains and dividends along the way. By paying off $5,000 

per year, the $100,000 debt is paid off after 20 years. As it happens, the capital gains plus the after 

tax income stream allows that to be possible each year without dipping below the initial $100,000 

portfolio – unless market volatility takes it there.  

“the investor has conjured up a significant sum  

of money that he would not have had” 

The inflation-adjusted pay-out of this strategy after 20 years is approximately $107,000 – less than the 

amount of $161,000 without pay-down but more than the original amount borrowed. The projected 

time paths of these strategies are shown in the chart. 

Under different circumstances, the term of the investment scheme could be altered with a 

commensurate change in the annual pay-down of debt so that the investor can take all of the pay-

downs from capital gains and dividends. 

But the really interesting aspect of this strategy is that if the market behaves over the next 20 years 

anything like in the past (as I wrote about in the February issue) there should be opportunities to pay 

down the loan by more than the $5,000 in good years – and less in bad - possibly resulting in a debt-

free portfolio far more quickly than the 20 years.  

Of course capital gains tax may be payable along the way depending upon how the portfolio is 

rebalanced and from where the gains came. At the end of the strategy, the investor might be able to 

sell off over a period of time to reduce or avoid capital gains tax if under the appropriate tax 

thresholds. Other risks include the timing of dividend and interest payments – and tax 

payments/refunds. 

The success of a gearing strategy always has been, and always will be, due to properly 

understanding the risks – and then managing those risks.  

Chart: Projected growth in home equity strategies 
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Counting on a consumer surge 

Ron Bewley assesses the likely impact of a new government on the hearts and minds of 

consumers. 

Issue: October 2013 

Date submitted: 1
st

 September 2013 

 

As the new government settles in, the big question is, “Will it boost consumer confidence?” Few 

commentators would disagree that consumers have been reticent in opening their wallets in recent 

times. Whether this observation is due to the high dollar, interest rates not having been cut quickly 

enough, or a lack of stability from a minority government is open to debate. What cannot be 

questioned are the changes to business and consumer credit – noted form Chart 1. 

Chart 1: Personal and business credit 

 

Source: RBA 

Although the trends in home loans and loans for investment homes have slowed in growth rates, the 

totals on loan have shown no such pause. On the other hand, credit for other personal use and 

business loans have still not retraced to their peaks. But the story becomes clearer when we marry 

the credit data with the trend household savings ratio – that does not include superannuation savings 

– in Chart 2. 

Chart 2: Personal credit and the savings ratio 

 

Source: ABS and RBA 
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The savings ratio declined steadily from 1976 to 2002 – becoming negative in that year. Sensibly, the 

downward trend stopped at around zero savings but it was not until 2006 that the ratio began to 

increase to about 5% – that is before the GFC became a reality in mid 2008. 

The steepness of the climb of the ratio in 2008 was dramatic but it quickly reached a plateau as the 

savings ratio breached 12%. Interestingly, the variation of this ratio in the last five years is less than in 

any five year period since 1976! 

Although the other personal loans data are the same in both charts, the scale change makes Chart 2 

easier to read. Broadly speaking, it seems that the savings ratio has held at that constant rate which 

has kept other personal loans from increasing. So is this the ‘new normal’ or is it a holding pattern 

before the next retail splurge? 

In the US over a similar period, the personal savings ratio fell from 12% down to 1.5% in 2005 – not 

that different from here in Australia. However, in the US, the ratio then jumped to a high of 5.5% in 

2011 but then it quickly retreated back to 2.6% in early 2013. The US consumer appears to be quite 

confident with the Conference Board’s index again beating expectations (at 81.5) for the recent 

release in late August 2013. 

While other personal loans in Australia have been flat, and in double figures for 19 consecutive 

quarters, inflation and population have grown to the extent that other personal loans have fallen by 

30% from its peak at the start of 2008 to the end of 2012 on an inflation- and population-corrected 

basis. On that corrected basis, other personal loans are now at 2002 levels at a time when the 

dotcom bust and the 9/11 terrorist attacks had only just been digested!  

While I do not have a model to predict what the future savings ratio might be, I am of the opinion that, 

at some unspecified time, the Australian savings ratio will revert to something around 5% - at least – 

because of the parallel with the USA. If that is the case, it would release a one-off increase in 

consumer spending of around 8% - or several years of trend growth – on top of trend growth! 

I further conjecture that if confidence is to return under this new government, it will be apparent within 

12 months. My action, therefore, is to be ready and waiting to invest in companies that will benefit 

from a surge in consumer spending. The next reporting season’s outlook statements in February 2014 

could rock! 
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The long and short of portfolio construction 

Ron Bewley examines whether the nature of the sharemarket has changed – and if so, 

for how long? 

Issue: November 2013 

Date submitted: 1
st

 October 2013 

 

Has the nature of the market changed and, if so, for how long? I argued in the April edition of 

Professional Planner, the nature of the high-yield sectors of Financials (-x-REITS), Property, Telcos 

and Utilities has changed as they have become pure dividend plays. Since the start of 2012 the 

expected yields on these sectors converged to a floor with a ‘5’ handle excluding franking credits. 

Since capital gains dilute yields unless earnings and/or payout ratios increase, I expect little capital 

growth over the next 12 months in these sectors and my models based on broker forecasts of 

dividends and earnings support that view. 

If this scenario pans out, the call by some for the market to breach 6,000 by mid 2014 requires some 

clear thinking. The high-yield sectors currently account for just over half of the index so all of the 

heavy lifting would have to come from the rest! At the time of writing (at the start of October), I have 

the market slightly overpriced and so to reach a target of 6,000 would require about 35% growth in the 

other sectors in just nine months – or about 50% pa! That isn’t going to happen but I don’t see yields 

pushed down below 5% or dividend payments increasing substantially in the high-yield arena. 

Digging a little deeper, it made me think we typically don’t take dividend yields into account as a 

constraint in building a sectoral allocation unless we implicitly or explicitly modify our total returns 

forecasts accordingly. Should we? I have plotted the market capitalisation by share of the ASX 200 

since 2003 for the two biggest sectors – Materials and Financials – in Chart 1. If the Financials sector 

is going to be capital-gains constrained then the market capitalisation share must fall if the market 

rises. 

Chart 1: Market capitalisation shares 

 

Source: Thomson Reuters Datastream 

In 2003, and again recently, the Financials sector was about twice the size of Materials and so closet 

index-huggers would have to reflect this ratio in their portfolios regardless of forecast returns – but, 

back in 2008, the Materials sector was temporarily bigger than Financials.  

Rather than construct my normal sector portfolios that hug index weights to within a given – albeit 
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weights are shown in Table 1 in the first column headed ‘Optimal LS’ together with an alternative 

portfolio that does not allow shorting but otherwise has no restrictions, ‘Non-negative’. I have also 

included the index weights and a portfolio that allows for tilts that deviate by up to 0.75 to 1.25 times 

the index weights , ‘Tilts from index’. Of course the weights depend on the forecasts of returns, 

volatility, correlations and the risk free rate. The sets of weights in the first three columns of Table 1 all 

use the same forecasts and these are made on the same basis as those I use in my postings on the 

Woodhall site. 

When shorting is allowed, the most shorted sector is indeed Financials. As it happens Materials is 

also shorted because of the relatively high expected volatility for the sector – not lower expected 

returns. The Energy sector in both portfolios attracts by far the highest weights. The reason Materials 

are overweight in column three is that the upper bound on the Energy allocation forces a bigger 

allocation to Materials that has a similar expected return to Energy. 

Table 1: Weights for stylised ASX 200 portfolios 

 

Source: Thomson Reuters Datastream; Woodhall Investment Research 

Constructing, monitoring and maintaining a long-short portfolio takes much more skill than a long-only 

portfolio – so is there a simpler way to take note of current conditions? In my experience, asset 

allocations for a given risk profile have weights across asset classes which change very slowly over 

time. If I replace part of my allocation to bonds by high yield bank stocks, I keep an ‘asset class’ with a 

good yield plus some franking credits and take on not too much extra risk – especially if there is no 

new financial crisis looming. By so doing, I can be overweight Materials and overweight Financials. 

On the other hand, investing in a good long-short manager for part of my asset allocation suddenly 

just grabbed my attention – look at the expected return-risk statistics measured by the Sharpe ratios 

in Table 1. 

  

Sector Optimal Non- Tilts from Index

L-S negative index

Energy 94.7 72.6 7.8 6.3

Materials -26.5 0.0 21.4 17.4

Industrials 12.4 0.0 7.6 6.6

Discretionary 10.1 0.0 5.4 4.4

Staples 10.9 0.0 8.6 8.4

Health 4.1 2.6 5.9 4.5

Financials -36.0 0.0 28.6 38.3

Property 4.4 0.0 5.2 6.5

IT 5.3 0.0 0.9 0.7

Telco 17.2 24.8 6.4 5.2

Utilities 3.4 0.0 2.1 1.7

Market forecasts (%)

Total return 23.3 20.8 15.3 13.9

Volatility 10.7 10.4 10.4 9.6

Sharpe ratio 1.9 1.7 1.2 1.2

Weights (%)
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Rethinking market forecasts  

The answer to your question depends on how you ask the question. Ron Bewley 

explains. 

Issue: February 2014 

Date submitted: 10
th

 January 2014 

 

I have always been uncomfortable with answering the question, “What is you end-of-year forecast?” 

My discomfort stems from my knowledge that market volatility relative to trend is such that any 

sensible confidence interval for a specific day in December is so wide. On rethinking the problem, I 

think the wrong question is being asked! 

Take 2013 for example. My January 1 forecast was 5,150 as I show in the Chart and that got revised 

upwards as the year progressed to reach 5,350 with a couple of months to go. Were my forecasts any 

good? It would be easy to argue either way. But I think no one is interested in the December 31
st
 

figure per se. I wonder if most people want to know just the high or the low? I recalculated what would 

have been my high and low forecasts using the same January 1 data and they too are shown in the 

Chart. Of course I am not estimating when the high or low might occur. That chart seems far more 

interesting and informative to me now. 

Chart: ASX 200 and Woodhall’s forecasts  

 

Source: Thomson Reuters Datastream & Woodhall Investment Research 

Most analysts believe in a so-called random walk process to describe market behaviour. That is, 

positive and negative shocks are added each day to the index. These daily changes dwarf the trend in 

the short run. After a run of positively-dominated shocks, as happened in January and February 2013, 

the nature of the randomness makes it then harder to get down to the original low forecast. The 

converse is also true. So, while the high forecast has a 50% chance of being exceeded (it is a median 

of possible high values) and the low has a 50% chance of being too high, there is a much smaller 

chance of both high and low forecasts being reached in any year – about one chance in ten in the 

current climate. Of course, at the start of the year we do not know which forecast, low or high, is more 

likely to be breached. 

My broker-based method of forecasting means that my e-o-y forecast typically evolves very slowly 

during the year – as in 2013. However, these high-low bounds will alter far more so because a new 
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‘local’ level will have been ‘locked in’ and the time to the e-o-y is reduced – thus reducing the possible 

range for the remaining period. So from now on I will always give my updated range when asked the 

perennial question! 

So, starting with 2014, my e-o-y is about 5,850. But to get the range, I must forecast (or assume) a 

level of volatility. My current forecast in the near term is 10% but the long-run average for volatility is 

12.5%. I have given ranges in the Table for both volatilities as well as a 20% level to show how a high 

volatility regime would affect the outcomes. 

Chart: 2014 Forecasts for the ASX 200 

 

Source: Thomson Reuters Datastream & Woodhall Investment Research (forecasts rounded to nearest 50 points) 

I assume 12.5% is a reasonable volatility for the whole of 2014. That gives a low and high of 5,100 

and 6,150, respectively. Changing the volatility forecast to 20% substantially widens the range. If the 

market gets comfortably above 6,000, I will consider some profit taking. If the market dips below 5,100 

I would hold – unless my returns’ forecast has substantially fallen. As I wrote for the previous issue of 

Professional Planner, I do not estimate that 6,000 will be sustainable until 2015.  

  

Volatility Low High e-o-y

10.0% 5,200 6,050 5,850

12.5% 5,100 6,150 5,850

20.0% 4,900 6,450 5,850
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Yield Rules, OK!  

Having been happy to reply on capital gains to produce a steady income stream, Ron Bewley now 

explains how building a portfolio based on yield may the answer after all. 

Issue: March 2014 

Date submitted: 1
st

 February 2014 

 

In my past I declined to design ‘Yield’ portfolios because all that then mattered to me were total 

returns. Capital gains can always be harvested for income, as I argued. As I slip into the seniors club, 

I realise that it is sometimes too tiring and time wasteful to do all of the buying and selling to keep up 

a steady income stream from capital gains! So during this January, I designed a framework for 

building a yield portfolio – for me! After trialling it for the next few months I might ‘buy’ myself one in 

June for my 65
th
 birthday and a pension stream! 

I don’t want a straw man for comparison so I will use my notion of a ‘High Conviction’ fund as a basis 

that I have depended on for a decade or more. In my view, I only consider ASX 100 stocks for my 

flagship portfolio. Stocks must meet a certain (Thomson-Reuters) consensus recommendation of at 

least ‘3’ (or hold) and, in good times, a ‘2.5’ (mild outperform). I use my broker forecasts of dividends 

and earnings to get sector total forecast returns, and my method for forecasting volatility, to optimise 

sector weights. I then populate the sectors with the biggest stocks in the sector that meet my current 

consensus recommendation cut-off.  

Because I don’t want to rely too heavily on the broker forecasts and possibly get lop-sided portfolios I 

cannot rationalise, I put constraints on sector weights (like most managers). I allow a reasonable 

upside on all weights and a low of a 0% sector weight – except for Materials and Financials – as it 

would be embarrassing to have no stocks at all in either or both of these major sectors – no matter 

what. I limit Materials and Financials to be at least 75% of their index weights. My January version of 

my High Conviction portfolio is given in the Table – alongside the current index weights. It so happens 

that Materials has been allocated index weight and Financials the lower bound. 

Table: Comparing weights (%) for Conviction and Yield 

 

Source: Thomson Reuters Datastream & Woodhall Investment Research; G-U stands for grossed up (including estimated 

franking credits) 

My starting point for building a Yield portfolio was the same risk-return sector optimisation as for my 

Conviction portfolio but I deviate on the allowable limits for the weights. There are four ‘High-Yield’ 

sectors (Financials, Property, Telcos and Utilities). I limited the downside to be index (or Market 

Capitalisation) weights. In other words, I cannot be underweight in so-called High-Yield sectors that 

contribute more than 50% to the index. I also allow a bigger upside than in my Conviction Portfolio to 

Portfolio weights

Sector Index Conviction Yield

Energy 5.90 7.37 8.85

Materials 17.83 17.26 0.76

Industrials 6.47 8.08 9.70

Discretionary 4.66 5.82 6.98

Staples 8.20 10.25 12.30

Health 4.71 5.88 7.06

Financials 38.50 28.88 38.50

Property 6.05 6.83 6.05

IT 0.81 1.01 1.21

Telco 5.30 6.62 6.20

Utilities 1.59 1.98 2.38

Expected: 

Yield 4.70 4.49 5.88

Cap. gain 8.45 9.53 9.77

Tot. return 13.55 14.44 16.23

G-U yield 6.20 5.91 7.83



Contributions to Professional Planner 

92 
 

allow for the index weights limit of those four High-Yield sectors. So a key necessary (twofold) point of 

differentiation is that Conviction can have only 75% index weight in Financials but Yield must have at 

least 100% index weight – and Materials can have 0% weight in Yield but must have at least 75% 

index weight in Conviction mode. 

As it turns out in the table, Materials gets less than 1% weight in the Yield portfolio and Financials 

again gets the lower limit of index weight under the Yield ‘rules’. I choose to only have top 100 stocks 

in my Yield portfolio as I want to try to limit risk from holding Small Cap. stocks. I choose the best 

(expected) yielding stocks that pass albeit a weaker consensus recommendations. In both Yield and 

Conviction portfolios, I choose the number of stocks per sector using a rule that spreads risk and I 

choose intra-sector weights that depend on the strength of the recommendations. 

