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Overview

» The Longer run Context

 Current State of the World Economy

» Impact on Australia of:
« Shift in risk preferences towards Australia
» Global Fiscal Adjustment
« Crisis in Europe

» Conclusion

The Context

* Emergence of China and India has caused a
growing structural shock for western
economies

* Large change in production and consumption
has changed global relative prices

* Large savings and investment shifts have
changed global trade and interest rates
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The Context

® Countries have made the mistake of not
adjusting, mistaking structural shocks for
inadequate demand

® 2001 recession met with loose monetary
policy which led to a misallocation of capital

® Crisis in 2008 met with demand management
policy when the problem was also structural
change, a debt overhang and capital
misallocation

The Future Drivers

e The world will be dominated by long term
trends from

— The increasing dominance of large emerging
economies (China, India, Brazil) in the global
economy

— Large demographic changes
— Productivity and technical innovation
— Impact and response to environmental problems




GLOBAL GROWTH OUTLOOK

World GDP Growth
with July and October IMF Forecasts from 2012
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Three Near Term Shocks

* Fall in Australian Country Risk
* Global Fiscal Adjustment
* Crisis in Europe

Effects of Change in Country Risk

* Use the G-Cubed model to explore the impact
of a permanent versus temporary change in
Australia’s country risk premium of 100 basis
point in 2012

e 2 scenarios

— Lasts forever

— Decays by 10 basis points until back to zero
change in 2022




Countries (version GGG6V108)

1 United States 10 China
2 Japan 11 India
3 United Kingdom 12 Other Asia
4 Germany 13 Latin America
5 Euro Area 14 Other Emerging Economies
6 Canada 15 Eastern Europe and the
7 Australia former Soviet Union
8 Korea 16 Oil Exporting Developing
9 Rest of Advanced Countries
Economies
Sectors
— Energy
— Mining
— Agriculture

— Durable Manufacturing

— Non-Durable Manufacturing

— Services

— Capital producing sector
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Effects of a 1% fall in Australian Country Risk

Australia Exchange Rate

Australia Long Real Interest Rates

—#— permanent —*—temporany

120 L 010
- 100 e _ o tm — -
£ 80— LS R & M IS =
E 6o 1 8 g o E 0% ]
3 a0t 3 oA —
S o3 ]
= /7 . Z o -
e A e
A R R o > 4 ) S I i e v
& A F S & S F S F P
Australia Trade Balance Australia Investment
05 120
= RS S Sy =N
g D0 T & £ ng 7 LN
¥ U5 ' E oo P =
g 10 i g 40 -
g s e T oo lata Ta
§ 20ty “ op 4 .
s 25 20 okl
- > o L & o 4 N ] o A ) ~ o
£ & & PP £ S S S

—&— parmanent —&—temparary

Source: G-Cubed model version GGG6V_v108

Effects of a 1% fall in Australian Country Risk
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Australian Sectoral Qutput Change Due to Permanent
Risk Shock
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GLOBAL FISCAL CONSOLIDATION




Based On

McKibbin W, Stoeckel A. and Y Lu (2012)
“Global Fiscal Adjustment and Trade
Rebalancing” World Bank Working paper
WPS6004, CAMA working paper 12/2012
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Key insights

* Very asymmetric adjustment because not all
countries need to cut

» Savings flow from countries that cut deficits to
rest of world

* Lower world real interest rates

* Changes in trade balances, exchange rates are
large

» Appreciation for non adjusting economies

Effects of global fiscal rebalancing

United States Trade Balance Australia Trade Balance
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A EURO CRISIS

Euro Area — Industrial Production
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Government Bond Spreads relative to 2 Year German Bund
(basis points)
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Three major problems in Europe

* Southern Europe (PIGS) needs a large real
exchange rate depreciation because of large
productivity differences

* Fiscal positions unsustainble because
— debt is too high,

— financing costs have surged,
— negative economic growth

* Banks are insolvent

6/12/2012
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Some requirements for the Euro to
Survive

