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PORTFOLIOS, MARKETS AND ECONOMIC OVERVIEW 

NOVEMBER 2008 
 

Since we last wrote at the beginning of October, markets have continued to suffer from heavy selling as 

panic and fear have taken hold. This panic peaked on October 24th, a week that saw the Japanese Nikkei 

index fall 25% and other markets posting double digit losses. These were un-nerving times for everyone 

and while irrational, money under the bed just felt safer than money in the bank or in the markets. Since 

the 24th, markets have arrested the free fall and are showing encouraging signs of stabilizing, albeit 

near the historical lows.  

Portfolios had a positive return in October……. 

As we outlined in our October communication, the underlying fund managers had significantly reduced 

exposures through August to be only 13% net exposed through September.  Through October the 

exposure was maintained, effectively taking most of the market risk out of client’s portfolios. This very 

defensive positioning through the tumultuous month of October allowed us to produce a positive return 

for the month in contrast to markets that at one stage were down over 25% before eventually posting a 

recovery of sorts in the last week to end the month down 17%.  

 

The equity fund managers are continuing to stay defensive, believing that while the bottom in markets 

may be near, the lingering sentiment of confusion and uncertainty over the degree of the global 

economic slowdown will still be an influence on the markets’ short-term directions. Consequently, they 

are in no hurry to deploy their large cash holdings regardless of the attractiveness of specific stocks or 

the oversold nature of markets. Instead they prefer to see some stabilisation in sentiment and a better 

understanding of the impact on the global economy from the massive liquidity that has been injected 

over recent months.  Importantly, during these times we are travelling frequently and extensively, with 

monthly trips to gauge how managers are viewing the markets and how they are positioning their funds.  

 

Economic Outlook 

 

The fear of a global financial implosion has been removed by the swift and coordinated actions of global 

governments and their Central Banks. Instead we are now faced with concerns about the impact that 

the credit crisis will have on global growth – whether the world is in recession, and if so, how deep and 

prolonged will this be? 

 

To put this into context, at least a global economic slowdown is understood – we have experienced 

plenty of recessions over the decades, all slightly different, and all requiring different policy responses, 

but they represent something that is known and quantifiable.  This is in marked contrast to the banking 

crisis – few really understood the implications and ultimate ramifications if the credit and banking 

system remained locked up. Consequently it was the unknown and the unquantifiable that scared 

investors so much that ultimately led to fear and subsequent panic selling in the markets in October 

where cash under the mattress seemed a far safer option than money in the markets or on deposit in a 

financial institution. 
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There is no doubt that global growth has slowed markedly and quickly – all the economic numbers 

confirm that. The question remains just how deep a slowdown and how long? The consensus view is 

that it will be a harsh slowdown as reflected in the overriding sentiment, one of extreme bearishness 

and pessimism. Is this bearish sentiment correct or does it more accurately reflect the desire to be 

bearish because that’s just how investors want to feel? Probably the latter – a major financial crisis and 

sharp fall in equity markets has left investors’ shaken. Also as we highlighted in our last letter, there is 

plenty of mileage in the press if you are a very bearish commentator which understandably has an 

impact on the overall view. Told something often enough and eventually you’ll start to believe it! 

 

Massive reflating of the global economy is underway…….. 

Looking through the negative sentiment there is plenty to be positive about. The global economy is 

seeing the most aggressive reflation in its history from the coordinated and massive fiscal response to 

the banking crisis by all the major economic powers that matter. Fiscal stimulus packages from the US 

and China; regular and substantial injections of capital into local banking systems by all the major 

Central Banks; and coordinated interest rate cuts from around the world; these are injecting huge 

amounts of liquidity into the global economy. What has been especially reassuring about this response 

has been how coordinated and unified these actions have been. Regional biases and petty 

disagreements seem to have been set aside as government leaders have shown a willingness to do 

whatever it takes to firstly, shore up the global financial system, and secondly, minimize the damage of 

this to the global economy. 

