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The Australian Sharemarket
Five distinct phases since the GFCp

Performance of the S&P/ASX 200 Index
Aug 2008 - July 2010
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Increased volatility 

• Economic cycle will look• Economic cycle will look 
different from past decades

• Equity markets will undergo q y g
multiple rallies and pullbacks

• Supporting alpha generation

• Need to be cognisant of price 
points

• Opportunistic turnover to 
capture alpha

Source: van Eyk estimates, Bloomberg taken from van Eyk Research Limited, “Australian Equities Specialist 
Overview – Sector Review 2010” (June 2010)
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More challenges for investors 
- the shortcomings of the index

How can a manager deliver more alpha12.0
12.5 S&P/ASX200 Benchmark Concentration

30 June 2010

• a high level of concentration (top 10 stocks)

How can a manager deliver more alpha 
when there is:

9 0
9.5

10.0
10.5
11.0
11.5
12.0 30 June 2010

x 
W

ei
gh

t %

Top 10 stocks = 52% 

• a bias towards resources and banks

• over 90% of stocks <1% market cap
6.5
7.0
7.5
8.0
8.5
9.0

In
de

x p
of index weight

Remaining 179 stocks  3.5
4.0
4.5
5.0
5.5
6.0

Next 11 stocks 
>1% index weight

g
<1% index weight 

0 5
1.0
1.5
2.0
2.5
3.0

Stocks Ranked by Market Capitalisation (from 1 - 200)

0.0
0.5

1 11 21 31 41 51 61 71 81 91 101 111 121 131 141 151 161 171 181 191

Source: ASX and ING Investment Management

ING Investment Management 5

Source: ASX and ING Investment Management



Overcoming the shortcomings of the index

12.5

Relax the long-only constraint by adding shorting tools to the mix!
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Mechanics of Shorting

You can initiate short positions by:

• borrowing stock and physically selling on market

• using the options market, typically bought put options

p y

g p , yp y g p p
• may be either exchange traded or European OTC

• short futures - index or custom (OTC)
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Introducing a 130/30 long/short solution

• 130% long offset by 30% shorts to retain 100% net 
it (b t 1) Lequity exposure (beta 1)

• Expanded opportunity set to generate alpha
• negative views rewarded through shorting

Alpha
(Investor Skill)

Long

negative views rewarded through shorting
• high conviction positive views rewarded through 

increased exposure
Equity Beta• Can add value in both rising and falling markets

• Provides a level of capital preservation

C it l ffi i t i ti iti ith

Equity 
Market

Beta
(Index Returns)

• Capital efficient - increases active positions with 
minimum capital outlay

Short Alpha
(Investor Skill)
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Unlocking alpha - the benefits of 130/30

• Better portfolio efficiency1 than long-only 
strategies over the long term

US 130/30 Long/Short v Long-Only Equity Funds
(1994-2006)strategies over the long term

• higher excess return

• higher information ratio  

(1994-2006)

Table by Clarke, de Silva and Sapra for the period 1994-2006 
for US (i.e. Domestic) and International equity markets.

• Long only restrictions have a significant 
effect on portfolio performance. 

• Introducing shorting increases the transfer coefficient                                    
(allows all information to be transferred into performance)

130/30 is about getting financial rewards for negative stock views 
as well as positive stock views

1 Based on studies by Gordon Johnson in 2007 from Lee Munder Capital Group. Please note that transaction costs were not factored into the model but these would not be large enough to 
seriously affect the general conclusion of this empirical test. 

The information ratio (IR) measures a portfolio manager's ability to generate excess returns relative to a benchmark, and also attempts to identify the consistency of the portfolio manager. 
This ratio will identify if a manager has beaten the benchmark by a lot in a few months or a little every month. The higher the IR the more consistent a manager is. 
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Where do 130/30 long/short strategies fit?

