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Breakaway Investment Group
AFSL 290093

What we do…

� LimeStreet Capital – managed funds (LSC Australian 
Resources Hi-Alpha Fund

� Breakaway Research – commissioned research (+25 
companies and growing)

� Breakaway Corporate Advisory –project partial or total 
divestment, IPOs and independent expert’s reports

� Stock Resource – independent newsletter research

� Breakaway Private Equity – a new private equity fund 
focused on pre-IPO or direct project investments



LimeStreet Capital manages the LSC

Australian Resources Hi-Alpha Fund



World Economy
Extreme volatility has been the order of the day 
but now there is slowly improving sentiment

US – waning double dip recession potential

Eurozone – orderly default by Greece with bank 
support although uncertainty lingers

China – slowing economy but inflation easing 
creating policy flexibility

The question - So how do I make money in 
this evironment?



China inflation – has been the biggest impediment

Premier Wen Jiabao recently said that he “cannot relax” due to high 
prices in China that have led to steep rises in the cost of food, vowing to 
step up the fight against inflation

However, it is likely to have peaked:
� Falling exports (particularly to Europe)
� Falling commodity prices
� Falling property prices

China Business News



Chinese Growth

� GDP grew at a healthy at 9.1% y-o-y for the September quarter
� With lower inflation, greater flexibility to loosen monetary or fiscal 

policies
� Household debt is low
� Property prices are falling but selected impact
� Banks can recover losses by underpaying depositors! (The Economist)

� Controlled economy – lending will take place! (e.g. recent buying of 
banks shares by the government)

China has stated that it still wants to 
relocate 270m people to cities by 2020!



US – a slow grind!

Housing & Unemployment



US Housing
In the doldrums and provides a restraint to consumer spending….

• Houses expected to fall 2.5% in 2011 and rise by 1.1% each year 
through 2015.

• Housed prices peaked in 2006 based on Case-Shiller 10-city Index.

• One in five Americans owe more than their home is worth.

• Banks hold nearly 500,000 homes on their books but more than 4 
million more are in some stage of foreclosure or seriously delinquent 
after missing 3 or more payments.

• Bank owned foreclosures have sidelined new construction, the 
traditional employment engine of a downturn.

• Some encouragement to banks to write down loan balances. 

• Anecdotally, many people had stopped believing home improvements 
would increase the value of their property.

• Consumer spending has been the main driver of the US economy.

Source: MacroMarkets



At least US house prices are stablising….

US house prices are bouncing around 2004 levels.



Need the US unemployment to reduce..

The US in a bind of high unemployment and a deterioration in personal 
wealth through low house prices and a weak stock market
– difficult to see a significant short term recovery in consumer spending!



Regional Market Performance (US$, indexed)

The ASX 200 Index is more volatile with A$/US$ movements
Significant degree of correlation relative to recent history
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So how has the Australian resource market performed?

Volatile! – note recent peak just after the Japanese Tsunami
Recent influences are all macro-economic and relate to growth concerns
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Phase 2 of the Resource Boom?

Ran too hard too fast given the world economic backdrop?

Global Mining Indices in US$ terms (HSBC Diversifed  Mining and HSBC 100 Mining)
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Base metal prices and ASX Resources
Australian Resource Shares and Base Metal Prices
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Did these levels 
reflect a realistic 
assessment of 
world growth?

Global 
Financial 

Crisis

Similarly, were base metal prices and ASX Resources too expensive for the economic 
climate? (LMEX at same levels as pre-GFC)



Dow Jones and Gold Price

Recent unsustainable gold price rally on the back of Standard & 
Poor’s downgrade. More downgrades coming?

Dow Jones Industrial Average & Gold Price 
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Gold and silver .. difficult to see why uptrend will not continue

Reversal requires significant strengthening of US$ 
- not support by economic outlook
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Small Cap Resources have higher volatility…

The volatility of the Small Cap Resources index is higher than larger cap 
indices with recent peak almost double the 100 and 300 Resource Indices
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Seasonal trends…

Only 2 years out of the last 11 years had declining markets over this period
On average, there is a 10% gain from September to March

S&P/ASX 300 Resources Index (September to March, 20 00 to 2011)
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Seasonal trends…supported by commodities

Only 2 years out of the last 11 years had declining markets over this period
On average, there is a 10% gain from September to March

LME Copper (3 month Forward ) (September to March)
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Changing Paradigm
An ageing population, battered with the GFC and recent market volatility 
is leading to a reluctance to utilise debt at historical levels:

The consequences are:

� Reduced asset prices (real estate, stock market) or asset price growth

� Lower broader market returns

� Higher taxes due to lower government receipts and higher healthcare 
costs

� Lower disposable income, lower super

� Increasing working lives – later retirement ages

� Increase disparity between generations (employment opportunities, 
financial status)

These will affect the market performance, and for 
companies, access to a tighter capital pool… 



Recent evidence…
Scaremongering Westpac advertising - 1 in 5 will not have enough super 
by the time they are 70

Baby boomers not leaving the workforce due to insufficient savings

Demonstrations over vague causes e.g. Occupy Wall Street movement 
which appear to reflect wealth disparity 

� In US – 17.1% of under 25 out of work
� In EU – 20.9% of under 25 out of work

Dramatic increase in the frequency of newspaper articles talking about 
diminished super levels, and a workers inability to retire a the normal 
retirement age

The impact of ageing population has been evident in Japan where more 
people die each year than are born and where property prices are 60% 
lower than 20 years ago..



