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What | lose sleep over!

& Where the opportunities are.
The extreme & unusual nature of the investment risks we
currently face in the West including Australia. By comparison,
Asia’s time has come. This really is the Asian century.

By Bruce Baker BSc MBA
Certified financial planner

Helping clients navigate through the riskiest period for Aussie
investors since 1900.
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John Hewson — AFR 2/9/15

* ‘The veteran forecaster admits he has "never
seen it harder than it is today to say what's going
to happen.” Most of the world is afflicted "with
short-term policies and they are not addressing
the longer-term stuff".

e ‘guantitative easing hasn't helped much, apart
from creating bubbles, and increasing inequality
and debt levels. It sounds a bit like that cliche du
jour — kicking the can further down the road. But
reversing that can-kicking process threatens to
result in a stock market crash, bond market crash,
and currency realignments, Hewson says.
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Susan Gosling, head of MLC Investments

* “Defensive investments such as cash and bonds won't weather a severe
storm, which is why Susan Gosling focuses on currencies, derivatives and
gold”

* “One of your most conservative strategies contains zero Australian
equities. What are your concerns?”

— Australia sailed through the GFC, partly because of what happened in China,
(big stimulus measure towards end of 2008) but if we look at Australia's
position today, household debt is extremely high, among the highest in the
world and that's gone into housing. It hasn't gone into any productive
investment, but if we look at where funding for housing comes from, to an
extent banks are dependent on raising capital overseas.

— You could envisage Australia havingits own crisis (BB: She is talking credit
crisis) where maybe even the government has to come in and assist the banks.
(BB: Brave comment for someone who, in effect, works for NAB.) So we
started rethinking, again, for our less traditional funds. Does this exposure
actually make sense?

9 laterally-in-a-challenging-inve 18-gh7iqz
http: om.au/Strategy Gosling A$ Asian shares 150622.pdf
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David Murray’s Financial System Inquiry

‘The FSI (Financial System Inquiry) found that
"the major banks have a leverage ratio of
around 4.5 per cent ... [and] an overall asset-
value shock of the range experienced overseas
during the GFC would be sufficient to render
Australia's major banks insolvent’

*  http://puzzlefinancialadvice.com.au/151021_AFR_Joye_Malcolm_Turnbull_paves_way_for
more_bank_rate_increases.pdf
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Are the central banks part of the problem?

 Stephen Williamson — St Louis Fed VP, Aug/15
— QE (money printing) theory is “not well-developed”

— evidence in support of QE is “mixed at best”

— “There is no work, to my knowledge, that establishes a link

from QE to the ultimate goals of the Fed inflation and real

economic activity.”

“A Taylor-rule central banker may be convinced that lowering the central bank’s nominal

interest rate target will increase inflation. This can lead to a situation in which the

central banker becomes permanently trapped in ZIRP”

* GFC showed classical economic theory is broken. What video at this link.
http://ineteconomics.org/about/mission

« Stephen Roach (former chair Morgan Stanley Asia)

— Fixated on inflation targeting in a world without inflation, central banks have lost their
way. With benchmark interest rates stuck at the dreaded zero bound, monetary policy
has been transformed from an agent of price stability into an engine of financial
instability. A new approach is desperately needed. http://www.afr.com/opinion/the-fed-
needs-to-start-fighting-the-right-economic-enemy-20151028-gkkiik#ixzz3pziln9wK
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Some of the Warnings between April 2015 and
early July 2015.