Long Only

• Relative Return

Active Extension 
(eg. 130/30 long/short) 

• Relative Return

Hedge Funds

• Absolute Return

Features

1 Investment Style • Relative Return
• Index
• Beta 1
• No - Long only 

• Relative Return
• Index
• Beta 1
• Yes - Long /Short 

• Absolute Return
• Risk-free rate (Cash) 
• Beta 0
• Yes - Long / Short

1. Investment Style
2. Benchmark
3. Beta
4. Short Selling 

• No
• Base Fee

• Yes - Restricted
• Base Fee + 

Performance Fee

• Yes - Not restricted
• Base Fee + 

Performance Fee

g
5. Leverage
6. Management Fee

A 130/30 Manager views the market in the same way 
as a long only manager due to a Beta 1 exposure
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Shorting Strategies to suit different objectives

A range of shorting strategies should be used because:

• different methodologies work for different types of market and stock conditions

• a manager should preserve capital as well as increase alpha 

• it can improve the risk profile of the portfolio

Alpha shorts Pairs Trades Funding ShortsAlpha shorts Pairs Trades Funding Shorts
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Alpha Shorts (outright shorts)

What is it? An outright short position on a company (structural short)What is it? An outright short position on a company (structural short) 

When do you use it? You expect the stock price of a company will fall in value. 

Catalyst: y
• Based on analysts’ valuations, price targets and/or conviction scores

• Typically companies with balance sheet issues, structural flaws or excessive 
valuationsvaluations 

Key Points: Requires tight risk management controls ie. stop loss limits; option 
overwriting

Implementation Tools: 
• Put Options - to implement the short

• Call Option - to implement the stop-loss at a pre-determined price• Call Option - to implement the stop-loss at a pre-determined price               
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Alpha Shorts: A Case Study

Company A's stock price is expected to fall
• Investor sells shorts 500,000 shares @$40 
• Receives proceeds of $20m
• Protects this exposure with 500 out-of-the-money call options with a strike price of $42 

(and a multiplier of 1000)

$42 -

$43 - Buy 500 Call Options           
Strike price $42
Cost $250,000

Share 
Price 

Protection on short gets 
stopped out at $42

Outright short at $40
$40 -

$41 -

Sell 500,000 Shares
$

$38 -

$39 -
Price $40.00
Proceeds $20,000,000

$36 -

$37 -

Today

ING Investment Management 13
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Alpha Shorts: A Case Study

Scenario 1: Trade goes as planned and stock price falls to $30
• Investor closes out shorts by buying equivalent amount of stock at $30 per share
• Buys back short position for $15m
• Protection (ie. call options) is left to lapse
• Profit of $5m less protection cost is $4 75mProfit of $5m less protection cost is $4.75m

Short $40
$42 -

Share 
Price 

Call Option at $42
Net Profit

Short $40

$36 -

$38 -

$40 - = Short - (Buy price + Option cost)
= $20m - ($15m + $250k)
= $4.75m  

$32-

$34 -

$36 -

Price falls to $30.00
• Call options lapse

Source: ING Investment Management Note: This theoretical representation of a trade does not include transaction costs

$28 -
$30 -

Today Today + T

• Call options lapse
• Ordinary shares bought at market price
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Alpha Shorts: A Case Study

Scenario 2: Trade goes against plan and the stock rallies to $50
• Rather than pay $25m to buy back shorts, investor closes out short position by exercising 

call option at $42 per share (cost $21m)
• Potential loss of $5m is capped at $1.25m due to options protection

Sh P i

$48 -

$50 -

Share Price 

Price hits $50
Call Options exercised at $42 = $21m

$44 -

$46-

$48 -

Call Option $42

Net Loss is Limited
= Short - (Option strike price + Option cost)
= $20m - ($21m + $250k)

Short $40

$38

$40 -

$42 -
Call Option $42 = $20m - ($21m + $250k)

=  $(1.25)m

$36 -
$38 -

Today Today + T
Source: ING Investment Management Note: This theoretical representation of a trade does not include transaction costs
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Pairs Trades

What is it? Short positions with an offsetting long position in a similar company

When do you use it? When the valuation gap between two similar companies is 
compelling (rather than a fall in value or underperforming the market)

Catalyst: One of two situations:Catalyst: One of two situations:
• Relative Earnings – an earnings surprise is expected for one of the companies 
• Relative Valuations – valuation differential wider than historical valuation with an 

i d t j tifi tiinadequate justification 

Key Points: 
• Positions must be equal and opposite to achieve a net exposure of zero
• Generally high correlation stocks in the same industry.
• May be appropriate in an M&A situation (eg. NCM and Lihir)

