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Fiscal stimuli worldwide may have averted the worst economic scenarios.
However, they are expensive — “Uncle Sam is running out of money”.

Andrew Hunt comments on the improvement seen in world markets. And how

this is likely to be temporary.

Peter Lynn shares his thoughts this month on Strategic Asset Allocation
methodologies. And concludes that the key is to agree your risk and return

objective.

Overall, a continuation of challenging times for investors.

May 2009

Greg Campbell
Managing Director

Taking a Holiday from Austerity

A quick trip to the US last month revealed
numerous points of interest. Firstly, and least
positively, the horse-trading, politicking and general
level of nastiness surrounding the budget process
for the various financial bailouts that have so far
been mooted is at least as severe — and downright
Machiavellian — as at any other time in recent
history and it is now clear that Capitol Hill has little
more stomach or ability to pass further ‘bailout
bills’. It seems that the much hyped Obama fiscal
response and the various Paulson and Geithner
rescue plans have exhausted not only the country’s
ability to finance these programmes but probably
the politicians’ ability to pass them as well. The
US private sector is, therefore, effectively now on
its own with regard to deciding its own future — it
seems that Uncle Sam is now running out of money
despite the Fed’s efforts at “printing more”, as the
rather twitchy behaviour of the Treasury bond
markets has been signalling for some time now.
Despite signs of potential price deflation in the
economy and the Federal Reserve’'s promise to
start buying bonds, government bond prices are
drifting lower at present, a rather worrying trend
that will potentially increase borrowing costs across
the economy at a most inopportune moment.

As for the situation within the US private sector
itself, we find two quite opposing trends at present.
In the short term, US households are evidently
pleased to have simply survived the tumultuous
events of the final quarter of last year and to have
succeeded, despite the awful economic
environment, in the task of raising their cash flow
into positive territory for the first time in over a
decade. After years of deficit spending (i.e. total

expenditure was well above
post tax income receipts), US
households are now in
aggregate saving once again,
although the cost of this
transformation in their
financial position was of
course an unprecedentedly
weak level of consumer
spending in the economy
during late 2008.

Andrew Hunt
International Economist

USA: Household Borrowing

USD billion quarterly annualised
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Perhaps unsurprisingly, households chose to use
their new-found “positive free cash flow” to pay
down some of their debt in the closing months of
2008 and this achievement (the first net debt
repayment by the sector in three generations),
coupled with the promise of tax cuts and an
increase in government spending from Obama’s
existing fiscal package, seems to have encouraged
households to feel a little better about life and



spending at present. Consequently, they have now
stopped reducing their level of expenditure, with an
obvious and seemingly positive impact on the retail
sales data. In fact, we have seen some signs of a
modest revival in spending within the economy and
this event has unsurprisingly led to an obvious
pickup in investor sentiment. In reality, we doubt
that the ‘consumer revival’ will exert a significant
impact on actual production trends (or, more
particularly, on employment trends) in the
economy, since it seems that the majority of the
increase in sales will likely be
supplied from existing
inventories of unsold goods but

“Such ‘holidays’ are

financial over exuberance of recent years, US
consumers must endeavour to save even more and
this action will ultimately cause a further bout of
economic weakness, potentially as early as the first
part of next year. However, as if to prove that
economic variables rarely move in straight lines, it
seems that the US household sector has taken a
quick break in its austerity programme, a break that
the equity markets have naturally welcomed. Such
‘holidays’ are not without precedent; a similar
‘rebound’ in Japan’s then still debt-ridden economy
in 1993-1994 had many
convinced that interest rates
would have to rise in the near

nevertheless even this will be a not WlthOUt term in order to prevent the
useful event for the US’s now economy overheating but, in
cash-strapped corporate sector. preced ent” reality, the need to raise

Unfortunately, as we note

above, even this relatively

modest ‘improvement’ in the economy has come at
the expense of a stalling in the on-going and much
needed process of raising the savings rate.
Although US households are now modestly cash
flow positive and able to repay some of their
existing debts, they are not yet generating sufficient
free cash flow to be able to retire enough debt to
repair their balance sheets to any significant extent.
Hence, negative home equity and high debt ratios
remain common place and, if the household sector
is to make headway in repairing its still weak
balance sheets, then it will need to save even
harder. Consequently, we believe that the current
vacation from austerity can only be a temporary
event.

USA: Household Savings Rate
quarterly, % dis. income
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private sector savings rates in
the medium term ensured that
Japan’s economic revival of
1993-4 proved to be nothing more than a bump on
the road to sustained economic weakness,
although the optimism that it generated was
sufficient to cause a classic bear market rally, a
rally which saw a temporary but powerful forty
percent rise in equity prices in late 1993. Having
just visited the US, we were struck by the
similarities which exist in that country compared to
the situation that prevailed in Japan during its own
austerity period.  Consequently, we feel that
although the current US equity rally may have a
little further to go, we also suspect that as the
prospects for 2010 begin to disappoint, investors
may face a more challenging time as 2009 draws to
a close.

