
Puzzle  Financial Advice  - Investment Toolkit.
Some investment things we know about investments – that can help us get a good return.
By Bruce Baker BSc MBA DFP, Director Puzzle Financial Advice
22/5/2014

“I have come to believe that the forming and bursting of great investment bubbles are by far the  
most important things that happen in investing.” Jeremy Grantham  31/3/14 newsletter.

“I have owned every sector of the market, because at some point, they are all out of favour.” Sharon 
Fay – Alliance Bernstein  AFR 26/2/2014

The investment Puzzle constantly changes – for a whole host of reasons such as:-
• A major new factor impacting markets – eg the beginning of the biggest emergence event in 

history.
• Debt bubbles or other investment bubbles emerging.
• Central banks printing money etc.

Therefore, it is desirable and important that we have a range of investment tools and strategies in 
our tool-kit, to help us deal with any new set of circumstances that confronts us. Some of the tools  
in our toolkit are as follows.

List of sections.
1. Shares and property are volatile.
2. How much volatility should you expect from shares?

1. How much variability in returns do share exhibit over periods of years?
3. There are many different investment styles that tend to generate good returns

1. Value investing
1. Fama & French – on 3 factor model. Value is high book value to market price.
2. Kerr Neilsen – buying good companies out of favour.
3. Warren Buffet – a fundamental style that seeks to identify cheap companies with a 

high margin for error.
2. Contrarian Investing.

4. Behaviourial Finance. How to benefit from the emotions and irrationality of the investment 
herd. I think this is one of the most important sets of knowledge for these times.

5. A lot of thinks about investing are counter-intuitive.
1. Contrarian investing
2. Unexcellent companies out-perform excellent companies

6. Investing in a bubble is always dangerous for long-term investors.
7. Why do we invest in shares?
8. Market Timing Does matter. 
9. George Soros's reflexivity can caused market surprises for fundamental investors.
10. Jeremy Grantham on what drives share markets.
11. The key to financial security in retirement is to only consumer 4% of your portfolio each 

year. The long term historical research is provided to support this. 

Appendix: Basic Investment Theory.
◦ Harry Markowitz – Diversification
◦ James Tobin – The Separation Theorem. Portfolio risk is best reduced by increasing your 

holdings of cash.
To be completed …. return on capital employed. (ROCE), 
Minsky moments.

• http://en.wikipedia.org/wiki/Minsky_moment   
• http://www.debtdeflation.com/blogs/minsky  /  
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Knowing more about investments, helps us make better investment decisions. Some of the things 
we know are:

1. Shares & property are volatile.

That is, they experience a lot of short-term volatility. While direct property creates the sense of 
short-term stability (because it is not repriced every day like shares), long-term research by the US 
Fed indicates that in the big crashes, shares and direct property both tend to fall by a similar margin.  
This can be seen by looking at the following examples:-

◦ In the 1990 crash in Japan, both shares and property (real estate) fell by 60%-70%.
◦ In the 1998 Asian Crisis, both shares and property (real estate) fell by about 50%.
◦ See charts below.
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2. How much volatility should you expect from shares? 
History, while not being a spot light into the future, provides the best indicator of what “normal” 
share market volatility has occurred. We should be prepared for at least this level of volatility in the 
future. The following charts, gives you a sense of how much volatility we had during the 1900s –  
based on some analysis I did around 1999.

• First, please note that over the last 100 years, every 20 years or so, share markets tend to  
fall by 50% or more. Sometimes, these events occur in clusters, as we can see by looking at 
the experience of the USA since 2000. I think the western developed world is in one of these 
clusters – brought on by historic bubbles including historic debt bubbles.
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How much variability in returns do share exhibit over periods of years?
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Bottom line: There is enormous variability investment returns through history.
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3. There are many different investment styles that tend to generate good returns 
over the medium-to-longer term. The list below is not comprehensive by any means, but is intended 
to simply highlight approaches to investing that can work.