Implementation Tools: p
• Sell physical stock to implement the short position
• Buy physical stock to implement the long position
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Pairs Trades: A Case Study

Lets consider two companies, A and B
• Current stock price gap between A and B is $4 but the historical gap is closer to $1 
• Either Company A is overpriced or Company B is underpriced - but not certain which
• Investor decides to short Company A and buy Company B - take advantage of both 

possibilities

$53

$54 -
Share Price 

Company A is $53 Sell 500,000 A shares at $53
Proceeds $26 5m

$51 -

$52 -

$53 -

Price gap between A 
& B is historically $1

Proceeds $26.5m

Funding 
source

$49 -

$50 -
Company B is $49 

& B is historically $1

Buy 540,816 B Shares at $49
Cost $26 5m

source

$47 -
$48 -

Today

Cost $26.5m

Source: ING Investment Management Note: This theoretical representation of a trade does not include transaction costs
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Pairs Trades: A Case Study

If the trade goes as planned Company A will fall and Company B will rise
• A's stock price falls to $52 - short is closed out at a profit of $1.00 per sharep p p
• B's stock price rises to $50 - long position is closed out at a profit of $1.00 per share

Share

$53 -

$54 -

Share 
Price 

Sell 500,000 A @$53
Proceeds $26.5m

Profit = $1.04m
From Shorts = $0.50m 
From Longs = $0.54m

Profit can be made 
even if long position 
falls in value!

$51 -

$52 -
Price reverts to 
historical gap

Buy 500,000 A@$52
Cost $26m

Sell 540,816 B @$50

$48 -

$49 -

$50 -

Buy 540,816 B @$49

, @
Proceeds $27.04m

Source: ING Investment Management. Note: This theoretical representation of a trade does not include transaction costs

$47 -
$ 8

Today

Buy 540,816 B @$49
Cost $26.5m

Today + T
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Funding Shorts

What is it? When a position is required to maintain an overall net long exposure of the 
portfolio at a desired level ie fund new ideas without gearing or selling existingportfolio at a desired level ie. fund new ideas without gearing or selling existing 
positions

When do you use it? When you expect funding shorts to underperform the long 
tf liportfolio. 

Catalyst: Based on the Manager's top down macro/thematic ideas as well as 
companies that rate poorly on the Manager's stock ranking system. 

Key Points: 
• Useful when it is expected that a stock cannot keep pace with a market rally (eg. 

expensive defensives)

• The short position offers a positive return in a relative sense because the stock lags 
the overweight positions

Implementation Tools:Implementation Tools: 
• Short physical positions

• Funding source may be index futures because it is cheap and no stock-specific risk
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Risk Management of Short Positions

• Unlimited loss potential because share prices can theoretically rise to infinityp p y y

• With long only portfolios mistakes self correct ie. active positions get smaller

• With short positions when the market moves away from you, your positions 
get larger 

• Close and effective risk management is critical
A f i i t• Aware of price points

• Option overlays
• Stop-losses
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Introducing Introducing 

ING Extended Alpha Australian Share FundING Extended Alpha Australian Share Fund
Jim McKayJim McKayJim McKayJim McKay

Head of Wholesale BusinessHead of Wholesale Business

ING Investment ManagementING Investment ManagementING Investment ManagementING Investment Management

ING Investment Management 21



The INGIM Extended Alpha Solution

ING Extended Alpha Australian Share Fund

• Style independent - ability to take advantage of opportunities throughout full 
investment cycle

• Proven proprietary stock ranking system of 300 companies 

• Backed by a large analyst team 

• Portfolio Manager with extensive skills in shorting, risk management and 
concentrated portfolio management

• Fee alignment = Base 0.75% + Performance fee

• Platforms = BT Wrap Investment & Super and Ausmaq
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ING Extended Alpha Australian Share Fund
Performance Track Record

11 46%

Investment Performance to 31 July 2010

10.65%
11.46%

10.14%

8%

10%

12% Extended Alpha Strategy

S&P/ASX 200 Accumulation Index

5.37%
4.47%

4%

6%

8%

0.19%
0%

2%

4%

Source: INGIM and Datastream. Inception date of the Extended Alpha Australian Share strategy is 1 August 2008. However, the inception date for the ING Extended Alpha Australian Share 
Fund is December 2009. Returns shown here are before tax and fees. Past performance is not an indication of future performance.

