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mlcome to the latest edition of our quarterly look at Australian and global
economic and market developments. In this issue we take a look back at 2014,
recapping the major developments which impacted financial markets through the year.
We also look ahead to 2015 and identify those factors which we believe warrant careful
attention as we progress through to 2016.

EXECUTIVE SUMMARY

B After a number of years of respectable growth,
the stock market struggled through 2014, with the
ASX 200 Index recording a gain of only 1.10%.

B Volatility returned to global markets in the second
half of 2014, with the sharp fall in the price of oil a
key contributing factor.

B The Australian economy continues to struggle to
adjust to the end of the mining boom, with the oil
price fall also impacting the burgeoning natural gas
industry.

B Our expectations for the year ahead are very
modest and we foresee further uncertainty as the
US Fed contemplates higher interest rates in the
United States.

B Deflation is also now a serious problem in many
developed economies and dealing with its
ramifications may require more decisive central
bank action.
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20714 — THE YEAR THAT WAS

The past twelve months served as a stark reminder of the volatility which can
accompany financial markets. In many ways 2014 was a year of two halves -

the first six months of the year were calm and uneventful, accompanied by steadily
increasing share prices. The second half of the year was very different, with large daily
gains and losses again the norm on the Australian stock market. Concerns were stoked
over events in Europe (again), while Australia struggled to shake off the impact of the
slowing mining sector. In this section we review some of the major financial events
during 2014.

The story of 2014 really only needs to begin around the beginning of July. Until that point there had
been little to generate any real excitement. The Australian federal government’s May budget had created
a substantial amount of community concern, if not anger, but few other events had any real significant
impact. The slow deflating of the mining bubble continued unabated, with most of the impact visible in
the government’s tax revenue figures and mounting job losses in the mining sector. For those Austral-
ians neither directly nor indirectly employed in the mining industry however (which is to say, the vast
majority of Australians), the continuing slowdown in the mining sector was a relatively abstract event,
far removed from more immediate concerns over house prices, job security, $7 GP co-payments and
other more relevant issues.

SIGNIFICANT FALL IN THE PRICE OF CRUDE OIL

At the start of July 2014 however, a process began which was to have major financial ramifications
through the rest of the year, and no doubt one which will continue to play an important role through
2015. This of course was when the price of crude oil began its slow and relentless slide, falling from

a peak of just over US$100 per barrel at the end of June to just over US$50 at the end of December
2014. Effectively the price of crude oil fell 50% in six months, a sudden collapse that few had expected.
Although we have been pointing out the recent significant increase in United States oil production for
some time now, we too did not anticipate the sudden impact on global oil prices.
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One of the key contributing factors to lower global oil prices was not only the surge in supply from the
US, but also a fall in demand from traditionally large importers and consumers of oil, namely China
and Europe. As with all commodities, the price of oil is a simple balance between supply and demand
and 2014 saw the confluence of both events - rising supply and falling demand. The price, control

and supply of oil is more complicated than other commodities however, largely a result of its geo-
political importance. United States involvement in the Middle East over the past fifty years has been
partly driven by the need to ensure a steady and reliable supply of oil (the US military is the world’s
single largest consumer of oil), an arrangement which began to change as domestic US producers
significantly increased their level of oil production. Rather than cede control over oil prices to produc-
ers in the US, the oil-producing cartel OPEC (comprised of the major Middle Eastern oil-producing
nations, plus a few from Africa and South America) refused to cut production to support higher oil
prices, action that would have been expected in the past. It appears that it is OPEC’s intention to let oil
prices fall to a level where the new producers in the US can no longer profitably produce oil - it is es-
timated that US oil producers who have tapped the vast shale oil reserves need an oil price of around
US$70 to break-even. Essentially OPEC is willing to accept some short-term pain in the form of lower
prices, hoping to put their US competitors out of business, with their reward being higher oil prices

at some point in the future (and renewed control over the global oil market). This is a similar tactic to
that adopted by Rio Tinto and BHP Billiton in the seaborne iron ore market — both companies have
flooded the market with supply, safe in the knowledge that they are the world’s lowest cost producers
and the elimination of their competitors means higher prices at some point in the future.