◦ Value investing. 
▪ There are a range of different styles that use the term “value investing”.
▪ One of those value-investment styles is based on the research of Eugene Fama & 

Kenneth French in the early 1990s. Fama & French found that stocks that had a low 
price/book  value,  tended  to  out-perform  over  the  medium-to-longer  term  (and 
generally it did so with lower volatility). Fama & French labelled stocks with low 
price/book value as “Value” stocks. The following chart, based on data from Kenneth 
French illustrates  how Value  Stocks  tend to  out-perform growth stocks  over  the 
medium-to-longer term.

▪ Buying stocks when 
they  are  out  of 
favour  – and hence 
cheap.  This  is  Kerr 
Neilson's style.
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▪ Warren Buffett style of value investing. This is a fundamentalist approach to valuing 
a stock. The key here is to value the parts of a company, so you can see what price  
you would have to pay less than, if you were going to get a good deal by buying the 
company. But Buffett, would not buy at that price. Buffett would reduce this price by 
a reasonable “margin for error”, and if the price ever fell below that adjusted price, 
he would be happy to buy the stock. Also, “knowing” the value of the stock, if the 
market price ever became crazily over the value that Buffett believed the company 
was worth, he would happily sell some of the stock. Some important points here:-
• If  you  have  analysed  the  company sufficiently  to  fairly  accurately value  the 

company, then you should not concerned about the market price falling, after you 
have purchased the stock at a good but higher price. In fact, you would be more 
inclined to buy some more, if the stock price kept falling.

• You could argue that what we have done with Linc Energy, has a feeling of this 
sort of approach – because we have a view of what the company is worth, based 
on an analysis of the sum of the parts. 

◦ Contrarian investing. This has many of the elements of Kerr Neilson's style of investing.
▪ Contrarian  investing  makes  the  simple  observation  that  when  a  stock  or  market 

sector, has fallen a fair way, investors tend to sell it simply because it has fallen. 
When this  occurs,  what  typically tends  to  happen is  that  stocks  tend to  become 
(sometimes massively) oversold, down to very cheap levels. 

▪ When a stock has been massively oversold to very cheap levels, assuming there is no 
fundamental  problem with  the  investment,  and  preferably when  downward  price 
movement has run its course, it tends to be a good time to buy.

▪ Typically, this is the time, when investors and the press are most negative on this 
investment. So you should generally read massive negativity, as a contra-indicator. 
That is:
• Massive negativity tends to tell you what investors have done (i.e. sold) and does 

not tell you anything about future price movements of the stock or investment.
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4. Behaviourial Finance. 

Behavioural finance helps us to understand how to benefit from the emotions and irrationality 
of the investment herd.

The lessons from behavioural finance is, in my view, one of our most important guides for 
our  times.  Human beings  are  wired (through evolution)  to  behave in  ways  that  are  not 
consistent with good investing. For example:-

• Generally, investors feel better about investing in a sector that is getting good press, 
and has been rising for a considerable time. This then helps builds momentum in this 
sector,  because more investors then join the rising share market,which then often 
accelerates higher …. often into significant over-valuations.
◦ So the vast bulk of the investment herd, end up investing near market peaks when 

market sentiment is highest.
• The reverse often happens when share markets are falling? The investment  herd, 

seeing the share market falling, and also reading negative and bearish stories in the 
press, sell out of shares after the market has been falling for a considerable period of 
time. This often then causes a downward acceleration of share prices, as the bulk of 
the investment herd joins in. This often then results in a final capitulation sell-off as 
the investment sell their share investments at any price (ignoring value).
◦ So the vast bulk of the investment herd, end up selling near market bottoms when 

market sentiment is lowest.
• So the above process results in the vast bulk of the investment herd BUYING HIGH 

and SELLING LOW. This results in poor investment returns. 
• To achieve good investment returns, we therefore need to be able to resist the “urges” 

to  buy  high  (when  sentiment  is  high)  and  to  resist  the  urge  to  sell  low  (when 
sentiment is at it's lowest.

