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MORPHIC PHILOSOPHY

Everything that can be counted does not necessarily count; everything that counts 
cannot necessarily be counted.

Albert Einstein

F I N D I N G  I N V E S T M E N T S
1. Change creates opportunity: this may seem 

obvious, but many investors base their 
portfolio on the opposite assumption – namely 
that nothing has changed, only the price. We 
believe markets overestimate the impact of 
short term events and underestimate the 
long term. The team searches for sectors and 
stocks where change is taking place.

2. Stocks seldom found in other portfolios: if 
you buy only stocks that everyone else buys, 
expect the return everyone else gets. Morphic 
trawls through stocks all over the world to 
find stocks that have the characteristics we 
seek.

3. There are few new stocks, only stocks new 
to you: team members are expected to 
understand why they think they can value 
the outlook better than those who have been 
there before them. Many tools are used to do 
this, including assessing what assumptions 
the market appears to be making in its 
current pricing.

M A N A G I N G  I N V E S T M E N T S
4. Know the right side of a 60/40 bet: having 

found the opportunities, the risk process 
takes charge and focuses on how to size 
investments to reflect both the perceived 
informational “edge” we have and the amount 
of upside from the idea coming to fruition.

5. Know yourself: the market inefficiency lies 
within us and our reaction to events, so 
Morphic has designed a risk process to 
minimize human error in stock selection – 
and understand when to quit positions.

6. Money management: knowing the opportunity 
cost of capital and how to walk away from 
a poor investment with minimal losses is 
what defines a good Portfolio Manager (as 
opposed to an analyst). As does a risk process 
that looks for downside protection in other 
assets, whilst still giving upside participation.

Morphic holds six core tenets to delivering higher risk adjusted returns: three on finding investments 
and three on managing them. 
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COMMENTARY ON PERFORMANCE

Life is a game of inches – and the inches we need are everywhere around us. They’re 
in every break of the game, every minute, every second... because we know when we 
add up all those inches, that’s what’s going to make the difference between winning 

and losing.

Al Pacino1

6 months -0.45% -1.09% 0.64%
1 year -1.96% -0.62% -1.34%
3 years (p.a.) 14.13% 13.58% 0.55%
Since inception 
(p.a.) 18.59% 18.43% 0.16%

It was another tough half of sideways markets, 
just like the one that preceded it, where every 
fall was feared to be the precursor to impending 
doom. Yet in the end the market finished the 
period higher in US dollars than where it started 
in January. The fall in our benchmark was due 
to the rise in the Australian dollar over the half.  

Against this backdrop, the Fund outperformed 
over the half. As discussed below, managing 
money in this environment is challenging at 
best and brutally unforgiving at worst. In these 
conditions, staying “alive” or ahead of the market 
is the key to survival as it is easy to slip behind a 
little here, a little there, and before you know it 
you have too much ground to catch up. 

For some idea of the difficulty of investing right 
now, consider this: in the first quarter of 2016, 
82% of equity managers underperformed the 
market and hedge funds had their worst start 
to the year since 2009. Figure 1 compares 
Morphic’s year to date performance against the 
major funds with flexible mandates sold into 
Australia that we regard as our strongest peers. 
Those inches start to add up.

Clearly this is not a glowing advertisement for 
active management, but we remind readers that 
100% of ETFs underperformed after fees in the 
half just ended, so there is no freebie in passive 
choices. 

Turning to the portfolio, individual long positions 
were net contributors to the outperformance, 
along with a substantial contribution from our 
tactical cash holdings, whilst currency hedging 
was a mild detractor. Themes were detractors, 
whilst market neutral positions were modestly 
positive overall contributors.  

Australia may be our home-base, but generally, 
we find more attractive opportunities elsewhere. 
However, Australia is part of the globe and it often 

Morphic -0.45% -1.09% 0.64%

Magellan -5.01% -1.65% -3.36%

Platinum -5.60% -1.09% -4.51%

PM Capital -15.63% -1.65% -13.98%

Figure 1 – 2016 Year-to-date Performance: Morphic 
versus 3 major Australian funds

Source: Morphic, Magellan, Platinum, PM Capital half year 
results1. Al Pacino in Any Given Sunday
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presents appealing short side opportunities as 
the cost of borrowing stock to short is cheap 
here and the market shows great “persistency” 
in stocks.