3 months 12 months (p.a.) Since Inception (p.a.)

The Lonsec Limited (“Lonsec”) ABN 56 061 751 102 rating (assigned June 2010) presented in this document is limited to “General Advice” and based solely on consideration of the investment 
merits of the financial product. It is not a recommendation to purchase, sell or hold the relevant product, and you should seek independent financial advice before investing in this product. The 
rating is subject to change without notice and Lonsec assumes no obligation to update this document following publication. Lonsec receives a fee from the fund manager for rating the 
product(s) using comprehensive and objective criteria. The Zenith Investment Partners (“Zenith”) ABN 60 322 047 314 rating (Recommended May 2010) referred to in this document is limited 
to “General Advice” (as defined by section 766B of Corporations Act 2001) and based solely on the assessment of the investment merits of the financial product on this basis. It is not a specific 
recommendation to purchase, sell or hold the relevant product, and Zenith advises that individual investors should seek their own independent financial advice before investing in this product. 
The rating is subject to change without notice and Zenith has no obligation to update this document following publication. Zenith usually receives a fee for rating the fund manager and product 
against accepted criteria considered comprehensive and objective. 
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A blending option 

Historical Performance 130/30 INDEX GROWTH VALUE BLENDED
(Sep-08 to June 10) ING Vanguard Arnhem Perennial 1/4 each

• Four styles were used: 
• Value (Perennial)

G th (A h ) Alpha (%) 10 69 0 19 4 65 5 34 5 22• Growth (Arnhem)
• Passive (Vanguard)
• 130/30 (ING)

• Active Managers were selected 

Alpha (%) 10.69 0.19 4.65 5.34 5.22
Tracking Error (%) 7.43 0.30 5.40 4.81 1.57
Information Ratio 1.44 0.64 0.86 1.11 3.33

g
based on ratings from Lonsec

• The efficient frontier is based on 
alpha and tracking error of each 10

12

Efficient FrontierExcess Return 
(%pa)

p g
fund from Sep08 to June10 
(consistent with life of the ING 130/30 fund)

Source: INGIM Datastream Mercer Investment Consulting

Blended
with ING

130/30

6

8

10

Source:  INGIM, Datastream, Mercer Investment Consulting 
Wholesale MPA, Lonsec Managed Funds Research (Large Cap 
Australian Equity Sector Review). 

Representative managers for blending are chosen as follows:

• Value Fund:  Perennial Value Australian Shares Composite 
(Lonsec rating:  Highly Recommended)

with ING
GrowthValue

2

4

6

• Growth Fund: Arnhem Australian Equity Fund (Lonsec rating:  
Highly Recommended)

• Index Fund:  Vanguard Australian Shares Index (Lonsec rating:  
Recommended)

Past  performance is not a reliable indicator of future performance

Index0
0.00 1.00 2.00 3.00 4.00 5.00 6.00 7.00 8.00

Standard Deviation (%)
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Important Information

This document contains confidential and proprietary information of ING Investment Management Limited ABN 23 003 731 959 
AFS Licence 233793 (INGIM) and has been prepared for limited distribution to selected professional investors in Australia.  It 
is intended for the exclusive use of the individual recipient to whom it is addressed and must not be disclosed copiedis intended for the exclusive use of the individual recipient to whom it is addressed and must not be disclosed, copied, 
modified or distributed, in any media whether in whole or in part, to any other person or entity without INGIM’s prior written 
permission.  

Neither INGIM, nor any other company in the ING Group, guarantees the repayment of capital or performance of any security, 
fund or investment product described in this document.  An investment in any such security, fund or product does not 

t d it th li bilit f ING G titrepresent a deposit or other liability of any ING Group entity. 