• That is, best investment results are achieved by:-
◦ buying investments when sentiment is at its lowest – when the press only have 

bad news AND
◦ selling investments when sentiment is at its highest – when the press only have 

good news.
• Can you do this? It is always best to decide this beforehand, so that you can resist the 

urges that might otherwise cause you to get bad investment results.

Now, let  me relate this  to the current period.  Going forward,  the following gives me some re-
assurance.  Some key investments we hold are cheap and sentiment is now moving our way.

• Good investment returns comes from holding cheap assets – we are holding cheap assets.
• When sentiment gets extremely negative about a sector, like it was in some of our sectors in 

April/May, one of the few things that you are likely to be very sure of is that those sectors  
have been sold down to very cheap levels.  The sectors this  is  currently most true of is  
emerging markets  and junior  mining stocks – but  junior resource stocks more generally 
(even though some junior resource stocks have done very well despite negatively to this 
sector).

• Poor returns going forward come from holding very expensive assets (eg as assessed by 
cyclically adjusted P/E ratio).  Research from Robert  Shiller's  shows that  when you buy 
expensive assets (eg a broad markets at around a cyclically adjusted P/E of 20), you should 
expect low or negative returns on average for the next 10 years ….. I think Aussie banks 
(representing about 30% of the Aussie share market) fit into this category.

Note:  If  you invest  using these principles  from behavioural  finance,  your  portfolio  is  likely to 
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behave differently from the mainstream (and you have to be comfortable with that) but if executed 
well, over time your investment performance is likely to be better than mainstream.

MANAGING your portfolio bottom line is a KEY to good investment outcomes. ****
• It is critical that you focus on how the overall value of your portfolios is changing, not on 

how individual assets are performing. If your portfolios is too volatile for your, we need to 
add more cash & fixed interest to reduce overall portfolio volatility.

• I  know  that  some  investors  cannot  help  themselves.  If  performance  of  individual 
investments causes you stress, then perhaps we need to invest in broader investments like 
share funds for much of your “risky” portfolio.

The following section has not been completed.
LONG-TERM trends are also very important.  **** Key long-terms trends for these times include:-

• The rise of the emerging world which still has many decades to run. This trend:-
◦ Is changing the global economic power balance in dramatic ways – out of recognition 

from what we have been used to in recent decades. As a start, China now dominates 
Australian exports, whereas it was barely on the radar 20 years ago.

◦ Will  cause  price convergence  over  the next  few decades,  including wages,  which  is 
likely to drive down wages and the standard of living for many people in the developed 
world  over  the  next  few  decades.  It  also  might  drive  high  unemployment  in  the 
developed world over the next few decades.

◦ As part of this you have:-
▪ A massive rise in the global middle class.
▪ A massive rise in tourism from the developing world.

• Rapid technological change.
◦ This could also cause high levels of unemployment over the next few decade.
◦ It could also lead to a rapid improvement in global productivity over coming decades – 

like the industrial revolution.
◦ Is going to be a big threat to many companies, because rapid technological change is 

likely  to  cause  many companies  to  fail  as  they  simply  fail  to  keep  up  –  and  their  
competitors gain advantage over them.

◦ Some key technologies to watch:-
▪ High  speed  very  cheap  networked  computing  devices  –  and  cheap  high  speed 

telecommunications. This will drive rapid changes in manufacturing. Also things like 
$60  tablet  computers  +  3G  telecommunications  for  $2/month  for  unlimited 
downloads will drive a wave of learning/knowledge in the developing world, a wave 
of evolution of knowledge, and the next wave of competition for jobs that our white 
collar workers will face. 

▪ 3-D printing – changing global manufacturing.
▪ Robotisation – automation.
▪ Smart  phones  in  the  developing world  like  Africa  –  and  cheap fast  3G.  This  is 

driving a revolution in agriculture (goods to market), market efficiencies, industries, 
productivity, politics.

• The aging of the world's population in the developed world.
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5. A lot of things about investing are counter-intuitive.

◦ Contrarian investing is counter-intuitive for most people.
◦ “Unexcellent”  companies  is  another  tactic  which  tends  to  work.  The  “unexcellent” 

company effect is one explanation as to why “value” stocks (as defined by Fama & 
French) tend to out-perform.