We have been shorting Woolworths for over 
a year and it was the largest positive stock 
contributor to performance this half. Many 
readers will know of the company’s struggles 
to compete against a resurgent Coles at the 
same time as dealing with the fast growing Aldi. 
Optimists believe that all the bad news is now in 
the price. However, we feel the damage to date 
has largely been from self-inflicted wounds. The 
next phase will still see a weak and clumsy giant 
competing in an intensifying UK style price war, 
and can be even bloodier. We remain short the 
stock in substantial size. 

Page 3 outlines Morphic’s key points of 
differentiation, one of which is finding stocks that 
other managers don’t own. It is pleasing that the 
next two largest contributors are unique stories 
outside of the mainstream: newly purchased 
Power Grid Corporation of India and our 
long standing position in Japan’s Open House. 

India’s power sector will need massive 
investment for decades to deal with its present 
shortages and the economic growth to come.  
Power Grid is a partly state owned organisation 
in charge of building national transmission lines 
and substations throughout India. We expect 
earnings to grow at 12-16% per year for the 
next decade, but believe the market is pricing in 
growth at less than half this rate.

Open House specializes in developing condos 
and detached housing in central Tokyo. Japan 
may have negative population growth but Tokyo 
continues to grow as it sucks in population 
from the rest of the country. Open House’s 
management is focused on sales and profit 
growth as well as shareholder returns via 
buybacks and dividends, not something that 
can always be said of Japanese companies! We 
continue to grow our position in the stock on 
any weakness.

Our worst performance came from the previously 
successful “US Quality Banks Spread”, which 
was discussed in the previous half yearly report. 
One of the defining trends over the half was the 

rotation from growth into value. As discussed 
below, it was the exact opposite of what we 
expected. 

All these banks had both growth and quality 
characteristics which have been penalized over 
the half. In our case, there were also two stock 
specific issues. Bank of the Ozarks came 
under attack from a short seller and Signature 
Bank had issues with lending against taxi 
licenses in New York. The position was trimmed 
throughout the first quarter and cut completely 
by the end of April. We now await style rotation 
to abate to re-enter, which we did for Signature 
recently.

The other large underperformer was US health 
insurer Cigna Corporation. Cigna fell on 
increasing fears that a takeover bid by rival 
Anthem would not gain Department of Justice 
approval. Market pricing of the two stocks 
suggests there is now next to zero chance of 
success, and therefore little more downside. 
As Cigna will get over $1bn in break fees if the 
deal fails, we remain holders, as the underlying 
business is doing well, and the shares are now 
cheaper than they were when the bid was first 
rumored a year ago. 

Lastly, several new stocks joined the portfolio 
over the half which we hope to talk more 
of in  the future. These included French 
listed Technicolor  which used to make TVs 
under the Thomson brand and provide print 
processing services to film studios. Today it still 
does the latter and is a patent rich firm that also 
makes the set-top boxes that carry Foxtel into 
your house. With strong and rising cashflows 
following a recent restructuring, we see the 
stock performing well or getting bought out by 
private equity. 

Staying in Europe, we also added SES, a global 
satellite communications supplier. Satellites are 
like toll roads: they cost a lot to build, then not 
much to run! The sector has been weak since 
a profit warning from SES competitor Eutelsat, 
but we feel the market has failed to differentiate 
between the two companies and believe SES has 
a superior business model and market focus. 
With a sustainable 6.7% dividend yield,  being 
patient is not costly.
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RISK MANAGEMENT

We demand rigidly defined areas of doubt and uncertainty!

Douglas Adams

Lucky but 
lacking skill 

(14)

Heaven 

(18)

Hell 

(9)

Skillful but 
lacking luck 

(6)

We believe that one of the points of differen-
tiation for the Morphic Global Opportunities 
Fund is to provide investors with the long 
term upside from owning equities, whilst using 
hedging to mitigate some of the pain during 
prolongued bear markets. The objective over 
the medium term is accordingly to beat generally 
rising global stock markets and minimize 
volatility along the way. 

A way of assessing whether we are achieving 
this goal or not is to measure the Fund landing 
in one of the following four quadrants: 

The numbers above show how many visits 
the Fund has made to each quadrant in the 
47 months of our operation. During the most 
recent half, the Fund was never in “Heaven”, 
and in each other bucket twice. Fortunately our 
outperformance in the two months we had in 
the “Skillful” quadrant were together bigger 
than our under performance in the rest of the 
half, pushing our period for the six months as a 
whole into the “Skillful” quadrant as well.

