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e Fees & costs have been centre stage; but what about managing the money?
e Cooper accepts that trustees should formulate investment strategy

e But what governance arrangements encourage good investment outcomes ?

e This has received little attention




This is perhaps
puzzling

e Efficiency and managing conflicts of interest are important ; but that can’t be
the end of the story

e The survival of compulsory superannuation will depend on how successfully
the industry delivers an investment return

e Performance has not been good




It has been hard going for even the best funds

e Over time, people expect a return well in excess of the CPI

Top Quartile Fund Performance Vs CPI+4.5% p.a.

Comparison with the Mercer Employer Super Balanced Growth (60-80) Universe
Performance after tax and after fees for periods ended Augnst 2010
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CFIms% I 74 66 74 73 74 76 7.5 76
95 Petcentile 60 12 10 al a0 6.1 6.8 49
Uppet Quattile 44 05 .26 14 35 52 56 16
Median 33 17 33 0l 23 4) 48 32
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Data Source: Mercer and Lipper, A Thomson Rewters Conpany M E R C E R




Have we put too much faith in equities?

e Most Australian funds have a heavy exposure to the equity risk

premium
e They expect to be comiensated

1Yr 3Yr 5Yr 10 Yr
Developed Markets
MSCI(W) Local 0.3 -11.9 -2.9 -3.7
Germany Local 4.4 -12.8 -0.1 -4.3
UK Local 6.0 -6.4 -0.5 -2.2
Australia Local -1.9 -10.5 0.3 3.3
Japan Local -16.2 -21.2 -8.2 -6.1
US Local 29 -10.5 -2.8 -3.7
Emerging Markets
MSCI(EM) USD 15.6 -3.7 9.9 8.6
China USD 6.9 -6.4 16.8 6.9
India USD 20.2 0.5 16.3 13.6
Brazil USD 18.2 5.1 20.4 14.2
Russia USD 20.7 -14.5 2.6 10.5
Frontier Markets
MSCI(FM) USD 4.7 -18.0 -8.8 na

Source: MSCI




What are the alternatives?

e To generate a return a portfolio needs to incorporate risk

e Equity risk, credit risk, illiquidity risk, term risk and manager skill risk should
boost returns over time

e But some risks are not compensated
m Diversifiable risks like stock specific risk are unlikely to add value
m Unlikely to be compensated for currency risk
m Only expected inflation will be reflected in bond prices
m Manager skill is rare

e Funds need the right combination of market risks, manager skill and
efficient implementation. Unwanted risks need to be minimised; damaging
rare events managed.




The current environment is not easy

e The world has returned to growth but this is no normal cyclical rebound

e Global banking has been saved but imbalances remain
m Deleveraging continues
m Sovereign debt and public sector deficits are a growing problem
m Policy options in the US, Europe and Japan are narrowing

e Investment returns will be hard to generate
m Volatility will be high
m |t is accepted that few returns are normally distributed; the nasty
surprises in the left tail have to be understood and managed
m Attention will have to be given to fees, tax and implementation

e What is needed is logical thinking and wise judgement




Economists want to believe In

recovery

e There are legitimate doubts about US, Europe and China

us 3.1 27 1.9 0.0 -2.6 27 2.7 2.8
Japan 1.9 2.0 24 -1.2 -5.2 3.2 1.7 0.
Western Europe 1.9 3.1 2.8 0.3 -4.0 1.8 2.0 1.9
Australia 3.2 2.6 4.8 2.2 1.2 3.4 3.8 3.4
Asia** 8.5 9.3 10.1 6.5 55 8.5 6.8 6.8
Latin America 4.7 5.5 5.8 4.2 -2.1 5.8 4.5 4.5
Eastern Europe 6.0 71 6.7 4.0 -5.5 4.8 4.6 5.0
Advanced economies 2.6 2.9 2.6 0.2 -3.3 2.5 2.4 2.4
Developing world 7.3 8.0 8.3 5.8 1.8 6.1 55

World 4.6 5.1 5.0 2.4 1.1 @1 37 )

Source: UBS Forecast Data Base September 20, 2010, GDP % YOY

** Excluding Japan, including Australia and New Zealand




But uncertainty is high

e Markets are volatile and highly
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With equities the growth in earnings is the key

e Multiples are not overblown; equities have a role but more needs to be done

MSCI World with 2 year forward PE bands
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Risk management can add value

e Mean variance analysis has taken a hit but it is easy to forget

e The distribution of negative outcomes needs constant attention
m Credit, options, merger arbitrage, insurance have fat left tails
m Leverage, crowded trades, illiquidity are problems
m Correlations are unstable; optimising portfolios gives false comfort
m Macro shocks & exaggerated swings in risk tolerance undermine
many traditional quant models

e Good risk management widens the investable universe
m Private equity, real estate, infrastructure, hedge funds are options
m Complexity brings problems; avoid managers with high left tail
risk

e Consistently avoiding problem investments adds value




Fat tails — an example

e Merton (1974) extended derivatives pricing theory to credit
e Merton, like Black—Scholes, assumes a lognormal diffusion process
e Merton produces too many low spreads; credit is not normally distributed

e Assuming risk is normal means taking too much risk for too little gain

Fat Tailed vs Normal Distributions CDS Spread Distributions
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Fees matter

e US$100 invested with

Warren Buffett in 1965 450000 1
would be worth 400000 -
US$360,000 at end 350000 1
2008 & 300000 4

"é 250000 -

e With a fee of 1%pa it < 2000007
would be US$235,000 150000 1
100000 -

50000 -

e With a fee of 0.5% plus ), P ——

20% of outperformance
over the S&P it would

on |y be U S$9 5 ’ 000 = Gross =——With 1% pa management fee ——With 0.5% +20% pa management fee

Source: Berkshire Hathaway; Towers Watson, Portfolio Construction , September 2010




Implementation and tax are important

e Implementing an investment strategy can be done more cleverly
m Holding managers to tight style labels is not always wise
m Multi-manager portfolios can be run more efficiently
m Custodial, broking and transition costs warrant close attention

e With the right framework, managers can add extra value by paying
attention to franking credits and CGT consequences
m Managers need tax aware benchmarks




What should funds do?

e Good investment outcomes rest on good investment processes

e Funds need proper resourcing with in house staff and outsourced advice
m [he fund needs an investment friendly culture that encourages
innovation and challenges group think

e Trustee Boards are very influential
m They have final responsibility for a fund’s culture
m They decide the resources available to the investment process
m They determine how those resources are used

e In the current environment, Trustee Boards should be working to
strengthen their investment processes both in terms of resourcing and
culture




Conclusion

e We live in troubling times

e There is great pressure on the funds to deliver better investment returns
over the next 10 years than were achieved over the past 10 years

e Notwithstanding the last 10 years, equities have been the traditional driver
of return; they are likely to be positive in the future but funds should not
build their investment strategies exclusively around equities

e Funds need to broaden and strengthen their investment processes to
squeeze extra return from better implementation and more imaginative
portfolio construction

e It can be done
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Important Information

The views expressed here are the personal views of Don Russell and do not necessarily reflect those of any organisation with which he is associated.

This document should not be published in hard copy, electronic form, via the web or in any other medium accessible to the public, unless authorised to
do so.

This information should not be construed as a recommendation to purchase or sell any security. This information has not been prepared to take into
account the investment objectives, financial objectives or particular needs of any particular person.

There is no reason to doubt the accuracy of information used to prepare this report. However, there is no guarantee that this information is accurate,
complete or suitable for any purpose and it should not be used as a basis for investment decisions.