Why does buying a spread of “unexcellent” companies tend to work? The theory is, that mum & 
dad investors tend to buy well-run companies that they know, and in doing so, the share prices of 
those excellent companies get driven up to higher prices than the market average …. and therefore 
will necessarily (on average) deliver a lower return over time. This is simply the corollary of the 
observation, that if you pay a higher price for the same income stream, you will get a lower return.

 

Some investment things we know    www.puzzlefinancialadvice.com.au         22/5/14   V01.04   Page 10 of 25

http://www.puzzlefinancialadvice.com.au/


6. Investing into an investment bubble is always a very dangerous thing.

For long-term investors (as opposed to traders), investment bubbles are a wealth hazard.

7. Why do we invest in shares?

Because they tend to out-perform cash & fixed interest over the medium-term. While there is no 
good long-term studies of investment performance of shares vs property, I think it is fair to assume 
that shares and property both produce roughly the same returns over the very long-term.
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8. Market Timing Does matter. 
◦ A lot of advisers and fund managers say:-

▪ It is time in the market which matters, not timing. That is, you should ignore market 
timing.

▪ To get a higher return, all you have to do is:-
• be widely diversified
• take more risk (i.e. a greater allocation to shares and property)
• and ride the volatility while you hang in the very long-term. 

◦ This is very dangerous advice because:-
▪ If you look at the very long-term data from markets, you will note that there are long 

cycles. Share markets tend to produce about 20 years of spectacular returns followed 
by about 15 years of terrible returns. 
• The US share market commenced a long bad period around 1966 and over the 

next16 years the US share market lost about 2/3 of its value in real terms. See 
chart  earlier  in this  document.  The US share market then commenced a very 
good period  in  1982,  which  came to  an  end in  2000.  The US share  market 
probably commence a long bad period in 2000.

• In Japan, after many years of very good returns, the Nikkei 225 index reached 
39000 in 1989. Now, 24 years later, the Nikkei 225 is 14200 (at 2/8/13).

• The point is, it is fine to investment for the long-term and ignore market timing, 
if you in the early stages of a very period of very good returns. However, if you 
ignored market timing, and invested at the beginning of a long very bad period, 
then this can be devastating.

• You might look at our paper on using cyclically-adjusted price earnings ratios to 
help you to start thinking more about market timing.

• Also, you need to be aware that share markets and property markets experience 
speculative bubbles from time to time. It is always dangerous for investors to 
invest during a speculative bubble. This is particularly pertinent today, because 
many developed world markets are currently in the middle of a huge speculative 
bubble.

◦ A range of charts provided in this document (including the very long-term charts above 
of Australian and US real share price indices), indicate that market timing does matter.

◦ Simplistically, if you invest in a broad market index, when Price/Earnings ratios are very 
high, then your average returns over the next 10 years are likely to be low or negative. 
What is some evidence for this:-
▪ First, let us start off with one of the very basic points, at the risk of telling you how 

to suck eggs. The Price/Earnings ratio of a stock is ONE way you can gather SOME 
information  to  help  you  can  assess  the  valuation  of  a  stock  i.e.  whether  it  is 
expensive or cheap. 
• If you are buying a stock at a Price/Earnings ratio of 20, you are buying it on a 

5% profit  yield – to  give you something to  simplistically compare to current 
returns on cash & fix yields.

• If you are buying a stock on a price/earnings ratio of 5, you are buying a stock on 
a 20% profit yield.
◦ Note: Just for the record, another way to value a stock is to do a discounted 

cash flow valuation of a stock. The most useful way to value a stock will 
depend on the particulars of a stock.

• However, unlike a term deposit, the value of a stock depends heavily on future 
earnings and not just this year's earnings. One of the things that influences future 
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earnings, is the economic cycle. The following approach has been offered as a 
way to obtain a more useful price/earnings ratio when assessing valuations.