Taking more conventional measures of 
risk management, the Fund continues to 
operate with daily “Value at Risk” (VaR) metrics 
substantially to the bottom end of its allowable 
risk appetite. The Fund’s realised volatility is 
lower than its peers in Australia. 

The Fund’s market exposure averaged around 
fully invested. The gross has been around 150% 
reflecting a portfolio that is utilising its ability 
to trade pairs to extract alpha. Maximum cash 
holdings peaked at 40% during the half around 
Brexit, though with no follow through cash was 
redeployed with the Fund returning to being 
fully invested.  
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REFLECTIONS ON THE HALF

宁為太平犬， 莫做亂离人 2

Feng Menglong

Interesting times indeed. The slow grinding bull 
market that characterised the Fund’s first two 
years already seems like a distant memory. But 
for all the fury of the moves down in January, on 
recession fears, followed by the strong rebound 
in February and March, and then the renewed 
gut wrenching over the shock outcome of 
Britain’s Referendum on European Union 
membership (Brexit), we sit here in early July 
close to record highs.

So what does one divine from that? Firstly, that 
timing the market is very difficult. Investors who 
panicked in February and withdrew money from 
the markets, have now locked in substantially 
lower returns. Figure 2 shows the returns if 
investors missed the three best days this half. 

2. “Better to be a dog in a peaceful time, than to be a human in a chaotic (warring) period.” Feng Menglong. The original version of 

what we know as the Chinese curse of “May you live in interesting times”, which actually doesn’t originate from China!

Secondly, that markets do climb the proverbial 
“wall of worry”, a saying coined to describe how 
in equity markets there is always something to 
worry about, but over the long run they tend to 
rise.

We were always skeptical of the “January 
jitters”, to the consternation of some clients 
who wanted us to be more bearish like some 
of our peers. Our view was that equity markets 
are poor forecasters of conditions more than 
six months ahead. For the January sell-off to be 
correct, it implied a US recession by June. With 
strong employment data it seemed implausible 
that the economy could lose momentum that 
quickly. History has confirmed we were right.

2.7%

0.3%

-2.0%

-4.0%

-5%

-4%

-3%

-2%

-1%

0%

1%

2%

3%

4%

YTD 2016 return Missed the
Best Day

Missed 2
Best Days

Missed 3
Best Days

Figure 2 - S&P 500 returns in YTD 2016 without “Best Days”

Source: Bloomberg
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But while US markets have returned to previous 
highs, the composition has changed. Value as a 
style has underperformed for most of the near 
decade since the GFC, and is now dominated 
by resource and industrial stocks. The surprise 
move of the half (it was particularly surprising 
to us as we forecast the opposite to occur) has 
been the strength across the board in cyclical 
stocks and materials/energy in particular, 
against a backdrop of continued anemic growth. 
Figure 3 shows the rebound of the Bloomberg 
Commodity Index, retracing back to levels of a 
year ago. Time will tell whether this is a “dead cat 
bounce” or not.

40
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120
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Figure 3 – Normalised Bloomberg Commodity Index

Source: Bloomberg

In a similar vein, emerging markets performed 
strongly over the last six months. Figure 4 
shows how emerging markets have done better 
than both the US markets and Global markets in 
general. In some respects, this is to be expected, 
with the Federal Reserve not raising rates and 
thus releasing the pressure from the rising USD 
and US interest rates on those economies.

11.3%

-0.8%

2.7%

-6.0%

-18.1%

6.7%

-20.0%

-15.0%

-10.0%

-5.0%

0.0%

5.0%

10.0%

15.0%
2014 2015 YTD 2016

S&P 500 Yearly Performance Emerging Markets Yearly Performance

Figure 4 – Emerging markets versus S&P 500

Source: Bloomberg

But there is also valuation at play: emerging 
markets by some metrics reached the cheapest 
on record compared to US markets. Further, 
earnings revisions in emerging markets, which 
have been negative for many quarters, appear 
to have bottomed. Reflective of this valuation 
and macro backdrop, the Fund took on more 
positions in emerging markets, though with care 
as emerging markets is a broad category. We 
have added risk in India and Pakistan, though 
not in Brazil or China for example. 