Secretary to Federal Treasury (John Fraser) - Sydney housing 'unequivocally’ in a bubble, says Treasury boss.
ASIC chairman Greg Medcraft.
— "ASIC's Greg Medcraft q
H\;tnvv;hnwsthatDmv\ednnt Know when they arina bubblo il 5 aver” M Mecerat tld The Ausralian FinancilReiew,
Bank andthe Australan Prudential Regulaion Authoity grow ncresingly
concerned aby d-upof rsks o the d
oot detk e
David Murray, chairman of Financial Systems Inquiry.
—  AFR3/6/15
Gerard Minack, hlghly regarded analyst.
- httpy th- d 5/6/15.
—  Hewouldbe surpnsed if we avoided recession overthe next 2-3years.
—  Parallels with Japan (post 1990, of course).
— H o f the most levered oneof
‘housing stocks.”
Ken Henry pasl head of the Federal Trsasury
- ttp:, .afrsmartinvestor.com.au/p/m:
m(e\hgence /an_economic_cycle without gre:edem DLcPOVMI
—  “Australia’ the of herd-like
behaviour”....." rushtoyield."
Famous Sydney property developer Harry Triguboff 17/4/15 says “"The broader country has more risk of
uversupply because the councils say that their income comes from approving apartments, so everyune is
appro " he said. http: afr. ppl
mgubuff 20150417-1mnlby
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The Transformation of Asia

¢ Globally, we are seeing a very rapid shift in
economic power that will reshape the world.
— On virtually every dimension. Are you ready?

¢ ANZ - “Caged Tiger: The transformation of the
Asian Financial System”

—  http://www.interest.co.nz/sites/default/files/ANZ%20caged %20tiger%20report.pdf

¢ Asian now accounts for 25% Global GDP.
— By 2030 they expect that to be 35%.
— By 2050, they expect Asia's share to be 50%.

¢ US and Europe account for 50% of the world
economy today, but this seems likely to drop to
25% by 2050.

“China poised to pass US as world’s leading
economic power this year” 30/4/14

https i b2b -

* Note: Australia does not even rate on this list compiled by the World Bank.
« Comparison of sizes of economies on a Purchasing Power Parity (PPP) basis.
* Indonesia is already bigger than Australia on PPP basis.
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By 2050, Australia might drop out of G30 e T
*  http://www.pwc.com.au/media-centre/2015/world-in-2050-feb15.htm The combined output of China and India will likely exceed that of the whole Group of
. htto: i blicati |d-in-2050.hi Seven (G7) by early next decade (Chart 2.4). Asia s set to overtake the combined
'ttp://www.pwc.com.au/consulting/publications/world-in- BLLL aconomic output of Europe and North America within the decade to 2020, India has
+  httpy h orld-in-2050-summary-report-february-2015.pdf become the world’s third-largest economy and China could overtake the United
*  lusttake alook at which countries are going to over-take Australia over the next decade or two. States as the world’s largest economy by 2014 in real purchasing power parity terms.
+ Australia's comparative importance n the worldis expected to rapidly shrink. Chart 2.4: Takeover points of absolute output levels
+  Oureconomic, international relations, military considerations need to take this into account.
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Note: GDP adjusted for purchasing power pary (2011 prices). See glossary for definition of couniry
groupings.
‘Sources: Conference Board (2012), IMF (2012c), Maddison (2010) and Treasury projections.
*  http://www.asiaeducation.edu.au/verve/_resources/australia-in-th; i entury-whit rpdf
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ANZ — ASEAN to become more important than China to us

¢ “China is hardly waning but ASEAN is the Next Horizon” ANZ

— “There’s a giant in Asia, shifting the tectonic plates of manufacturing, trade,
services and the global economy. It’s not China.”

— “During the next 10 years we expect ASEAN to replace China as the world’s
manufacturing hub and we expect it to become the fifth largest economy in the
world by the end of the decade

— “ASEAN’s great attractions are favourable demographics, a young population and
growing consumer class. Its potential is greater than is commonly understood.
Consider iron ore: the infrastructureinvestment required in the region is double
the size of the infrastructure investment to which China committed in the financial
crisis. The numbers behind ASEAN’s transformation are truly astonishing .”

— ASEAN could replace China as the world’s leading manufacturing centre and
emerge as a key market for Australian exporters with the potential for the
Australia-ASEAN trade and investment corridor to double and exceed US$210
billion by 2025, rising from USS$90 billion in 2013.”

