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Disclaimer

Caravel Consulting Services Pty Ltd ABN 94 108 198 858 holds AFSL 320842
(Caravel). This document provides general advice only and not personal financial
advice. It does not take into account your objectives, financial situation or needs.
Before acting or making any investment decision, you should consider your personal
financial situation or needs, consult a professional adviser, and consider any
applicable disclosure documents. Neither the information, nor any opinion expressed,
in this document constitutes an offer, or invitation, to buy or sell any financial
products. Information in this document is based on sources believed to be reliable,
but Caravel does not guarantee its accuracy. All opinions expressed are honestly held
as at the applicable date and are subject to change. Caravel does not accept any
liability to any person or institution who relies on this document and the information it
contains and shall not be liable for any loss or damage caused to any person in
respect of this document and the information it contains. In particular, any forecasts,
outlooks or projections contained in this report are subject to the usual uncertainties
surrounding such information and opinions and you should take account of this when
reading this document. You must not copy, modify, sell, distribute, adapt, publish,
frame, reproduce or otherwise use any of the information in this document without the
prior written consent of Caravel.
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Key messages from last year - 1

[0  The future pace of economic growih is the key - sustainable growth is how

policy markers redress the big imbalances of unemployment and budget
deficits

[0 Markets are heavily driven by what happens in the US - as long as growth

concerns persist, bonds will do better than equities and the US$ will be

weak \/ X

[0  The shape and timing of the transition path between bonds and equities is

unclear, but the policy imperative skews the probability of the eventual

outcome (Quantitative Easing announced in Oct 2010) \/ ?
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Key messages from last year - 2

[0  Official forecasts say emerging economies will continue to outperform \V X

[0  Tighter monetary policy here than in the US will help keep upward

pressure on the $A for a while longer - hold foreign currency hedges \

O The $A could easily test parity with the US$ in coming months, but by

2012 we expect Fed tightening to help the US$ start clawing back some

ground \ X

Caravel Consulting mjeremy@caravelam.com
Services p:07-3367-1162 m: 0400-880-268
AFSL: 320842



Summary of expected risk adjusted returns — October 2010
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What could go wrong - October 2010

[0  The biggest global macro risks to our outlook are that the US economy rolls

over into another recession or has another systemic meltdown: \/X

B We cannot quantify these risks, but if they come to pass our ranking of expected

returns allocations will be wrong \/

[ | We think this is more a risk in 2010-11 than in 2011-12 \/

[ | We also think the policy response would be swift and aggressive to counter such a

development X

B Investors phasing into allocations consistent with our outlook should be able to

exploit any short run contrary market movements (' ' ')
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Understatement of the year!

Europe: Ten Year Government Bond Yields
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What is the biggest “tail” risk — 2010
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What has actually happened in the past year?

0  Despite the Japan earthquake, up to around May this year the broad story
was unfolding as described:
m  Equities rallied, bond yields rose and the $A went through parity
[0  Since then things have fallen apart — why?
B The US debt ceiling debacle
B The extraordinary intransigence of European policy makers
B The negative impact of these events on global sentiment and spending
[0  What did we miss a year ago?
B We put too much faith in policy makers’ willingness to do the right thing
B We underestimated the viciousness and extremism of US politics
B We underestimated the deep-seated nationalistic sentiments in Europe
B The supply shocks driving up food prices and inflation and higher interest rates
in the emerging economies => slowed a significant source of world demand
Caravel Consulting Services mjeremy@caravelam.com 10

AFSL: 320842 p:07-3367-1162 m: 0400-880-268



Sell in May and go away.....
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120

115

110

105

100 §

95

920

85

80

75

Selected Equity Indices (1 October 2010 = 100)

Oct Nov Dec Jan Feb Mar Apr May Jun Jul
2010 2011
== Australia, S&P/ASX, 200, Index, Close, AUD [rebase 1/10/2010 = 100.0]
=== Emerging Markets, MSCI, USD Index, USD [rebase 1/10/2010 = 100.0]
=== World, MSCI, USD Index, Close, USD [rebase 1/10/2010 = 100.0]

Aug Sep Oct

Source: Reuters EcoWin

Caravel Consulting Services

AFSL: 320842

mjeremy@caravelam.com
p:07-3367-1162 m: 0400-880-268

11



Massive rally in bonds — but look at the speed of the backup

Selected 10 Year Government Bond Yields
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What goes up, goes down....and back up again

The $A and Commodity Prices
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Global risk premia through the roof

GLOBAL RISK PREMIUM

1200

1100

1000

900

800

Index

700

600

500

400

300

Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct
2010 2011
Source: Reuters EcoWin

Caravel Consulting Services mjeremy@caravelam.com 14
AFSL: 320842 p:07-3367-1162 m: 0400-880-268



Where to from here?

