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Units in the Magellan Global Fund and the Magellan Infrastructure Fund are issued by Magellan Asset Management Limited (ABN 31 120 593 946, AFS 
Licence No 304 301). 

This material has been provided for general information purposes and must not be construed as investment advice. Material contained in this presentation 
is a summary only and is based on information believed to be reliable and received from sources within the market. No representation is given, warranty 

d ibilit t k t th ti li l t f i f ti t i d i thi t ti Thi t i l h bmade or responsibility taken as to the accuracy, timeliness or completeness of any information contained in this presentation. This material has been 
prepared without taking into account the investment objectives, financial situation or particular needs of any particular person. Investors should consider 
obtaining professional investment advice tailored to their specific circumstances prior to making any investment decisions and should read the relevant 
Product Disclosure Statement and Supplementary Product Disclosure Statement available at www.magellangroup.com.au or by calling (02) 8114 1888.  
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What we know (1)
Australian equities have significantly outperformed over the last 15 yearsAustralian equities have significantly outperformed over the last 15 years
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What we know (2)
Australian equities have a significant sector bias vs global equitiesAustralian equities have a significant sector bias vs global equities…

Sector weights as at 30 June 2010
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Typical global diversification barely moves the needle

Combined Sector weights as at 30 June 2010
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Wh h h A li kWhy has the Australian market 
outperformed?p
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Explaining Australia’s Outperformance

Is the ‘lucky country’ systematically destined for superior performance

p g p

Is the lucky country  systematically destined for superior performance, 

or are there other factors at play?

Stated another way, do country effects (unique to Australia) or sector 

effects (not unique to Australia) dominate relative returns?

This is an extremely important question for investors when determining 

their asset allocation
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Explaining Australia’s Outperformance
Removing sector effects

To remove the impact of sector effects we compare published benchmark

Removing sector effects

To remove the impact of sector effects, we compare published benchmark 

returns with the returns that would be generated when monthly re-weighted 

equally to each of the ten GICS® sectors over the last ten years. Importantly thisequally to each of the ten GICS sectors over the last ten years. Importantly this 

period:

- Eliminates much of the impact of the ‘TMT bubble” which would cause the sectorEliminates much of the impact of the TMT bubble  which would cause the sector 

effect to be overstated

- Incorporates two global recessions thus a range of economic cyclesp g g y

- Captures the significant global market integration that has taken place in recent 

years, particularly through the 1990’s (rendering older data redundant)
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Explaining Australia’s Outperformance
Removing sector effects – impact on total return from Australian equitiesRemoving sector effects impact on total return from Australian equities
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Explaining Australia’s Outperformance
Removing sector effects – impact on excess returns
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Explaining Australia’s Outperformance
Removing sector effectsRemoving sector effects

This analysis illustrates the equally-weighted sector effect has accounted for 

70% of total returns of the S&P/ASX200 over the last ten years; and/ y ;

77% of excess returns over the S&P Global 1200 over the same period77% of excess returns over the S&P Global 1200 over the same period
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Explaining Australia’s Outperformance
Removing sector effects

By adjusting weights to reflect the historic sector bias of the Australian market 

Removing sector effects

y j g g

against the S&P Global 1200*:

- Total return drops further to 13.33% (or 1.26% per annum)Total return drops further to 13.33% (or 1.26% per annum)

- Excess returns drop by a similar amount to the equal-weighted methodology,  

dropping from 116 12% (8 01% p a ) to 40 06% (3 43% p a )dropping from 116.12% (8.01% p.a.) to 40.06% (3.43% p.a.)

This analysis illustrates that the Australian sector bias vs the S&P Global 12000 

has accounted for 79% of total returns and 65% of excess returns over the 

d f h /period of the S&P/ASX 200.

* By applying S&P Global 1200 monthly weights to S&P/ASX 200. 

For all periods up to December 2004, sector weights used for the S&P Global 
1200 are as at December 2004 as earlier data is not available.
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Explaining Australia’s Outperformance
Removing sector effects

Whilst the country effect has been a positive contributor (accounting for

Removing sector effects

Whilst the country effect has been a positive contributor (accounting for 

approximately 20-35% of both excess and total returns over period), clearly the 

sector effect has dominated given Australia’s significant skew to the resources 

and financials sector

The concern for investors should be will this positive sector contribution continue 

ad infinitum? If not, what is the appropriate action to take given its dominance?