The summary results in the lower panel of the table are dramatic. The Yield portfolio is expected to 

produce more than 1% yield more than even the index with a good helping of franking credits. Indeed, 

reasonable expectations for a portfolio in pension mode in an SMSF is that this Yield portfolio might 

yield (with franking credits) 7.8% with capital gains of near 10% in an otherwise ‘ordinary year’. The 

capital gains forecasts for the portfolios are based on my sector forecasts as I know of no reliable way 

for forecasting the returns on individual stocks. 

Space precludes my going into too much detail here but I am writing a paper for my website 

(www.woodhall.com.au) that may be helpful to interested people. Please check it out in a few weeks. 

  

http://www.woodhall.com.au/
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The full price of yield-seeking 

High-yielding stocks can be a source of regular income. But as Ron Bewley explains, this is 

often at the expense of capital gains. 

Issue: April 2014 

Date submitted: 1
st

 March 2014 

 

Continuing with my yield theme from last month, I asked myself the question of whether higher 

yielding stocks lose out to those from other parts of the market in terms of some capital gains offset. I 

took all of the available published S&P / ASX 200 sector data on price and accumulation indexes, and 

market valuations to derive returns for each calendar year from 2003 to 2013. I grouped the 11 

sectors into three using the beginning-of-the-year market valuations as weights. The sector groups 

are: 

a) High yield (Financials-x-REITS, REITS, Telecommunications and Utilities) 

b) Resource-related (Energy, Materials and Industrials) 

c) Other (Consumer Discretionary, Consumer Staples, Healthcare and IT) 

To my surprise, the average total returns (that is including dividends) over these 11 years shown in 

the Chart were very close indeed (11.9%, 13.0% and 12.6%, respectively). Clearly the dividend 

streams are quite unequal meaning that going for yield was done at the expense of capital gains. 

Presumably companies that make larger distributions have less capital to re-invest and grow. Of 

course, the timing and rate of taxation on yields and gains are quite different – possibly lifting the 

after-tax total returns for the high yield sectors to at least that of the other two groupings. 

Chart: Total sector returns disaggregated by yield and capital gains 

 

Source: Thomson Reuters Datastream & Woodhall Investment Research 

Dividend yields have been far less variable than capital gains. Indeed, the dividend on the high-yield 

group was more than 1% point more than the yield in either of the other two groups in any of the 11 

years.  
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Of course, the differences in total returns vary greatly across these three groups over time. The 

standard deviation of the difference between Resource-related and High-Yield total returns was 17% 

while between Other and High Yield was 7%. 

The volatilities of the three total returns series are much the same. They are all between 20% and 

25% so an investor doesn’t reduce risk in this traditional measure by going for yield – indeed the High 

Yield returns have an estimated volatility between those of the other two! However, he does 

potentially lock in significantly higher regular payments – if that is what is desired. Naturally, if the 

yields are extracted each period from a fund characterised by each sector grouping, the much lower 

capital gains for the high-yield group means that funds will accumulate much more slowly from that 

style. 
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Investment rules still rule 

There’s no doubt many investors took a beating by sticking with equities during 2008 and 2009. 

But on reflection, things don’t look too bad after all, as Ron Bewley explains. 

Issue: June 2014 

Date submitted: 1
st

 May 2014 

 

With the GFC fading into a distant memory, it is time to reflect on how we went during the crisis and 

whether we need to change the investment rules most of us used to use! Rather than just looking at 

the price index for our market – because our dividends overshadow those of the S&P 500 and also 

contribute about one half of the total returns for an Australian investor on the ASX 200 – it is 

appropriate to assess performances using accumulation indexes that assume dividends are re-

invested.  

Moreover, many stocks on the ASX 200 come with franking credits for certain investors but those on 

the S&P 500 do not. There is no published series for the proportion of dividends that are franked. 

Most estimates I have seen put that figure as varying over time but ranging between about 70% and 

80% for the ASX 200. I have shown the S&P 500 accumulation index alongside an equivalent series 

for the ASX 200 that I have ‘grossed up’ for franking credits assuming a conservative, constant 70% 

franking proportion. In other words, the two series are equivalent to pre-tax investment returns when 

dividends – and franking credits in the case of Australia – have been reinvested. 

Chart: An accumulation index comparison 

 

Source: Thomson Reuters Datastream & Woodhall Investment Research; data to end April 

2014; the ASX 200 accumulation index has been ‘grossed up’ for franking credits at 70%. 

Since an index can be ‘based’ at any point in time, I have scaled each series to be 100 at the 

respective 2007 peaks. From the Chart, I note that the red and green lines moved very closely 

together for four years (2007-2011). After a period of a year or so when the ASX 200 was left behind, 

our market again took off at a comparable rate to the S&P 500. It is easier to see this new co-

movement when I rebase the ASX 200 series to have the same value as the S&P 500 from July 1
st
 

2012 – to give the blue dashed line. There was an apparent repricing of our index during FY2012 as 

40

60

80

100

120

140

2007 2008 2009 2010 2011 2012 2013

ASX 200 

S&P 500

Shifted ASX 200



Contributions to Professional Planner 

96 
 

the impact of the China boom was re-assessed. That repricing could account for the structural break 

in the co-movement. 

So if I look at pre-tax investments (or after-tax for a super fund in pension mode – but without draw-

downs), $100 invested at the peak of 2007 would now be valued at about $120 on the ASX 200 or 

$140 on the S&P 500. Of course the S&P 500 is priced in US dollars but the exchange rate happens 

to have finished up much the same as it started in this 6-7 year period. Since the ASX 200 price index 

is still well short of the 6,829 peak – but the S&P 500 has made record highs during 2014 – some 

investors may undeservedly feel negative about their investment records. 

On reflection, many of us who stayed in equities throughout the period took a beating during 2008 and 

2009 but the old maxim of making at least five-year investment decisions worked. Indeed, even the 

ASX 200 (grossed-up accumulation index) surpassed its 2007 peak at November 2007 by Valentine’s 

Day, 2013 – or a 5¼ year investment period! Naturally, any investor who added to his or her (indexed) 

equity portfolio could have gained much more in the common dollar-cost-averaging strategy. 

Let us assume an investor starts with $100,000 or $500,000 (in super?) at the end of October 2007 – 

the worst time to start a fund – and then adds $2,000 per month (super contributions?) in a tax free 

environment (but does not draw down as would be required in a pension mode super fund). The 

$100,000 initial investment plus regular additions at the end of each month would have produced a 

return (internal rate of return, or ‘irr’) of 6.9% pa over the period. The $500,000 initial investment 

would have earned less because it benefits less from the relatively smaller regular payments at the 

lows of 2008/9. It would still have returned an irr of 4% pa. Not bad for a 100% equities fund starting 

at the worst time and passing through the worst financial crisis in at least 75 years. Investment rules 

still rule! 
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Bring the boom – but not just yet  

Ron Bewley has lowered his expectations for the ASX 200 this calendar year, but expects some 

modest growth in the first half of next year. 

Issue: July 2014 

Date submitted: 1
st

 June 2014 

 

With FY2015 just about to begin it is worthwhile for me to review how my market forecasts are 

travelling, particularly given that the February reporting season is well and truly done and dusted. As 

always, I base my 12-months-ahead market (and sector) forecasts on Thomson-Reuters consensus 

earnings and dividends forecasts for individual companies. Given that I update these forecasts on a 

rolling basis, each updated forecast, as shown in Chart 1, is for a period that extends one more 

quarter after the previous forecast. But the material changes in these capital gains forecasts come 

more from any revisions to the underlying company forecasts of dividends and earnings rather than 

the difference in the forecast window. 

Chart 1: Sector 12-months-ahead ASX 200 capital-gains forecasts  

 

Source: Thomson Reuters Datastream & Woodhall Investment Research; the  

dates in the legend refer to the start of the quarter in 2014 for each forecast origin. 

It should be of no surprise that there is some slight variation in these forecasts as there is a large 

number of analysts submitting forecasts for each of 200 companies – which I aggregate and convert 

into sector and market forecasts. It turns out that the forecasts for most of the sectors have been 

reasonably stable since the beginning of the year. In particular, only Energy and Materials underwent 

substantial downwards change. The net result on the broader index forecast is down from 8.8% to 

6.6%. 

The same forecast evolutions are not to be seen in the comparable S&P forecasts in Chart 2. Its 

broader index forecast has been rock solid at around 10.5%. The Energy forecast did slip but the 

Materials did not. Much of the reason between the differences in the Materials forecasts across the 

two countries is the dominance of mining in our index. 
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Chart 2: Sector 12-months-ahead S&P 500 capital-gains forecasts  

 

Source: Thomson Reuters Datastream & Woodhall Investment Research; the  

dates in the legend refer to the start of the quarter in 2014 for each forecast origin. 

Our high yield sectors of Financials, Property and Telcos have low forecasts of less than 5% each. 

Utilities, the fourth high-yield sector – seemingly has a more promising future. With expected 

dividends approximately 5.4% across these four sectors, their total returns are, however, quite 

reasonable. The S&P 500 does not have a separate Property sector but its combined Financials and 

Property sector has much healthier expected futures than ours. Conversely Utilities in the US looks 

less buoyant than the corresponding sector in Australia. 

Our end of year calendar 2014 forecast for the ASX 200 has fallen from 5,850 to 5,750 over the first 

half of the year. Our June 30, 2015 forecast is 5,900 but e calculate that there is a reasonable chance 

of 6,000 being breached – but only temporarily – in the first half of 2015. 

The fall of the iron ore price from over $130 to less than $100 / tonne in the first half of 2014 no doubt 

contributed to the fall in the capital gains forecasts for Materials. However, the futures price for iron 

ore in the second half suggest a bounce back in Materials is quite possible. Perhaps analysts will 

revise upwards their earnings forecasts and with them our forecasts of the ASX 200.  
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As good as it gets 

Despite some media comments to the contrary, Ron Bewley does not believe that current 

levels of volatility are the precursor of a correction. 

Issue: August 2014 

Date submitted: 1
st

 June 2014 

 

Roosevelt told us that ‘the only thing to fear is fear itself’. Clearly he never caught the late night bus 

home in my home town nor took note of recent media comments on market volatility. Almost every 

day I come across comments that volatility is so low that investors are becoming complacent and that 

might lead to a correction. One specific comment was that the VIX – an implied volatility index based 

on the S&P 500 – was at a seven year low. Given that seven years ago the sub-prime crisis was 

getting underway to be followed by the GFC and then the European debt crisis, what is one expected 

to do with such a seven-year comparison? 

For completeness, I have plotted the daily VIX since inception in Chart 1. Rather than employing high-

level statistics – because the analysis is so obvious – I have used colours to distinguish three periods 

of low volatility from the rest. The periods are 1992 – 1995 (four years), 2004 – mid 2007 (three and a 

half years) and 2012 to the present (two and a half years). I merely used a ‘loose’ definition of low 

volatility by choosing periods where the VIX was nearly always below the median shown by the solid 

black line. The two dotted lines define the top and bottom one-sixth of the data leaving two-thirds 

between the dotted lines. 

Chart 1: CBOE VIX ‘fear’ index 

 

Source: Thomson Reuters Datastream  

I would argue that the current low volatility regime is not as ‘quiet’ as the previous two and so far it is 

shorter in duration by one and one and a half years, respectively. I have used the same colour coding 

in Chart 2 for the S&P 500 index. All three green regimes were beautiful bull runs and the first two 

ended well before a market correction. In the case of 2007, the VIX rose some six months before the 

troubles began in the S&P 500. 

I have conducted a similar analysis on the ASX 200 but the VIX-equivalent index is quite recent and 

so it was necessary to dig deeper. I am convinced that the story for Australia is sufficiently close to 

that which I have presented for the US to not warrant taking up further space. 
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Corrections are always possible. Consider someone lobbing a nuclear device around the Middle East 

and markets will do more than correct. But I conclude that current levels of volatility are not the 

precursor for a correction. When the VIX and other indexes that I use – and report in my Weekly on 

www.woodhall.com.au – start to rise well above current levels, I will be happy to take some equity off 

the table. Until then, I am fully invested. 

Chart 2: S&P 500 price index 

 

Source: Thomson Reuters Datastream 
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When the music’s over 

Ron Bewley offers some advice on how to avoid the hangover when the yield-seeker’s party 

comes to an end. 

Issue: September 2014 

Date submitted: 1
st

 August 2014 

 

Last month I argued that low or moderate volatility was not a precursor for a significant market 

correction. That being said, nothing lasts forever. Even ignoring unpredictable geopolitical events and 

any market impact, the ‘yield-seekers party’ will end one day. I published a paper in this magazine in 

April 2013 showing how rising capital gains in high-yield sectors (Financials, Property, Telcos and 

Utilities) had been forcing yields down to similar levels for each of these sectors after them having 

been quite disparate. I have updated the Chart from that article below and I have also extended it 

back to the beginning of the available data in 2002.  

Chart: Dividend compression  

 

Source: Thomson Reuters Datastream & Woodhall Investment Research  

Unsurprisingly, yields did stop their decline over 2012 as investors searched for a decent yield in an 

exceptionally low-interest environment – but investors also wanted an equity risk premium to 

compensate for investing in equities and so didn’t bid yields down too far. Putting the last 15 – 18 

months into context, it can be seen from the Chart that this ‘lock-step’ behaviour is very unusual 

indeed. Even ignoring the GFC years, having a range for these four yields over 2% or 3% points is not 

unusual. It seems certain that one day these yields will cease to be as compressed as they are now. 

At least to ignore that possibility would be to be foolish in the extreme. 

There is little earnings growth factored into current broker forecasts for companies’ earnings and 

dividends in these high-yield sectors. Moreover, some of the big high-yield stocks – listed in the Table 

– are close to being constrained in meeting current dividend payouts with current earnings. The 

dividend payout ratio is the proportion of earnings paid out in dividends. The closer to 100 is this ratio, 

the less wiggle room the company has to maintain current dividends. Telstra and AGL currently have 

very quite high ratios. 
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When the US Federal Reserve and the Reserve Bank of Australia start raising rates – possibly from 

Q3 in 2015 – the universe of suitable high-yield investment choices will start to expand. Also, a 

general strengthening of the world economy will make growth stocks more desirable than they are 

today. The shock of returning to a world with rates higher than their current emergency levels, and the 

stimulus that most are arguing has been inflating asset prices, could produce some serious market 

volatility. 

Table: Dividend payout ratios (%) for selected stocks 

 

Source: Thomson Reuters Datastream  

Perhaps the first warning of moves afoot will be when the four coloured lines in the Chart start 

diverging from one another and move more as they used to behave. That would be a good time to 

wonder if the then stock prices are likely to support dividend expectations. While true yield-seekers 

might just hold and not worry about capital gains, selling at an opportune moment and buying back at 

a later date could generate even better yields and some capital gains. 

I sat in the 1970 Isle of Wight Festival where Jim Morrison – of Doors fame and less than a year 

before his demise – sang that it was time to “turn at the lights” in the song “When the music’s over”. 

His thesis was that the last thing left on earth before the end would be music. I think there is a better 

poetry. We can march (and sing) to a different drummer and predict that the obvious will happen – if 

just not quite when. Being ready for the next phase of the market – even if it is possibly a year off – 

could prove to be the smartest thing most of we investors can do. 
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Bewdy Norm! 

While commentators continue to point to signs of a slowing market, Ron Bewley believes that 
there may still be time to ride the wave before it’s over. 

Issue: October 2014 

Date submitted: 1
st

 September 2014 

 

PIMCO, the largest bond fund manager in the world, encouraged us to believe in the ‘New Normal’ 

from 2011. By 2014, PIMCO challenged us with the ‘New Neutral’, a state of affairs guided by lower 

official interest rates. On the other hand, we believed, and still believe, in the ‘New Norm’ after the 

iconic ad campaign of the late seventies when Norm, an overweight TV sporting fan with beer in 

hand, was urged to follow ‘Life - be in it’. 