THE PRICE OF OIL HAS NOT BEEN THIS VOLATILE SINCE THE OIL SHOCKS OF THE 1970°S

mm Oil Prices since 1987
BRENT CRUDE PRICE PER BARREL - EIA

Record high prices

Civil war in Libya
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The oil market does differ from the iron ore market however, in that the ongoing production costs
for oil wells, even those derived from hard-to-get shale oil, are significantly lower than the operating
costs associated with an open-cut or underground mine. Once an oil company has drilled an oil well
and installed the necessary infrastructure to extract the oil, the ongoing day-to-day operating costs are
quite low. For a mining company however, day-to-day production costs are relatively high (the com-
pany must pay for all those miners, draglines, dump trucks and other equipment on an ongoing basis).
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Therefore mining companies are more sensitive to falls in the price of their commodity, unlike oil-
producing companies who will continue to operate oil wells even though the price of oil has fallen
sharply. This suggests that the oil price may remain low for some time before recovering (exploration
expenditure will be cut, leading to reduced supply at some stage in the future). This has implications
for the global economy in terms of the deflationary impact of a falling oil price, which we discuss later
in this newsletter.

THE END OF THE MINING BOOM

The other factor which had a major impact on the Australian economy during 2014 was the continu-
ing slowdown in the mining sector. We were reluctant to ever buy into the theory that the mining
boom would continue indefinitely — no boom ever has, so why was the most recent one any different?
Not everyone was so circumspect however, and thanks to the internet it’s easy to relive a few of the
more outlandish statements made by others:

(4

“This period of mining investment has a long way to go,”
he said. “I expect strong demand for commodities to
continue on well beyond 2020.”

V4

- West Australian Premier Colin Barnett, ABC News, 26 June 2012
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- Sydney Morning Herald, 29 September 2011

“We are confident we are three years into a ‘super cycle’

of global demand for our products - a decade and more

of sustained demand - which some consider could even
last twenty years.”

- Minerals Council of Australia Chief Executive Mitchell Hooke, 28 May 2008 ,,
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Unfortunately for Australia, none of these overly optimistic pronouncements came to pass, and instead
2014 was merely another year of suffering for the mining sector. The price of our key export commod-
ity, iron ore, fell by over 50% during the course of 2014. The prices of Australia’s second most impor-
tant export, coal, also fell through 2014, down over 15%. The slowdown in mining was to some extent
offset by increased investment in the gas sector, with significant expenditure on major gas projects in
Queensland, Western Australia and the Northern Territory. The downside however is that the construc-
tion (and major investment) stage of the majority of these projects ended in 2014 or will end in 2015.
The hundreds of billions of dollars spent on these projects over recent years will no longer be around
to provide support to the Australian economy, worsening the negative impact of the general mining
slowdown.

While the mining boom lasted it certainly provided an undeniable boost to national incomes and eco-
nomic growth. The length and resilience of the mining boom is one of the reasons Australia has not
had a recession for 23 years. There has been a price to pay however, including the advent of so-called
“Dutch Disease, about which we have written previously. The other downside of the mining boom is
that it allowed Australia to become ‘lazy’. That is, there was no pressure on successive governments to
undertake any form of meaningful economic reform while the boom continued to generate an ever-
increasing amount of federal tax and state royalty revenue. Much like salary increases can hide poor
spending patterns in an individual, the boost to tax revenue allowed governments at all levels (and

of all political persuasions) to avoid having to make any particularly difficult decisions in terms of
ongoing reform of the Australian economy. This failure to act has come back to bite Australia how-
ever, and we now have to face a future of declining productivity, overly-expensive and unproductive
labour, excessive levels of regulation and red-tape and chronic underinvestment in infrastructure. It’s
certain that the current Federal government and those to come in future years will look back wistfully
to the period from 1990 to 2010, when their job was a lot easier and tough decisions could be delayed
indefinitely.