[0  The policy imperative remains the same:
[ Growth is still the solution the world needs

B Clear choice in forecasts — will there be (expectations of ) growth or not?

[0 What about inflation — is it going to be an issue?
B Australia vs. rest of world
B  Food prices & the emerging economies
[0  What are the central banks going to do?
B Who has room to ease?
[0  What does it all mean for asset allocation:
B Public sector vs. private sector liabilities
B Regional & country themes within equities

B  To hedge or not to hedge?
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Growth outlook — IMF & RBA

Economic Growth: Real GDP - IMF & RBA Projections
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Inflation outlook — IMF & RBA

Inflation: CPI - IMF & RBA Projections
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Figure 3.9. Pass-through from International to Domestic
Food Price Inflation

The pass-through from interrational food price inflation to domestic food price
inflation and from domestic food price inflation to headline inflation is higher in
emerging and developing economies than in advanced economies .
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The impact of food price inflation — IMF (WeEO Sept 2011)

“Food prices should
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through
biofuel and
production costs”
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What will the central banks do?

0  Australia:
B Will the RBA cut or not — short run vs. medium term views
B Even if they do our rates will be higher than the rest of the world for some time
O USA:
B The Fed has told us what they are going to do — refining the message
O  Europe:
B Expect rate cuts by early 2012 as growth and inflation roll over
B Europe is entering an extended slow growth phase which suggests the need for
relatively low interest rates for some time
[0  Emerging economies:
B [f inflation moderates there is room for rate cuts — growth is suffering under the
tightening regime
B Animportant source of potentially good growth news for the markets
Caravel Consulting Services mjeremy@caravelam.com 19
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Australia: growth and the bond market

Australia: Growth & Yield Curve
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Australia: unemployment rate heading to 5.5%
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Australia: inflation to ease?

Australia: Inflation
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Equities vs. bonds

0  Still depends on what you think of growth

Our growth outlook above suggests rotating into equities and corporate bonds

and out of government bonds

Extended period of zero cash in the US combined with Operation Twist may
limit degree of backup in government bonds but returns will be weak and capital

losses should be expected in 2012

Expected Sharpe ratio for government bonds is very poor

[0  Equities very cheap at the moment

B  Better news on growth needed to unlock the value
B Expect that to happen by mid-2012
B Significant potential short run gains in equities
B Favour Australian equities, especially small caps, and emerging markets
Caravel Consulting Services mjeremy@caravelam.com 23
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Currencies

[0 Exchange rates will continue to be the means by which growth gets re-

distri

buted around the world:
Simple rule of thumb: stronger economies have stronger currencies

We can divide the world up into blocs of stronger and weaker economies and

currencies
Strong = emerging markets, Australia

Weak = USA, UK, Europe, Japan

[0  We expect the $A to appreciate further in 2012

B This, plus the significant advantage to be gained from the forward points,
implies staying hedged in offshore assets
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Summary of expected risk adjusted returns — October 2011
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What is the biggest “tail” risk — 2010 vs. 2011
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Do you believe Greece will default?
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Disclaimer

Caravel Consulting Services Pty Ltd ABN 94 108 198 858 holds AFSL 320842
(Caravel). This document provides general advice only and not personal financial
advice. It does not take into account your objectives, financial situation or needs.
Before acting or making any investment decision, you should consider your personal
financial situation or needs, consult a professional adviser, and consider any
applicable disclosure documents. Neither the information, nor any opinion expressed,
in this document constitutes an offer, or invitation, to buy or sell any financial
products. Information in this document is based on sources believed to be reliable,
but Caravel does not guarantee its accuracy. All opinions expressed are honestly held
as at the applicable date and are subject to change. Caravel does not accept any
liability to any person or institution who relies on this document and the information it
contains and shall not be liable for any loss or damage caused to any person in
respect of this document and the information it contains. In particular, any forecasts,
outlooks or projections contained in this report are subject to the usual uncertainties
surrounding such information and opinions and you should take account of this when
reading this document.You must not copy, modify, sell, distribute, adapt, publish,
frame, reproduce or otherwise use any of the information in this document without the
prior written consent of Caravel.
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