Andrew Hunt, London

Unfortunately, when the sector does finally seek to
move its savings rate up to the 8-9% rate that we
calculate is necessary, it will likely be doing so
against a background of still very weak labour
market conditions, even weaker wage trends and a
lack of Federal assistance, given the authorities’
own now more pressing financial constraints. In
fact, we estimate that in order to raise the savings
rate back up to the 8-9% that we believe is
necessary, consumers may have to cut
consumption spending by a further $700 billion or
more. Such a reduction in the level of spending
would seem likely to result in a return to recession-
like conditions and we suspect that this ‘second
stage’ of the slowdown will occur during early 2010.

It seems that in order to repair their balance sheets
and to correct their (admitted officially encouraged)

For vour diary:

Andrew’s August visit to New Zealand is planned
as follows:

Wednesday 5" Breakfast in Auckland
Lunch in Christchurch

Thursday 6™ ASFONZ Forum speaker

Friday 7" Breakfast in Wellington

Details to follow.




Strategic Asset Allocation — The Most Important Decision

It is about this time of the year that | start thinking
about the strategic asset allocation (SAA) of our
Balanced Fund — actually, | think about it all the
time, but | start formally addressing it in the middle
of each year. My philosophy is that the SAA (or the
benchmark mix, as it is often called) should be
properly reviewed every year. That does not
necessarily mean that it gets changed every year,
but it needs to be formally reviewed.

Of course, it should also be reviewed in the light of
changing environments as well — the deteriorating
environment in 2008 was a good example.
Fortunately, last year the realization of a worsening
environment coincided with the timing of our formal
review, so | was able to cover that off as well.

Anyone who reviews the asset allocation more
frequently than annually (with the exception of
extraordinary changes in the market environment)
is bound to be engaging in what is called tactical
asset allocation. TAA is basically guessing which
asset classes are going to outperform others in the
short term. Given the difficulty of calculating
market turning points
(how many got the peak
of equity markets right in
2007, how many
predicted the global
property volatility in 2008
and when will the equity
bottom occur, or has it
done so already?), |

process. Basically, you have
a long term structural position
that would barely alter over,
say, 10 years and then each
year tinker around the edges
to reflect the prospects for
each asset class over the next
three to five years.

Just how important is SAA to
a fund’s overall performance?
Well, it is often quoted that it

Peter Lynn, CFA
Head of Strategy

is responsible for 90% of a
fund’s return. This is actually a misquote from the
seminal 1986 paper on portfolio attribution by
Brinson, Hood & Beebower, where they stated that
across many US pension funds, the SAA was, on
average, responsible for 90% of the variation in the
fund (that is, the volatility). There was another
paper written in 2000 by Roger Ibbotson and Paul
Kaplan titled “Does Asset Allocation Policy Explain
40, 90, or 100 Percent of Performance?” The
conclusion was that it determined 40% of the
variability between funds, 90% of a fund’s variability
over time and slightly more
than 100% of a fund’s total

“Forecasting is very return.
difficult, especially if it’'s
about the future”

Edgar R. Fiedler, US economist

In the case of the Tyndall
Balanced Fund, the gross
return since 1 October
2002 (the inception date of
the fund in the Tyndall

have yet to meet anyone

who can do this successfully on a consistent basis.
Sure there are some who claim to be able to do it,
but it is questionable whether any success they
have is due to luck rather than any skill. No-one
seems to be able to consistently do it successfully
over a multi-year period.

SAAs are supposed to be set for the long term. |
agree with that philosophy, so why do | bother
reviewing it every year? Well, the long term is a
somewhat indeterminate time frame. | believe that
the key is to get the general framework right and
then any adjustments made at the annual review
are relatively small. Another reason for reviewing it
is that asset classes tend to trend and mean revert
over various multi-year cycles and there are
opportunities to take longer-term advantage of
these trend directions. Only reviewing an asset
allocation once every three years, say, leaves a lot
of time between reviews to miss out on trend
changes.

Some call this annual adjustment process dynamic
asset allocation, rather than strategic asset
allocation, and accuse it of being sort of midway
between TAA and SAA. There is some truth to this,
but | think this is overcomplicating the whole

Super Fund range) has
returned 6.95% p.a. to 31 March 2009, whereas the
SAA (if invested passively) would have returned
6.54% p.a. Hence, in this instance, it has provided
94% of the fund’s return. These numbers show just
how important it is to get the SAA right.

Which leads nicely to the question: How do you get
the SAA right? How does one go about achieving
the optimal strategic asset allocation? This is both
far harder and far easier than you think. Let me
explain.