Actual results may vary materially from forecasts and all information, assumptions and opinions are subject to change without
notice. INGIM prepares performance returns as required by the relevant Investment and Financial Services Association 
(IFSA) Standards in Australia.  Investors dealing with IFSA members in Australia are engaged with organisations that, in 
addition to statutory compliance have elected to comply with a voluntary set of industry standards and guidelines developedaddition to statutory compliance, have elected to comply with a voluntary set of industry standards and guidelines developed 
by IFSA. More information about IFSA is available on their website at www.ifsa.com.au.

INGIM makes no representation or warranty as to the accuracy, reliability, appropriateness or completeness of any statement 
in this document including, without limitation, any forecasts or opinions.  Stated information is derived from proprietary and 
non-proprietary sources which may not have been independently verified. Past performance is not an indicator of future 

fperformance. 

This document has been prepared for the purpose of providing general information without regard to any individual investor's 
objectives, financial situation or needs.  Before making an investment decision, investors should consider the appropriateness 
of the information provided and seek professional advice having regard to the investor's objectives, financial situation and 
needs.needs.   

Nothing in this document constitutes or is intended to constitute a direct or indirect offer, invitation or recommendation to
subscribe for, purchase or sell any security, fund or investment product in Australia or any other jurisdiction. 
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Important Performance Information

Actual results may vary materially from forecasts and all information, assumptions and opinions are subject to change without
notice. INGIM prepares performance returns as required by the relevant Investment and Financial Services Association (IFSA) 
Standards in Australia.  Investors dealing with IFSA members in Australia are engaged with organisations that, in addition to
statutory compliance have elected to comply with a voluntary set of industry standards and guidelines developed by IFSA Morestatutory compliance, have elected to comply with a voluntary set of industry standards and guidelines developed by IFSA. More 
information about IFSA is available on their website at www.ifsa.com.au.

INGIM makes no representation or warranty as to the accuracy, reliability, appropriateness or completeness of any statement in 
this document including, without limitation, any forecasts or opinions.  Stated information is derived from proprietary and non-
proprietary sources which may not have been independently verified. Past performance is not an indicator of future p p y y p y p
performance. 
The ING Extended Alpha Australian Share Fund seeks to provide above index performance returns through applying a 
long/short 130/30 strategy to stocks which we believe are overpriced (short positions) and underpriced (long positions). The Fund 
is benchmarked against the S&P/ASX 200 Accumulation Index (“S&P”). S&P is comprised of the 200 largest index-eligible stocks 
listed on the Australian Stock Exchange (ASX) by float adjusted market capitalisation S&P performance is gross calculated on alisted on the Australian Stock Exchange (ASX) by float-adjusted market capitalisation. S&P performance is gross, calculated on a
total return basis and reflects the reinvestment of dividend income and capital gains. Portfolio returns are net of non reclaimable 
withholding taxes, dividend income, interest and capital gains. Returns do not reflect the deduction of investment advisory fees. 
Actual client investment returns will be reduced by the advisory fees plus any other cost a client may incur directly. All 
performance numbers presented are calculated in Australian Dollars. Additional information regarding INGIM’s policies and 

d f l l ti d ti f t i il bl t Att ib ti i th t l i thprocedures for calculating and reporting performance returns is available upon request. Attribution is the means to explain the 
difference between a portfolio return and benchmark return. The formula used by INGIM is Brinson Fachler Arithmetic attribution 
and uses the Frongello smoothing methodology. Active weights are calculated for each sub-component of the portfolio shown on a 
daily basis, while returns are calculated as follows:

• Portfolio Return: Time weighted return calculated on a daily basis, compounded for the period. End of day cashflow is assumed.Portfolio Return: Time weighted return calculated on a daily basis, compounded for the period. End of day cashflow is assumed.

• Benchmark Return: The benchmark returns are collated daily and compounded for the period.

• Performance within the INGIM Extended Alpha Australian Equities strategy may be affected by, but not limited to, changes in: 
government policies, tax laws, global/domestic economic conditions, market regulations, investor sentiment and interest rates. 
Investors should consider the risks involved with this type of strategy which include the possibility of unlimited losses 
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