It is easy to feel a warm comfort that we have entered a new and but predictable phase – suitably 

named – after the turmoil we all felt in the markets. It is harder for some to accept that, instead, we 

are just returning to normality, albeit slowly, and that ‘(Market) life - be in it’ is the appropriate strategy. 

In the August edition of this publication, I hopefully convinced you that market volatility was normal 

rather than at extreme lows with consequent corrections. Even the Ukraine-Iraq-Syria-Gaza crises of 

July-August could not produce that ‘much-awaited’ correction. 

In the July edition, I argued that analysts’ forecasts of earnings and dividends were pointing to a 

slowing market but that these forecasts might lift as the China story of solid growth regained 

acceptance. Well, our forecasts for Materials over the next 12 months lifted from negative in June to 

around 6% now. Property forecasts also improved markedly and the net impact on the ASX 200 was 

to take our forecast from 5.9% to 7.6% and it continues to increase! 

The third myth to bust relates turnover. So often, TV commentators talk about ‘anaemic’ turnover – 

but it should be noted that many of these people are brokers who rely on trading rather than long-term 

investing. There is no doubt from the Chart that turnover is off the peaks of the GFC. However, one 

might expect extreme turnover in the latter stages of a bubble and the ensuing sharp declines as 

traders and investors try to set course for the future. 

Chart: Value traded on the ASX 200 ($bn)  

 

Source: Thomson Reuters Datastream  

But when turnover is looked at over a broader time horizon, it is easy to argue that turnover has 

settled back to a reasonable level, especially when compared to the pre-2007 era. 
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The danger of waiting for everyone to agree that normality has returned is to perhaps wait for the end 

of the bull-run. Markets thrive on different groups disagreeing about the future. Some have argued 

that two good financial years on the run (including dividends) – 22.8% (FY’13) and 17.4% (FY’14) for 

the ASX 200 and 20.6 (FY ’13) and 24.6% (FY ’14) for the S&P 500 – is a bit too much to follow. 

While that might be the case for the S&P 500, FY ’13 returns in Australia were distorted by the year 

starting at the end of the FY ’12 correction that followed China nerves. The Table shows cumulative 

average returns ending in Jun 2014 for both markets. The 3-yr to 5-yr returns averages on the ASX 

200 are only around longer-term historical averages. The two longer periods are well below average. 

Table: Average Total Returns on Markets 

 

 Source: Thomson Reuters Datastream & Woodhall Investment Research  

With the Federal Reserve reiterating its intent to give prior warning of rate hikes, US growth strong but 

not stellar, and China skilfully coming out of its controlled slow-down, perhaps it’s not too late to ride 

the wave before it’s over. Our forecasts for the ASX 200 at the end of FY 2015 continue to strengthen 

and the latest is now 6,000. Norm and I won’t just be watching market reports on TV; we will actively 

participate until we hear the final whistle. Then, and only then, we will return to the couch while we 

await the start of the next bull-run. 

  

Period ASX 200 S&P 500

7-yr 2.3% 8.4%

6-yr 5.2% 12.3%

5-yr 11.2% 21.1%

4-yr 10.7% 22.6%

3-yr 10.4% 18.4%

2-yr 20.1% 25.4%

1-yr 17.4% 27.9%
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When enough is enough 

While nobody enjoyed the recent sharemarket sell-off, Ron Bewley thinks his June 30 index 
forecast is still solid 

 
Issue: November 2014 

Date submitted: 1
st

 October 2014 

  

There is no doubt that September was not a good month for share investors in Australia. Fuelled on 

by crises in Ukraine and Iraq-Syria, weaker iron ore prices and talk of changing the regulation of 

banks, the ASX 200 fell about -6%. So are we back to the bad old days? To put September into 

perspective, I took monthly data on the index since the 1985 (351 months) to see how long past 

‘losing streaks’ have lasted. 

In 60% of the months, the monthly return was positive and in 40% of the months the return was 

negative. In Chart 1, I show the losing and winning streaks in different colours. Since a losing run 

ends when a sequence of losses is followed by a gain, it can be seen that, for example, in 53 (left 

most red bar) of the 351 months, there was a losing streak of one month followed by a positive. On 

the other hand, in 31 cases time, there was a winning streak of one month followed by a loss. 

Chart 1: Number of monthly runs in returns  

 

The average length of a winning streak was 2.5 months and the figure for losing streaks is 1.7 

months. Clearly, the two ten-month winning streaks (ending in 2005 and 2007) have a big impact on 

the average durations.  

August was also slightly negative and July was positive making the current run (at the time of writing) 

a two-month losing streak. From Chart 2, I calculated that of the proportion of losing runs of exactly 

two losses to that of two or more losses was 58% so only 42% or two-loss runs extended the losing 

sequence. If October also turns out to be negative, the probability of the sequence being extended is 

38% - based on past data. 

The length of the sequence tells us nothing of the extent of the gains or losses. In Chart 2, I show the 

monthly returns. I start the Chart in 1990 to eliminate the massive loss in October 1987.  I have colour 

coded the returns into different regimes I have used in the past. Red denotes the GFC and brown a 

particularly benign period in 2003-2005. The horizontal black lines (arbitrarily) denote ±2.5% and 

±5.0% for visual reference. 
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While nobody (except short sellers) enjoyed the recent sell-off, it is quite clear from Chart 2 that 

nothing unusual is happening. Market volatility and the S&P/ASX VIX index (code XVI) are at the low 

end of normal. Our broker-based forecasts for the market are strong. Barring major escalations in 

geopolitical situations, an orderly return to a good market might be expected. Our June 30
th
 forecast 

for the index is solid at 5,900. 

Chart 1: Percentage monthly returns on the ASX 200 
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Thinking inside the box 

Ron Bewley has updated his sharemarket forecasts and borrowed some money to test out a 
custom-made gearing strategy. 

Issue: December 2014 – January 2015 

Date submitted: 27
th

 October 2014 

 

I introduced my new ‘box’ forecasts in the February 2014 edition of this magazine. In essence, I 

supplemented my normal one-year-ahead forecasts with a predicted high point and a predicted low 

point during the year for the ASX 200 and separately for the S&P 500. The high and the low are 

designed to be equally likely at the beginning of the year but the high and low forecasts are not 

independent. Once, say, a low has been reached, the high is then less likely as there is less time to 

go to the end-of-the-year and the high is further away from the current index value than it was at the 

beginning of the year. 

Since February I have been back-testing the box forecasts and updating them. The base-line 

forecasts are exactly the same as I produced them in real time – it is just the high and the low 

forecasts that have been added. I used the same methodology in producing the high and low 

forecasts in back testing as I used in the February issue. 

To prevent the clutter of overlapping boxes, I show the calendar year and financial year forecasts in 

separate charts – Chart 1 and 2 respectively.  

Chart 1: Calendar year box forecasts for the ASX 200  

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

I judge the process to have been quite successful. The index hardly ever got outside the boxes and 

usually came very close to one or the other bound as I hoped for. As a result, I designed a new 

gearing strategy for myself. The idea was to wait for the index to reach a lower bound and then buy 

the index. Portfolio theory strongly suggests that when gearing, portfolio risk is exchanged for gearing 

risk and so an ETF representing the ASX 200 is an ideal candidate to gear. 

As it happened, the ASX 200 and S&P 500 both got within a fraction of the lower bound on October 

13
th
. Since my Fear Index was elevated, I waited for that index to settle down – which happened on 

October 16
th
. I borrowed to buy two ETFs, IOZ and IVV, in approximately equal values on that day. 

The strategy is that, when next the index gets close to the high forecast, I plan to sell unless that 

breach of the high happens very near the end of a year. In that case, the end-of-year forecast would 

be close to the index in a rising market. I will then hold until the next breach of a high. When a low 

comes along, I will buy back in. And if it hits a low again before I sell, I will double up my holding. 
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Chart 2: Financial year box forecasts for the ASX 200 

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

Of course, the index might breach the low again while I am holding the ETF but, as the low typically 

rises with each new forecast year, I am prepared to live with this simple strategy. I am also a strong 

believer in putting my money where my mouth is so I borrowed a significant amount (for me!) to test 

my idea.  

My exuberance indicator suggested that the ASX 200 was underpriced by about -7% when I bought 

and I had an adjusted (for exuberance) 12-month capital gains forecast of 15%. For the S&P 500, I 

had the market underpriced by -6% and a 12-month adjusted forecast of 18%. I estimate that the 

dividends will cover much more than half of the interest costs but, as my S&P 500 ETF is unhedged, I 

might also gain or lose from currency movements. Naturally, I will report back.  

To me, the big ‘known’ risk at the moment is an escalation of the Ebola outbreak. If an event such as 

that eventuates, I reserve the right to exit my strategy. Until then I will continue thinking inside the box 

and leave Edward de Bono outside! 
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Don’t chase yield forever 

High-yield stocks have convincingly outperformed the ASX 200 over the past four years, but 

as Ron Bewley explains now might be the time to start positioning portfolios for an end to the 

high-yield play. 

Issue: February 2015 

Date submitted: 9
th

 January 2015 

 

Whenever people talk about SMSF share portfolios, high yielding stocks seem to take centre stage. In 

the April edition of this magazine last year I showed that over a long period of time, the choice 

between sectors was largely one of convenience for harvesting an income stream rather than making 

greater total returns. However, markets do go through cycles. In Chart 1, I show the collective 

outperformance of the four High-Yield sectors (Financials, Property, Telcos and Utilities) – using 

market capitalisation weights – over the ASX 200. Of course, High-Yield accounts for about half of the 

ASX 200 index so the difference between High-Yield and the ‘rest’ would be much more exaggerated. 

Here I am focusing on an investor who might be choosing between, say, an index-hugging managed 

fund and a High-Yield direct equity exposure. 

Chart 1: Outperformance of High-Yield sectors over the ASX 200 

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

While the average outperformance of High-Yield over the whole period 12-year period including 

dividends is quite close to zero, there is a distinctive pattern. For the last four years, High-Yield has 

consistently outperformed the ASX 200 by around 6% - 9% for capital gains and 8% - 11% for total 

returns. It doesn’t take rocket science to realise this outperformance will not last forever! 

But the important point here is that a dartboard and a list of High-Yield Stocks (preferably top 100 

names) – together with sector weights (Financials (73%), Property (13%), Telcos (11%) and Utilities 

(3%)) would probably have outperformed an ASX 200 benchmark by a considerable amount in recent 

years. The key to success going forward is to be ready – or nimble enough – to take advantage of 

swings in sectoral outperformance when the music stops. 

In Chart 2, I show the ratio of a daily High-Yield price index I created to the ASX 200 price index – and 

a similar ratio for the accumulation indexes. What I note from this chart is the steady improvement in 

relative performance of the High-Yield sector indexes. In the previous eight years the trend was in the 
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opposite direction and much more volatile. I will be watching this series closely for a signal that the 

‘high yield play’ trend is coming to an end.  

I chose to preposition myself for future changes in case they transition too quickly when the market 

turns. I believe – like many others – that when the US Federal Reserve starts to seriously raise rates, 

the action might start. I think that might be as late as 2016 but many expect it to happen in the middle 

of 2015. 

Chart 2: Ratio of High-Yield and ASX 200 indexes  

 

I have four components in my SMSF after my December rebalance. I invested 28% in my own version 

of a High Yield portfolio which has a tilt towards growth – as I discussed in this magazine. It is little 

changed in composition from when I instigated it in June 2014. Because I see a much strengthening 

US economy and a US dollar to go with it, I invested 18% in an unhedged ETF replicating the S&P 

500 (iShares IVV). I have 3% in cash ‘just in case’. The remaining 51% is invested in stocks I already 

held (but I sold down in part to be able to buy IVV) to define a blue chip ‘other’ portfolio – BHP, CBA, 

COH, RIO, STO, WBC, WPL. 

I believe oil prices will bounce back sometime later in 2015. Iron ore prices might rise a little. In that 

event, my ‘over-sold’ BHP, RIO, STO and WPL might bounce back. There is also the chance of some 

strong dividends and buy-backs from this set. I will consider selling even more of these exposures if 

prices move as I expect. CBA and WBC are my preferred big banks and are not present in my yield 

portfolio. 

An Australian dollar under pressure favours COH – the hearing aid implant company with international 

sales – and the unhedged IVV ETF. Using my broker-based forecasts for the ASX 200 and the S&P 

500 (starting from December 31
st
), I expect a total return of about 12% (excluding franking credits) for 

my whole SMSF portfolio if the $A holds steady. A 10% devaluation in the $A over 2015 might lead to 

a total return of 14.5% and a 20% devaluation might produce a 16.5% total return. I monitor my 

portfolio regularly but I do not expect to do any rebalancing until at least June. 
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Doing the Wall Street Shuffle 

Ron Bewley thinks his self-managed super fund could do with a higher exposure to US shares 

– but he’s waiting for the right opportunity to lift his stake. 

Issue: April 2015 

Date submitted: 1
st

 February 2015 

 

When 10cc, the Manchester rock band, hit the Charts with the ‘Shuffle’ in 1974 they were 13 years 

before Michael Douglas’ Wall Street movie and 39 years before Jordon Belfort’s ‘Wolf of Wall Street’. 

The issue never goes away. How much exposure should we have to Wall Street when it’s rocking? 

I have previously (and often) written on this topic for Professional Planner but now that I have a 

significant personal exposure to an unhedged S&P 500 ETF (iShares; ticker IVV) I felt the need to lift 

my game. In late 2012 I argued in this magazine that a 50:50 ASX 200 / world index had merits based 

on long-run historical volatilities and returns. Late last year I wrote about starting a 50:50 ASX 200 / 

S&P 500 geared portfolio, and at the start of this year I revealed my 18% exposure to Wall Street 

(with the rest in ASX 200 stocks) in my continually evolving SMSF. 

Rather than use a simplistic historical risk-return view of an international/domestic equity portfolio, I 

recently brought in the big guys. I used my seriously complicated volatility forecasting model – which I 

have written about on my website – that I use in my direct Australian equity portfolio construction 

methodology. And I have equivalent total returns’ forecasting models for both of the ASX 200 and the 

S&P 500 that are forward looking – by drawing on broker forecasts of dividends and earnings. 

I considered two possible allocations. The first was a simple Aussie/Wall Street split. The second also 

included the World Equities Index ex-USA (MSCI) as a third, non-overlapping asset class. I show my 

rolling volatility forecasts for 12-months ahead for both of the ASX 200 and the S&P 500 in Chart 1. 

The S&P 500 index has been converted to $A to mimic an unhedged index. The essence of the 

model is that volatility goes through periods of stability but the ‘mean’ occasionally shifts to a new 

regime – and sometimes sharply. Recently, the ASX 200 has been stable and a little less volatile than 

the US index – but sometimes in the past the deviations have been quite large.  

Chart 1: 12-month-ahead forecasts of volatility 

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

My January 1 estimates for yield from Thomson Reuters data was 2.2% for Wall Street and 4.8% for 

Australia. When franking credits are included for an Aussie SMSF in pension mode, my total returns 

forecasts are 9.6% for Wall Street and 11.1% for the ASX 200. 
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It should be no surprise that with a higher expected return and a lower predicted risk, that the ASX 

200 gets the lion’s share of the strategic allocation. The ASX 200 gets a 70% share and the S&P 500 

gets 30%. 

Only fools and horses try to predict exchange rate movements. The 70:30 split is based on a no-

change exchange rate assumption. If a depreciation of 10% were to be expected – and many analysts 

expect that or more – the optimal allocation changes to 37% ASX 200 and 63% S&P 500. 

But what about the Rest-of-the-World (RoW)? Using the MSCI World Index (ex USA) valued in $A, I 

can see from Chart 2 that – although we have lagged Wall Street – we have been on a par with the 

RoW. 