This requires forward looking asset allocation considering portfolio factor 

exposure rather than simple domestic/international splitsexposure, rather than simple domestic/international splits
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Practically building forward-looking portfolios
Factor exposures that need considerationFactor exposures that need consideration

The fallout from escalating Sovereign debt

The deleveraging of the household sector

The increased capital requirements of the financial system via Basle III

Th t i t i t f Chi ’ t i thThe asset-intensive nature of China’s recent economic growth

The movement of economic power from the developed world to the 

developing world

Inflation or deflation?



Inflation v deflation
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The inflation/deflation debate

Enormous countervailing forces at work

The deflationary debate is primarily a developed world issue

Enormous inflationary pressures in the emerging world (China, India, 

Russia, Brazil, etc) 

Numerous developed countries with inflationary pressures (Australia, NZ, 

Denmark, Norway, Switzerland)Denmark, Norway, Switzerland)

The deflationary debate is primarily focused on major Northern Hemisphere 

economies (US UK France Japan Spain Italy etc)economies (US, UK, France, Japan, Spain, Italy etc)
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The inflation/deflation debate
P t ti l f d fl ti

1. Persistent excess productive capacity

Potential sources of deflationary pressures

p p y

2. Prolonged period of sub-par economic growth due to:

Consumer deleveragingConsumer deleveraging

Government fiscal austerity measures 

3. Structurally high and persistent unemployment

4. Prolonged low interest rates

5. Falling house prices

6. Embedded expectations of deflationary pressures6. Embedded expectations of deflationary pressures
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The inflation/deflation debate
M di t f i fl ti

1 Rising food and energy prices

Medium term sources of inflationary pressures

1. Rising food and energy prices

2. Effects of global warming

3. Expansion of the money supply from quantitative easing

4. Central bank exit strategies

5. Imported price inflation due to inflationary pressures in emerging markets

6. Rising long term interest rates

7. Increased regulatory intervention

8 Increased taxation8. Increased taxation
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The inflation/deflation debate
US 10 Y N i l G t B d Yi ld hi t i ll l
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The inflation/deflation debate
M ll ’ Vi

Deflationary pressures are non-existent in emerging markets and in economies 

Magellan’s View

y p g g

such as Australia

In our view short term deflationary pressures in the US and Europe are likely toIn our view short term deflationary pressures in the US and Europe are likely to 

be overwhelmed by inflationary pressures in the medium term

Investors should be concerned about:Investors should be concerned about:

Anaemic economic growth for the foreseeable future

Rising long term bond rates 

Rising inflation in the medium term

Stagflation may be a more realistic risk than deflation in the medium term
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Conclusions

Factor diversification is vitally important – the factor exposures of the Australian market have been the 

dominant drivers of performance over the last decade

Portfolio construction is a composite of factor exposures and these need to be explicitly considered inPortfolio construction is a composite of factor exposures, and these need to be explicitly considered in 

the context of forward-looking investor expectations

The simplistic approach of using historical mean-variance to allocate between domestic and international 

equities is fundamentally weak and need to be revisited, and this weakness is particularly pronounced 

for Australian investors.

Is supplementing Australian equities with an international index (or index-like) allocation likely to 

provide any material diversification benefit?



F t id ti i tiFactor consideration in practice
Magellan Global Fund
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Factor Consideration in Practice
Magellan Global Fund – Geographical LensMagellan Global Fund – Geographical Lens

Spain, 0.13%

Netherlands, 0.91%

Cash, 5.95%

France, 2.66%

,

United Kingdom, 2.48%

Switzerland, 4.48%

Australia, 5.97%

United States, 77.42%

Portfolio weights as at 30 June 2010
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Factor Consideration in Practice
Magellan Global Fund – GICS® LensMagellan Global Fund – GICS® Lens
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Portfolio weights as at 30 June 2010
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Factor Consideration in Practice
Magellan Global Fund – Portfolio Manager LensMagellan Global Fund – Portfolio Manager Lens

Health Care, 2.58%
Cash, 5.95%

Infrastructure, 6.10%

Payments Networks, 
12.62%

Multinational non-
discretionary retaildiscretionary retail, 

46.38%

Banks, 10.01%

Mass-market retail, 
10.60%

Online Advertising, 5.77%

Portfolio weights as at 30 June 2010