1) A fiscal union

2) A banking union or FDIC created

3) An adjustment to internal relative prices

* Europe is moving to resolve these issues
except 3 is very slow

Based On

* McKibbin .and Stoeckel A. (2012) “Global
Implications of a Crisis in Europe” in process

30

6/12/2012
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The Impact of a Europe Shock

Trade flows (negative)

Financial market linkages (negative)
Global trade financing (negative)
Confidence spill over (perhaps negative)
Capital flows (positive)

The Impact of a Europe Shock

Currency would drop sharply (risk) but then
likely rise (capital reallocation)

Financial assets drop in price but then rise
Interest rates drop sharply
Budget would need to be re-worked

Medium term reallocation of capital to Asia
would boost Australia in the medium term

Appreciating exchange rate

6/12/2012
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Many Factors Driving the SA

Commaodity prices

Relative monetary policies
— Relative interest rates
— Debasement of some currencies

Relative fiscal policies

Shifts in country risk preference
— Crisis of confidence is major economies
— Increases preference for Australian specific assets

Conclusion

» The expansion of emerging economies —
especially China and India - into the global
economy is a major structural transformation

« Many countries have not adjusted well but
have tried to use demand policy to handle the
shock

» Europe on the Edge of a Crisis

— Global capital allocation will shift to emerging
economies including Australia

6/12/2012
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Conclusion

* Global fiscal adjustment is needed and can be
done without a severe global recession if it is
phased in and credible.

* However this will lead to large trade
adjustments and exchange rate adjustment

* Global monetary policies are driving down the
value of core currencies

* Volatility will remain high and risks are real

Conclusion

 Australia is in a good position in most
scenarios but the challenges are large and
the responses have not been adequate
« Competitiveness is not just the nominal
exchange rate it is also driven by input costs
+ Cost of labour
+ Cost of capital
» Cost of energy
» Regulatory costs

6/12/2012
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Australian Resources and Energy Investment
Pipeline

Australian Business Economists
5 December 2012

Professor Quentin Grafton

Executive Director/Chief Economist

Bureau of Resources and Energy Economics
bree.gov.au
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Overview

(1) The China Story

(2) The Millennium Boom
|.Price Phase

ll.Investment Phase

[1l.Output Phase

bree.gov.au
|

6/12/2012
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China Story (real GDP per capita)
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China Story (Australian Exports)
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Commodity Prices (real): Past Trends &
Projections
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Background to the Millennium Boom
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Iron Ore in the High Price Phase
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Investment Pipeline

EXPLORATION

PUBLICLY ANNOUNCED $91-$133+ billion

COMPLETED

s

PRODUCTION

bree.gov.au

Summary of the Investment Pipeline
Publicly Announced  Feasibility Stage Committed Completed
No. of Range* No.of Value No.of Value No.of Value
Projects ASm Projects ASm  Projects ASm  Projects ASm
Aluminium, Bauxite, Alumina 4 1000- 2250 3 3780 0 0 2 3185
Coal 14 12225-15900 63 75766 17 14360 6 1670
Copper 8 7855- 8605 6 2034 3 643 2 979
Gold 19 2270- 3520 6 482 9 3548 4 2141
Infrastructure 8 13500- 21250 25 44720 18 24617 2 1150
Iron ore 14 21250-35250 25 44944 12 26204 4 282
Lead, Zinc, Silver 5 65- 1065 3 1586 3 728 1 303
ING, Gas, Petroleum ————> 13 26750-32000 11 104535 18 1 a0
Nickel 5 2500- 5000 6 3835 0 0 0 0
Uranium 3 2845 - 6845 5 2100 1 98 0 0
Other Commodities 13 750- 1500 18 8109 6 3268 2 1032
Total 106  91010-133185 171 291891 87 268378 24 11872
bree.gov.au
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Regional Analysis of the Investment Pipeline