The US economy remains the key to the fortunes for the rest of the global economy, therefore any signs 

of an early recovery will be important. To date the policy response has been much swifter and more 

aggressive than anywhere else, suggesting that the US is more likely to recover before other parts of the 

world. As many of the points below highlight, the chances of a recovery in the US beginning in the 

second half of 2009 are growing. Key features are; 

- Massive policy response to date. The highlights have been the US$700bn fiscal package; the 

Federal Reserve’s move to buy up illiquid corporate debt in a move to free up the credit markets 

- US interest rates have been slashed from 5.25% in October 2007 to 1% today. Interest rates may 

still be cut further with a zero interest rate policy a possibility if the Federal Reserve feels that it 

is necessary. Typically, interest rate cuts take around 12 - 18 months to be reflected in economic 

activity. That would suggest that the bulk of the interest rate cuts will filter through into the US 

economy in the first half of 2009.  

- Money supply is expanding rapidly. US industrial production usually starts recovering within 9 

months of a large expansion in the monetary base, and the US Federal Reserve started printing 

money aggressively in September. This again suggests that an economic recovery should occur 

in the middle of 2009. 

- Inventories are very low. During recessions or marked slowdowns, inventory levels are reduced 

heavily as businesses raise cash due to the restrictions in credit and the concerns that the value 

of stock will fall. This time around is no different and at some point the inventory rebuilding 

phase will be a positive for growth. 
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- The 60% fall in the price of oil is acting like a massive tax cut. It has been calculated that the fall 

in the oil price has put US$200bn back into consumers’ pockets. The oil price fall will also have a 

similar impact in those countries where there is no price subsidy.  

- The interbank lending market that was 

totally frozen in the US is now beginning to 

thaw with the inter-bank Libor spread 

moving sharply lower. European interbank 

rates are also beginning to fall though they 

are still far from “normal” reflecting the 

slower pace of easing of monetary policy 

from the European Central Bank (ECB). Any 

freeing up of credit must be seen as 

positive as it was the lack of available credit 

more than anything else that has pushed 

the crisis out of the financial markets into 

the broader global economy. (Chart 1)  

- The US Presidential elections have finally 

provided new leadership. The elections 

were always going to bring a level of 

uncertainty especially as the outgoing 

President had to be replaced with someone 

who would have their own ideas about the 

best way forward in the crisis.  

 

 

 

Globally, leaders are also responding belatedly but decisively to the deteriorating global economy. It was 

only a few months ago that many Central Bankers were voicing continuing concerns about the threat of 

inflation. We even saw the ECB raise rates earlier in the year because they believed they could see 

persisting inflationary pressures! With all commodity prices tumbling, especially oil or food, coupled 

with the deflationary impact of falling asset prices on consumption plus the probability that 

unemployment will rise in conjunction with the slowing global economy, deflation rather than inflation 

will quickly become a major concern. On the employment front it should be noted that unemployment 

is rising from a very low base in almost every major economy. 

This is why we are now seeing very aggressive interest rate cuts in every major economy with the 

exception of the European Union. While the Bank of England only last week cut rates to 1.5%, its lowest 

level since the 1950s and signaling more to come, it just shows how serious Central Bankers are about 

stimulation. Elsewhere interest rate cuts have been equally aggressive. Australia has already cut rates by 

1% and then 0.75%. China has cut rates 3 times in the last month. The only blight in this coordinated 

response has been the European Central Bank who reluctantly cut rates by 0.50% in early November.

Chart 1 
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Europe is way behind where they should be in regards the current level of interest rates, with the 

growing risk being that the ECB’s reluctance will push Europe into a far more serious recession than 

elsewhere. 

Government spending will take over where consumers leave off……. 