9.  The  effect  that  George  Soros  describes  as  reflexivity,  which  is  the  circular 
relationship where a  change in  a  stock's  price can lead to a fundamental change in value of a  
company. 

◦ http://en.wikipedia.org/wiki/George_Soros#Reflexivity.2C_financial_markets.2C_and_e  
conomic_theory 

◦ http://www.youtube.com/watch?v=6SyT70VJ7cM   
◦ http://www.ft.com/indepth/soros-lectures   
◦ An Example would be during the DOT COM bubble, AOL which had little or no profits, 

had its share prices rise so much that its market capitalisation became larger than Time 
Warner, which AOL made a successful takeover play on. So arguably a company which 
was of little value, succeeded in taking over a very valuable company using script.
▪ http://en.wikipedia.org/wiki/AOL   
▪ http://money.cnn.com/2000/01/10/deals/aol_warner/   
▪ http://www.nytimes.com/2010/01/11/business/media/11merger.html?  

pagewanted=all&_r=0 
◦ An example Soros cites is the procyclical nature of lending, that is, the willingness of 

banks to ease lending standards for real estate loans when prices are rising, then raising 
standards when real estate prices are falling, reinforcing the boom and bust cycle.

◦ Another example of reflexivity would be if you had a listed property trust in 2007:-
▪ with debt to equity of 2 (I.e. $2 debt for $1 of equity), 
▪ with debt covenants requiring that the listed property fund raise more equity if the 

debt to equity ratio rose above (0.7/0.333)= 2.1.  
▪ Say property value fell 20%, then debt to equity would rise to (0.666/0.133)= 5.
▪ Then the listed property fund would have to raise a lot of cash substantially diluting 

the pre-existing shares. So even though the listed property fund looked to have good 
fundamentals  before the fall  in  property values,  the dilution effect  of  the capital 
raising could cause it to be a bad investment.

◦ So beware reflexivity because it  can create  effects  that  you might  not  forecast  on a 
fundamental analysis.
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10. Jeremy Grantham – on what drives share markets.

Jeremy Grantham's 31/3/2014 quarterly newsletter was one of his most important ever., and that is 
saying a lot.
https://www.gmo.com/Asia-Pacific/CMSAttachmentDownload?target=JUBRxi51IIBfJXb8ASd8%2BVowJLvycx5qwpkOml5KFkvpvW
%2BFH01T2tgNC6TBXFMfdUu3Sib0A6H1wXqswGANpVNDG7ycvtoaXx9pPFbuICtgm2NB7on9jjJqObH0znrt 

When I first wrote up this newsletter for clients (circular 6/5/2014 and then on 7/5/2014), I focused 
on the following things:-

• The current 65% over-valuation of US share markets – GMO's assessment.
• The impact of the presidential cycle in the US and foreign share markets.
• Up-up years and down-down years, the January effect.
• Jeremy's  guess that  US  share  markets  would  go  a  fair  bit  higher  before  crashing.  As 

Grantham says, based on their work up until 1997, “the data we had seemed to show that all
bubbles, major bubbles anyway, had ended very badly: all 28 major bubbles we identified  
had eventually retreated all the way back to the original trend that had existed prior to each  
bubble, a very tough standard indeed.”

While providing his best guess as to where share markets would go over the next few years, based 
on past bubbles, the presidential cycle and the January effect, he qualified his best guess forecast by 
saying  “prudent investors should invest exclusively or nearly exclusively on a multi-year value  
forecast”.

But I omitted perhaps the most important statement that Jeremy makes in his newsletter and that is, 
“I have come to believe that the forming and bursting of great investment bubbles are by far the  
most important things that happen in investing.” 

I now wish to expand on those two statements above in red. 
• I  will  provide  you  with  Jeremy's/GMO's  assessment  of  what  returns  are  likely  from a 

number of asset sectors over the next 7 years, noting that I think GMO does this sort of 
forecasting probably as well as anyone.

• And we will examine Jeremy's assertion that forming and bursting of bubbles is the most 
important thing in investing.
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Is the forming and bursting of bubbles, the most important thing?
Let us use Robert Shiller's data to test this.