Publicly Announced  Feasibility Stage Committed Completed

No. of Value No.of Value No.of Value No.of Value

Projects ASm Projects ASm  Projects ASm  Projects ASm
NSW 14 2180-5430 30 24569 16 9535 3 784
Qld 28 23204-31629 75 128094 22 78400 10 7048
WA 43 42476 -66726 47 113475 40 141084 6 3311
NT 5 1801-2301 8 6419 4 34080 1 30
SA 7 7664-9414 5 4687 2 298 2 112
Vic 4 1185-2185 2 532 2 4300 1 97
Tas 2 0-500 2 203 0 0 1 490
Other 3 12500 - 15000 2 13912 1 680 0 0
Total 106 91010 - 133185 171 291891 87 268378 24 11872

bree.gov.au
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]
Mining Capital Expenditure

120

100

80

60

40

20
2012-13
$h

1980-81 1985-86 1990-91 1995-96 2000-01 2005-06 2010-11

bree.gov.au
I
]
Number of Projects at the Publicly Announced
and Feasibility Stages

bree.gov.au
|

6/12/2012

27



Committed Projects

Value and Number of Committed Projects

bree.gov.au
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Committed Projects by Type
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Value of Completed Projects
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Committed Projects

30 Projects
$1bn - $4.9bn

46 Projects

11 Mega <$1bn
Projects

$5bn+

bree.gov.au
|

Australian LNG Project Cost Changes
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]
Feasibility Stage Mega Projects
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Publicly Announced Mega Projects
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Future Pipeline

bree.gov.au

Mining Project Investment Model

Investment =  Regulatory + Market
Decision Approval Conditions
Probit Model
1.Investment Decision = the probability of a positive FID within a time

period

2.Regulatory Approval = factors that affect the time taken to receive
Government approvals

3.Market Conditions = factors that affect the commercial decision to
proceed

bree.gov.au
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Iron Ore Supply — Exports v Proposed Project Capacity
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Coal — Exports v Proposed Projects
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lll Volumes

bree.gov.au
I
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Bulk Commodities Exports
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Thank You

(quentin.grafton@bree.gov.au)

bree.gov.au
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Capital Flows & Preserving Margins in a Low Yield

World

Kumar Palghat
Founder, Managing Director

KAPSTREAM

cC A P I T A L

Important Information

The information contained in this publication is current as at 1 March 2007 unless otherwise specified and is provided by
Kapstream Capital Pty Limited ABN 19 122 076 117, AFSL 308870 (‘Kapstream’) and is intended solely for holders of an
Australian financial services licence or other wholesale clients (as defined in the Corporations Act 2001 (Cth)). It must not be
passed on to a retail client. It should be regarded as general information only rather than advice. It has been prepared without
taking account of any person’s objectives, financial situation or needs. Because of that, each person should, before acting on
any such information, consider its appropriateness, having regard to their objectives, financial situation and needs.
Kapstream is the investment manager of the Kapstream Absolute Return Income Fund ARSN 124 152 790. The issuer of the
Fund is Challenger Managed Investments Limited (ABN 94 002 835 592, AFSL 234668). Initially the Fund will only be
available to wholesale clients. If the Fund is ever offered to retail clients it would be so offered in a product disclosure
statement which would be available when so offered. The information contained in this publication must not be copied or
disclosed in whole or in part without the prior written consent of Kapstream, and Kapstream and its related entities accept no
liability whatsoever for the actions of third parties in this respect. It is presented for informational purposes only and is not to
be construed as a recommendation, solicitation, advice or an offer to buy or sell any securities.

Past performance is not a guide to future performance. Kapstream Capital does not guarantee the repayment of capital or
any particular rate of return.

74

KAPSTREAM

6/12/2012
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Risk Free interest rate

“is the theoretical rate of return of an investment with no risk of financial loss”

additional risk taken should be rewarded with an interest rate higher than the
risk free rate.