No commentary on the half could go without at 
least some mention on Brexit. It is still only a few 
weeks after the event, but it seems the market is 
coming around to the view that we spoke about 
in our blog3: namely that the short term isn’t as 
bad as first thought. 

3. http://www.morphicasset.com/blog/brexit
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SPECIAL FOCUS: PAKISTAN, 
TALES OF THE UNEXPECTED

The first condition of understanding a foreign country is to smell it.4

Rudyard Kipling

Soon after we launched the Fund, our screens 
flashed at us that we should buy a stock in 
Pakistan, the aptly named, as it turned out, 
Lucky Cement.

As we dug deeper, we found a very cheap, 
solid growth company operating in a domestic 
cartel like environment, which nevertheless 
was a highly competitive exporter. Nervously, 
we bought a small position in the stock, which 
quickly doubled, and then to the relief of our 
marketing team, and many of our investors, we 
cashed in our chips and moved on.

Late in 2015 however, D.G. Khan, another 
Pakistani cement company made it through our 
screens. Emboldened, or perhaps embittered by 
the fact that Lucky had doubled again since we 
sold it, we did a refresher course on the sector 
and bought a small position. We then resolved 
to better understand the potential longevity of 
the Pakistan growth story.

Our initial work prompted our prediction in 
our last December half yearly report that the 
Pakistan stock market would outperform India 
over the next six months. This has proven 
correct, although it should be said that both have 
done well, and we have also been overweight 
both countries for most of the half.

However, given Pakistan’s mixed reputation, we 
felt we could not justify holding a large position in 
the market without visiting the place first. As the 
oldest people in the team are always the most 
expendable, Jack was chosen for the expedition, 
especially as he was the biggest enthusiast for 
the trade, having followed the country from the 

sidelines for almost a decade. 

The urgency of the trip intensified as it became 
apparent that Pakistan was likely to be elevated 
from the status of a “Frontier market” to an 
“Emerging market”, by index keeper MSCI. 
This migration has now been confirmed as 
happening from June 2017 and is a step that 
frequently results in a surge of new investors 
and a market rerating. 

We also wanted to understand ahead of most 
other foreign investors the significance of 
China’s proposed US$60bn infrastructure 
investments in the country, designed to give it 
a land linkage from its eastern Xinjiang province 
to the proposed new modern port in Gwadar on 
the Arabian Sea, promoted as the China Pakistan 

Figure 5 – Map of the Pakistan-China Economic 
Corridor

Source: http://currentaffairs.gktoday.in/current-affairs/cpec

4. To quote from Rudyard Kipling seems appropriate given he made his reputation as a writer from his days in the still beautiful city 

of Lahore, where references to his greatest book, Kim, still abound.
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Economic Corridor (CPEC) (see Figure 5).

What we were looking for on the ground was 
what we could not find on paper: evidence 
that increasing our existing exposure to the 
country and the cement sector constituted an 
unacceptable risk/reward trade.

In four days we visited Lahore and Karachi, 
and met four cement companies, two banks, 
the largest independent power producer, the 
largest gas station company, the largest milk 
processor and one of the largest fertilizer 
companies. We were struck by the quality of 
Pakistani infrastructure, especially roads and 
airports, compared to India, and impressed by 
the quality of management. We were shocked 
by the complete lack of foreign tourists, and 
pleased to see how the lifestyle of middle class 
Pakistanis belied popular foreign conceptions of 
the riskiness of personal safety in the country.

To cut to the conclusion: we now have nearly 5% 
of the Fund’s assets in the country, comprising 
an increased size for the initial investment in 
D.G. Khan, and a slightly smaller stake in the 
New York listed Pakistani ETF (PAK US).

The decision to build this rather unconventional 

A break in the US dollar 
Pakistani Rupee (PKR) 5% Low Record foreign currency reserves and a near zero current account 

deficit mitigate devaluation pressure. 

Security breakdown 10% Moderate The country, like India, seems inured to periodic terrorist outrages.

Reversal of recent terms 
of trade improvement 20% Moderate Oil, used extensively for power generation may see some upward 

pressure, but coal and gas look set to stay cheap for some time.

No headway on power 
sector reform 50% Moderate

Problems with slow payments between various parts of the value 
chain persist, but the position is no longer getting worse and we see 
some signs it may start to diminish.

