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Challenging assumptions

Warryn Robertson | Lazard Asset Management | 18 August 2017

This paper argues that a major issue facing investors is that the returns that they will achieve
across a balanced portfolio over the medium term are likely to be less than returns they have
come to expect. This environment is going to force investors to challenge some long held
assumptions.

The first assumption under challenge is that the past offers a reliable guide to the future, in
terms of asset class returns and the macroeconomic outlook. Thirty years of synchronised
and gradually declining global interest and inflation rates has ended and this will have
profound implications for asset class returns.

The second assumption being challenged is that traditional relative risk/return approaches
can still deliver the returns investors need. Investors will need a different approach to
managing risk, focused on absolute, rather than relative risk and investors must get their
valuation right, because in a low return world, small mistakes can add up to big losses.

ASSUMPTION 1: THE NEXT 30 YEARS WILL LOOK LIKE THE LAST 30

The global economy - particularly developed economies - face several structural factors that
combined are resulting in slow growth and low inflation. These structural factors are long-
cycle changes.

Demography

One explanation for low growth is demographics. The ageing of the population is certainly a
reaching a tipping point. According to UN data, the population in the developed world aged
15-64 (or the working age) as a percentage of total population is now starting to fall and
projections are that it will continue to fall (Figure 1). If this is a source of the anaemic
growth, then we should expect growth across the G7 nations and eastern Asia to remain low.
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Figure 1: Demographic tipping point
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Debt levels

much of the Western world is another explanation for low inflation. Given Australia's
historically high debt load, this is perhaps the most concerning reason from an Australian
investor's perspective. Australia has more acute household debt levels than most parts of the
world. Not only was the Australian credit binge pre-crisis larger than that in the United
States, but since the crisis Australian households have continued to borrow (Figure 2).

Figure 2: A balance sheet (febt) driven recession
As at 30 September 2016
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Productivity Growth

Other economists argue that secular stagnation is driven by the decline in productivity
growth, which has slid in the eight major economies (Figure 3).

Figure 3: Declining productivity growth
As at 31 March 2016
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ASSUMPTION 2: TRADITIONAL RELATIVE RISK/RETURN APPROACHES ARE THE FUTURE

This macroeconomic picture is a major challenge for the traditional balanced approach to
portfolio construction. The perceived wisdom is that the "standard"” 60/40 portfolio with a
mixture of equities, direct investments, bonds and cash (Figure 4) has served investors well.

Figure 4: The Traditional Balanced Fund
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To some extent, this is true. However, the last year 30 years has seen a long-cycle bull run

in both equities and fixed income markets. Arguably, almost any diversified asset allocation
mix between equities and bonds could have generated an adequate return over this period

(Figure 5).

Figure 5: A 30-year bull-run

% Allocation 30-ur Return (%pa)
Australian Shares 30% 10.5%
International Shares 20% 8.4%
Listed Prop & Infrastructure 5% 10.9%
Direct Prop & Infrastructure 5% 11.2%
Australian Bonds 15% 9.0%
International Bonds 10% 9.8%
Inflation Linked Bonds 5% 8.4%
Cash 10% 7.0%
Balanced Fund Return 9.4%

Source: Lazard, Vanguard, Chant West AA Survey

Achieving these returns from the broad market over the next 30 years seems highly unlikely.
Global equity and Australian equity (albeit to a lesser extent) markets are currently
overvalued, in the author's view. Fixed income markets look equally stretched, while the
author would argue that direct property and infrastructure are trading at the most extreme
valuation level. Merely investing in the beta of these asset classes seems likely to yield a
return that is much lower than the expected return of between 8% to 10% per annum.

Global Equities

There is significant risk in global equity market benchmarks. Investors who passively hold
broad indices necessarily own many overvalued stocks, in the author's view. In addition,
many active strategies are also closet benchmark strategies that carry similar risks.

Global equity markets appear divorced from the underlying macroeconomic environment.
Global growth has stagnated but valuations have risen, particularly since 2014 (Figure 6).

© PortfolioConstruction Forum 2017 4
www.PortfolioConstruction.com.au/perspectives



portfolio
construction
forum

Figure 6: Valuations have separated from fundamentals
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Source: Worldbank, MSCI

Why is this such a problem? Firstly, it is worth remembering that any company valuation has
simply two parts:

e earnings or cash-flow; and,
e multiple/rating or discount rate.

This is basis for the Golden Rule of equity investing - that in the long-run, nominal interest
rates must equal nominal GDP. This is important because what it essentially does is link the
numerator (cash flow or earnings growth) with the denominator (the discount rate). As a
result, there's no need to pick a short-run macroeconomic outcome in valuation forecasts.

For example, if long-term nominal GDP in the US is forecast at 4.50% but it is actually 3.50%,
then cash flow and earnings will be lower. Offsetting this will be the use of a lower risk free
rate which in turn produces a lower discount rate. If GDP is higher than expected, cash flows
will be higher but so too should interest rates and, therefore, a higher discount rate. In this
way, valuations are far more robust and consistent. In times of heady investment markets,
like today, investors often break this golden rule and build heroic growth assumptions into
the future without applying higher interest rates. This drives excessive valuations in global
equity markets, with many investors applying higher economic growth rates, but maintaining
low rates into perpetuity.

