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The State of the Nations

The eleventh-hour deal to extend the 
road beyond the cliff’s edge in the 
United States was a fitting end to a 
year dominated by the politicisation  
of markets.

The first six months saw markets  
focus on Europe’s debt crisis with  
a Greek ‘referendum’ on the Euro 
and the French election of a Socialist 
President for only the second time 
since 1958. It was not until August  
that markets found solace from 
European Central Bank (ECB) 
President Mario Draghi’s comments 

that the ECB will protect its members 
with “whatever it takes” and 
commence open-ended sovereign 
bond purchases on the secondary 
markets, to Germany’s disdain.

The final six months of 2012 saw 
‘risk-on’ become the new trend for the 
season. Markets looked past a Chinese 
slowdown, the impending US fiscal 
cliff and noise from the European debt 
crisis. We saw funds begin to move 
from the overbought bond and cash 
markets into oversold equities.

The United States continued its path 
to recovery led by encouraging housing 

activity while a stubborn labour 

market forced the Federal Reserve to 

implement a new round of Quantitative 

Easing. US Corporations however 

maintained strong, healthy balance 

sheets and grew earnings via exposure 

to new markets. The uncertainty 

from the fiscal cliff saga however 

discouraged business investment 

which we believe will reverse once 

fiscal spending cuts are legislated. 

We are cautiously optimistic on the US 

economy with political and fiscal risks 

in the short term which we believe will 

be mitigated, even if at the last minute.
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“Better three hours 
too soon than a 
minute too late” 

Shakespeare



This, however, does not dissipate the 
signifi cance of the US Government 
debt position which currently stands 
at approximately 106% of GDP. In fact, 
US public debt is currently above its 
debt ceiling set by Congress in August 
2011 with only temporary political 
and accounting measures allowing 
the government to borrow more until 
mid-May where a new ceiling will be 
required.

China has emerged from its slowdown 
with solid growth and a renewed 
demand for Australian resources. We 
do feel however that growth in China is 
slowly moving from a fi xed investment 
model to a consumer model. This 
bodes well for multinational brands 
and agribusiness companies.

Australia continued to contend with a 
stubbornly high Australian dollar and 
uncompetitiveness. The RBA reduced 
interest rates four times from 4.25% 
to 3% in a losing battle to stimulate 
the non-mining economy and take 
pressure off the AUD. Australian 
miners cut back on capital investment 
as rising operating costs and falling 
commodity prices, particularly iron 
ore prices, saw miners reassess the 
economic viability of projects. This 
saw high-yielding, defensive stocks 
outperform the market as investors 
sought refuge from declining cash 
rates while resources underperformed. 

The State of the Markets

Yet while the above garnered 
attention from the media and 

economic commentators, 2012 saw 
International and Australian equities 
both outperform fi xed interest products 
in AUD terms for the fi rst time since 
2007 with the ASX 200 climbing 
almost 15% (before dividends) and 
the European and US indices providing 
similar returns or better. In fact, 2012 
was the fi rst year since 2006 where all 
main asset classes produced positive 
returns in Australian dollar terms.

We selectively participated in several 
fl oats including subordinated loan 
notes issued by three of the major 
banks and the SCA Properties spin-off 
from Woolworths. These investments 
have provided attractive returns to 
clients.

We also avoided specifi c fl oats and 
sectors. We did not think the risk-
reward offered by several companies 
on their subordinated loan issuances 
warranted participation and we 
rejected the Calibre Group IPO which 
has not traded above its IPO price 
since listing.

We were disappointed by the 
performance of several blue chip 
companies including QBE Insurance 
as well as large cap gold mining and 
energy stocks but we are satisfi ed 
overall with client portfolios.

BMF portfolios saw solid returns in 
2012 as share prices of the market-
leading, multinational, cash-fl ow 
generating companies (in which we are 
largely invested) ignored the squabbles 
of politicians and focussed on earnings 

improvements via exposures to new 
markets (e.g. Emerging Markets), 
cost cutting exercises and adapting to 
structurally changing landscapes.

Is the bull market in 
denial?

Global markets appear satisfi ed 
with efforts made by political forces. 
While the economic and political 
problems have not been removed, 
markets are reassured that signifi cant 
negative fi nancial risks have been 
reduced as central banks unleash 
all fi re power and politicians come to 
reluctant agreements.

While developed countries continue 
to grow at sub-trend or negative 
rates, particularly in Europe, global 
multinational companies continue 
to grow earnings. Investors are 
beginning to focus on the underlying 
fundamentals of companies 
recognising their domicile is often 
irrelevant. 

Emerging markets continue to grow at 
a solid pace and are supporting global 
growth which we are directly exposed 
to via a selection of managed funds 
and international equities.

Australians shop 
overseas but invest 
domestically

We are constantly amazed by the 
Australian investor’s overly biased 
position to Australian equities. We 
attribute this only to the comfort of 
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investing in domestic businesses 
rather than shopping for value. 
Australian equities equate to 2% of 
global markets and are excessively 
overpriced compared to international 
sector comparisons. Moreover, 70% of 
the ASX 200 is resource and fi nancial 
shares. Access to quality industrial 
stocks is extremely limited.