KAPSTREAM

75
C AP 1T XL

22 years of monetary policy — 3 cycles
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US Equities — “The Lost Decade”
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* 100 = 31 January 2000
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The Race to Zero
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No quick fix

US Budget Deficit
(CBO Projections)
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KAPSTREAM
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European Crisis

» Three Solutions for Europe
+ Inflate — unanticipated inflation reduces the real
value of nominal debt burden both on sovereign and
other debtors
* 3% annual inflation = 34% debt relief
(compounded over 10 years)
» Sovereign Default — write down of face value
» Exchange short term for longer term debt
* Replace private debt with Public debt
» Central Bank monetizes debt by purchasing
bonds.
» This reduces cost of borrowing to bail out
the system.
+ Depreciate

KAPSTREAM

C AP I T AL
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An exclusive club

10-year AU-US bond spread
USD tn

B Below AAA = USS$ 37.9 trillion (85%6)

| AAA = USS 6.5 trillion (15%) 11

us EZ Japan UK Lat. AJ Aust. Switz. Scand.Canada

AAA now just 15% of the world bond market
Australia now accounts for 4% of AAA (6% including semi- govts)
Australia offers highest yield of S&P AAA nations

KAPSTREAM

C AP I T AL
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Foreign demand for alternative AAA

$bn
350 Central Bank
reserves allocation
300 to 'other'
currencies

250
200
150

100 '
Foreign
ownership

50 of CGS

0

99 00 01 02 03 04 05 06 07 08 09 10 11 12

Source: CBA

KAPSTREAM

C AP I T AL

82

41



An exclusive club

Moody's/S&P
Country

Australia
Canada
Denmark
Finland
Germany
Luxembourg
Netherlands
Norway
Singapore
Sweden
Switzerland
United Kingdom

Austria
Isle of Man

New Zealand
United States

* Recent downgrade of ESM & EFSF
Source: bloomberg

KAPSTREAM

Rating

AAA
AAA
AAA
AAA
AAA
AAA
AAA
AAA
AAA
AAA
AAA
AAA

AAA/AA+
AAA/AA+
AAA/AA
AAA/AA+

Outlook

Stable
Stable
Stable
Stable
Negative
Negative
Negative
Stable
Stable
Stable
Stable
stable

Negative
Stable
Stable

Negative

—_— - 83
Foreign Appetite
% Strong foreign demand Foreign ownership levels
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Offshore holdings

$Am, per quarter $Am; quarterly change in offshore holdings of ACGBs
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ACGB net supply 2010/2011 $124.8b — off shore investors bought $109.7 bn (88%)

KAPSTREAM

Yields alarmingly low — but still attractive
Real 10yr bond vyields
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BRIC Reserves

Exhibit 9: Foreign exchange levels.
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Brazil —Japan

Exhibit 7: Foreign exchange reserves in the BRICs.
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Australia Rates
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ANZ CDS vs. RBA Cash Rate
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Aussie Assets — “The Sweet Spot”
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Domestic Fund manager

Fund manager asset allocations
% of total assets
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Aussie Bank’s balance sheet - stable

Australian banks capital ratios

Funding composition of Australian banks

Locally incorporated banks % o
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Aussie $ - a new PPP?
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Reserve diversification by EEELEIE T - TR

foreign central banks e
Goldman expects this to be
$25bn per annum.

LNG mining boom could
see FDI rise by A$12bn to
around $25bn - $30bn a
year.

Liquidity injections via
central banks (FED, ECB &
BOJ), low interest rates
globally

Reflation is good for
commodities, gold and
emerging market equities.
Bonds and Equities suffer
ala. 1970s
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Source: Bloomberg/Goldman Sachs
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Conclusion — Opportunities in a liquidity trap!

Central Banks will not be raising rates anytime in the near future
Duration & structure becomes critical in the future
Sovereign default / revaluation risk is high
Corporate balance sheets are in solid shape
Australia/Asia assets look attractive
Cost of insurance using traditional fixed income very expensive
Seek risk adjusted returns from the asset class in the future
The US cannot afford: (Can’t fund debt with debt)
Adrop in GDP

Afall in equity markets
Rise in interest rates

. RBA -

Domestic economy is in reasonable shape
Global backdrop remains tricky
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Survey of ABE Executive Committee, Summary

(All forecast variables are annual average %change unless otherwise stated)

2011 2012 (e) 2013 (f) 2014 (f)