— “ASEAN: The Next Horizon” ANZ research paper

http://ph te-ir.net/External.File Zitem=! TF8VHIWZTOz8t=1

—  AFR“ANZ Bank says Southeast Asia will replace China for manufacturing”
bank h I replace-china-f 20

« “The report forecasts that two way trade between Australia and New Zealand and Asean and
incoming Asean investment will be worth about US$230 billion ($300 billion) by 2025
compared with about US$100 billion today. Australia's two-way trade with China was $150
billion in 2014 and approved foreign investment from China in 2013 was $15 billion.”

ial Advice Py Ltd,
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More on ASEAN

¢ Much faster growth in ASEAN
— http://www.indepth.anz.com/supporting-data.html
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Indonesia Objective of this presentation
¢ “Why Australia's relationship with Indonesia is so important.” ANZ e To give you some of reasons to invest in Asia
- https, an: 0sts/2015/05/why-australias-r with-indonesia-is-so-import/ . .
— “Indonesia has a population 10 times the size of Australia's and an — The world is Changmg very fast.
economy half the size. It won't stay that way. Much research, including — Developing world already 50% global GDP
ANZ's own recent ASEAN study, leaves little doubt Indonesia is destined to « That share to rise quickly
become a much larger economic player and a more significant regional L. . .
power” — Aussie investors have little exposure to Asia
— Asia is fairly cheap compared with West
* Other useful links from ANZ e Western world has historic challenges & risks
— http://www.indepth.anz.com/index.html ) ! — implying weak returns likely in coming years
* “ANZ believes that Southeast Asia will eventually be as important to Australia and New . .
Zealand as China is today” ¢ Australia has some unique challenges
— https://bluenotes.anz.com/posts/2015/04/mike-smith-asias-importance- . :
has-baen-underscld — Tough time ahead for Australia
* “Ibelieve as we shift from a natural resources led relationship with Asia to a deeper, - As may fall a Iong way.
more multi-faceted engagement with the region, that Asia has never been more — Offshore investors can make currency gains

important to Australia’s future and to ANZ's future.”

13 11/11/2015
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“Normal” approach to investing

(simplistic version)

Context of this presentation

e What is “normal” approach to investing. * Investment theory

¢ Show why timing matters. — Diversification — Harry Markowitz

— And why timing particularly matters now. — James Tobin — Separation Theory

— Particularly in Western developed world — Risk vs return
— Fama & French

— Fama & French extension

11/11/2015 15 11/11/2015

Professor Harry Markowitz. \ James Tobin - Nobel Prize 1981

Diversification within risky assets 3 ¢ The Separation Theorem “argues that
. ! 4 the Markowitz process of selecting securities
* Nobel Prize 1990 for the most efficient risky portfolio is
— for contributions to Portfolio Theory. ‘ ‘ completely separate from the decision of how

¢ When building an optimal portfolio to divide the total portfolio between risky and

— “Risk means facing the possibility of losing rather than winning.” risk-free assets.” P72.
P43
— “l was struck with the notion that you should be interested in <
risk as well as return”. P47 Cash & P ro perty %\_
— “It is necessary to avoid investing in securities with high “Stable” =)
covariances among themselves.” P50. é
— “The riskiness of a portfolio depends on the covariances of its Investments | International Shares N
_holdings, not on the average riskiness of the separate g)
investments.” P54 - _ B Australian Shares g
— Investors should create an efficient frontier of efficient %
®