Completion of IMF 
programme 5% Moderate Recent talks have been very constructive.

Failure to proceed with 
CPEC 25% High

Psychologically this would be a significant blow. The kick start in 
high multiplier infrastructure development would also be missed. 
However, we believe the Chinese have far too much “face” at stake 
to pull out and we see no evidence of the Pakistani’s doing anything 
other than rolling out a very large red carpet.

exposure was driven by the following risk score 
card we drew up on our return:

Pakistan is not without risks, but many of these 
are palpably overstated by people who have 
never been there. The latter category includes 
many investors in Pakistan, who typically prefer 
to see companies in Dubai, London or New York, 
rather than visiting on the ground.

Our main observations on the outlook are as 
follows:

a) Politics and security issues may be entering 
a virtuous cycle where small improvements 
beget bigger ones as the participants and the 
populace gain confidence.

b) The economy will probably grow at 5% or 
more for the next few years, up from its 
recent trend of 3-4%.

c) There is upside to this if all CPEC projects 
proceed and the country can build the 
infrastructure to handle cheaper gas likely to 
be available from Qatar.

d) The best analogue for where Pakistan is 
now, is the Philippines a decade ago, when 
most people had red-lined it for investment, 
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yet continuous gradual improvement saw 
it emerge as one of Asia’s best performing 
economies over a decade and also one of its 
best performing equity and currency markets. 

e) Like Pakistan now, a decade ago the 
Philippines was seen as doomed by virtue 
of poor security and political instability and 
weak current and fiscal balance positions. At 
the same time the market seemed too illiquid 
to merit much attention.

f) On the security front, we drew comfort from 
the relative lack of alarm shown by middle and 
upper middle class people about their own 
personal security.  Pakistanis show no anxiety 
walking around the center of their cities or 
eating in huge and crowded restaurants. 
Indeed, eating out is an abnormally large part 
of the economy, especially compared to India.

g) Stocks are cheap compared to India, at 9x PE 
compared to 15x for a roughly comparable 
universe, and cheap even compared to 
Pakistan’s own recent history.

h) Industrial companies have less debt, and get 
better returns on equity than in India.

i) Banks are struggling for growth, but have very 
low loan to deposit and credit to GDP ratios.

Cement seems by far the most attractive sector 
for investors in Pakistan at this time. Pricing at 
~9x near term earnings, with long run eps growth 

of 10-15% for the industry seems appealing. 
Both the most liquid stocks (Lucky Cement and 
D.G. Khan) are efficient, growing and likely to 
benefit a great deal from CPEC and the uptick in 
growth generally. The sector itself is operating at 
close to full capacity, and with significant growth 
in domestic demand.

D.G. Khan seems the best bet in the sector. 
The company is conservatively financed, which 
means it has had the financial strength and the 
confidence to be one of first into the market with 
a very substantial increase in capacity, of around 
2.5 million tons per anum, equivalent to 50% of 
its current capacity. The new plant which will be 
the largest built in Pakistan for many years, is 
already under construction and should come 
online during the 2018 financial year. 

The stock is controlled by the Mansha family, one 
of the more highly regarded business houses 
in Lahore. As is often the case in emerging 
markets, family control means passive investors 
are exposed to a highly cash generative business 
becoming the investment vehicle for broader 
and less transparent business objectives, and 
in D.G. Khan’s case only about half the gross 
assets of the company are engaged in cement 
production. However, in D.G. Khan’s case the 
main non-core investment it holds is a near 
controlling stake in Pakistan’s most respected 
bank, MCB.
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OUTLOOK

Bull markets are born in pessimism, grow on skepticism, mature on optimism, 
and die of euphoria.

Sir John Templeton

It is hard to overstate the pessimism that 
pervades market participants at the half way 
point of 2016. Clients, fellow fund managers, and 
market commentators seem overwhelmingly to 
believe we stand on the verge of a bear market. 
Which would be odd because in our experience 
(with senior members of the team having seen 
two to three bear markets already), the outlook 
is more consistent with John Templeton’s quote 
above. 