This can have a big impact on individual stock valuations. For some defensive stocks,
particularly in the consumer staples space, arguably heroic growth assumptions are implied
in the current share price. The classic example today is Colgate Palmolive. Figure 7
compares the implied 30-year free cash flow of Colgate versus Medtronic. Medtronic is a
health care stock and the world's leading provider of pacemakers, with an strong economic
moat. It appears that Colgate's growth rates are excessively optimistic and over time this
adds up to a valuation that appears extremely over-valued.

© PortfolioConstruction Forum 2017 5
www.PortfolioConstruction.com.au/perspectives



portfolio
construction
forum

Figure 7: Small inconsistencies can have a big impact on valuation
risk

Data as of 24 March 2017
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Risk is the probability of permanent capital loss

In the author's view, risk should be defined as the probability of a permanent loss of capital.
Many investors focus on other definitions of risk which they see as being more relevant such
as volatility, or being different from a benchmark or index.

However, by thinking about risk in absolute terms (that is, the risk of losing capital),
investors should not confuse being very different to the index as necessarily being high risk.
The real risk may in fact lie in the many overpriced securities in those benchmarks. Choosing
to hold a concentrated portfolio of only the more attractively priced securities may actually
be the lower risk option.

In equities, during the last eight years just being in the market was enough. Beta returns
were healthy enough that alpha became a secondary concern. But now asset allocators need
to be prepared to be very differently.

In the author's view, the benchmark, or near to the benchmark, is not going to be the place
to be over the coming years. In the current environment, diversification across a broad range
of stocks through an index fund may underperform a more selective, value-focused
portfolio.

A valuation focus will add up

Investors must consider the risk that the next 30 years may not look like the last 30 years.
Economic realities may dictate that returns will be lower and more volatile. This return
environment would challenge the standard 60-40 balanced fund that has long been
considered the most efficient portfolio allocation. For any global or international allocation,
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market cap benchmarks at current valuations represent significant risk and investors should
consider thinking about risk in absolute rather than relative returns.

The question is - how can you manage the risks better so that you can maximise returns
from your equity allocation?

Investing in global equities requires that you be concentrated and have a strong focus on
valuation. Valuation is as important to risk, as it is to returns and small inconsistencies can
have a big impact on valuation risk. Those who do not adapt their global equity portfolio to a
framework focused on valuation will likely suffer disappointing investment returns.

DISCLAIMER

This content represents the views of the author(s), and its conclusions may vary from those held
elsewhere within Lazard Asset Management. Lazard is committed to giving our investment
professionals the autonomy to develop their own investment views, which are informed by a robust
exchange of ideas throughout the firm.

IMPORTANT INFORMATION

Information and opinions presented have been obtained or derived from sources believed by Lazard to
be reliable. Lazard makes no representation as to their accuracy or completeness. All opinions
expressed herein are as of 17 August 2017 and are subject to change. The performance quoted
represents past performance. Equity securities will fluctuate in price; the value of your investment will
thus fluctuate, and this may result in a loss. Securities in certain non-domestic countries may be less
liquid, more volatile, and less subject to governmental supervision than in one’s home market. The
values of these securities may be affected by changes in currency rates, application of a country’s
specific tax laws, changes in government administration, and economic and monetary policy. Emerging
markets securities carry special risks, such as less developed or less efficient trading markets, a lack of
company information, and differing auditing and legal standards. The securities markets of emerging
markets countries can be extremely volatile; performance can also be influenced by political, social,
and economic factors affecting companies in these countries.

Certain information included herein is derived by Lazard in part from an MSCIl index or indices (the
“Index Data”). However, MSCI has not reviewed this product or report, and does not endorse or express
any opinion regarding this product or report or any analysis or other information contained herein or
the author or source of any such information or analysis. Neither MSCI nor any third party involved in
or related to the computing or compiling of the Index Data makes any express or implied warranties,
representations, or guarantees concerning the Index Data or any information or data derived
therefrom, and in no event will MSCI or any third party have any liability for any direct, indirect, special,
punitive, consequential, or any other damages (including lost profits) relating to any use of this
information. Any use of MSCI data requires a license from MSCI. None of the Index Data is intended to
constitute investment advice or a recommendation to make (or refrain from making) any kind of
investment decision and may not be relied on as such.
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This material is provided by Lazard Asset Management LLC or its affiliates (“Lazard”). There is no
guarantee that any projection, forecast, or opinion in this material will be realized. Past performance
does not guarantee future results. This document is for informational purposes only and does not
constitute an investment agreement or investment advice. References to specific strategies or
securities are provided solely in the context of this document and are not to be considered
recommendations by Lazard. Investments in securities and derivatives involve risk will fluctuate in
price, and may result in losses. Certain securities and derivatives in Lazard’s investment strategies, and
alternative strategies in particular, can include high degrees of risk and volatility, when compared to
other securities or strategies. Similarly, certain securities in Lazard’s investment portfolios may trade in
less liquid or efficient markets, which can affect investment performance.

Australia: FOR WHOLESALE INVESTORS ONLY. Issued by Lazard Asset Management Pacific Co., ABN 13
064 523 619, AFS License 238432, Level 39 Gateway, 1 Macquarie Place, Sydney NSW 2000.

Warryn Robertson is Portfolio Manager/Analyst with Lazard Asset Management
Pacific Co. (Sydney)
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