Western economies, and nowhere more so than the US, have been driven by consumer spending over 

the last 15 years or so. With the fall in house prices and rising unemployment, the consumer is unlikely 

to be a force driving economic growth for some time. Wealth destruction means that consumers 

retrench as they either decide to pay off debt or save their surplus income. This raises the question as to 

where growth can come from?  In periods such as we are moving into, government spending takes over 

as the driver of economic growth.  This increase in government spending tends to be reflected in 

increased spending on infrastructure projects – schools, hospitals, roads etc.  Many governments around 

the world have already announced significant increases in their anticipated spending on infrastructure 

projects – New Zealand is no different. 

 

In a world of economic gloom there are still bright spots…… 

There are definitely bright spots on the economic horizon. China and India are still posting robust 

growth that will continue to underpin the Asian economies. China is still growing strongly though not at 

the 12% p.a. GDP levels of the last few years. There is a perception in the West that China is only a 

manufacturing plant for the rest of the world and with demand waning then China must suffer too. The 

threat to China is not an external event, it is one that is engineered internally, like the threat of a serious 

policy blunder at the government level. To date, the Chinese authorities have responded aggressively 

and promptly to what are happening outside their borders by passing fiscal policy measures that are 

aimed at stimulating the domestic economy.  

 

The highlight has been China’s US$586Bn fiscal stimulus package announced in early November that is in 

effect four times larger than the US‘s US$700Bn package if looked at as a percentage of GDP. Questions 

remain as to the impact of the stimulus package but the move indicates serious attempts to address any 

slowdown in GDP growth. 

 

In summary, the world economy is slowing rapidly in response to the lack of credit and confidence 

brought about by the credit crisis. Fortunately world leaders, with the exception of the Europeans, have 

recognised the threat early and have already moved aggressively to provide massive amounts of 

stimulus to the global economy through fiscal packages and aggressive interest rate cuts. While the 

stimulus has been abundant and there will be more to come, it does take time to filter through into 

economic activity - usually a time frame of twelve months. While the US has been cutting interest rates 

for the last year, most other Central Banks have only just begun to be aggressive. That would suggest 

that the US recovery should begin to become apparent sometime around the middle of next year 

though the rest of the world will lag. 
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Market Commentary 

 

The selling in global equities over the last twelve months has seen markets fall 50% from their peak 

reached in October 2007, a fall comparable to most other bear markets since the end of WW2. This 

large fall has been driven primarily by the somewhat urgent need for investors to deleverage; i.e. rapidly 

raise cash to repay debt.  Over the last twelve months, rarely have the underlying company or market 

fundamentals been a key feature in the decision by investors’ to sell.  A stock’s liquidity has been the 

primary determinant of its share price performance; i.e. the more liquid and therefore easier to sell the 

stock was, the more likely it would be sold down. Far too often a stock, extremely attractive on any sort 

of fundamental valuation basis, saw its share price continue to fall purely as it was easy to sell while 

poor companies that were less liquid saw their share price hold up. This liquidity and fear driven market 

environment has created huge distortions in underlying share price valuations. Herein lies the 

opportunity for our managers in the coming year. 

 

If investors have been able to take anything from the last twelve months it has been a realization of 

what assets really are liquid and what are not. Commercial and residential property, private equity, 

venture capital, fixed interest and various hard commodities to name a few asset classes have been 

found wanting when it comes to being able to sell them at any faintly realistic price even if a buyer could 

be found.  By comparison equities have highlighted that they are a very liquid asset class and at times of 

stress when other assets are unsalable, most shares have a price and a buyer, with settlement within 

days.   

