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Anatomy of a crisis

Easy macroeconomic conditions
* Low interest rates; savings glut

Asset prices rise
» Credit, equities, housing

Increased risk taking, leverage (procyclical); complexity
e Sub-prime lending
 CDOs, CDSs; originate to distribute model
* Poor oversight by regulators/managers



US real house price index

Log scale
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Some lessons from 2008

A greater appreciation of “risk”
e Don't ignore systemic risks

Diversify appropriately — beware of “equity risk” i
Risks on corporate bonds do not mix well with equit

Bear markets can be brutal
* Returns are not normally distributed
 Liquidity premiums

Investment plans should include the virtual certain

Beware of financial innovation — keep things simple

n products

y risks

ty that crises will occur



A rising correlation between excess return on
equities and corporate bonds

3-year rolling correlations
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The last 10 years have been awful for equity
Investors

Rolling annualised 10-year US equity returns
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Equity valuations are the best in almost 20

years

US P/E ratio on trailing average 10-year earnings

90 -
45 -
40 -
35 -
30 -
25 -
20 -
15 -
10 -
5,
0

) .ﬁ\nﬁm\_Mf\l long-run avg
Y ww

W”'

1

1880 1890 1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000

Source:

Robert Shiller



P/E ratio suggests strong 10-year returns ahead

for US equities

P/E ratio versus actual returns
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Bond yields have fallen to historically low levels

NZ and US long bond rate, %
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Risk/return trade-off in action

Real return index before tax and fees (log scale)
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“The Aftermath of Financial Crises”

Financial crises are protracted affairs

(1) Asset market collapses are deep and prolonged
Real house prices decline an average 35% over 6 yea rs
Equity prices collapse an average 55% over 3Y2 years

(2) Profound declines in output and employment
Unemployment rate rises an average 7% points over 4 years
Output falls an average 9% peak to trough over two years

(3) Government debt explodes
Real value of debt rises an average 86%

Carmen Reinhart and Kenneth Rogoff
3 January, 2009



A serious global economic downturn underway

Industrial production, annual % change
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A serious global economic downturn underway

GDP growth, annual % change
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The current US recession will be longer than averag

Date and length (in months) of US recessions
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US housing market still going backwards

US Existing Home Sales
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A blow-out In the fiscal deficit
US Federal Fiscal Balance, % of GDP
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An unprecedented monetary policy response

Policy rates, %
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Massive expansion of the US Fed'’s balance sheet
US Reserve Bank Credit, % of GDP
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The shadow banking system

Source: Pimco



US households need to live within their means

US Household Savings Rate
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NZ not immune from the global crisis
GDP growth, YoY % change
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NZD movement in line with commodity prices

MSCI-weighted NZD vs Soft commodity price index
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NZD now trading below PPP level but history
shows significant overshooting
MSCI-weighted real NZD index
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Macro outlook summary

Weak period of growth ahead
» Deleveraging, balance sheet restoration, risk avers ion

Increased role of government
» Banking system, fiscal, regulation

New risks
 Inflating away the problem
« Trade protectionism



Strategy update

A major financial market crisis has developed and we have high conviction that
global growth in 2009 will be very poor

On the positive side:

 This is no longer news and markets have moved towar ds pricing in this
scenario

 Governments and monetary authorities are easing pol Icy aggressively

* Inflation is no longer a concern over the next 12-1 8 months

The challenge is to work out how much of the bad news is priced in
Long term investors should be looking to accumulate equities



Opportunities

 Value has improved in equity markets — the best in

. The attraction of other asset classes such as cash
diminished considerably

. Fixed income investors will have to take on more ri
returns

Watching credit markets and economic indicators clo
equities
 NZ equities a “low beta” market

« The NZ dollar remains vulnerable: commodity pricing
differentials, poor BOP position

20 years!
and fixed interest has

sk to achieve acceptable

sely to judge stance on

, interest rate