Chart 2: Ratio of High-Yield and ASX 200 indexes  

 

Source: Thomson-Reuters Datastream and Woodhall Investment Research 

I do not have a formal forecasting procedure for the RoW. If I use the same methodology to make an 

asset allocation (and at the same expected rate of return for the RoW as Wall Street), the RoW World 

gets no allocation at all! The RoW needs about 2% better expected outperformance than Wall Street 

to get a serious allocation. Given recent behaviour in Chart 2, I am not prepared to make such a 

forecast – even though the ECB just launched an impressive QE programme. 

So let’s cut to the chase. I will ignore the RoW for at least a little while but my 18% allocation to Wall 

Street seems to be far too low. I am looking for an opportunity to raise my stake to around 30% - 40%. 

But I am aware that when the US Fed changes its course, I might need to react quickly both in 

allocation and in exposure to the unhedged variation of the S&P 500! In any case, from now I will 

update my strategic asset allocation model each quarter. 
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Does the ASX 200 have the energy to make 6,000 

stick? 

Ron Bewley says forecasts are all well and good, but they’re best grounded in actual facts. 

Issue: May 2015 

Date submitted: 1
st

 April 2015 

 

Remember just a few months ago when one big broking house was calling oil prices to fall to $20 

while, at the same time, another was forecasting $200? There is nothing new in attention-seeking 

forecasts – it’s a bit like a girl wearing ‘killer’ heels or a young man driving ‘that’ sports car! 

Those of us who invest for living (rather than just talk about it) need some basis in fact. And fact is 

thin on the ground in commodity price forecasting. Until the start of FY15, all we seemed to have to be 

really worried about was the slide in iron ore prices. A deliberate over-supply by the three big guys 

was to blame – or so we thought/think. Oil prices came on the radar in July 2014, but the OPEC 

decision not to act to halt the slide in September 2014 sent shivers down our collective spine. 

Whether we look at the US-relevant price (WTI, or West Texas Intermediate) in Chart 1 or the ‘world 

price’ in Brent, oil prices all but halved in the second half of 2014. No one should need charts to know 

what that did to the ASX 200 – and the Energy stocks, in particular. What is interesting to me in Chart 

1 is the closeness of the correspondence between oil prices (Brent, in particular) and our Aussie 

dollar (note my manipulation of the vertical scales) until the end of January, 2015. 

Chart 1: Oil prices and the $A 

 
Source: Thomson Reuters and Woodhall Investment Research 

Since the beginning of February 2015, the close relationship between oil prices and the Aussie has 

broken down. But, hang on, the RBA made its first rate cut on the first Tuesday of February after 17 

months with rates on hold! Perhaps the gap between Brent and the Aussie at the end of Chart 1 is a 

measure of the impact of that rate cut. So what about the next (and the next) rate cut? 
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Readers might recall I derive my market and sector forecasts from broker forecasts of dividends and 

earnings as collected by Thomson Reuters. From Chart 2 it can be seen that my 12-month-ahead 

capital gains’ forecasts for the Energy sector took a beating - but with a lag after oil prices started their 

sharp decline. Note that each point on the horizontal axis denotes a new forecast origin for a new, 

overlapping 12-month forecast horizon. On the left is a forecast of around 15% for July 1, 2014 to 

June 30, 2015. On the right is a forecast of around 30% for the 12 months from April 1 2015 to March 

31, 2016 – which in part is accounted for by the overshoot in late 2014.  We expect this 30% forecast 

to start to fall as the data settle down over coming months. 

Since I have my own methods for converting broker forecasts of dividends and earnings (as 

discussed in a report available from my website www.woodhall.com.au) it is not easy to say what the 

contribution of my expected future capital is due to the changes in broker forecasts and what is due to 

my methods. But what we can say is that, after a stable period of projected gains that started well 

before July 2014, the forecasts fell from over 15% to nearly -20% in a few months, only to bounce 

back to nearly 30%. An over-reaction in late 2014 as the bears came out of hibernation and then 

headed back into their caves for the northern winter? 

The fall in the Energy sector forecasts was the main contributor to the decline in my ASX 200 

forecasts. Now that Energy forecasts are ‘back in the high life’, my e-o-y 2015 forecast of 5,900 is 

starting to look far too conservative – but we currently have fair value at 5,750 (as at April 1
st
, 2015). 

Markets fluctuate. So while 6,000 is on the cards for a number of short periods in the near future – or 

perhaps even before you receive this issue owing to production lead times – it now looks like 6,000 

will well and truly ‘stick’ before the end of 2015. And then the 1
st
 November 2007 all-time peak of 

6,829 will then be but just a hop, skip and a jump away.  Our current forecast for the high during the 

rest of 2015 is 6,500 but to finish the year at around 6,150! 

Chart 2: 12-month-ahead capital gains’ forecasts for the Energy sector 

 
Source: Thomson Reuters and Woodhall Investment Research 
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Ready to act 

After more than six months of test-driving his geared share portfolio, Ron Bewley might be 

getting ready to take some profits. But he’s definitely not planning to add to his portfolio. 

Issue: June 2015 

Date submitted: 1
st

 May 2015 

 

I introduced my then new concept of my geared portfolio in a submission to this magazine in late 

October 2014. I had just made the first play (I’ll refer to it as the first tranche because this is no game 

– it is real money) and followed this up in late November/December with the second tranche. The 

principle is simple. At the time and now over-priced yield stocks have been the flavour of the month 

while resource stocks were suffering from falling iron ore and oil prices. While resource stocks just 

started to come back at the time of writing the current submission, the risk of gearing individual stocks 

was too high for me. By the way – there is no need to gear this strategy but, since it involves possibly 

long periods of being out of the market, I don’t want to have to worry about what my cash is doing in 

those barren periods. 

I invested in two ETFs representing the ASX 200 and the S&P500 in approximately equal amounts. I 

used iShares IOZ and IVV, respectively, as my preferred ETFs for this purpose. It is important to 

stress that IVV is unhedged and so will be affected by currency movements. At the time I saw the 

Australian dollar more likely to weaken than strengthen – and I still do. When my view on the currency 

changes I will switch to the hedged version of IVV, called IHVV, in part or in total. I am currently 

considering a rebalance on that front! The Aussie just broke $US 0.80 for a few days after having 

fallen to under $US 0.76. 

The final step of the strategy was (and is) to buy when the indexes reach my forecast lows for the 

year and sell when the high is breached in my so-called ‘box’ forecasts that I frequently write about in 

this magazine and my website (www.woodhall.com.au). I bought the first tranche when both indexes 

just touched the low but only the ASX 200 hit the low again in late December – but the S&P 500 was 

then close enough for me to keep my preferred 50:50 balance. 

I show what happened to the first tranche in the first six months or so in Chart 1. The yellow and blue 

solid lines are the standard indexes I get from Thomson Reuters. The blue dotted line is the S&P 500 

converted by me into Australian dollars. The red line represents my 50:50 portfolio which should 

average the yellow solid line and the blue dotted line. 

By chance the two markets have gained about the same over the period – in the region of 11%. But 

because of the impressive devaluation, the blue dotted line has gained nearly 25% making this first 

tranche of my portfolio return about 17% in just over six months – much better than either market in 

their own currencies! 

When I turn to the second tranche in Chart 2 using the same colour codes, a clearer picture emerges 

in my mind but the chart is unfortunately a bit busy. The S&P 500 (solid line in $US) has gone virtually 

nowhere in around five months. But the ASX 200 has tracked the $A-denominated S&P 500 almost 

blow-for-blow. I have written about this feature before in this magazine when that play lasted quite a 

long time – but then broke down. 

So my second tranche has only returned about 8% in the period – but much more than the S&P 500 

and nearly the same as the ASX 200. So what next? 

http://www.woodhall.com.au/
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With the Fed looking increasingly likely to delay the first hike from the June forecast they made last 

year to maybe even a 2016 expected start now, an $A depreciation is unlikely to benefit too much 

from the Fed in the rest of 2015. But that doesn’t stop Glenn Stevens throwing his hat in the ring and 

helping my strategy. Every man and his dog have been saying that our dollar didn’t fall enough given 

the fall in commodity prices. I agree and so I am not (yet) too worried by the April nascent bounce-

back in commodity prices – but I am thinking and ready to act following the end of April volatility in 

many markets! 

Since my current forecast ‘highs’ for the ASX 200 during the rest of 2015 is 6,400 and 2,360 for the 

S&P 500, I could be in for more gains and even a possible sell at the original (beginning of year 

forecast) highs – or sell signals – of 6,200 and 2,360, respectively to take profits (or even sell out) 

until the next low is touched.  

Would I add to my position – or buy in for the first time – now? The answer is a resounding ‘no’. Both 

indexes are in the middle of their respective ‘boxes’. The maxim is to buy low - sell high. Everyone 

knows that but my contribution, if any, is to estimate the buy and sell signals from my broker-based 

forecasts of returns and my method for forecasting volatility. 

Chart 1: First tranche performance-to-date 

 
Source: Thomson Reuters and Woodhall Investment Research 

Chart 2: Second tranche performance-to-date 

 
Source: Thomson Reuters and Woodhall Investment Research 
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Is the yield play over?  

Those who bought shares earlier in the financial year – and not when the market was 

overpriced – have been collecting nice yields, with little or no unrealised losses. Ron Bewley 

wonders how long it can last. 

Issue: July 2015 

Date submitted: 20
th

 May 2015 

 

The chart shows the price index for the Finanicals (-x-REITS) sector for the current financial year. But 

the twist in Chart 1 is that I have replaced the usual line chart by a series of coloured dots in the 

fashion of a heat map. There is a new dot for each day and the colour of it depends upon my measure 

of mispricing or ‘exuberance’. My exuberance measure is based on my interpretation of broker 

forecasts collected by Thomson Reuters. 

Chart 1: Price index and exuberance for the Financials sector in FY’15  

 
Source: Thomson Reuters and Woodhall Investment Research 

A red dot signifies that the index is overpriced by +6% or more. I developed a rule many years ago 

that the ‘red zone’ is a signal for a correction of 6% - 10%, or a prolonged sideways movement as the 

fundamental improves to play catch-up with the price. A blue dot represents significant underpricing 

and the colours in between have a rather obvious interpretation from the legend in Chart 1. 

Importantly, such a chart should be read in conjunction with my ‘Fear Index’ since I argue that fear 

exaggerates mispricing in that expensive markets can fall more quickly and further – and cheap 

markets can stay cheap for longer. 

What I like about Chart 1 is that it shows that there were plenty of blue buying opportunities for 

investors who wanted to join in the yield play earlier in the financial year (and before) and the dots 

changed to yellow as soon as Terry McCrann made that now infamous call that the RBA would hike 

rates for the first time in a year and a half in February 2015 – and without warning. 

Bank – and other – stocks rose rapidly in price turning red in very early February. Eventually, in late 

April, the bubble started to deflate just after the yield fell below 5% for the first time in years. The sell-

off accelerated when the second cut – in May – was not accompanied by an outlook statement for 

future cuts. Of course, weak statements from the big four banks didn’t help support stock prices. 
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At the time of writing, the dots are blue again and yields are up near 5.4%. The Fear index is in the 

normal zone. New investors could reasonably now be tempted back into these stocks. A similar story 

could have been written about Property, Telcos, Utilities – and the low yield, but defensive, Health 

sector. 

I do not ‘trade’ on these measures but I was looking to increase my international exposure – so I sold 

CBA, Cochlear and Westpac to fund my international exposure when the relevant sectors turned red. 

The reason I don’t trade off the dots is that (a) I am not a trader, and (b) markets can stay cheap or 

expensive for long periods of time. Rather, I use the dots to guide entry and exit points when I am 

rebalancing, putting new cash to work, or redeeming funds for a pension payment. 

So, is the yield play over? I think not. A bubble grew out of the surprise RBA cut in February and now 

we are back to normal – at least for now. Virtually every sector is currently cheap with a couple just a 

tiny bit overpriced. Interested readers might wish to follow my weekly updates each Saturday on my 

website. 

The sad moral of the story is that investors who jumped in to get the yield when the sector was in the 

red zone have already lost – in an unrealised sense – more than one year’s worth of fully franked 

dividends. For those who bought earlier in FY’15 (or before), we have been collecting nice yields with 

little or no unrealised capital loss. Only jealous types will feel gloomy about not having sold in the red. 
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The right time to rebalance 

Finding the right time to rebalance a portfolio can mean great rewards, and planning for 

changes to the dollar will provide safety. 

Issue: September 2015 

Date submitted: 1
st

 August 2015 

 

At the start of this year, I worked out what might be the optimal allocation for me between the S&P 

500 and ASX 200. I determined that I only needed to focus on the S&P 500 and the ASX 200 as the 

rest of the world’s equity index didn’t improve the risk-adjusted return analysis under any assumptions 

that I considered to be reasonable.  

My calculations then suggested a 30:70 allocation to the S&P 500 and ASX 200, respectively (I’ll keep 

this ordering throughout this report for consistency). However, as I was already invested (arbitrarily) 

18% in an unhedged ETF for my foreign exposure (IVV from iShares that mimics the S&P 500) I also 

factored in a possible 10% depreciation in our dollar against the US as that would magnify the US 

returns if the assumption turned out to be correct. This assumption shifted the optimal allocation to 

63:37 from 30:70!  

Since I know that I can’t forecast currencies with any reasonable accuracy, I decided to take a middle 

ground as the RBA were jaw-boning for a lower dollar but I didn’t know how successful it would be. 

So, I switched my then 18:82 allocation to 38:62 in early March. 

In Chart 1, I show my after-the-event estimates for regime changes in ‘long-run volatility’. My short-

term volatility forecasts that I use in my portfolio construction are obviously far more volatile than the 

long-run estimates. It should be clear that, ignoring the intermittent bursts of volatility we are often 

subjected to, the long-run levels for the two markets have been reasonably similar for most of the time 

– except for the excess volatility that the US experienced following the dotcom bubble and bust. 

Interestingly, there is only 0.1% point difference between the current S&P 500 estimate compared to 

the one that prevailed from 2003 to late 2007 – let’s call it 11¾%.  The ASX 200 volatility level has 

returned to approximately the 2002 level. 

Chart 1: Long-run estimates of market volatility 

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 
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Since I don’t want to get too involved in ‘active portfolio management’ I also keep an eye on these 

long-run estimates to guide me because volatility clusters that impact the short-run forecasts often 

don’t last for long and so are hard to predict. 

In Table 1 I show my forecasts of returns and volatilities for the two markets made at the beginning of 

FY16. I also show my preferred (estimated) allocation and the resultant forecast return and volatility 

for the portfolio over the financial year. These forecast changes have led to a big switch in allocation 

from 30:70 to about 60:40 in only six months! 

Table 1: Forecasts and equity asset allocations for 2015:H2 

 

Source: Thomson-Reuters Datastream and Woodhall Investment Research 

As it turns out, my move in March to be more exposed to the US paid off – but I might have been 

even much better off had I been quicker to take advantage of the depreciating $A. Over the period 

from early March to the end of FY15, the S&P 500 price index (unhedged) beat the ASX 200 (both 

excluding dividends) by about 8%. 

So going forward, am I prepared to lean even more closely to the US? I will be looking for 

opportunities to sell some of my ‘other’ ASX-listed blue chip stocks in my gradual overall rebalancing 

when my sector exuberance measures for those blue chips indicate that they are sufficiently 

overpriced. I plan to an increase my international exposure up to around 50%. I don’t want to move 

too far and quickly at this point in time. 

While my March rebalance implied a gain of about 8% on that additional IVV exposure using market 

indexes, my strategic actual sale based on my estimates of excess exuberance (BHP, CBA, COH, 

RIO and WBC) in my March sales made my actual relative gain for me to be closer to 15% rather than 

8% – again excluding dividends. I plan to continue to use the same techniques to find the ‘right time’ 

for my next rebalance. At the time of writing, all ASX 200 sectors were on the cheap side by my 

estimation and so not yet conducive for a sale to rebalance. 