Now let us start with an assertion that fundamental value of the stock market, is equivalent to the 
net present value of the future cash flow (profit stream). And given that profit tends to be quite 
volatile, to value a profit stream (so that we can assess the net present value of a share portfolio) we 
need to smooth profits over the economic cycle (cyclically-adjust profits) just like Robert Shiller 
does.

To put everything on a level playing field, let us also adjust the S&P500 by CPI as well as earnings 
(profits), so we can test the above approach with real data. And as you can see below, share prices 
have historically fluctuated above and below the net present value of future profits.

Mind  you,  this  is  what  you  would  have  expected  if  you  noted  that  over  the  long-term,  the 
price/earnings (P/E) ratio 
tends to fluctuate within a 
range  of  about  5  to  20. 
And  during  price 
bubbles, the P/E can rise 
higher  than  this  5-20 
band.

From the top chart, let me 
now  observe  that  share 
prices  are  quite  volatile 
when  compared  with 
changes  in  fundamental 
value of shares.
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The question then becomes “Why do share prices fluctuate like that?”

In the chart above, it is very clear that for the period 1995 to now that over (say) 5 year periods, it  
has been the forming and bursting of (3) bubbles that has been the primary driver of share prices – 
not changes to fundamental value. So Jeremy is correct so far. 
Now, if  we look at  the period between 1970 and 1995 (below) ,  this  was not a bubble period 

(though you might describe 1970, as at the end-stages of the late 1960s bubble). From the first chart  
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on page 2, we see that real company earnings in fact fell between 1982 and 1995, yet real share 
prices sky-rocketed, so it was not rising profits driving share prices. The chart above shows that it 
was expansion of P/E ratios caused by falling bond yields, that drove share prices up. Obviously 
also, falling P/E ratios between the late 1960s and 1982, meant that share prices went nowhere 
during that 14 year period.

So what can we conclude from all this? 

First let me adjust Jeremy Grantham's assertion from:-
• “the forming and bursting of great investment bubbles are by far the most important  

things that happen in investing” to
• “the compression or expansion of P/E ratios are by far the most important thing over  

(say)  5  year  periods,  that  drives  share  market  returns  if  we  are  looking  at  broad  
averages”. Clearly since 1970 at least, this has been so in the charts provided above.

Or if I can broaden the statement further I would say “that it is the ebbing and flowing of investors  
appetite for earning streams that is the most important thing that drives share and property returns  
on broad averages”. When that appetite is high, investors are happy to pay a higher price for the 
some income stream and in doing so, they expand the P/E ratio multiple. And when the P/E has  
expanded  to  its  fullest  (in  a  given  cycle),  investors  tend  to  be  paying  far  in  excess  of  the 
fundamental value of the purchased income stream.

Therefore, it is strategically important to understand the trends around expansion and contraction of 
P/E ratios if we wish to understand share market returns. The same is the case for other assets that 
are valued based on future earnings like property and bonds.

“Obviously”, in the Western developed world, the current (2014) trigger force behind price/earnings 
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expansion is  ultra-low interest  rates  and money printing.  But  as  will  all  bubbles,  they tend to 
commence based on a good fundamental reason, but then they tend to gain a life of their own, as  
investors are drawn into the bubble, to purchase shares simply because they are going up. So a  
bubble becomes self-feeding on the way up.

Deflation  of  a  bubble  (from my experience)  tends  to  to  start  with  a  sufficient  awareness  that 
valuations being excessively high. The trigger event for bubble bursting, can often come from an 
unexpected source – just like the Asian Crisis being bought on by a currency crisis in Thailand, a  
crisis  itself  which  was not  particularly significant  in  itself  –  but  the  market  was primed for  a  
bursting.

And just as a bubble becomes self-feeding on the way, it tends to be self-feeding on the way down. 
After the bubble has fallen so far,  investors start  selling simply because share prices are going 
down. More investors then start selling, trying to cut their losses. Etc etc.

So bubbles are very much a behavioural event.