Perhaps this will be the exception that proves the 
rule: a bear market beginning with all managers 
correctly positioned and retail investors having 
safely exited at the top - for there is certainly no 
shortage of things to worry about. From Brexit 
through to fears of a Chinese ”hard landing” 
after decades of unsustainable debt funded 
growth; and the increasing risk of implosion in 
the Eurozone. Certainly the bond market has 
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positioned itself for this recessionary scenario, 
with yields negative across much of the Western 
world.

Brexit may be a recent game changer, but when 
we look at the economic data, a more nuanced 
view of the world than that portrayed by the 
commentariat emerges. Firstly, US economic 
data re-accelerated through the last two 
months after slowing in the first quarter. Figure 
6 below shows the USA ISM Manufacturing 
Survey data up to the end of June, returning to 
the expansionary levels of 2013 and 2014. 

Slower US job growth is seen as negative, but 
numerically, with 4.7% unemployment and a 
labor force growing at less than 80,0005, down 
from 150,000 before the recession, it’s just 
not as easy to fill 200,000 jobs a month. This 
is not necessarily great news for equities as it 

Figure 6 – ISM Manufacturing Survey 2006-2016

Source: Bloomberg

5. The number of jobs required to hold the unemployment rate flat.
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could mean wage growth may start to emerge, 
putting pressure on margins. However,  it is not 
consistent with a full blown recession in 2016.
Secondly, looking at global earnings data, what 
is interesting is that earnings revisions have 
turned up (pre- Brexit) across the world. Figure 
7 above shows 26 years of earnings revisions, 
where numbers greater than 1 mean more 
upgrades than downgrades and less than 1, vice 
versa. Note that the average is 0.8, which says 
analysts are perennially too optimistic. What 
matters more is just how optimistic they are. We 
can see that downgrades bottomed in Q1 at the 
same level as the 2012 panic over fringe Europe 
sovereign risk.

This is the aggregated hard data of what is 
happening in the world, not the opinion of a few 
market participants. And it matters because, to 
quote the Merrill Lynch report from which this 
chart is taken: “According to history, when the 
ratio is rising and close to this level, the MSCI ACWI 
has returned 8.3% in the subsequent 12-months, 
on average”. 

The question that has perplexed the bears is 
“who is buying?” It is a question we have put 
some thought to as well. It would seem the 
changing market structure has played a role. The 
rise of passive ETFs has taken active decisions 
on trading out of the hands of 35% of the US 
market. We also know that active managers are 
carrying very high cash levels, so at the margin 
they are not sellers, dampening the impact of 

record levels of outflows from equity mutual 
funds: $135bn in the latest half  (Figure 8), as 
retail investors flee the equity market. 

But on the other side, companies continue to 
buy back their stock at an astonishing rate. 
Figure 9 (next page) shows that $166bn was 
purchased in the last quarter (Feb-April), up 15% 
YoY, with a cumulative purchase of $603bn over 
the last year. So that makes a net buy balance 
of +$210bn in US shares if we assume Q2 had a 
similar run rate in company buybacks.

 

  

>> Employed by a non-US affiliate of MLPF&S and is not registered/qualified as a research analyst under 
the FINRA rules. 
Refer to "Other Important Disclosures" for information on certain BofA Merrill Lynch entities that take 
responsibility for this report in particular jurisdictions. 
BofA Merrill Lynch does and seeks to do business with issuers covered in its research reports. As a 
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their investment decision. 
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Fourth monthly improvement 
In June, the Global Earnings Revision Ratio improved from 0.73 to 0.84.  This was the 
fourth consecutive month of improvement as analyst downgraded at a slower rate.  
According to history, when the Ratio is rising and close to this level, the MSCI ACWI has 
returned 8.3% in the subsequent 12-months, on average.  Investors should closely watch 
trends in earnings expectations in the coming months to determine whether Brexit 
meaningfully impacts the current positive trend in the Global Earnings Revision Ratio. 

Ratio rises in most regions 
In June, the Earnings Revision Ratio remained highest in the USA but moderated from 
1.18 to 1.04.  The Ratio improved in all other regions including Asia Pac ex-Japan (from 
0.58 to 0.72), Japan (0.49 to 0.68), Emerging Markets (0.63 to 0.77) and Europe (0.78 to 
0.95).  Note these Earnings Revision Ratios do not reflect any impact from Brexit which 
poses possible downside risk to earnings expectations in coming months. 