To back my econometric approach to investing, I like to put my decisions into context. I note that over 

half of the ASX 200 is still very constrained in capital growth by dividend compression. Also resource 

stocks are unlikely to jump out of the gates. It all seems to fit together for me. And if our dollar looks 

like rebounding, I will blend IHVV (the hedged version of IVV) with IVV to hedge against currency-

induced losses. 

  

S&P 500 ASX 200 Portfolio

Forecast return 13.6% 12.3% 13.1%

Forecast volatility 11.6% 12.5% 9.4%

Portfolio share 60.1% 39.9% 100.0%
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So you think you can count 

The actual number of stocks in a share portfolio can be quite different from the effective 

number – and a simple calculation shows how. 

Issue: October 2015 

Date submitted: 1
st

 September 2015 

 

If I asked you how many bank notes you have in your wallet you should think that I’m crazy. Not 

because you’re a ‘tap and go’ sort of guy but because it is the total value that matters – unless you’ve 

only got $100s and an irate taxi driver in your face. 

So if I ask you how many stocks you own, the answer should reflect the diversification benefits rather 

than the number of AGMs you get invited to. I have written here and elsewhere that I have rules of 

thumb about the number of stocks one might own – but that was only for equally-weighted portfolios 

before. 

My rule for the number of stocks was something like 8 – 15 before the GFC when volatility was 

manageable and I raised that to around 12 – 25 when volatility cranked up. Too few stocks mean that 

there is not enough of a benefit from diversification. Too many stocks means that there are few 

additional gains from diversification and it is so hard to find too many really good stocks. 

The solution for dealing with unequally weighted portfolios is simple and one borrowed from industry 

economics where economists often want to measure industry concentration to gauge market power. 

The answer is to calculate a Herfindhal (‘H’) index. Put simply the ‘H’ index is a measure of the 

equivalent number of equally-sized companies to represent the myriad of unequally sized companies 

– or stocks in my case! I have set out the calculations in Table 1 that hopefully looks a bit like a 

spreadsheet. 

Table 1: Two examples for calculating the Herfindhal index  

 

Source: Woodhall Investment Research 

I have made up two arbitrary portfolios of the same eights stocks. The tickers are in column A and the 

weights of portfolio 1 are in column B. If you square column B into column C [cell c3 is a formula 

‘=b3*b3’, etc] and sum the column C into cell c10 [=sum(c2..c9)] – then create H in cell c11 as 

‘=1/c10’. That is, this particular hypothetical 8-stock portfolio is really equivalent to just below a 5-

stock portfolio. The weights in column E for the alternative portfolio give rise to an almost 4-stock 

portfolio.  

Although I have known of the H index for decades, I wasn’t sure whether it would be appropriate for 

my purpose. So I did millions of stochastic simulations (Monte Carlo methods) of hypothetical 

portfolios to see how it went. As in previous issues of PP, I have taken actual returns data for a given 

A B C D E F

1 Code Weights (1) w^2 Weights (2) w^2

2 AAA 10% 0.0100 7% 0.0049

3 BBB 15% 0.0225 3% 0.0009

4 CCC 2% 0.0004 20% 0.0400

5 DDD 1% 0.0001 8% 0.0064

6 EEE 30% 0.0900 40% 0.1600

7 FFF 20% 0.0400 15% 0.0225

8 GGG 20% 0.0400 5% 0.0025

9 HHH 2% 0.0004 2% 0.0004

10 Sum 100% 0.2034 100% 0.2376

11 H 4.9 4.2
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year and worked out the median volatility level for a given number of equally-weighted portfolios – and 

now also unequally-weighted portfolios.  

I chose an actual number of stocks in a portfolio (5, 10 and 15 in my case for simplicity) in each of 

three experiments and then simulated the weights for each stock – making sure the weights add up to 

one. What I want to call the ‘effective number of stocks’ is H – being, say, cell C11 in Table 1 – and it 

cannot be bigger than the actual number of stocks. To keep the graphics simple, I only kept count 

only of the effective number of stocks that happened to be within 0.1 of a round number of stocks – so 

4.2 in Table 1 would be excluded but not the 4.9 that becomes an approximate 5. 

In Chart 1, I analyse the ASX 100 stocks for the financial year 2009/10 – which was not a pretty year, 

but not the worst and one I used before in this magazine. The blue line is the trade-off for equally 

weighted portfolios. The horizontal axis shows the number of stocks and the vertical axis is the 

median (middle) estimate of volatility from 1,000,000 simulations. The red squares were 5-stock 

portfolios but, because of unequal weighting, often looked liked smaller portfolios. For example, the 

first red square on the left represents these 5-stock portfolios that are really only 1-stock portfolios 

masquerading as 5-stock portfolios because of a dominant stock. 

Chart 1: Volatility / number of ASX 100 stocks trade-off for 2009/2010 

 

Source: Thomson-Reuters Datastream and Woodhall Investment Research 

The green squares represent portfolios that actually contained 10 stocks but often looked more like 

smaller portfolios etc. The black squares are 15-stock portfolios and some of these hide green 

squares because of the closeness of the approximations.  

My new rule of the thumb for a desirable number of stocks is 8 – 15 ‘effective’ stocks in normal 

conditions and 12 – 25 ‘effective’ stocks in more stressful times. I wouldn’t include an index ETF as a 

stock in the calculation if it is an index ETF – as it is already diversified. Just focus on the actual 

stocks. All such aids are approximations but some are possibly useful.  
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An old dog learns a new trick 

When it comes to forecasting, sometimes it’s better to lower your chances of getting it right 

than to produce a meaningless forecast that covers all bases. 

Issue: November 2015 

Date submitted: 1
st

 July 2015 

 

In essence, a forecast confidence interval defines a range of possible outcomes for a given set of 

forecast information. The trouble with stock market predictions is that forecast volatility is so large 

compared to the expected gain that the range swamps the forecast. The whole exercise seemingly 

becomes pointless. So what should we do when we talk to clients? 

In this contribution, I want to use my actual forecasts from June 30
th
 2014 that I used to predict how 

the ASX 200 price index might travel in FY15. It so happens that my growth forecast was +9.1% and 

my forecast of volatility was 12.5%. [I know I am slightly simplifying the statistics theory to make my 

column more readable – but, I think, without misleading readers.] The basic problem is that my eofy 

forecast would have been 5,900 ± 25% for June 30
th
 2015 if I had wanted to have a 95% chance of 

being correct. That so-called approximately 3,000 point confidence interval is about as useful as 

saying to a client, ‘I have no idea what’s going on – so let me cover all bases’. 

The easiest thing to do is to reduce the width of the interval by only wishing (or hoping) to be correct 

84% of the time. I have shown this outcome in Chart 1 which results in a little more upside than down-

side – but that’s a problem of far lesser importance (and very academic). I chose this particular width 

interval for two reasons. First – it is used by a lot of very sensible people (and me) that I respect and, 

secondly, it just happens to touch the then unknown outcomes of the ASX 200 in a couple of places 

around the end of calendar 2014 and the index does not really break the bounds anywhere. 

Chart 1: A ‘standard’ 84% confidence interval for the ASX 200 for FY2015 

 

Source: Woodhall Investment Research 

The range for June 30
th
 2015 (one year out) is over 1,500 points – even for this ‘narrower’ 84% 

interval. But the big problem, in my opinion, is that clients think more about the highs and lows during 

the year rather than the outcomes on any specific day – such as the end of the year.  

Regular readers might recall that I introduced my ‘box forecasts’ in this magazine about 18 months 

ago. The essence of the ‘boxes’ is that I try to predict the highest and the lowest index value at any 
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time during the whole year – and I happen to use these highs and lows as sell/buy indicators. I now 

wish to extend this philosophy by one more step. 

I use ‘stochastic modelling’ (more of that later in the year) to work out what my best estimate for the 

‘all-time’ high and low might be up to and including the month in question. I only produce one estimate 

per month to save computational effort – hence the ‘step natures’ in Chart 2’s blue lines. Monthly data 

are more than sufficient for this purpose.  I show the outcome in Chart 2 using exactly the same 

assumptions as I did in Chart 1 – except this time there is no probability statement such as 95% or 

84% to accompany the interval. Indeed, the highs and lows are forecasts in their own right that could 

each be surrounded by their own confidence intervals (I’ve done it, but it is boring). The end-points of 

the blue lines are the same as my dotted lines in my box-forecasts of previous PP publications! 

Chart 2: A more meaningful interval for the ASX 200 for FY2015 

 

Source: Thomson-Reuters & Woodhall Investment Research 

I have made the forecasts even more realistic by noting that my 2014 growth forecast of +9.1% 

included a -2.5% mispricing component as of June 30
th
 2014 – which I call exuberance. The problem 

with significant underpricing, such as -2.5%, is that no-one knows how quickly it will be eroded. Some 

of that speed depends upon the level of fear in the market. In the black solid line – which is the same 

as in Chart 1 – I assumed it takes the full year to erode all of the mispricing. The dotted black line is 

another extreme – the -2.5% mispricing is completely eroded in the first day and then the market 

grows at the forecast fundamental level to finish at exactly the same point. Clearly, this difference in 

outcomes at the beginning of the forecast period depends crucially on the size of any mispricing and 

the speed of its erosion. It is easy to calculate the high-low interval for the dotted line forecast. It also 

plays havoc with short-run confidence intervals! 

What I see in Chart 2 are intervals that pass a ‘reasonableness test’ for clients. Both the high and the 

low have been reached a few times but hardly breached. Of course the astute reader has already 

asked the question, ‘What if the original forecasts were wrong?’ My answer now is when there has 

been a serious breach of my new high-low evolving limits. An old dog has just learnt a new trick, and 

he is now very happy. I will question the forecast when there is a serious and extended breach of the 

High-Low interval in Chart 2. I only did this work in the last few days because I wanted to write 

something that I think might be interesting for you! By the way, my forecasts for FY16 are for an eofy 

of 6,200 with a high of 6,450 and a low of 5,300. August is the best guess for 6,000 even the market 

snaps back – otherwise December. I can wait. 
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Doing what I want with my own money 

With talk of changes to super and the government encouraging the purchasing of annuities, 

what are the viable options for investing outside of super? 

Issue: December 2015 – January 2016 

Date submitted: 1
st

 November 2015 

 

This time last year I wrote about my new geared strategy for 2015 that involved ETFs for the ASX 200 

and the S&P 500 (unhedged or hedged as appropriate). I did invest in that and topped up that amount 

twice more during the last 12 months. It is going very well indeed while the markets have largely been 

flat for two reasons: first, the strategy buys on the dips and; second, it benefitted from the fall in our 

currency. 

I also wrote earlier this year about (and invested in) a strategy for my SMSF with a substantial new 

overseas exposure. So far so good on that front too. And my ‘Hybrid Yield-Conviction’ portfolio is well 

ahead of the ASX 200 accumulation index. But I still have around 25% of my SMSF that is not yet 

invested in a new strategy. I’m working on it! 

What I am now thinking about is taking that exposure – or some of that – out of my SMSF altogether 

because I fear what the government might do. There is talk of us being encouraged (or is it forced) to 

buy an annuity product. There is also talk that there should be nothing left for the kids on death. 

As I have written here before, I found the annuity products I investigated to be massively overpriced 

compared to what I feel sure I can do – and there would be nothing left for the kids (and grandkids) 

with many annuities. With average tax rates quite low for the first $50,000 or so income outside super 

– say about 15% – any new tax on earnings as being discussed in my super is as punitive as the 

same tax outside super. And nobody can tell me what to do with my own money – including gearing 

equities and gifting it to my children! So my first task is to work out the break-even point for such a 

strategy and move before the government does! 

In my opinion, current annuities price in a lot more than longevity risk. Inflation risk is, in my opinion, 

the big cost and I think I can handle that as well as any financial institution. So the government wants 

us to pool longevity risks with people we don’t know and, of course, the financial institution’s profits. Is 

there a legal way I can pool that risk with just my children and grandchildren so that they benefit 

financially should I not live too long? 

And what about the people who say on TV that we get a concessional tax rate on capital gains? True, 

gains earned over more than12 months attract a 50% discount but this is an approximate offset to 

allow for inflation. When inflation was higher we used to offset our capital gains against the CPI-

indexed asset base – and still can do for assets purchased before 1985. Without such a discount we 

either need to re-introduce that messy and expensive set of calculations to net out inflation or there is 

no point investing!  

For example, if inflation runs at 3% and your capital gains average 6% or less, a near 50% marginal 

tax rate would bring that 6% down to around 3%. After we allow for inflation, the real return to the 

investor is about 0% and it could easily be negative – even though the asset appreciated! With a 50% 

discount, the after-tax rate is around 4.5% which after inflation is 1.5% or about half of the real return. 

And if one has a lower marginal tax rate, the after tax, after inflation impact is to be paying a much 

higher effective marginal rate on capital gains than the headline marginal rate. 

So I’ll be spending my summer plotting new ways to invest for the new era – with my accountant and 

lawyer as necessary! With gearing amplifying gains and losses, the additional flexibility outside of 

super for those with at most a low labour income makes a small tax rate a very worthwhile price to 
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pay especially if there is a new tax on super. So does the government realise its unintended 

consequence of encouraging people like me to take on more risk in our sixties? 

Since super is meant to keep people from depending upon government benefits, why shouldn’t an 

inheritance for the kids help them with their mortgage repayments – and so give them a better chance 

of also not depending on government benefits? 
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Expectations and strategies for 2016 

With a little blending, diluting and attention to detail, Ron Bewley has cooked up a strategy 

that he plans to stick to for a taste of reasonable returns in the coming year. 

Issue: February 2016 

Date submitted: 1
st

 January 2016 

 

I just updated all of my forecasts for the start of 2016. While 2015 turned out just a little negative for 

both the ASX 200 and the S&P 500 (without dividends), my strategy of ‘buying on the dips’ in my 

geared strategy [that I first discussed in this magazine in 2014] is still working well. I am currently fully 

invested in the two ETFs (IOZ for the ASX 200 and IVV for the unhedged S&P 500). My next move 

will be to start selling down when or if my forecast highs for 2016 are breached – or I decide the 

strategy has gone awry! 

My updated ‘sell’ triggers for 2016 are 6,150 for the ASX 200 and 2,450 for the S&P 500. The ‘buy’ 

triggers would have been 5,100 and 1,980 had I not already been fully invested. This strategy has 

returned +7.9% pa since I started it in October 2014 excluding dividends and gearing costs which 

approximately cancelled. Much of the performance was due to both buying on the dips and currency 

movements in the unhedged IVV. 

As can be noted from Chart 1, the S&P 500 did breach the ‘buy’ trigger in late 2015. A similar chart 

(not shown) for financial years (to June 30
th
) also produced ‘buy’ signals in October 2014.  The 

corresponding pair of charts for the ASX 200 also produced a number of ‘buy’ signals which are 

documented in detail on my website in my Weekly. 

Chart 1: The S&P 500 price index with buy and sell triggers 

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

I started 2015 with a 28% exposure to the S&P 500 in my SMSF and the complement to direct 

Australian stocks. My optimisation methods recommended through 2015 that my international 

exposure should have been progressively higher. My current desired weighting is 51% Australia, 49% 

USA. I am currently 43% IVV so I plan to lean on my US allocation little again during 2016. 

But my main focus in 2015 was my monitoring of the expected performance of the high-yield play – 

which I wrote about in this magazine in the first issue of 2015 – as it would obviously not last forever! 

For four consecutive years (2011 – 2014), the aggregate of the four high-yield sectors (Financials, 
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Property, Telcos, Utilities) beat the other seven aggregated sectors by +15.4% to +19.4%. In the 

previous eight years high yield only outperformed once and that was by only +5.1%. In 2015 high 

yield did continue to outperform but by only +8.6%. But the real story is much more complex as I will 

argue using Chart 2 – where I plot my two daily indexes over the year which I monitored daily. 