 

Have we moved on from this liquidity driven market? Certainly the panic has eased and we are probably 

through the worst of the deleveraging process where the need to raise massive amounts of cash is now 

ebbing. This suggests that the forced selling pressure on global equity markets should start to wane with 

the market moving back to one where fundamentals matter rather than a stock’s liquidity profile. This 

environment should be very attractive for all our equity managers who are in essence traditional, 

fundamental stock pickers who like to own stocks. As we mention earlier, the timing of re-entering the 

markets is crucial. 
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Market Outlook 

 

Stocks are oversold…… 

Whether the global equity markets bottomed on 

October 24th or not, only hindsight will tell. There is a 

chance that in the short-term markets may approach 

October’s lows again as investors’ overreact to 

negative short-term news flow. However, share prices 

are at extreme oversold levels on any pricing 

methodology you care to look at. Markets are already 

pricing in a very severe and deep recession which may 

have been a possibility before governments and 

Central Banks responded to the crisis by pumping 

massive amounts of liquidity into reflating the global 

financial system.  As chart 2 highlights the fall in global 

equities has already discounted a very negative 

outcome.  

 

 

 

 

 

 

Further evidence that assets are oversold is reflected in 

Chart 3. Global equities are 30% below their 200 moving 

day average, a decline that has been unmatched over the 

last 38 years of the index’s history. As the chart highlights, 

equity markets rarely stray too far away from the 200 day 

moving average, even at times of market turmoil that we 

saw in 2002.  This oversold situation is also reflected in the 

yield on US investment grade and high yield bonds that 

have spiked up to be 4% above their 200 day moving 

average. In time both these assets should move closer to 

their long-term trends. 

 

 

 

 

Chart 2 

Chart 3 
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Chart 4 highlights the profile of the typical equity bear 

market in the US versus the current market, showing 

that the selloff has been far more extreme than the 

average of previous bear markets. Again, while there 

was extreme uncertainty surrounding the global financial 

system this market behavior may have been 

understandable. Now that we appear to be moving on 

from the financial crisis to a recessionary environment, 

these extremes are unwarranted.  

 

October’s market lows also reflected a capitulation by 

retail investors. This capitulation was reflected in the 

breadth of the market, i.e. all shares fell regardless of 

price on low volumes suggesting that sellers were selling 

everything in a panic to get out of the market rather 

than selectively selling weaker companies. Capitulation is 

usually a necessary precursor to a bottoming process for 

markets. 

 

Volatility also rose to unprecedented levels as reflected 

by the VIX index. (please refer to our October letter for a 

chart showing the historical VIX index) Historically, any 

volatility reading over 40% suggests that investors are 

too risk averse. In October the index regularly was above 

60% and even reached 80% on a couple of occasions. 

The VIX index is also suggesting that markets are due a 

recovery. 

 

 

 

 

 

 

 

 

 

Chart 4 
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From a price earnings perspective (P.E), stocks 

are well below their long-term trading range. As 

chart 5 highlights, the forward P.E. ratio is at 

levels of nearly half where it was in the 1990s 

and well below the last bear market cycle in the 

early 2000s.  This may suggest that the market 

is skeptical of the forward earnings outlook, but 

at these levels it also suggests that earnings 

would have to deteriorate markedly even for 

the P.E. ratios to get back to the 2000 – 2002 

levels. Equity markets tend to recover well in 

advance of signs that a corporate earnings 

recovery is underway, even if earnings 

deteriorate in the meantime. Much of the 

pressure will come on earnings between now 

and the first half of 2009, before a potential 

recovery in the economy in the second half of 

2009 paving the way for the start of a recovery 

in earnings later next year. That should allow 

markets to begin responding to an 

improvement in earnings 12 months out from 

the actual recovery.  

 

 

 

 

 

 

 

It is worth remembering that stocks can rally even when the underlying economy is still deteriorating. All 

that is needed to turn around a falling market is the perception that the balance of odds has begun to 

shift away from the prospects of a severe meltdown.  Also “The news does not have to become good for 

the market to go up; it just has to be less bad than what the market already expects” Is all the bad news 

out? More than likely, most of it! 