Cyclicals led the upturn in earnings expectations 
Earnings revisions at the sector level were dominated by cyclicals, including Energy 
(1.32), Materials (1.14) and Software (1.14), with all three sectors experiencing more 
upgrades than downgrades.  The one-month Ratio dropped the most for the defensive 
Consumer Staples and Health Care sectors. 

Positive contribution to the Global Wave 
The higher Global Earnings Revision Ratio will contribute positively to the next monthly 
update of the Global Wave.  Data in coming months should help determine whether the 
flow-on effects from Brexit stifles this positive trend in earnings expectations. 

Chart 1: Global Earnings Revision Ratio 

 
Source: BofA Merrill Lynch Global Quantitative Strategy, MSCI, IBES 
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Chart 2:  3-month Earnings Revision 
Ratio by Global Regions 

 
Source: BofA Merrill Lynch Global Quantitative Strategy, 
MSCI, IBES 

 

Chart 3:  3-month Earnings Revision 
Ratio by Global Sectors 

 
Source: BofA Merrill Lynch Global Quantitative Strategy, 
MSCI, IBES 
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Figure 7 – Earnings Revision Ratio since 1988

Source: BofA Merrill Lynch Global Quantitative Strategy, MSCI, IBES

Total equities -134,388
Long-only funds -137,759
ETFs 3,380

Total EM -12,860
Brazil 357
Russia -407
India -1,769
China -3,748

Total DM -121,528
US -82,663
Europe -50,744
Japan 6
International 11,989

Figure 8 – Cumulative flows into active and passive 
funds ($M)

Total Equities = Total EM + Total DM

Source: BofAML Global Investment Strategy, EPFR Global
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Whatever your view on the merit of companies 
investing in their own stock rather than growing 
their productive capacity, with limited sellers 
and a keen buyer, the market clears at a higher 
price. 

Our expectation for the second half is that 
markets, led by the USA, will break to new highs, 
confounding most participants. 

Within regions, emerging markets could again 
prove to be a fertile hunting ground, though 
being highly selective will be necessary. Until 
Japan stops its currency appreciating we will sit 
on the sidelines. The USA is the most expensive 
region but the reality is that they have the best 
earnings revisions and earnings revisions, not 
valuation, drive returns in the short term.  

Where could our forecasts go wrong? Aside 
from the many things listed at the beginning, 
we would isolate one area – Italian banks. Italian 
banks are at the nexus of many of Europe’s 
woes.  The law of unintended consequences 
has resulted in an EU rule designed to lower 

Figure 9 – Quarterly Share Repurchases ($M) and Number of Companies Repurchasing Shares

Source: FactSet

risk taking (forcing losses onto Bond holders) 
intersected with a country risking a bank run as 
those same holders are depositors. 

At time of writing, we expect a typical European 
muddle through, but clearly the risks are that 
Brexit leads to contagion in bank lending and 
credit creation. 

We put the probability of a US recession in the 
next six months at a low level (less than one in 
five chance). Low bond yields will assist across 
the US economy from housing to commercial 
loans. A more likely scenario for us is that US 
rate hikes come back on the agenda in the 
second half as the US Federal Reserve reacts to 
better data (and rising equity markets). Higher 
US rates will attract capital into the USA, as 
Europe continues to work through its problems, 
thus forcing the US dollar back up. Any wage 
pressure will exacerbate this. 

This is not to say that we won’t be talking about 
2017 recession fears by year end, of course! 



16Change Creates Opportunity Morphic
Asset Management 

The first thing I heard when I got in the business… was bulls make money, bears 
make money, and pigs get slaughtered. I’m here to tell you I was a pig. And I strong-
ly believe the only way to make long term returns in our business that are superior is 

by being a pig... it takes courage to be a pig. 6

Stanley Druckenmiller 

HOSTAGES TO FORTUNE: ANTI-PREDICTIONS 
FOR THE SECOND HALF OF 2016

As usual we finish our report with a series of 
“non-predictions” for things we don’t think will 
happen between now and December 31st, 
2016. Many of these draw on ideas discussed 
earlier in this report.

B A C K  C H E C K 
First, we must reflect on the performance of our 
last set of “anti-forecasts” over this turbulent 
half just finished, when our investment success 
said more about our flexibility during the period 
than our starting positioning:

US short term Interest Rates will NOT finish 
the half below current levels.