Chart 2: Daily total return indexes over 2015 for two sub-aggregates of the ASX 200 

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

2015 started with the high yield sectors (yellow) gaining 15% by the end of March. The other sectors 

jointly trailed by 5%. However, the heat was taken out of both sector groupings as iron ore and oil 

prices tumbled, big banks were forced to recapitalise and investors got anxious over what the Federal 

Reserve would do with interest rate hikes. 

Year-to-date outperformance for high yield occurs in Chart 2 when the yellow line is above the green 

line. So while high yield comfortably won the 2015 race, from late August to mid-November the y-t-d 

outperformance was everywhere close to zero. 

As a result of Chart 2, I blended my (rebalanced) high yield portfolio with an equivalent investment in 

a new high conviction portfolio in my SMSF at the start of November 2015 – so as to dilute my over-

exposure to high yield sectors. I plan to keep this allocation until my next rebalance which is due at 

the start of May 2016. To date this strategy has outperformed the ASX 200 (including dividends but 

not franking credits) by +3.6% pa since I started it at the end of June 2014. So I have not (yet) called 

the end to high yield performance – it is just no longer a no-brainer! 

While my 2015 investment performance was far less than brilliant, I judge both of my strategies to be 

on track and I plan to stick with them as I expect for 2016: quite reasonable returns on both the ASX 

200 and S&P 500; a moderate fall in our dollar; and increased volatility around the four big dates for 

the Fed rate decisions in March, June, September and December. 
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The new normal lasts only until the old normal 

returns 

Are the good old days over – again? By smoothing recent market volatility, you can see that 

the situation is relatively stable compared with many earlier times. 

Issue: March 2016 

Date submitted: 1
st

 February 2016 

 

As I watched the TV coverage of the S&P 500’s worst ever starting week to a year, I came across a 

brilliant TV advertisement from BNY Mellon. It showed a chart of US per capita GDP up to 1938 – at 

which point, Alvin Hansen (The US equivalent of Keynes) claimed in a presidential address that there 

was to be ‘secular stagnation’. In short, growth had closely followed a linear trend until the Great 

Depression at which point GDP collapsed – and then recovered but to a lower level than before the 

depression. Hansen’s thesis was that the good old days were over. Sounds familiar? 

In the advert the chart was then extended to the present. The complete chart showed that GDP not 

only rapidly increased after WW2 but overshot the previous trend. Importantly it then returned to 

follow exactly the same trend line that existed before 1929! Hansen was wrong, concludes the advert 

and I am on board. But we can all empathise with the difficulty of making such a major call on the eve 

of WW2. 

In Chart 1, I have extended the trend for the monthly All Ords I have shown in this magazine a couple 

of times or so before in years past. The slope of the trend is unchanged from earlier reports. Despite 

the current grumblings across the media, the All Ords did return in recent years to the old trend that 

existed from 1900 (except for a burst of growth in the mid eighties) to the GFC. The last ‘return to 

trend’ was less than a year ago. It has been there several times in the last five years! 

Chart 1: The All Ords with a long-run trend  

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

Of course, one could instead quote that capital gains over the last five calendar years was only +1.4% 

pa, or +1.2% pa over the last 10 years or +3.3% pa over the last 15! It all depends when the period of 

averaging starts and ends. I believe that the long-run trend as shown in the chart is still 5.1% pa and 

stable – plus dividends and franking credits that would add around 5% to 6% as an income stream. 
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But a market only exists when people disagree. I note that the ‘hard landing camp for China’ was well 

under way by June 2011 so they have already been wrong for over four and a half years! RBS was 

just widely reported to have circulated a note (12
th
 January) that literally says “sell everything” as most 

markets will fall by up to 20%. Remember RBS missed forecasting the whole GFC and it had to be 

bailed out by the government of the day. JP Morgan at the same time wrote which should sell every 

rally. As accountability seems to work, doomsayers when wrong just extend the same forecast 

forwards indefinitely without penalty. Just remember Steve Keen and his 40% forecast fall in property 

prices he pedalled from the nineties. 

But every forecaster should have a plan B and a trigger to call one’s forecasts off-track. It is always 

hard to be precise and complete about what would change one’s mind but it is easy to say some 

things that won’t. In Chart 2, I plot a smoothed version of the ASX 200 price index. Technically it is 

called an exponentially weighted moving average of the data with a smoothing constant of 0.06. For 

those less well versed in statistics think of it as a commonly used smoothing method. What I stress – 

and the take out from here – is that the smoothed data since the beginning of October 2015 has 

basically been flat until mid January and still relatively stable compared with many earlier times. In 

other words, few of us have enjoyed the volatility in the last four or five months but that’s all it has 

been for someone with a well thought out investment strategy. So I am not, and have not been, 

seriously worried but I have been working harder to watch and monitor my portfolio. There has to be a 

cost attached to earning above the risk-free rate and I am prepared to accept that impost. 

Chart 2: Smoothed and raw ASX 200 price index  

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

Of course other factors – too numerous to mention – might change my mind about the course of 

events but I do write about the decisions I make with my own money on my website in my ‘Woodhall’s 

Weekly’ at www.woodhall.com.au. 

But my main point is “The new normal lasts only until the old normal returns”. It is oh so trendy, and 

oh so risk free, for forecasters to call the end of a dynasty and then duck for cover when they are 

wrong! 
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Risk first, returns second 

As a result of an evolving risk-management process during the first 18 months of a geared 

strategy for investing in ETFs, the worst paper loss experienced across a two-month window 

of turmoil was only 4.8 per cent. 

Issue: April 2016 

Date submitted: 1
st

 March 2016 

 

I have written a few times for this magazine over the last two years about a geared strategy I 

developed – and, importantly, enacted – for buying the ASX 200 and the S&P 500 indexes at 

perceived lows and selling at perceived highs. For brevity, I’ll discuss the downside risk only for the 

ASX 200 part of the strategy. 

Now that I have bought 21 parcels of my ETFs since October 2014, I can write from experience about 

how my risk management process has evolved. I had a target maximum amount that I was prepared 

to borrow to invest against my home – let’s call it a million dollars. That means for me I could never 

get a margin call and, if my investment went to zero, I could my home sell and still buy a modest 

apartment or rent with the remaining equity.  Since such an extreme is so unlikely, I could not suffer 

the fate that some geared investors reportedly did during the GFC.  

I also need a figure for the maximum I am prepared to pay from other sources to liquidate the strategy 

if it gets too far underwater – let’s call it $100,000 or 10% of the maximum loan. Since I planned to 

build the position over time the $100,000 figure would have been a much larger proportion of the total 

debt near the beginning of the strategy. Of course I will start to sell the position down in steps should 

the strategy start to go awry before I am $100,000 down! 

Since my base-line market forecasts are derived using Thomson-Reuters consensus earnings and 

dividends forecasts, I will abandon my strategy should there be a material lowering of my median 

capital gains’ forecast for the index. 

My low forecast is derived from averaging the low point of a large number of stochastic simulations 

using the same 12-month-ahead forecast of capital gains and market volatility – but new daily series 

of appropriate computer-generated random numbers for each simulation. The low prediction is 

therefore, indicative of what I think is reasonable for an outcome that is still consistent with the 

benchmark capital gains’ forecast. While I could also determine a forecast interval for the ‘low 

forecast’ I prefer to consider an alternative forecast of volatility as a stress test. My base-line 12.5% 

forecast is, indeed, the long-term average volatility of the ASX 200.  

When the cluster of volatility hit the market in early 2016, I dialled up the volatility assumption to 25% 

and calculated the new low (given the same capital gains’ forecast) consistent with it. As one can see 

from Chart 1, the black-dotted low forecast line was breached very early in the year but, under the 

25% assumption, the line has held. Had that line too been breached, I would have considered taking 

some (or a lot of) risk off the table. In my opinion, volatility above 25% makes this strategy too risky. 

Had I sold at the low, I could have bought back still under the black-dotted line had sufficient order 

returned to the market. Importantly, the worst paper loss I experienced in January-February 2016 was 

only -4.8% which was well inside my sell-trigger of $100,000 stated earlier.  

The cost of servicing the debt is also an important factor in risk management. Both ETFs attract 

quarterly dividends and interest is due monthly. The cumulative net cost of the strategy (interest 

minus dividends) is shown in Chart 2 in blue along with the cumulative debt position in red. The cost 

is approximate because franking credits and tax have not been allowed for – but the scheme has 
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been approximately neutrally geared. Therefore, the strategy does not suffer from any great degree of 

regulation risk should negative gearing legislation be altered. 

From my perspective I have drip-fed a material amount of funds into the scheme that was poised near 

break-even at the end of February. So could I have just waited until then and had the same result? 

Certainly not! It is a long term strategy with bumps factored into the model – and I wouldn’t have built 

up the experience I now possess had I not started slowly as I show in the red line of Chart 2. To me it 

is always a matter of risk first, return second. But if/when the next buy and hold leg of the strategy 

begins, I am now comfortable to get set more quickly – but still with more haste, less speed! 

Chart 1: 2016 forecasts for the ASX 200  

 

Source: Thomson Reuters Datastream and Woodhall Investment Research 

Chart 2: Risk analysis for the strategy  

 

Source: Woodhall Investment Research 
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Hedging my risk 

Living with the swings and roundabouts of a strategy is one thing, but the prime minister must 

wear some responsibility for the outcomes. 

Issue: May 2016 

Date submitted: 1
st

 April 2016 

 

While our market was making a terrible start to the year, the 12-month-ahead capital gains forecasts I 

regularly produce went from strength to strength. These forecasts are derived from my calculations 

based on consensus broker-based forecasts of dividends and earning published by Thomson 

Reuters. During 2016 to date, these forecasts rose steadily from 10% to over 15%. My comparable 

forecasts for the S&P 500 rose only from 11% to 13%. As a result, it is time to update how I allocate 

my investments across those markets. 

When I add in dividends – and franking credits for Australia – my current grossed-up returns forecasts 

to April 2017 are 20.4% for the ASX 200 and 15.2% for the S&P 500. These predictions, together with 

my volatility forecasts are shown in the Table and they produce an optimised allocation of 59% to 

Australia and 41%. This allocation is a complete reversal of the weights I published in this magazine 

in mid-late 2015 because the domestic market’s forecasts were then inferior to those for the USA. 

Table: 12-month-ahead forecasts 

 

Source: Woodhall Investment Research 

Notes: Portfolio denotes the 59:41 ‘optimal’ allocations. All data to the close of March 18, 2016. 

In order to make the allocations operational I must first make some currency assumptions. Since I 

know I cannot predict the $A with any great degree of success I usually assume no-change going 

forward. However, for the last year or two I was happy to invest in an unhedged ETF (specifically IVV) 

for my S&P 500 so that I would gain from any depreciations in the $A. This strategy worked very 

much in my favour as the $A hurtled towards 68c. 

When the bounce-back started to take the $A above 72c I was happy to live with the losses 

associated in the unhedged product – swings and roundabouts so to say. But when Turnbull 

announced a probable election on July 2
nd

 I immediately started hedging by selling IVV and buying 

IHVV – the same provider’s hedged equivalent product. For my SMSF, I hedged 75% of my foreign 

exposure and 60% for my geared portfolio outside super that I also frequently write about. The 

complete allocation for my SMSF is shown in the Chart. 

I am more aggressive in my geared portfolio because I am prepared to hold for longer in that strategy. 

I need to draw down a pension in my super so I have to be less risky with my savings. I strongly 

believe that the $A will get down to at least 65c at some point – and maybe lower – but I don’t know 

when. So why did Turnbull trigger my actions? 

Commodity prices had bounced back to more sustainable levels and I thought they could go a little 

higher. My reasons for previously leaning 100% towards an unhedged exposure included my 

expectations of one or two cuts this year by the RBA and one or two hikes by the Fed. Given the need 

for independence of Central Banks, Turnbull’s actions took May (budget on May 3
rd

) and July (election 

on the 2
nd

) out of the picture – at least in my opinion. It also makes April and June less likely for 

similar reasons and even August could be too soon for RBA comfort. 

ASX 200 S&P 500

Portfolio 

(59:41)

Total returns 20.4% 15.2% 18.3%

Volatility 14.9% 13.9% 11.5%
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Chart: SMSF equity allocations 

 

Source: Woodhall Investment Research 

Q4 growth in the US came in at a revised 1.4% annualised which is hardly the stuff of requiring big 

rate hikes and Yellen confirmed that with her March speech to the Economic Club of New York. The 

US has an election in November and this contest seems far more ‘sensitive’ than normal. My 

perception of limited action by both central banks makes me think 80c is more likely than 70c in the 

near future – and even higher is possible in the next few months. But if I am wrong, all it means is that 

a large portion of my portfolio won’t benefit from the depreciation. I will still take the strong hedged 

returns I expect on the market. 

If the currency does go significantly higher from the current 76c, I will start to unwind my hedge after 

the currency starts to fall again. I might even hedge more on the way up if circumstances suggest it 

would help. And, as always, I intend to start hedging again should the $A get down to the low sixties. 

So why didn’t I hedge 100% of my foreign exposure? I know I can be wrong in my forecasts. I am just 

hedging my risk. 

  

Domestic
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Minimising ETF risk 

Hedging currency exposure and getting the best price at the top of the queue 

Issue: June 2016 

Date submitted: 1
st

 May 2016 

 

When I decided to hedge my currency exposure on my holdings of an ETF representing the S&P 500 

(reported in last month’s issue of Professional Planner), I needed to do trades first selling IVV in my 

SMSF and my geared personal portfolio and then buying an equivalent amount of IHVV – the hedged 

version of IVV. I was due to trade an amount equivalent to my entire SMSF stock holdings! Since I 

had never traded IHVV before, I approached my trading of such a large amount (for me) with some 

trepidation. 

Naturally I had been watching the bid-ask spread, the length of the queues and daily volumes traded. 

I split my trades across two days (March 21
st
 and 23

rd
) but even so I was up for buying several 

multiples of the median daily value traded in IHVV. 

The market maker (Blackrock’s iShares) has to provide bid and ask ‘orders’ for investors to trade. I 

split each day’s trade in two so as to try and get the best price at the top of the queue. I did my 

second trade on each day within an hour of the first. On both days I bought my second parcel within 2 

cents of the first with the ETF price being around $260. 

Since values of IHVV traded are often low and sometimes zero, I show my buy prices against the low, 

high and close in Chart 1. Given that it turned out I accounted for the vast majority of each of my day’s 

trades, I do not feel that I suffered because of a seemingly thin market. The market maker seems to 

be doing its job well. On March 21
st
 I got the same price as the close which was below the high. On 

March 23
rd

 I by chance got the low for the day. Note that there were no trades on March 24
th
 or 30

th 

hence no red
 
and black dashes for those days. 

Chart 1: IHVV pricing 

 

Source: CommSec IRESS and Woodhall Investment Research 
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So having got past that first test I wanted to assess what my hedging costs might be. Since IHVV is 

meant to mimic the Wall Street price while that market is closed I can only compare the IHVV close in 

Australia to the S&P 500 closing price (from about 14 – 16 hours later). There should be more 

variation in the ETF from its underlying than one should expect with my IOZ holdings that follow the 

ASX 200 during the day. I show the total returns of IHVV and the S&P 500 index in Chart 2 since 

inception (December 22
nd

 2014). 

Chart 2: IHVV and S&P 500 total returns 

 

Source: Thomson Reuters Datastream & Woodhall Investment Research 

The correspondence in Chart 2 is closer than I expected given the asynchronicity of these two 

markets. Moreover, the management costs and hedging costs have not produced a material wedge 

between the two series. But perhaps some of the costs are recovered in the bid-ask spread?  From 

causal empiricism these spreads do move around but as I write, the spread for IHVV is 0.27% 

compared to 0.06% for IVV and 0.18% for IOZ. Since I do not intend to trade often, I feel that all of 

these spreads are reasonable. 

Since I am not giving advice but managing my own portfolios, I can choose whichever provider I like. 

But for the purpose of this note, I thought I should hunt around for alternatives. I could not readily find 

any alternative to IHVV as an ETF listed on the ASX. The nearest seemed to be GGUS which is a(n 

internally) geared and hedged ETF for the S&P 500. Since I am already geared in my personal fund 

and do not want to gear in my SMSF, GGUS is not an option for me. So IHVV it is and so far so good.  