Changing Global Market Dynamics

Hence, what do we expect:

� Investor risk appetite has diminished

� Reduced market liquidity (certainly noted on Wall Street)

� Broader market returns are likely to be subdued and volatile 
(diversification may not be desirable)

� Interest rates will remain low

� On a global basis – the carry trade has unwound, particularly with the 
unpredictable flight of capital to the US and temporary appreciation of 
the US$

� US new restriction rules in speculating in commodities (extended from 
agricultural contracts to gold, silver & oil etc,) 

It is becoming harder for everyone to make money!



Other Market Influences
ETFs,  ETC (exchange traded funds, exchange traded commodity funds)

Promoters and rating agencies 

� pre-occupation in their ability to track an index etc. and fee structure

� Little regard to returns 

� Investors focus on quick entry and exit

� Investment often on the basis that they are contributing to a 
‘diversified’ exposure (make sure you really want a diversified 
exposure!)

Are ETFs the next CDOs?

� Liquidity issues a concern – higher risk of ‘sheep’ mentality

� Overseas synthetic ETFs – backing resilience (pack of cards risk). E.g. 
there is a concern that there is not enough gold to back the many gold 
ETCs/ETFs.

� Investment banks can trade funds to beat the index and collect profits 
(or losses – recent UBS $2bn losses? )



A Golden Story!
In 2007 the Chinese started accumulating significant gold reserves (in 
part as a replacement to investing in US treasuries)

In October 2009 the Chinese received a shipment of gold. A significant 
proportion of this gold turned out to be fake – tungsten bars covered in 
gold and it was discovered after drilling 4 bars for assay. 

The bars had serial numbers for tracking, originated in the US and had 
been stored in Fort Knox for years. There were reportedly between 5,600 
to 5,700 bars, weighing 400 oz. each, ($3.6b at current prices)

Rumour is that 15 years ago during the Clinton Administration between 
1.3 and 1.5 million 400 oz tungsten blanks were allegedly manufactured 
by a very high-end, sophisticated refiner in the USA. 

Remember recent unusual requests? …

� In August 2011, Venezuelan President Hugo Chavez requesting 
the return of Venezuelan gold back to Venezuela

� In June 2011 – US Senator Ron Paul requested gold audit



An subdued outlook for BHP Billiton 
and Rio Tinto 

…the resource leaders



BHP Billiton lacks earnings growth

No obvious share price drivers (unlike recent earnings growth)



BHP Billiton lacks dividend support…

If the share price remains constant, the yield will increase to 3.5% pa by 2014



BHP Billiton earnings and P/E valuation

This chart suggests that with the recent share price fall, the market assumes 
BHP’s earnings will fall by 30% from consensus … is this reasonable?



BHP Billiton Cash Flow

Similarly on a cash flow basis – the current share price assumes a 
30% fall from consensus



Rio Tinto Earnings

Similarly, the Rio share price now appears to factor in a 35% 
reduction in earnings



Rio Tinto Cash Flow
Rio Tinto Cash Flow and P/CF
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And on cash flow basis, the current share price appears to factor 
in a 37% fall in cash flow per share



Earnings sensitivities

For earnings to fall 30%, commodity price have to 
fall (including offsetting forex movement):

BHP Billiton 24%
Rio Tinto 42%

Sensitivities based on BHP & RIO data

But remember the earnings profiles of these companies 
are changing! – little earnings growth going forward

Commodity prices have fallen by 15% - 20%, hence 
the market has probably overshot on the downside



Commodity Prices
Substantially off recent highs….

Iron ore contracts prices > US$170/t (now $140/t, 
sales at US$120/t)

Thermal coal spot prices – US$120/t (appears to 
be holding, US$126.50 set by Xstrata for 1 Oct)

Met Coal – US$310/t – now US$280/t with view 
towards US$240/t

Copper – around US$4.10/lb, now US$3.46/lb 



Implications for the overall Resource Sector

Broad sector investment may not be the answer!

� Partial recovery rally
� Longer term flat earnings 

a concern
� Over half the ASX 200 

and 300 Resources 
Indices are BHP and RIO

� Need tangible signs 
synchronised world 
growth to expect 
performance 



Other influences in the broader market?
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So the performance of BHP Billiton (and 
Rio Tinto) and the 4 major banks largely 

drive the Australian market.

…so what is the outlook for the banks?



Combined Forecast Bank Earnings

Flat earnings – leading a potential 12% share price increase by 2014
(however analysts typically assume 5% revenue growth and 6% credit growth)



Forecast Bank Dividend Growth

However, bank yields are attractive, particularly with franking credits



Overall Implications for Broader Market

� Broader market – David Murray (Future Fund) tells us 
to expects lower trend growth in the years ahead (ie. 
Don’t expect historical performance levels as the 
market performance is directly linked to economic 
growth)

� Overall resource sector will be shackled by the 
dominance of BHP and RIO 

� Selected resource investments can provide 
outperformance but the price difference between a 
‘great’ company and a ‘good’ company will be greater 
(market darlings syndrome)



And to investing?
� Target large, long life mines in companies that have leverage to 

project growth
� Gold – producers and emerging developers that can capitalise 

on high gold prices
� Other favoured commodities –

� Thermal coal and premium coking
� Copper  (on M&A basis)
� Oil (energy requirements)

� And lastly:
� Be active! – do not assume that the diversified and balanced 

portfolio will make you money!



Is the next broader resource driver is a 
return to the rest of the BRICs?

World GDP 
2010 

(US$ trillion)

With less emphasis on increasing growth from China, the market 
will look at other emerging economies, esp. India!

Source: IMF



Lastly, BPs prediction of India’s oil shortfall

India – it is happening but not as fast as we all would like!



Thank-you…

Stephen Bartrop
Lime Street Capital

Suite 505, 35 Lime Street
Sydney