 

Where are the opportunities…… 

So many good businesses with strong balance sheet fundamentals, little or no debt and robust business 

models are selling at extremely distressed values. Where they are domiciled is largely irrelevant. Once 

the deleveraging panic has passed, bottom fishing will pick up these opportunities. From a geographic 

perspective, if as we believe the US is further ahead of the rest of the developed world in reflating their 

economy, then US stocks should lead the recovery. 

Chart 5 
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Outside of the US, the Asian markets are very compelling. This crisis for Asia is nowhere as bad as the 

1997 Asian crisis was for the region, yet the Asian equity markets have been hit much harder this time. 

This is not so much a reflection on the merits of Asian companies, which generally are in much healthier 

shape than last time due to little exposure to Western banking toxic waste, as a reflection of the health 

or lack of, of the owners of Asian assets.  Once the forced sellers have finished Asian equities should 

recover. 

 

Japan is also an interesting investment opportunity. As you know we have been bullish on Japan’s 

valuation story for some time but became frustrated at the lack of a catalyst to unlock that value. The 

catalyst may have finally arrived. Valuations are even more compelling than before with many 

companies trading at levels below the cash on their books and the market back at levels last seen in 

1982. The Japanese are the world’s marginal savers. In recent years they have flooded the market with 

their excess savings looking for yield and return. Now that the currency risk has come home to roost 

they are pulling their capital back home. These repatriated savings will need to find a yield return at 

home, and the only two places to find it are in real estate and equities.   

 

Hedge Funds 

 

There have been numerous articles in the press over the last few months about hedge funds. We 

thought that we should shed some light on how we fit into this broad field of investment.  

 

We have at times been asked if we are hedge fund managers. In the strictest sense of the term, yes we 

are - but only because we do not invest in any traditional fully invested strategies. If we did we would be 

sitting here today with a -40% return for the year.   However, since our inception 17 years ago, we have 

always referred to ourselves as “absolute return” managers whereby we invest in managers who are 

always trying to make a positive return regardless of the market direction. 17 years ago the term hedge 

fund was rarely used and believe it or not most investment managers used the cash deposit rate as their 

benchmark not a share market index. Also they used cash as a defensive mechanism frequently. Why? 

Well money in the bank was always the alternative and therefore they had to show that they could 

deliver a return better than money in the bank regardless of whether markets were going up or down! 

 

Terminology 

 

Firstly, the term “hedge fund” is very broad and is mostly misunderstood by the investing public. The 

spectrum of hedge funds is extremely broad. Today it is a term applied to any investment fund strategy 

that falls outside of the “traditional” fully invested at all times investment approach that is usually 

benchmarked against some index. A common characteristic of all hedge funds is that they are trying to 

make a positive return in all markets regardless of the market’s direction. 

 

At one extreme, if a fund invests in shares and is fully invested most of the time but can at times move 

to say 20% cash as a natural defensive position it is labeled a hedge fund.  
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At the other extreme are investment strategies that invest into complex derivatives and then use 
varying degrees of leverage on top of their investment capital to enhance their return. These strategies 
can be called a variety of names from; distressed debt, multi strategy, statistical arbitrage, convertible 
bond arbitrage, convertible equity arbitrage, event driven, systematic trend, non-systematic trend, 
managed futures, quant, CTA to name a few of the many. The main characteristic of these strategies is 
that they do not invest in physical assets rather they are investing in complex derivatives invariably with 
large amounts of leverage to enhance the underlying return.  In these strategies the margin of profit is 
often very small on each individual trade. To make the small return more attractive, the strategy relies 
on the use of substantial leverage to make the return more attractive. Sometimes leverage can be up to 
10 times the underlying investment capital; e.g., on a $1.0 million dollar fund with 10x leverage the 
exposure becomes $10million.  The manager has to be very certain of the positions they are taking on to 
use that amount of leverage! Often these strategies rely on complex mathematical modeling to 
determine the trades that should be made based on analysis of long term trends in certain investment 
markets. In these strategies each trade is made by the computer model, not by a person. We do not 
invest in any of these strategies. 