Crestmont Research have also had a look at this effect (how expansion and contraction of P/Es are a 
major factor in investment returns.) I attach a link to a document in which Crestmont explain the 
chart below. http://www.crestmontresearch.com/docs/Stock-Truth-PEs.pdf Crestmont's introduction 
to their article is as follows:-

• “History shows that the change in the market P/E ratio over decade-long periods often  
doubles or halves investor returns in the stock market. What is the P/E ratio and why is this  
significant driver not better understood? Let’s explore the truth about the role of our hero,  
the P/E, in the market.”
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So what are the relevant messages for today's portfolio (22/5/2014):-
• While the current bubble phase is not yet over (seemingly), investors in expensive markets 

(like US, UK and Australian shares today), should expect the next 7-10 years for broad 
index-like investors in US, UK & Australia to deliver poor or negative returns for a multi-
year period. 
◦ Historical research by Robert Shiller shows that historically it has always been the case 

in the past, that when cyclically adjusted P/Es are very high, the period after tends to 
deliver poor or negative returns (or says says investment history).

◦ For  further  insight  into  the  these  historical  lessons  from  history,  I  provide  an 
abbreviated version of a 2/5/2014 presentation by John Hussman (who Jeremy Grantham 
clearly has high regard for.) You might find particularly interesting the charts that show  
what returns history says a broad portfolio of US shares is likely to deliver over the next  
2, years, 3 year, 5 years, 7 years, 10 years, 15 years and 20 years – including the range  
of likely returns. The range is very important, because we must always remember the 
variability in returns.   A key point – 1 year trailing P/Es is poor guide to value.

◦ http://www.puzzlefinancialadvice.com.au/Hussman__mean_reversion__bubbles__now_  
140522__abbreviated.pdf 

• Investors who want good or exceptional share market returns over the next 5 or 10 years, 
need to be looking for markets or investment-classes which are in a different cycle (or at a 
different  stage  in  the  cycle,  or  are  at  lower  valuations)  to  what  the  broad  US,  UK & 
Australian share markets are currently in.
◦ GMO, for example, has clearly identified “emerging markets” as being one of the likely 

winners for the next 7 years.
◦ But there are others ….. a number of which are in our portfolios. My job is to explain to 

you, why these investments (in our portfolios) are likely to do well, even though the 
likely return for the average Australian investor is likely to be low over the next 7-10 
years. So I will continue to prepare papers for you on this critical topic.
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GMO's 7-year asset class forecast circulated 14/5/2014 (from a US perspective).
https://www.gmo.com/Asia-Pacific/CMSAttachmentDownload.aspx?target=JUBRxi51IID5A3f2tAFa
%2bJkgPcSQiTl4Hk11I42WVjluKH1TOmUtWk%2fx8dArp4WWPAiSeDMgZ
%2bM3job8mZqvG2CUhFfFtCccPnHVLO7%2fdOpCwHxlqP2yw08so%2bWrV5Sy

• GMO are as good as anyone I know, at this style of returns forecasting.
• You will note that the best share market sector that they are identifying is Emerging Market 

shares, though “obviously”, this does not preclude the potential for other sectors or sub-
sectors being out-performers. Likewise, there are always special situations which you have 
to look at on a case by case basis. 

• You will also note that GMO are forecasting share market returns significantly below long-
term averages.

• I, at least, also layer this chart with the view that over the next 7 years, the US dollar will be 
strengthening from an A$ perspective, based on (among other things) David Fuller's view 
that the US$ is currently bottoming, from long-term (eg 10-year) perspective.
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John  Mauldin  also  examines  the  implications  of  current  very  high  market  valuations  in  his 
newsletter 10/May/2014. http://d21uq3hx4esec9.cloudfront.net/uploads/pdf/140510_TFTF.pdf  This 
Mauldin newsletter  examines  current  US valuations  from a range of  angles.  Bottom line:  It  is 
expensive. Here is a table from this Mauldin newsletter.
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11. What is the key to financial security in retirement?