There are several unhedged S&P 500 ETFs. 

Of course, I need to at least experience trades in the reverse direction before I feel totally confident. 

But, for the moment I get all of the S&P 500 returns regardless of movements in the $A against the 

$US in IHVV. I miss out on any currency falls improving my IHVV returns – as they do in IVV – but at 

least I can’t do worse than the S&P 500 – except of course for costs. 

I will stick to my rules of trying not to trade within 30 minutes of the open or close – nor lunchtime if 

choppy. I will check the size of the queues and spreads before I trade IHVV. And I will keep my eye 

on possible currency risks. But with my expectation of close to 20% growth in total returns on the S&P 

500 over the next 12 months, I do not want to expose too much of that possible return to largely 

unpredictable currency movements.  
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Halfway forecast review 

GDP growth was out of the box for the first quarter of 2016, but largely on the basis of net 

exports Investment and consumption were far more modest.  

Issue: 07/16 (July) 

Date submitted: 1
st

 June 2016 

 

As we glide towards the mid-point of 2016, it is time to review what the market carnage from January-

February has done to ASX 200 eoy forecasts. I started the year with an eoy of 5,850. The AFR 

reported that the consensus was then 5,700 with Morgan Stanley about the lowest at 4,800 and 

Credit Suisse about the highest at 6,000. AMP reportedly cut his forecast of 5,700 to 5,500 after only 

two weeks of 2016. 

Price fundamentals should be based on earnings and our February reporting season, in my opinion, 

wasn’t too bad but it seems that some analysts are starting to trim their forecasts before we get to the 

half-way point. In late May Credit Suisse reaffirmed its 4,800 but Macquarie cut its 5,900 forecast to 

5,700. 

If markets travelled in a straight line, my end-of-May checkpoint would be 5,550 – 171 points above 

the market level. But I am reaffirming my 5,850 eoy as shown in Chart 1 – which is an update of a 

chart I often provide in my Professional Planner contributions. Indeed, the green (end-May) update 

has the cross almost coincident with the black Jan 1 forecast. But the forecast ‘High’ for 2016 has 

been cut from 6,150 to 6,050 as there is now less time to run until New Year’s Eve. Similarly, the 

‘Low’ for the rest of the year at 5,250 is well above the 5,100 Jan 1 forecast. The dash-dot line is the 

forecast Low under a ‘high volatility’ regime of 25% rather than the ‘normal’ dashed line set at 12.5% 

volatility (as I discussed in the April issue of Professional Planner). 

Chart 1: ASX 200 forecasts for 2016 with updates 

 

Source: Thomson Reuters and Woodhall Investment Research 

My new eoy happens to be the same as the Jan 1 forecast because my forecast of capital gains for 

the rolling 12-month period has risen from +10.9% on Jan 1 to +14.8% at the end of May. So how 

does this analysis square with those who have cut their forecasts? 

The narrative that seems to have been accompanying forecast downgrades seems to focus on recent 

cuts in earnings. Since my forecasts are based on recent earnings and consensus forecasts for one, 

two and three years ahead I can only surmise that other analysts are trimming their forecasts of the 

future by more than consensus. In my modelling, a cut to current earnings without a commensurate 

change to future earnings makes forecast growth faster rather than slower!  
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For regular readers who have been following my geared strategy on the ASX 200 and the S&P 500, it 

is business as usual. All of the ‘buys’ are shown in Chart 2 in red and are ‘in the money’ – in spite of 

the market having moved sideways. The strategy was finalised at the end of FY14 but the first buy 

signal – given by the ‘Low’ dashed line – did not come until mid-October 2014. Clearly, if the forecast 

high dashed line in Chart 1 is breached – making a sell signal – a nice little profit will have been 

recorded. 

Chart 2: ASX 200 index and buy points 

 

Source: Thomson Reuters and Woodhall Investment Research 

But one thing does worry me. I have noted a disturbing trend in the changes in full-time employment 

that I haven’t seen being discussed anywhere. At the end of May, the last three changes in trend full-

time employment were negative. Another number will be published by the end of FY16. I think – or is 

it hope – that the RBA will act swiftly enough with a couple of rate cuts – and the sooner the better. 

GDP growth was out of the box for Q1 but largely on the basis of net exports. Investment and 

consumption were far more modest. 
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Half-time score: Brokers 3 – Critics 0 

Although past performance is not a reliable predictor of future performance, it is still preferable to 

rely on consensus brokers forecasts rather than individual brokers or a dartboard. 

Issue: 08/16 (August) 

Date of submission: 1st July 2016  

 

We started 2016 with a collapse and in oil and iron ore prices. We had jitters over Fed policy. And we 

had the run-up to ‘Brexit’ and its aftermath. So how did we fare by half time and where might we head 

on the ASX 200 in the remainder of 2016? 

We started 2016 with the index at 5,296 and our predictions for the year were for an eoy of 5,850, a 

forecast high during the year of 6,150 and a forecast low of 5,100 under normal volatility conditions. 

Our high volatility assumption produced a forecast low of 4,750 – and we certainly experienced high 

volatility! Depending on how quickly our current estimate of underpricing gets eroded, 2016 looks like 

ending at 5,700 or higher. But we now have FY17 ending at 6,150!  

But the market has been so mixed in 2016. Five of the 11 sectors produced a y-t-d total return of 

around 10% or more. Financial-x-REITS really held back the market with a total return of -9.4%. The 

accumulation index did +1.1% in six months. So how did portfolio construction and stock-picking 

travel? 

I produce three new portfolios each month: Conviction, Yield and Octane. Each has different sectoral 

allocations that depend upon broker forecasts of earnings and dividends together with my estimates 

of sectoral volatilities. Stocks are chosen on the basis of consensus recommendations of buy-hold-

sell – augmented by a yield overlay for the Yield portfolio. The formulae relating all of these data do 

not change over time!  

In the first six months of 2016, the Conviction portfolio beat the index total return by +4.0%. 

Coincidentally, the Yield portfolio also beat by +4.0% and the Octane portfolio beat by +7.9%. There 

is usually little overlap between the stock elections across portfolio styles and these portfolios were no 

exception. 

Of course we can judge little by only one six-month run. In the Chart I show 18 consecutive 

(overlapping) performance data - each for a 12-month holding period but rebalanced once during that 

period – after six months. It was never intended that an investor would rebalance every month but 

new money might as well take the ‘freshest’ portfolio at the time. 

Chart: 12-month total returns from different staring points 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 
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Naturally the Octane portfolio that is drawn from the top 200 is expected to be more risky. The 

Conviction and Yield portfolios are skewed towards larger capitalisation stocks. Yield is tilted towards 

high-yield sectors and stocks with expected high yields. Conviction is more of an across-the-board 

allocation to blue chips with no specific reference to yield. 

Perhaps surprisingly, the 18 Conviction portfolios beat the index in all but three cases; the Yield only 

missed in two cases and the Octane missed in three cases. Given the variety of shocks that have 

bombarded the market over the last two and a half years, I concluded that this evidence is a 

resounding vote of success for the often maligned broker forecasts! I summarise these results in the 

Table showing the Information Ratios (IR) – which are the ratios of the average outperformance to the 

volatility of those outperformances. 

Unsurprisingly, the Octane portfolio has the lowest IR but it is still a respectable 0.75. The Yield 

portfolios beat the index by 10.0% with a strong IR of 1.56. While we all bleat that past performance is 

not a reliable predictor of future performance, I prefer to rely on consensus broker forecasts rather 

than individual brokers or a dartboard! 

Table: Information ratios from data in chart 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

Of course, the portfolio construction methodology hopefully also deserves some credit but it is very 

difficult to separate the two components of portfolio building in a performance sense as they are 

closely related. Given the allocations are based on the also often maligned broker forecasts of 

dividends and earnings, I claim that these brokers were consistently very lucky or they do indeed 

know something! 

We have more Brexit noise to navigate in the second six months – as well as maybe a Fed rate hike 

at the end of the year and continual speculation by some that there are recessions lurking around 

every corner. But, as a long-only investor, the best I can aim for is to beat the index. My current 

preferred blend of 50% Yield and 50% Conviction is well ahead at the half-way point. Given I am 

expecting the index to cross over 6,000 during FY17, I’ll accept the bumps along the way backed by 

the army of brokers who report their forecasts to Thomson Reuters.  

Of course I don’t care if the individual performances of the broker forecasts are correct to build a 

portfolio – I just need the relative performance of the earnings that make up my sector forecasts to 

produce a solid sectoral allocation – and the relative consensus recommendations of stocks within 

each sector. So, to me, it’s Brokers 3 (earnings, dividends and recommendations) – Critics 0 at half 

time. 

For those readers who want a convenient location to read my previous Professional Planner articles 

on related background topics since the start of 2009, please go to my website 

(www.woodhall.com.au) and the Market Updates tab. 

 

 

  

Statistic Conviction Yield Octane

Average outperformance 4.4% 10.0% 6.7%

Volatility 4.0% 6.4% 8.9%

IR 1.08 1.55 0.75

http://www.woodhall.com.au/
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The day I nearly lost the plot 

When a “clever” sharemarket strategy seemed like a good idea at the time but actually turns out 

to be dead in the water. 

Issue: September 2016 

Date of submission: 1st August 2016  

 

Imagine my feelings when the ASX 200 rocketed up in July and my ‘clever’ strategy of buying an ETF 

on the dips still looked a bit dead in the water! 

Like one should, each week I plotted my ‘buy points’ against the ASX 200 and felt good. I plotted one 

such chart in the July issue of Professional Planner. Just a glance at that chart said to me, it was a 

good plan at that time but not great. I bought IOZ, my preferred ETF, on the dips defined by me in 

earlier contributions to this magazine. 

But it came time to reconcile my positions at the end of the year and I looked at my trades compared 

to the price of the ETF. Most of them were slightly underwater! My pricing signals are based on the 

ASX 200 and not the ETF. I just assumed the ETF hugged the index close enough – as the unhedged 

S&P 500 did in my June article in this magazine. 

I’ve plotted the trades against the ETF itself, rather than the benchmark, in Chart 1. As you can 

imagine, before the July run-up, most trades were underwater. I know there is a risk that an ETF can 

wander from its benchmark NAV (Net Asset Value) as, indeed, the ASX website warns us. But by that 

much! I focused on price rather than total returns as I usually would because I planned to use the 

yield to pay the interest on this geared portfolio. In Chart 2, I redo Chart 1 as an accumulation index – 

the plot I nearly lost! 

Chart 1: ‘IOZ’ ETF price and my buy points. 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 
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Chart 2: ‘IOZ’ ETF accumulations index and my buy points. 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

What has happened is that, in FY2016 in particular, the ETF underperformed the benchmark in capital 

gains by a substantial amount but it outperformed in yield. Naturally I went to other ETF providers on 

this benchmark and found that, from time to time, their ETFs wander too. It so matters from where 

returns are measured. There are publications of NAVs and ex-div dates’ action to contend with. 

This observation makes me wonder if I can build a pricing signal to tell me which ETF is currently 

mispriced. I’m not quite there yet but diversification across ETFs is one easy way to go while I think. 

So the return on my strategy as an internal rate of return on capital gains alone was +2.7% pa since 

inception to the end of July. But it was a handsome +10.0% pa when dividends are included. No 

negative gearing here! And, unlike with S&P/ASX accumulation data, I entered the dividends when 

they reached my account and not when the ETF went ex-div.  

But what is the appropriate benchmark for my strategy? I was ready to invest on July 1, 2014 but my 

signals told me to wait. It also kept me out of the market on the big run to 6,000 in early 2015. There 

is no straight answer but, if I invested on July 1, 2014 and held, I would have made +6.2% on total 

returns. That will do me. 
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Life after the High-Yield play 

There is no point in sticking with a pure yield play if capital losses are likely to swamp that 

yield – as they have in seven of the past 14 years. 

Issue: 10/16 (October) 

Date of submission: 1
st

 September 2016  

 

My SMSF equity portfolio is coming up for an annual rebalance. I would have done a mid-year 

rebalance in May 2016 had the horizon for high-yield stocks been clearer. On November 2
nd

 2015 I 

chose to allocate half of my equity exposure to a High-Conviction portfolio and half to what I call a 

Hybrid-Yield portfolio – which is a dynamic mix of conviction stocks across the spectrum but with a 

very strong tilt towards yield. In November I was already leaning away from yield but not quite ready 

to abandon it. 

In Chart 1 I show an update of a chart I published here last year. After four stellar years (2011 – 2014) 

of the composite ‘High-Yield sectors’ (Financials, Property, Telcos and Utilities) over the ‘Other’ seven 

sectors, the pure high-yield play started to wane in 2015. The year 2016 to date has been a disaster 

for the pure high-yield play as can been seen from the last bar in Chart 1. High-yield sectors 

collectively returned 0.0% while ‘Other’ returned +16.4% (both including dividends) making a -16.4% 

excess total return. Over the same period, the ASX 200 returned +7.2% while my composite portfolio 

returned +11.5%. 

Chart 1: Excess total returns on ASX 200 – ‘High-Yield’ over ‘Other’ sectors 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

Note: 2016 is year-to-date at close 19
th
 August 2016. 

These performance results show that the capital losses in the high-yield sectors erased the entire 

yield component in 2016. After tax and inflation, such a play went backwards. My portfolio did not 

suffer as badly from the High-Yield results because my Hybrid-Yield version of yield includes stocks 

from ‘other’ sectors providing the relative risk-return forecasts warrant it, and the yields are 

reasonable. I show the allocations at the start of the period in the left panel in Table 1 which are 

aggregated into High-Yield sectors and ‘Other’ in Table 2. 
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Table 1: Sector Allocations 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

Table 2: Allocations across aggregated sectors 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

As it turned out, there was not a great difference between the Conviction and Hybrid portfolio 

allocations in late last year. It so happened that the allocations to Financials (that contain the big four 

banks) were remarkably similar. Indeed, from Table 2, there is only about a five percentage point 

additional allocation to the High-Yield sectors in the Hybrid portfolio (5.1% = 64.8% – 59.7%). Of 

course, the stocks within each sector may be different and were. 

I am not convinced about a possible bounce back in the performance of the High-Yield sectors. My 

calculations based on broker forecasts show an expected +6.4% capital gain for High-Yield over 

13.5% for ‘Other’ over the next 12 months – and that includes a compensation for a current +3.3% 

over-pricing in ‘Other’. The expected yield on High-Yield is 5.8% compared to 2.8% on other. 

When I compare the November 2015 allocations to the latest from August 1
st
 2016 in Tables 1 and 2, 

there has been a distinct shift away from Financials and High-Yield in aggregate for the Conviction 

portfolio – the Hybrid portfolio is constrained to at least be market weight in each of the four High-

Yield sectors providing sufficient quality stocks can be found. Telcos didn’t get any allocation in the 

latest Hybrid portfolio because the consensus recommendations didn’t pass muster! The expected 

yield for the Hybrid portfolio is 5.6% while it is 3.6% for the Conviction. 

On this basis, I am now going to sell out of my Hybrid portfolio and into a rebalanced Conviction 

portfolio as soon as the impact of reporting season seems to have settled down. But whichever way 

you slice and dice it there is no point in sticking with a pure yield play if capital losses are likely to 

swamp that yield – as they have in seven of the last 14 years (Chart 1). 

  

Sectors

Conviction Hybrid Conviction Hybrid

Energy 5.5% 6.6% 4.8% 0.0%

Materials 11.2% 0.0% 17.8% 26.3%

Industrials 9.9% 12.0% 10.1% 0.0%

Discretionary 5.6% 6.8% 3.1% 0.0%

Staples 0.0% 0.0% 8.7% 12.9%

Health 8.2% 9.9% 9.2% 0.0%

Financials 40.3% 41.4% 27.4% 45.2%

Property 9.7% 11.7% 8.8% 10.8%

IT 0.0% 0.0% 0.0% 0.0%

Telco 6.8% 8.2% 6.9% 0.0%

Utilities 2.9% 3.5% 3.3% 4.9%

November 2015 August 2016

Sectors Conviction Hybrid

Nov-2015

High-Yield 59.7% 64.8%

Other 40.3% 35.2%

Aug-2015

High-Yield 46.5% 60.9%

Other 53.6% 39.1%
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Can more SMSF risk lead to a better retirement 

outcome? 