portfolios, then choose an acceptable level of risk. P58 < >
Stable vs Shares/property - guidance from Tobin
Puzzle Fi Ltd,
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Risk vs Return Sadly, timing does matter
* If youinvest & forget, thisis the sort of experience you should expect
Desired rate of return —  If you invest at beginning of a long good period, it is great
—  If you invest at the beginning of a long bad period, it is terrible
o -
c 32 0%
g % o Average real returns from the US stocks market to March 2000
@ S
E g2 25% - —
2 S 3
& e 20% 1 9
53 19 years
[N
3 15% 21
19 ears 14
Level of risk 10% 4 15 years yegrs
¢ To get higher returns:- a onfean ez
— diversify, 5% |
— choose higher risk, 8% 0%l 1579 | -27%) 142%
— ride the volatility 0% ;
— & hangin for the long-term 1820 1940
* Fama & French (+ extension) enhance this, but principle still the same 5%
11/11/2015 puzle t 19 11/11/2015 o t 20
Where are we at in long investment cycles? Western world has historic challenges
* Now. Discuss challenges posed from:-
* It appears that:- — Debt bubbles
— The US « risk of deflationary crash

— Massive money printing
« risk of hyperinflation
— Asset price bubbles
 correlated with low/negative returns
— House price bubble
¢ GFC-style event
— Largest emergence event in history
¢ China, India + Next-11
* + technology revolution

* commenceda long “good” period for shares in 1982
* Ceased their long “good” period in 2000

— Australia
* commenceda long “good” period for shares in 1982

* Probably ceased their long “good” period in 2007
— The longest bull markets in Australia’s history

— Asia is in a very different cycle
* See biggest emergence event discussion later

11/11/2015
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US bear market — a perspective Bear markets — another perspective

HAFE Mozl e S8 0T i 2000
il . US Inflation-adjusted share index 1900-2014 45 Bear markets in USA - from a P/E perspective .
i ARG DB e o /E perspe
=== r = P US CAPE Price E10 Ratio - from Professor Robert Shillr ta 20/3/15
| - “ % g, 40 Susralion CAPE srice 10 Ratio-Pusde Financia Advice 27/2/15
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Why do these long cycles exist?

Compression/expansion of P/Es

Implications
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Market Timing Matters o )
- ame pole st 2. i the s, e it h o 2t s vt What are some timing risk factors?

returns.
+  AskJapanese investors who invested in December 1989 if this is true?
+  Ask US investors who invested in January 2000 is this is true?

g Tty s e s * THE REST OF THIS PRESENTATION

+ Therefore have no real choice to grapple with the difficult market-timing problem. — Discusses some sources of timing risk
* Debt bubbles

* Central bank money printing

* Asset price valuations

— Shares
— House prices

* Emergence event
PP S S e
[ _ R [ R | N N R L1~ A H H
TOTAL CREDIT MARKET DEBT (ALL SECTORS) AS % OF U.S. GDP HIStory on debt bUbbleS AUStralla
% * Experience is debt bubbles lead to economic depression.
Chart 5: The Endl of Masdmns Liguicity i 180 * In Australia, economic depression in the 1930s & 1890s
360 Figure 2.2.3.1: Public and Private Sector Gross Debt to GDP Ratios 1850 - 2013
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Australia’s current debt bubble dominated by private debt

* Private debt bubblesthe most dangerous debt bubbles
* Private debt is mainly household debt
* And the household debt is primarily mortgage debt

Australian Consolidated Private Gross Debt to GDP Ratios 1861 - 2014

100%

o [
/

40% //
fq;—/"//
_j/\\_//

0% T T T T T T T
1861 1381 1901 1921 1941 1961 1981 2001

Household ~ —— Mortgage

Source: Battellino, REA Paul D. Egan and Philip Soos
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History on debt bubbles - Japan

Japan-no economicdepression, but debt
bubble now larger than 1990. Maybe Japan has
just postponedit.