 

At NZAM we invest predominantly in equity market strategies where the underlying strategy is based 

around the fund manager’s skill in researching and picking stocks to own. Most of the time these 

managers are quite traditional in approach utilising their research capabilities to identify the stocks that 

they want to own, and then be fully or near fully invested most of the time. However, like the current 

market conditions, they will be aggressive in using very large amounts of cash and some will short some 

stocks or indexes as a way of protecting client’s capital from the fall in markets. That is precisely why we 

have done so well recently relative to the markets. 

 

We have always been very “vanilla” in our approach. Some may suggest that it is boring. We like 

strategies that are simple and easy to understand. That way we tend to know and understand what we 

are investing in. Keeping it very simple is important to us because if we can understand the strategy 

then we understand the risk and that means we rarely get surprises from our managers.  

 

It is also worth reinforcing that we do not nor have we ever invested in any strategy that is neither easy 

to understand or where there is not complete transparency to the underlying investments and the 

strategy. (That takes out about 95% of hedge fund strategies). Nor do we like to invest in strategies 

where leverage is used. 

 

This approach, as we have explained in the past is not risky. In fact it is a much lower risk than investing 

directly in the markets as has been evidenced by NZAM’s return over the last 17 years that is four times 

the return delivered by the MSCI world index. 
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Appendix 1 

 

In our last letter at the beginning of October 2008, we highlighted a checklist of events that needed to 

occur to see a way out of the financial crisis.  A month later we can now look at this and update the 

actions that have been taken since our letter. 

 

Required Actions 

1. Aggressive Fed easing accompanied by an open-minded commitment to ease further if 

necessary        yes 

2. Non-conventional policy support      yes 

3. A steeper yield curve       yes 

4. Fiscal stimulus        yes 

5. A major fiscal bailout       yes 

6. Coordinated easing by global Central Banks    yes 

7. A moderation in the decline in US housing prices   yes 

8. Increased transparency and recognised losses in the financial sector significant progress 

 

Responses to date 

1. So far this been achieved with The US Federal Reserve having cut interest rates further to 1%. 

There is an expectation that rates could be cut further to 0.5% and if necessary interest rates in 

the US could go to zero. 

2. Non-conventional policy support – In addition to the widely publicized bailouts of several major 

US financial institutions, in recent weeks the US Federal Reserve has begun to buy several 

hundred billion dollars worth of US commercial paper in a move to free up liquidity in the 

corporate borrowing sector. This is already being reflected in the growing new issuance of 

corporate commercial paper. 

3. A steeper yield curve is again developing as Central Bankers around the world have begun to cut 

interest rates, in most places, aggressively. This steeper yield curve allows banks to recover 

profits through borrowing at lower rates and lending at higher rates.  

4. Fiscal stimulus – the major Central Banks have continued to inject billions of US$ into the inter-

bank market in an attempt to improve liquidity. The latest has been China’s US$586bn stimulus 

package.  

5. The passing by Congress of the US$700bn rescue package is a step in the right direction and will 

go some way to restoring sentiment and confidence. With a new President in the White House, 

there is an expectation that further bailout packages will be announced if it is felt they are 

required. 

6. Global Central Bankers have already moved once in a coordinated interest rate cut. Further 
aggressive rate cuts have occurred in all the major economies with the exception of the 
European Central Bank where rate cuts so far have been reluctant and small by comparison to 
the rest of the world.  

7. US House prices are stabilizing suggesting that a bottoming in the market is approaching. There 
is also an expectation that the White House will deliver a rescue package aimed solely at 
underpinning US house prices. 
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8. This is a debatable area, but our guess would be that most of the losses are now being 

acknowledged albeit with some flexibility provided by regulators not enforcing “mark to 

market” guidelines.  It is still unclear how big future losses from the credit crunch will be but 

most of the major players are now able to acknowledge losses without putting downward 

pressure on their share prices.  

 