From “ugly” returns to “good” returns and everything in between. You may not need to push 

the self-managed super fund risk envelope to the limit, but just far enough. 

Issue: 11/16 (November) 

Date of submission: 1
st

 October 2016  

 

With super fund limits set to come in, and life-spans lengthening, I am considering taking on more risk 

in my SMSF to pay for a hopefully long and happy tax-free retirement. 

In the 08/16 issue of this magazine, I showed some performance statistics for three different portfolio 

constructions of mine. One of these, the High Octane, has done well but with more risk. Is it too much 

risk for my SMSF? 

Each month since February 2014 I have produced a new portfolio that is designed to be held for 6-12 

months before being rolled into a new Octane portfolio. For reasons of space, I am only going to 

consider the three February portfolios for 2014-2016 joined together. I think this experiment gives a 

reasonable view of what other portfolio combinations did. 

After choosing sector weights and numbers of stocks based on my risk-return forecasts, I populate 

the sectors with stocks having the best broker recommendation scores from the top 200. Often, but 

certainly not always, these selections come from the Small Caps’ end of the ASX 200.  

The three portfolios had 21, 17 and 22 stocks, respectively. The number of stocks depends upon my 

predicted Sharpe ratio for each sector. Again for brevity, I have only shown the five worst and five 

best performing stocks from each portfolio in Table 1. 

Table 1: Capital gains of selected stocks 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

Note: 2016 is year-to-date at close 16
th
 September 2016 here and elsewhere. 

There are some pretty ugly returns in Table 1. That is what I mean by high risk. But there are also 

some pretty good ones. So what about on balance? In Table 2, I show the capital gains for the three 

Octane portfolios under ‘Normal’ against those for the ASX 200. 

Table 2: Capital gains of indexes  

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

BRU -79.3% SGH -90.8% EHE -54.8%

SVW -33.2% WSA -53.6% CVO -30.4%

KAR -32.9% SPO -44.2% KAR -23.7%

DCG -32.8% GXL -20.6% VOC -10.3%

FXL -27.7% SKI -5.4% MMS -6.3%

FDC 34.2% CSL 22.6% SDF 54.6%

MTU 48.4% VED 23.7% IGO 56.8%

LLC 57.6% OFX 24.8% MYX 59.0%

RMD 59.1% VOC 30.6% FBU 60.5%

MFG 76.5% AOG 33.2% BSL 61.9%
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Portfolio Normal Stop-loss ASX 200

2014 17.5% 22.6% 8.4%

2015 2.5% 7.6% -10.3%

2016 11.6% 10.2% 5.0%

Octane
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As it turned out, each of these portfolios did very well in spite of the big losses shown in Table 1. 

Some of the benefits come from diversification over reasonable numbers of stocks. But the relative 

ability of brokers to pick winners has to have played a big part. 

The question I posed to myself was whether I would have the nerve to hold the losing stocks until the 

scheduled rebalance. I made an arbitrary decision to sell to cash any stock (in a hypothetical sense) 

that had fallen 20% more than the ASX 200 on the following day. When I did that, I got the numbers 

under the stop-loss column of Table 2. 

In 2014 and 2015, this stop-loss strategy would have added another 5% or so. But in the shorter 

2016, the stop-loss strategy underperformed the buy-and-hold strategy. The reason for that is that 

one of the stocks in 2016 triggered the stop-loss and then rallied to make a gain by the end of the 

period. 

When I joined the three portfolios together – for the stop-loss strategy, I got the price indexes shown 

in Chart 1. In a relatively flat market, this modified Octane portfolio did really well without too many 

sharp falls along the way. 

Chart 1: Comparison of Octane stop-loss index with the ASX 200 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

There are many other considerations to analyse – such as six-month rebalancing, other stop-loss 

rules (such as measuring falls from recent peaks), and start points. So far I have found enough 

support to decide to put part of my SMSF into such a portfolio starting this year! I don’t feel the need 

to push the risk envelope to the limit – just far enough to add to my conviction returns now that the 

yield play has been buried. 

For those without access to my sector weights and stock numbers, back-testing something closer to 

market cap weights might prove fruitful. 
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Strategic or Tactical?  

As the end of the year approaches, reviewing progress and successes – and failures – is an 

important part of preparing for next year. 

Issue: 12/16 (December 2016 – January 2017) 

Date of submission: 1
st

 November 2016  

 

As we glide into the end of 2016, it is time to take stock of what we all achieved (or didn’t) from our 

investments and whether we think we have a good plan for 2017. There is a lot at stake even if we 

confine ourselves just to investing in the ASX 200.  

S&P took over the ASX 200 index calculations in 2002. If we had invested $1,000 then in the ASX 

200, it would have grown to $3,310 at the time of writing if dividends were re-invested – but not 

franking credits. However, if we had, by chance, chosen the best sector at the start of each year, that 

amount would have been $59,680. On the downside, stringing together the worst sectors would have 

resulted in a paltry $190 after 14 years.  

While the extremes could not have reasonably been foreseen, it is possible to beat the index. As it 

turns out, spreading the initial $1,000 equally across all 11 sectors would have resulted in $4,050 – 

comfortably above the $3,310 market index. Importantly, such an equally-weighted index would have 

led the market-weighted index in the ASX 200 every year along the way. That is a feasible strategy 

and some ETF providers now offer equally-weighted index solutions. 

I show the historical averages over the 14 calendar years (2016 is year to date) for the 11 sectors and 

the broader index in Table 1. ‘Ratio’ is the average return divided by volatility to give a measure of the 

risk-adjusted return. Healthcare is a standout. Not only does it have the highest historical average 

return but one of the lower volatilities. Only three of the 14 years produced a negative return in Health 

and the worst return in any year was -9%. That growth has produced a doubling of the sector weight 

in the index over the period! 

Table 1: Historical total returns and volatility by sector of the ASX 200 

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

Note: 2016 is year-to-date at close 18
th
 October 2016 here and elsewhere. 

 

The Utilities, Staples and IT sectors also have high ‘Ratio’s. It is relatively simple for an investor to 

produce an equal sector weight portfolio – or a market cap weighted portfolio by selecting a few blue 

chip stocks in each sector to an appropriate monetary value. Current market cap weights are given in 

column 1 of Table 2. 

 

 

 

 

Statistic Energy Materials Industrials Discretionary Staples Health

Return 11.6% 11.7% 9.6% 9.0% 11.8% 17.8%

Volatility 26.1% 27.7% 19.5% 25.5% 17.1% 18.3%

Ratio 0.45 0.42 0.49 0.35 0.69 0.97

Statistic Financials Property IT Telcos Utilities ASX 200

Return 12.1% 8.7% 15.6% 9.9% 13.0% 10.7%

Volatility 22.4% 22.5% 22.6% 17.7% 16.0% 18.8%

Ratio 0.54 0.39 0.69 0.56 0.81 0.57
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Table 2: Capital gains of indexes  

 

Source: Woodhall Investment Research and Thomson-Reuters Datastream 

Regular readers will be aware that I create portfolios each month using updated proprietary forecasts 

of return and volatility. In Table 2 I show the current optimised weights for one such tactical strategy. 

Here I constrain the optimised weights to be in a range of 50% to 150% of the sector weight in column 

1. Most fund managers would consider this latitude to be very wide indeed. I have used these tilts 

here to emphasise the difference between market weights and a possible tactical strategy. 

I used exactly the same optimisation procedure as I did to produce the tactical weights in Table 2 but 

this time I used the historical returns and volatilities from Table 1 for my strategic weights – along with 

correlations based on the same annual data. 

Perhaps unsurprisingly, the strategic and tactical weights for Health are both on the upper bound of 

150% of the 7.1% market weight. The same is true for Energy, Staples, IT and Utilities – and almost 

so for Telecom. 

On the other side both strategies produce weights on the lower bound for REITS (Property Trusts). 

That leaves only four sectors where the Strategic and Tactical weights materially differ (Materials, 

Industrials, Discretionary, and Financials (ex REITS)) 

The strategic weight for Financials is a little overweight (compared to the market) but well short of the 

upper constraint of 150% of the market weight. The tactical weight is below market but above the 50% 

bound. Financials have historically been a good investment but recent times have seen the big banks 

under a cloud of seemingly having fewer growth options. 

Materials, which have been on the nose in recent times are underweight using both optimisations but 

the tactical strategy is getting close to market weight. Industrials and Discretionary are both on the 

lower bound for strategic weights but the upper bound for tactical. 

Market weights occur because of the specialisation of industrial structure in this country – and the 

propensity to list. Strategic weights reflect risk and return – at least to some extent – and evolve very 

slowly over time. Tactical weights can change quickly and even the best optimisation processes can 

move in the wrong direction. One way of dealing with these portfolio risks might be to use the 

strategic weights as a core portfolio and the tactical weights for a satellite portfolio. I happen to 

choose a 100% tactical solution but some may be happy with a satellite of 10% - 20% - or even 0%. 

But whatever mix one chooses, we should at least be aware of the tilts we are taking. 

 

  

Sector Market Strategic Tactical

Energy 4.0% 6.0% 6.0%

Materials 15.6% 7.8% 12.7%

Industrials 7.1% 3.5% 10.6%

Cons Disc 5.2% 2.6% 7.8%

Cons Staples 7.2% 10.8% 10.8%

Health Care 7.1% 10.7% 10.7%

Fin-x-REITS 36.0% 41.5% 24.0%

REITS 8.3% 4.1% 4.1%

IT 1.3% 1.9% 1.9%

Telecom 5.0% 7.1% 7.4%

Utilities 2.5% 3.8% 3.8%
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“Nobody expects the Spanish Inquisition!” 

Not yet available 

Issue : 02/17 (February) 

Date submitted: 16
th 

December 2016 

The hilarious Monty Python sketch, from which this title is borrowed, made a strong case for not 

expecting these comedians to burst into our everyday lives. But the same should not be said about 

the Brexit or Trump results. 

It is true that both elections resulted in wins by the underdogs – but not by that much. Polls varied in 

the run-ups but there were plenty of 52-48 counts near the elections and some were even closer. So 

how, in two horse races, can so-called experts be blown away by the results? Surprised – yes – but 

both horses have a chance of winning as any gambler on the gee-gees will tell you. 

When it comes to investing, it is never (or at least it should be never) about picking a winner. It is 

about maximising our risk-adjusted returns. We diversify. Diversifying on a binary outcome can be 

very simple. Go partly to cash a few weeks before, say, the presidential election. If Clinton had won, 

not much would likely happen on the markets. When Trump won, an over-reaction should have been 

expected – and we got one. That we got a beautiful rally right after was a big bonus for those who 

bought in on that Wednesday, 9
th
 November. Not having cash on hand at those times can be 

extremely frustrating. 

Brexit exhibited the same pattern. And it seems likely there will be more unexpected binary outcomes 

to follow in 2017 – not least of which in European elections; occasional Federal Reserve meetings; 

and our own RBA announcements. The timing in each case is known precisely. 2017 seems likely to 

have a few more short dips in the market whenever the underdog gets up. If the underdog loses – just 

get back in for no gains or small opportunity losses. 

But there are more unpredictable big risks than these event risks. It seems that 2016 – particularly in 

the latter half – was plagued with massive one-day falls in individual stocks. A number of stocks were 

trading on very high P/E ratios so they were hit particularly hard when bad – or even moderate – news 

hit the wires. All of the one day falls in excess of 15% are given in the Table from the stocks existing 

in the ASX 200 at the end of 2016. Our biggest losers! 

Table: Biggest one-day losses in 2014, 2015 and 2016 on the ASX 200 

 

Twenty five stocks made this cut in 2016, but only 20 in 2015 and 13 in 2014. When I focus on 25% 

falls in one day, there were six in 2016, three in 2015 and only two in 2014. I see this as an 

increasingly important risk because it was not just news that caused the falls but the knock-on effects 

to similar stocks, e.g. Vocus and TPG in Telecommunications. Bellamy’s result affected a number of 

Rank Stock Fall Stock Fall Stock Fall

1 BELLAMYS AUSTRALIA -44% SIRTEX MEDICAL -55% NAVITAS -31%

2 OFX GROUP -42% SPOTLESS GROUP HOLDINGS -40% REGIS RESOURCES -25%

3 SIRTEX MEDICAL -37% REGIS RESOURCES -27% TREASURY WINE ESTATES -20%

4 APN OUTDOOR GROUP -35% GENWORTH MGE.IN.AUS. -23% OFX GROUP -19%

5 ASALEO CARE -30% MYER HOLDINGS -21% EVOLUTION MINING -19%

6 ISENTIA GROUP -27% VIRTUS HEALTH -20% BREVILLE GROUP -19%

7 VOCUS COMMUNICATIONS -24% ARDENT LEISURE GROUP -19% NORTHERN STAR -18%

8 NINE ENTERTAINMENT -24% SIMS METAL MANAGEMENT -19% SARACEN MINERAL HDG. -18%

9 SYRAH RESOURCES -23% RESMED CDI. -18% ALS -17%

10 TPG TELECOM -22% ALS -18% METCASH -16%

11 ANSELL -21% FLEXIGROUP -18% INDEPENDENCE GROUP -16%

12 BLACKMORES -19% METCASH -18% MAYNE PHARMA GROUP -16%

13 CIMIC GROUP -19% ORICA -17% GALAXY RESOURCES -16%

14 HEALTHSCOPE -19% GWA GROUP -17%

15 SEVEN WEST MEDIA -18% GALAXY RESOURCES -17%

16 FLEXIGROUP -18% SANTOS -16%

17 MONADELPHOUS GROUP -18% OIL SEARCH -16%

18 SUPER RETAIL GROUP -17% NINE ENTERTAINMENT -16%

19 BEGA CHEESE -17% ANSELL -16%

20 REGIS HEALTHCARE -17% RESOLUTE MINING -15%

21 ESTIA HEALTH -17%

22 HENDERSON GROUP CDI. -16%

23 MAYNE PHARMA GROUP -16%

24 ST BARBARA -15%

25 SKY NETWORK TV. (ASX) -15%

2016 2015 2014
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‘dining’ boom companies facing China. Of course the speed of these falls means that it is difficult to 

get out of them before much of the damage has been done. 

I wrote in the previous issue of this magazine that one way of trying to deal with biggest losers is to 

have an implicit stop-loss order and sell the laggards to cash (and quickly as possible). But one 

investment strategy caught my attention today for the wrong reasons. An adviser on TV today 

suggested buying an ETF as a “core” and then adding a “few” stocks as satellites to create alpha 

opportunities. While I happily invest in ETFs for various reasons, I would not recommend buying a 

“few” smaller stocks such as those listed in the Table to create satellites. 

Before hand we have no idea how savagely these stocks (or which) would be hit. But if we have a 

“reasonable number” of stocks – say 15 to 25 in these market conditions – no one stock can have a 

profound effect on alpha as there are many others in the portfolio potentially to offset any big losses. 

In calmer time such as 2014, it might have been easier to justify 8 – 12 stocks but rarely less than 

that. Otherwise, why not just invest in the ETF? 

I am expecting to be a bit more active in 2017 than I was in 2016. Our labour market statistics on full-

time employment is disturbing to say the least. I think rate cuts will be needed – at least down to 1%. 

The Fed might feel liking hiking rates but the Trump effect will not hit the real economy until 2018. And 

those European elections! I’ll be going to cash (up to 20%) whenever the media hits fever pitch – and 

I’ll be looking to manage my geared portfolio I keep writing about in this magazine to try to keep the 

annualised returns in double digits for another year. 

 