Japanese govt debt/GDP now highestamong
major developed countries

Nearly 2.5 lost decades, shares & property
experienced major crashes

Shows how long fiscal & monetary measures
can delay resolution of debt bubbles

APAN RESERNTIAL PRCIPERTY INDEX (G MAXIR CITIES]

Japan: Total, Government, and Private Debt as
a % of GDP, 1964 - 2008
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Debt bubble summary

¢ Borrowing too much is very risky for individuals
— Same for nations
¢ Debt bubbles
— A deflationary force
— tend to lead to bad outcomes
— Often economic depression (USA, Australia)
— Japan kept spending
* avoided economic depression (at least so far ...)
* But had major asset price crash (asset price deflation)
— &2 lostdecades
* Shows how long fiscal & monetary measures can postpone resolution
— Bankof International Settlements
* GFCwas a “Balance sheet recession” (too much debt)

* Acouple of decades of low growth
— No recovery from 2008, like froma “normal” recession

11/11/2015

Western govt/central bank response to
Western debt bubbles

¢ The West (championed by central banks) is pursuing a
variation of the Japanese Post-1990 policies:
— Ultra low interest rates
— Fiscal stimulus — particularly during the GFC

¢ However, the West have been far more aggressive with
money printing (QE).

¢ No-one is quite sure where this fiscal/monetary policy will
take us.
— John Hewson AFR 2/9/15:

— “The veteran forecaster admits he has "never seen it harder than it is today to say what's going to
happen.” Most of the world i afflicted "with short-term policies and they are not addressing the
longer-term stuff"

— ‘quantitative easing hasn't helped much, apart from creating bubbles, and increasing inequality and
debt levels. Itsounds a bit like that cliche du jour — kicking the can further down the road. But
reversing that can-kicking process threatens to result in a stock market crash, bond market crash, and
currency realignments, Hewson says.’
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Debt & Austrian School of Economics

» “There is no means of avoiding the final
collapse of a boom brought about by credit
expansion. The alternative is only whether
the crisis should come sooner as the result
of a voluntary abandonment of further
credit expansion, or later as a final and
total catastrophe of the currency system
involved.”
— Ludwig von Mises (Austrian School of
Economics).
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Personal debt bubbles create the risk
of Minsky Moments

¢ A Minsky momentis a sudden major collapse of asset values which is part
of the credit cycle or business cycle. Such moments occur because long
periods of prosperity and increasing value of investments lead to
increasing speculation using borrowed money. The spiraling debt incurred
in financing speculative investments leads to cash flow problems for
investors. The cash generated by their assets no longer is sufficient to pay
off the debt they took on to acquire them. Losses on such speculative
assets prompt lenders to call in their loans. This is likely to lead to a
collapse of asset values. Meanwhile, the over-indebted investors are
forced to sell even their less-speculative positions to make good on their
loans. However, at this point no counterparty can be found to bid at the
high asking prices previously quoted. This starts a major sell-off, leading to
a sudden and precipitous collapse in market-clearing asset prices, a sharp
drop in market liquidity, and a severe demand for cash.

* http://en.wikipedia.org/wiki/Minsky moment

¢ Australia has its largest personal debt bubble in history

¢ Making Australia particularly vulnerable to a Minsky moment
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Western response to Global Financial Crisis

¢ GFC brought on by debt
¢ US Fed recognised risk of economic depression
¢ US Fed prints massive amounts of money
— Europe & Japan follow US in money printing
— Usually leads to hyperinflation historically
* Eg German Weimar Republic in 1920s
* Zimbabwe more recently
— Strong inflationary force battling strong deflationary force
¢ US govt response to GFC
— Deficit spending
¢ In Western developed world
— More debt now than pre-GFC
— Problem not resolved

11/11/2015
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Massive money printing leads to ....

* Asset price inflation
* Asset price bubbleseg US shares
— Buyingassets at high prices tends to lead to low returns over medium-to-long-term
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Massive money printing leads to ....

¢ Alan Greenspan (Ex Chairman US Fed) Oct/14

— He (Greenspan)went on to say he thought that the
lingering effects of quantitative easing could lead to
inflation more or less at any moment, and that
inflation is now basically out of the Fed's control.

— “Gold — measurably higher. Interest rates —
measurably higher.”

