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Right

Rates unchanged
Stimulus to continue
High unemployment
Weak growth

Asia continues to grow
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Surprises

Equities outperform bonds
European Debt Crisis (gets deeper)

Aussie equities underperform US
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What happened — US summer?

SPX Index

SPX Index
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European 10-year bond spreads to bunds
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Debt load capacity = nearly full!

US DEBT TO GDP, BY SECTOR
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Sovereign crisis?
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Low interest rates
Leverage

Housing boom
—  Sub prime

—  Poor lending and
underwriting standards

Financial engineering
(CDOs/CLOs)

Caused financial systems
to collapse

Brought economies to
their knees ~ governments

stepped in to bail out
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US dollar trade weighted value

Nominal USD TWI (narrow)

Broad TWI (real)

600¢

L00¢

G00¢

€00¢

T00¢C

6661

L66T

G661

€667

T66T1

6861

1861

G861

€867

86T

6,67

L1617

G.67

~€.67
o

N~

Source: JP Morgan/Bloomberg

13

RAFRIREAO



The aftermath ~ US job losses

US unemployment rate has risen from 4.6% to 9.6%, and is likely to remain over 8% for a long time
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US needs over 15 million jobs over the next 5 years to get back to pre-recession levels
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BASE METAL PRICES
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By 2025, China will build ten New York sized cities

Six new megacities will emerge by 2025 TRENDLINE FORECASTS
Distribution by city size
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Impact of the GFC on Australia
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The Australia unemployment rate has held steady:

Australlan unemployment
Jan Felz Mar Apr May Jun Jul Aug Sep Qet MNeov Dec Average
2000 6.5 6.4 6.6 6.5 6.4 6.2 6.1 6.1 6 6 6.3 6.3 6.3
2001 6.2 6.6 6.5 6.8 6.8 69 69 69 6.8 71 69 6.8 6.8
2002 7 6.6 6.4 6.3 6.3 6.5 6.2 6.4 6.3 6.1 6.2 6.2 6.4
2003 6.1 6 6.1 6 6.1 6.1 6.1 58 58 58 LT/ LT/ 59
2004 55 57 54 55 53 55 55 55 54 5.1 52 5.1 5.4
2005 5.1 5.1 52 5.1 5.1 5 5 49 5 5.1 5 5.1 51
2006 52 51 49 49 48 48 47 47 47 45 46 46 4.8
2007 46 46 4.4 43 43 43 43 43 42 4.4 45 43 4.4
2008 42 4 41 42 43 42 42 41 43 4.4 45 46 4.3
2009 5 54 LT/ 54 58 58 LT/ 58 LT/ LT/ 56 56 56
2010 53 53 54 54 52 51 53 51 51 54 52 3 5.2

Australia has created jobs every year in the last decade!

Ausirallan Jebs

Jan Felz Mar Apr May Jun Jul Aug Sep Qet MNev Dec Average Sum
2000 -18 41 24 36 12 17 82 10 -13 -5 -40 30 15 176
2001 -1 -15 7 55 -9 -3 12 29 -24 21 20 0 8 93
2002 17 47 11 -2 12 28 4 50 0 9 63 38 23 276
2003 43 31 -44 8 15 -24 -4 51 10 25 12 20 12 141
2004 -7 14 38 18 18 -3 14 -10 63 53 24 24 20 245
2005 51 34 45 47 -12 40 18 40 -13 0 34 -4 23 281
2006 4 32 44 12 37 34 48 19 47 =27 29 59 28 339
2007 10 15 34 S5 42 13 18 32 34 -1 50 24 25 303
2008 37 34 23 47 =27 42 16 19 -5 23 -18 & 16 193
2009 -1 6 -18 34 -7 -25 40 -21 38 20 29 40 11 135
2010 62 -9 26 30 17 41 28 30 47 34 55 2 30 364

Source: Bloomberg
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Outlook — US equities, ‘the lost decade’

Total Returns for the “Aughts”

Including reinvestment of dividends and coupons, 100=December 31, 1999, Treasuries and Investment-Grade Corporates
are composite indices, stocks are the Wilshire 5000

230 -

210 - 109%,

190 C t j\,\
orporates . "W"M‘

| | ,_ \/  76%

150 A Treasuries

130
110
Q0
70

{50} T TR T T RO T
E 222835535352z ¢: =
o o o Qo o 9o 2 9o 9o o 9 0O 9o 92 90 99 9o 9o O
55 :t 28 8 5858 >:2c33Sc:c 8
e 2 @ 3 @ o = e m o 3 © =2 ®§ I ® 3
DE—:{u_mEQ'EEQEZ—:DE—'}{u_{
= ¥ 8 53 3@ =3 %2 58 3 A 8D = &5 @D
m T a2 a8 co - & 2 46 . @ -5+ &

Source: Treasuries: Riyan Labs; Corporate Bonds: Dow Jones, Stocks: Wilshire, Haver Analytics, Credit Suisse

KAPSTREAM

F —— -

C A P 1 T A L

20



Outlook — Aussie assets, ‘the sweet spot’

Australian Market Performance
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Conclusion — Crystal ball!

. US recovery looks to be gaining traction
. European debt problem should find a solution
. Global geo-political risks impacts, oil prices, unemployment and regime changes

. Asian economies to continue to surge (bubble formation)

Investment implications

. Adding long-dated sovereign bond exposures actually adds to risk to balanced portfolios
. Avoid sovereign exposure and reduce duration (maturity) of bond portfolios

. Prefer floating rate assets to fixed rate assets

. Long debt of Asian corporates

. DO NOT SHORT THE US$

. Strong growth in Asia, US recovering while Europe is the laggard
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The US cannot afford (i.e. can’t fund

debt with debt):

a drop in GDP
a fall in equity markets
arise in interest rates

European Economies in a mess:

Greece, Spain, Italy, Portugal and
Ireland all in trouble

They have to cut spending and
increase taxes ~ when economic
growth is on shaky ground!

RBA — a little too trigger happy:

domestic economy is good shape
global backdrop remains tricky
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Sovereign Debt &
Default
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