MISS! In the end, the Federal Reserve capitulated 
to the market, with their rate forecasts being 
bought down; Chairman Janet Yellen stating that 
the market setting low rates helps; and there 
being no increases, despite unemployment 
falling to new lows.

The RBA will NOT cut rates this half.

MISS! A pretty straightforward one here – a 
surprise cut delivered in May on the back of the 
low CPI print ended this call. There is a growing 
view however that the RBA panicked, with it now 
backtracking on some of their commentary. 

Breadth will NOT return this half.

MISS! We did not specify the measure, but if we 
use the S&P 500 Cumulative Advance-Decline 
Index, it clearly broke out of the range of last 
year through this half. This is largely due to Value 
returning to favor, thus expanding the breadth 
of rising stocks.  

Value will NOT outperform growth.

MISS! As alluded to above, the return to value 
post the January sell-off saw the style outperform 
over the half as materials and energy stocks were 
bought, whilst growth stocks weren’t, leading to 
3.8% better performance for value over growth. 
And this is despite rate increases going on hold. 

India will NOT beat Pakistan.

HIT! Finally a winner. India could not keep up 
with the Pakistani market, which benefitted 
from its inclusion in the MSCI Emerging Markets 
Index. That said the Fund profited from India 
outperforming global markets as well. 

We wrote last half that two out of five did not 
make pretty reading. With one from five, we’ve 
marked a new low point for our anti-forecasts, 
proving that momentum even exists in these!

6. Stanley Druckenmiller on why adapting to the reality of the market made him money in his view.
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N E W  V I E W S 
And now to our new hostages to fortune in terms 
of detailed non-forecasts for the six months 
ahead, some of which are presently reflected in 
the Fund.

Market participants will NOT be right to be 
bearish. Instead: new highs. 

Bears always sound wiser and more cautious 
than bulls – but this does not mean they have a 
monopoly on wisdom7. With regular monotony, 
we present to incredulous clients, who have 
been fed a diet of ‘bear gruel’ from other fund 
managers, that perhaps the market may not go 
down as swiftly as they expect. The speed of the 
recovery post the Brexit poll is a “tell” of just how 
bearish everyone is. Our out of consensus call is 
the bears will be disappointed again.

Earnings revisions have turned positive in many 
regions; bonds offer negative yields for the 
privilege of hiding there; and buybacks squeeze 
the market higher. A breakout from what is now 
an 18-month trading range would likely see 
mass capitulation from the bears as they rush 
to protect their already tarnished reputation.  

The Federal Reserve will NOT cut rates this 
half. 

It is truly remarkable that we have come to this: 
US rate markets were pricing in a cut in early 
June. Whilst that may possibly be the case, 
particularly given the market has forced the 
Fed to its view of the world, the opposite of our 
view earlier this year, we think it is unlikely. The 
Fed desperately wanted to raise rates if it was 
not for Brexit and good Q2 and Q3 data could 

quickly swing the pendulum back towards their 
view, particularly if wage growth continues. 

India will NOT underperform global 
markets this half.

Having retraced the move upwards from Modi’s 
election, to be back where it started in 2014, 
we feel this market could do better this half. 
Lower rates are working their way through the 
economy and his reforms, whilst not as rapid or 
extensive as hoped, are moving forward.

US yield curve will NOT steepen materially 
from here. (Judged by 20bps steepening 
between 2-year and 10-year bonds).

A steeper curve reflects hopes for rising 
future growth. With the US approaching full 
employment, the probability of a Federal 
Reserve rate hike will put a floor on the front 
end. However global deflation and growth fears 
are unlikely to go away quickly and the continued 
buying of assets by major central banks will keep 
pressure on long end rates. For equity markets 
this will continue to pressure bank margins and 
the credit creation process.

Eurozone bank woes will NOT be resolved 
this year.

At present the focus is on bad debt issues in 
Italy, but similar if less recognised issues apply 
over much of Europe, including Germany. The 
inflexible rules governing bank rescues in Europe 
mean the crisis will be protracted. We therefore 
expect Eurozone banks to underperform the 
global market for at least another six months.

7. For a good read on this, please have a read of this blog: http://polemics-pains.blogspot.com.au/2016/03/its-not-bigger-
and-its-not-cleverer-to.html?utm_source=feedburner&utm_medium=email&utm_campaign=Feed:+PolemicsPains+(Polem-
ic%27s+Pains)
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