The ASX 200 average price-to-earnings 
ratio has expanded by 25% from 
10.8x one year ago to 13.5x at time 

of writing. This sits just below the long 
term average of 14.4x. This is despite 
little-to-no earnings growth, a tepid 
economic environment and a high 
Australian dollar. 

The Australian dollar remains 
stubbornly high as central banks buy 
AAA rated government bonds and 
China’s growth reaccelerates. We 
remain of the view that the currency 

is over-valued as interest rate 

differentials decrease and Australian 

economic metrics continue to wane. 

This too supports the thesis of 

international investment.

Many of the international companies 

in which we have invested have 

signifi cantly better earnings 

momentum, signifi cantly more 

diversifi ed earnings and are better 

quality, multinational businesses.

We have added exposure to the US 

housing recovery by beginning to 

invest in US Homebuilders. We are 

continuing to invest in our selection of 

international healthcare stocks which 

provided a total return of over 20% 

last year. International consumer and 

technology stocks are performing well 

as emerging markets exposure offset 

declining demand from Europe. 

As interest rates on cash decline, 
we  are happy to invest in selected 
Australian high-yielding stocks, as well 
as certain resource and energy stocks. 

Bubble bubble, toil and 
trouble

The most signifi cant event of 2013 
could be that of the fi xed income 
bubble.

The last 30 years have seen a bull 
market in global credit. US government 
bond yields remain at or under 2% and 
corporate bond yields have declined 
to levels in which the investment 
risk-reward must be questioned, 
particularly on a real return basis. 

Infl ation caused by excess money 
printing will see real returns become 
negative (even more-so in some cases) 
and see central banks prematurely 
raise interest rates. The combined 
effect of this could have signifi cant 
impacts on the capital value of credit 
markets and see signifi cant losses on 
fi xed income positions. 
We have therefore begun to lower 
our allocation to global bonds by 
further switching into equities, gold 
bullion and cash. 

One area however in which we have 
increased our position in credit 
markets, is our investment in Bluebay 
and Aberdeen Emerging Market debt 
funds. While only small positions, 
Emerging Market debt provide 
attractive yields from companies 
and countries in sound positions, 
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particularly in comparison with 
sovereign debt positions in Europe and 
the United States.

We are also concerned about 
Japan’s fi scal position with the 
highest gross debt-to-GDP ratio in 
the developed world at 245%. With 
an ageing population, a trade defi cit 
and a contraction in domestic net 
investment, we see the sustainability 
of this position to be near impossible. 
Japanese economic woes have seen 
it recently engage in ‘currency wars’ 
where it has actively devalued the 
Yen. This is positive for their exporters. 
We believe this too will be a theme 
in 2013 as all major parties fi ght to 
devalue their respective currencies to 
gain a competitive advantage.

As sovereign debts grow, there will be 
an increased interest by governments 
in the tax structures of global 
corporations as they seek to close 
budget defi cits and as the populous’ 
dissatisfaction with the behaviour 
of corporations begins to refl ect on 
the opinions of their leaders. Recent 
cases highlighted in the media include 
Starbucks in the UK and Google. 

Follow the yellow 
brick road...

Central banks continue to buy gold 
bullion as investors and populations 
lose faith in paper currencies and as 
infl ation begins to rear its head. With 
the massive expansion of central 
bank balance sheets via quantitative 
easing operations, the devaluation of 
paper currencies is unprecedented. We 
continue to believe gold bullion is the 
best alternative ‘currency’ that holds 
value and simply cannot be printed.

We have been disappointed with the 
performance of gold equities, many 
of which have underperformed due to 
poor management, higher costs, and 
under-delivery on production guidance. 
We continue to complement existing 
gold equity positions with signifi cant 
holdings of gold bullion via our strong 
relationships with domestic and 
international bullion dealers. 

Conclusion

We have a positive view on selected 
equity markets in 2013, preferring 
international markets, as the return on 
alternative asset classes diminishes. 

Cash overseas provides no return 
while interest rates in Australia are 
expected to be cut by possibly twice 
more this year. Furthermore, as stated 
above, credit markets are at risk of 
a signifi cant reversal. We are happy 
to continue investing in selected 
international and domestic unlisted 
direct property syndicates which 
undergo signifi cant due diligence and 
where we are co-investors.

Should you wish to discuss your 
investment portfolio or if you are 
interested in our Wealth Management 
and Family Offi ce services, please 
contact Directors Jill Nes or Martin 
Becker. 

Brad Mendel

Senior Analyst
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Important: This is not advice. Clients should not act solely on the basis of the material contained in this Newsletter. Items herein are 
general comments only and do not constitute or convey advice per se. We recommend that our formal advice be sought before acting in 
any of the areas. The Newsletter is issued as a helpful guide to clients and for their private information. Therefore it should be regarded 
as confi dential and not be made available to any person without our prior approval.

Wealth Management is complex. 
BMF Asset Management is specialised 
in Wealth Management and Family 
Offi ce services. We partner with 
aspiring and high net wealth Clients 
and their families to preserve and 
create their wealth.