Actual Median Median Low High Median Low High
National Accounts
Private Consumption 3.3 3.8 2.8 2.0 3.3 3.3 2.4 3.5
Dwelling Investment 1.3 -5.4 3.0 -1.0 6.7 5.7 3.0 11.4
Business Investment* 17.1 16.0 9.3 0.5 10.1 0.8 -11.2 7.1
Inventories (ppt contribution) 0.4 0.0 0.0 -1.0 0.2 0.0 -0.1 0.3
Exports -1.3 5.2 6.0 4.2 8.3 7.8 3.6 9.5
Imports 11.4 7.5 6.6 2.5 8.9 5.5 0.7 6.6
Net Export (ppt contribution) -2.7 -0.7 -0.5 -1.3 1.0 0.3 -3.1 1.7
GDP 21 3.6 2.8 0.7 3.2 3.1 2.0 3.5
Labour and Inflation
Employment 1.7 0.6 1.0 0.1 1.3 1.6 1.3 2.0
Unemployment Rate (end period) 52 5.5 5.5 5.2 6.4 5.4 5.0 5.9
Labour Price Index 3.7 3.7 3.5 2.6 3.8 3.6 3.5 3.8
CPI 3.3 1.9 3.0 2.5 3.3 2.7 2.4 3.0
Underlying CPI 2.6 2.3 2.6 2.4 3.0 2.6 2.2 2.8
Other
Terms of Trade 13.9 -8.6 -5.5 -10.6 2.5 0.0 -6.2 2.0
Current Account Deficit (%of GDP) -2.3 -3.8 -4.7 -5.4 5.2 -3.6 -5.9 5.2
Headline Cash Budget ($Abn)** -47.7 -43.4 -7.0 -20.0 0.1 0.0 -7.9 1.0

Jun-12 Jun-13 (f) Dec-13 (f) Dec-14 (f)

Actual Median Median Low High Median Low High
Financial (all end period)
Cash Rate 3.50 3.00 3.00 2.50 3.50 3.00 3.00 4.00
3-Year Government Bond Yield 242 2.60 2.90 2.60 3.80 4.03 3.00 4.90
10-Year Government Bond Yield 3.04 3.25 3.40 2.85 4.00 4.00 3.20 5.10
AUD/ USD 1.02 1.04 1.00 0.97 1.04 0.99 0.93 1.04
ASX 200 4,095 4,750 4,775 4,650 4,900 4,900 4,750 5,150

*Excluding second hand asset purchases, **Financial year (2013 is 2012/ 13 and so on)
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Federal Politics 2012 -2013

By numbers

Pollytrend Two Party Preferred
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Greens Primary Vote
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..And Opposition Leader’s satisfaction
ratings and TPP vote
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Newspoll Two Party Preferred Vote
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Gillard satisfaction ratings

Julia Gillard Satisfaction Rates % (Newspoll)

Abbott satisfaction ratings

Tony Abbott Satisfaction Rates % (Newspoll)
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Labor’s most marginal seats

Corangamite (VIC) ALP 0.3%
Deakin (VIC)  ALP 0.6%
Greenway (NSW) ALP 0.9%
Robertson (NSW) ALP 1.0%
Lindsay (NSW) ALP 1.1%
Moreton (QLD) ALP1.1%
Banks (NSW) ALP 1.5%

La Trobe (VIC) ALP 1.7%
Petrie (QLD) ALP 2.5%
Reid (NSW)ALP 2.7%

Lilley (QLD)ALP 3.2%

Coalition’s most marginal seats

Boothby (SA) LIB 0.6%
Hasluck (WA) LIB 0.6%
Aston (VIC) LIB 0.7%
Dunkley (VIC) LIB 1.1%
Brisbane (QLD)LNP 1.1%
Macquarie (NSW) LIB 1.3%
Forde (QLD) LNP 1.6%
Solomon (NT) CLP 1.8%
Longman (QLD) LNP 1.9%
Casey (VIC) LIB 1.9%
Herbert (QLD) LNP 2.2%
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