— Political realities, he explained, in the form of
entitlement spending and off-balance sheet
obligations of the US government, trump the need for
sound money every time

11/11/2015

Another view on US share market bubble
pumped up by US money printing
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And house prices .....

¢ Robert Shiller study on US house prices
— House prices go sideways in real terms over the longer-term
* House price bubble crash was trigger for GFC

Real Home Prices

11/11/2015

And house prices ... Australia

b alfns- e BARRE 12]

Mortgage bubble

House price bubble

These are the same bubble
Heed Shiller data warning

Heed warning from Austrian
School of Economics
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Biggest emergence event in history

* Emergence
— China, India, Next-11
 Bigger than US emergence 1840-1910

— That emergence kept Europe in deflation &
recession for much of that 70-years
* Threatened employment in Europe

¢ What will this emergence do to the West?
— Over next 3 decades

11/11/2015 uzzle Fina

Biggest emergence event in history

GLOBAL ECONOMY BY REGION: 1980 TO 2050

20050
Share
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1980 1990 2000 E 2020 030 040 050

Sounees CEIC arvd AN Prsjecioms.

* Asia’stime has come. Asia & related themes look rosier places to invest
F e Pty Ltd,

015 Puzzle Financ y Ltd
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Rate of technological change
* Robotics
— Finally delivering
* Rapidly replacing jobs in East & West

— Western jobs being replaced by cheap labour in developing world
— AND technology

¢ Low-cost sensor-technology
¢ Low-cost networking

¢ Low-cost computing power

¢ High-speed web

¢ Maturing artificial intelligence
¢ And much more

11/11/2015 uzzle Fina

Summary

¢ Historically extreme period
— Onh many measures
¢ Investment risks are very high
* Opportunities exist
— Some markets & sectors very expensive.

— Some markets & sectors cheaper & better return
prospects.

— Long cycles at different stages
« In different countries and
« In different sectors

¢ \Volatility likely to be high
¢ Discussion
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Maurice Newman (ex Chair ASX) AFR 29/9/15

* Newman has similar concerns to mine re Aust:

— “Newman has made it clear in various newspaper
columns that he thinks Australia is in economic trouble
but does not realise how bad it is. He thinks
Australians are not cognisant of the decline in the
standard of living, the lack of real wages growth and
the threat of a downgrade in the country's AAA credit
rating from excess debt.

— He is also concerned about developments in the
housing market and the excessive amount of
residential housing exposure in the balance sheets of
the major banks.”

11/11/2015 uzzle Fina

Excess Money supply leads to inflation

To the extent that you get excess money supply growth, you get inflation in due course.
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Jon Pain’s view on Asia 4/11/14

* “exciting times ahead for investors in Asia”

e “I know the majority of you just cannot accept the
notion that Asia could somehow be some kind of
safe haven as the western prism through which
you view the world has "hard-wired’ you to reject
such a preposterous proposition.”

¢ On the October 2014 volatility

— “Interesting to note, however, that my three favoured
markets, China, India and Indonesia were far less
volatile than their counterparts in America or Europe”.

e Financial Advice Pty Ltd, 49

/11/2015
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Some resources

* Recognising & understanding “the problem”
— Is first stage to finding solution
* Kindleberger:
— Book: “Manias, Panics, and crashes. A history of Financial Crises”
* Bubbles are a type of mass hysteria
¢ Reinhart & Rogoff: Book: “This time is Different
* Eight Centuries of Financial Folly”.
* “Financial Repression” a common government remedy to extreme govt debt

¢ “Australia in the Asian Century” — white paper.
* “ANZinsight: Caged Tiger: The Transformation of the Asian Financial System”

« Jim O’Neill http://www.bloombergview.com/articles/2014-05-20/a-ten-step-
program-for-understanding-emerging-markets

* Hugh White June/13. Indonesiato be 10t largest economy in world by 2030.
https 3/june/13701 hugh-white/what-ind |

Puzzle Financial Advice Pty Ltd
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What happens after Shiller peaks?
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