There are lots of wonderful theories about how to
allocate assets. Many are based on what is called
mean-variance portfolio optimisation. This basically
involves supplying each asset class with an
expected average return, an average variance (or
more commonly, standard deviation) and a
correlation with other asset classes. Then, an
overall portfolio is “optimised”, usually via a
computer model or spreadsheet-based program
that runs a large number of allocations to determine
which overall allocation has the highest return for a
given level of risk. Then, for each level of risk from
lowest possible (usually 100% cash) to highest
possible (usually 100% aggressive equities or the
like), you will get a portfolio for which no other



provides a higher level of return at that risk level.
Sounds straight forward? No, and there are many
caveats here.

One is how do you go about determining the
expected return, risk and correlation numbers for
each asset class? Most of the ways of doing this
use some element of past history as a guide to the
future, when we all know that it is not a terrific
predictor. The theory is the longer the history used,
the more “information” that is contained in it and
hence the better guide it will be. The problem is
that some asset classes have far shorter histories
than others. Also, what really does 100 years of
history tell us about what the next three to five
years will bring?

Correlations and standard deviations are far more
likely to have better predictions from past results
than do returns, but even these are not stable and
change over time. Correlations in particular, which
are seen as relatively stable long term, tend to
increase alarmingly towards one during times of
market turbulence.

The big problem with this whole mean variance
approach is that is assumes asset class returns
follow a nice normal (or bell-shaped curve)
distribution. This has been repeatedly been proved
to be false. In particular, the tails of the actual
distribution are fatter than those of a normal
distribution. What this means is that results end up
being far more extreme than you would expect —
witness global equity returns over the past twelve
years and tell me how many of these were
predictable, or “normal”.

Believing that past performance is no guide to the
future then, some use a process of producing a
purely forward-looking return estimate, by taking
the risk-free rate (usually the OCR or a bond/cash
rate) and adding various premia to it (such as an
equity risk premium). This is probably a more
sensible approach, although the problem of how to
determine the risk premia remains — again, some
fall back into past history for that and you still need
to calculate risk and correlation estimates.

Other approaches to the assumptions include using
more moments than just the return and variance of
a distribution, or focusing on turbulence
distributions — what happens to an asset class
during market shocks. The New Zealand Super
Fund released its SAA paper a few years ago that
looked at a global wealth portfolio (basically all of
the assets in the world) and interpolated from that a
set of return and risk assumptions that were
internally consistent. It was relatively complicated
and very impressive, although to be fair it didn’t
predict the financial crisis any better than any other
method.

Which brings me to the easy way of allocating
assets. In the recent biography of the world's
greatest allocator, Warren Buffett, he outlined his

approach to determining how to allocate his capital.
He does not use a computer or spreadsheet, but
simply looks at the prospects for each area of
allocation, using a fair bit of experience of how they
are likely to perform in the environment and then,
using his words, takes a “whack” at what the
number will be.

And he seems to have done better than anyone
else for a long period of time — hence my
skepticism of using complicated mathematical
models to determine optimal allocations. No matter
how sophisticated your model, there is no
guarantee that you can do any better than with any
other method. The best way may probably be to
use a bit of simple forecasting based on intelligent
estimation and experience and an amount of
guantitative analysis to provide some support to
your rationale.

However, whether you use very simple estimation
or the most complicated mathematical models,
there are still some basic criteria you need when
forming a SAA. One is diversification, of course,
because it becomes hard to justify a “balanced”
fund when it is heavily slanted towards a particular
asset class or just a couple of classes, no matter
how strong your conviction that those classes will
outperform. “Balanced” funds are invested in to
provide that diversification between asset classes.
An asset class should not be added, though, unless
it can offer some level of gain to the overall portfolio
— this could be either a return enhancement or a
risk reduction (or both). In this respect, | am very
comfortable incorporating non-standard asset
classes (those other than bonds, equities and cash)
into a balanced fund.

The main criterion is to achieve your objectives.
This basically means the desired level of risk or
return that the portfolio is required to achieve. This
could also relate to a certain level of income or
capital gains, or a hedge against some other
parameter, such as inflation. If it is an open-ended
balanced fund, then performance relative to peers
becomes an issue, meaning that you don’t want to
stray too far from peers’ SAAs (although you want
to be different enough to outperform them). Loss
avoidance or mitigation is also desired, as no one
likes losing their capital.

Finally, fees and taxes should always be taken into
account, as it is no use coming up with a great SAA
from a gross perspective, but which becomes less
efficient than another one after all the deductions
are taken into account. SAAs are the most
important part of any balanced fund, or indeed
asset allocation exercise. Whatever method is
used to determine them, there needs to be a good
dose of common sense in there.

Peter Lynn, CFA
Head of Strategy
4 May 2009