Because returns from shares are highly variable and highly volatile, the key to financial security in 
retirement is to consumer less than 4% of your portfolio each year. This 4% rule is based on this 
sort of data http://www.puzzlefinancialadvice.com.au/Financial%20Security%20keys%20-%20what
%20markets%20tell%20us%20130729.pdf.   Some discussion of this key to financial security is 
here.
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Appendix: Basic Investment Theory.

In the 1960s, Professor Harry Markowitz introduced the basic theory about diversification.

Note 1: Diversification is about reducing specific 
risk – the risk that any one investment may fail.

Note 2: We can also reduce portfolio volatility by 
choosing  investments  that  are  likely  to  be  less 
volatile.  Sometimes, it is a matter of judgement 
about  which the best  way is  to  go.  Sometimes, 
lower  volatility  investments  can  help  a  client 
sleep  at  night.  Often  some  more  volatile 
investments can deliver higher returns – but not 
always.
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Two points to remember:-
• It never makes sense to diversify into an investment that is likely to generate a negative 

return – that is, it never make sense to diversify just for the sake of it. Given current high 
valuations in many markets at this time, getting diversity while avoiding investments which 
overly-expensive can be a bit of a challenge.
◦ Ideally, you thoughtfully diversify between investments (or sectors) that you think have 

a significant probability of generating a good return. 
• Over the last  10 years or so, a lot  of the time, markets and segments have been highly 

correlated – more so than normal in history. This meant for example, that during the Global 
Financial Crisis in 2008, investors generally found that diversification did not reduce the 
portfolio  risk as expected.   A possible  reason for this  higher  sector correlation was that 
central bank monetary policies had been “lifting all boats”, and when the money supply 
started shrinking in 2008, this lowered all boats. Hedge fund activity (and high frequency 
traders) have I believe, contributed over the last 10 years to the comparative lack of negative 
correlation of volatility (compared with what had been “normal”.) 

I believe that the next most important contributor to portfolio theory was James Tobin.

The key point issue of James Tobin's Separation Theorem, says that if you wish to reduce risk and  
volatility from a portfolio, you need to hold a greater proportion of the portfolio in “cash”.  You 
should be looking at the volatility of the combined portfolio which includes the risky assets + cash.
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Minsky Moments:

This is a concept that helps explain certain market price movements.

The following was copied from Wikipedia on 11/2/14.

Minsky moment

From Wikipedia, the free encyclopedia  http://en.wikipedia.org/wiki/Minsky_moment 

A Minsky moment is a sudden major collapse of asset values which is part of the credit cycle or 
business cycle. Such moments occur because long periods of prosperity and increasing value of 
investments lead to increasing speculation using borrowed money. The spiraling debt incurred in 
financing speculative investments leads to cash flow problems for investors. The cash generated by 
their assets no longer is sufficient to pay off the debt they took on to acquire them. Losses on such 
speculative assets prompt lenders to call in their loans. This is likely to lead to a collapse of asset 
values. Meanwhile, the over-indebted investors are forced to sell even their less-speculative 
positions to make good on their loans. However, at this point no counterparty can be found to bid at 
the high asking prices previously quoted. This starts a major sell-off, leading to a sudden and 
precipitous collapse in market-clearing asset prices, a sharp drop in market liquidity, and a severe 
demand for cash.[1]  [2]  
The term was coined by Paul McCulley of PIMCO in 1998, to describe the 1998 Russian financial 
crisis,[2] and was named after economist Hyman Minsky.
Some, such as McCulley, have dated the start of the financial crisis of 2007–2010 to a Minsky 
moment, and called the following crisis a "reverse Minsky journey"; McCulley dates the moment to 
August 2007,[3] while others date the start to some months earlier or later, such as the June 2007 
failure of two Bear Stearns funds.
The concept has some parallels with Austrian business cycle theory  [4]   although Minsky himself 
was known as a Keynesian and is identified as a post-Keynesian.[5]

26/7/2007 Minsky moment in US house prices
http://drhousingbubble.blogspot.com.au/2007/07/housing-minsky-moment-3-factors-prime.html 
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