As you might expect, 2014 was not a very good year for the stock market, with the latter part of the
year being particularly volatile. The benchmark ASX 200 Index closed the year at 5,411, which was
only 59 points higher than the opening value of 5,352 on 1 January 2014. This equates to a very low
annual return of just 1.10%, although this figure does not include dividends. Including dividends
pushed the annual return up to 7.1%, however this was still insufficient to prevent the market from
recording its worst year since 2011. Having said that, after strong gains in 2012 and 2013, a period of
consolidation was inevitable and in many ways desirable. Those clients with good memories will no
doubt recall the years leading up to the 2007/08 financial crisis, where annual returns of 15%+ per
annum were commonplace. The stock market follows the rule of return to the mean however, which
means that if the market’s long-term average annual return is around 8%, a number of years of 15%+
returns will have to be followed by a number of years of very negative returns.
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THE STOCK MARKET DURING 2014 — LOTS OF ACTIVITY BUT LITTLE MOVEMENT IN THE END

The ASX 200 Index - January to December 2014

n terms of the potential outlook for 2015, in
our opinion it is best described as ‘mixed’ That
is, we are likely to see a continuation of the
volatility which impacted financial markets to-
wards the end of last year, coupled with a high
level of uncertainty regarding the direction of
interest rates and exchange rates. There are two
main issues which we believe will largely dic-
tate returns during the year ahead - interest
rates in the United States and the threat of de-
flation in major economies such as Japan and
Europe.

In past newsletters, investment presentations
and client meetings, we have discussed at
length the actions taken by the US Federal
Reserve in order to combat the effects of the

global financial crisis and revive the US econ-
omy. This year we are likely to see this process
move into a new and potentially unsettling
stage. As the US economy has recovered and
strengthened over the past three or four years,
the need for radical monetary stimulus has
receded and the US Fed has ceased stimulat-
ing the economy through its unorthodox
quantitative easing program. The next task
confronting the US Federal Reserve is to be-
gin to normalise US interest rates, which have
effectively been kept as close to 0% as possible
since the global financial crisis. This year we
may see the first steps taken by the US Fed in
this regard, with many economists tipping a
slight increase in US interest rates, most likely
to occur around June or July this year. While
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an increase in interest rates should be viewed
positively, as it would indicate the US Fed

is comfortable with the growing strength of
the US economy, it does have the potential to
unsettle financial markets. This is due to the
fact that global bond markets have benefited
considerably from low interest rates, but bond
prices move inversely in relation to interest
rates. That is, any increase in interest rates will
cause bond prices to fall, inflicting substantial
losses on bond investors. Therefore any sud-
den or unanticipated increase in US interest
rates has the potential to destabilise the global
bond market, which would have severe rami-
fications for the global economy.

The other important implication of rising
interest rates in the US is that it will result in
a stronger US dollar. We have already seen
this relationship at work over the past twelve
months, which saw the Australian dollar fall
from a high of $0.95 to the US dollar, to a
low of just over $0.81 by the end of the year.
Australia was not alone in seeing the value of
its currency decline relative to the US dollar,
with most other economies also experiencing
a decline in their currencies. We can expect
this process to continue through 2015 as the
US Fed takes the first steps to normalising US
interest rates. Sudden dislocations in cur-
rency markets can be a problem, particularly
for less developed economies. In Asia, South
America and Africa, most corporate debt is

denominated in US dollars, so if the domestic
currency falls sharply against the US dol-

lar, this pushes up the value of the debt and
the cost of interest payments in the domestic
currency. This can then lead to widespread
corporate distress and even economic reces-
sion, much as happened during the 1997
Asian financial crisis. A weaker currency can
be a boon however, as Australian farmers and
other businesses involved in export markets
can attest, now selling products overseas at a
far lower price.

The other factor we suspect may play a sig-
nificant role in shaping 2015 is the increasing
likelihood of deflation in the major economies
of Europe and Japan. Weak economic growth,
coupled with the sudden collapse of the oil
price (when the price of oil falls, the prices of
most goods fall too, given that transport costs
can be a significant component of the final
purchase price) is having a deflationary effect
on prices in many countries. Prices in the
Eurozone counties dropped by 0.2% during
2014, with this trend likely to continue during
2015. Deflation is a problem as it can become
self-perpetuating. If households expect prices
to be lower in the future, the logical reaction
is to postpone any purchases as long as possi-
ble. This causes a significant slump in demand
for products and services. In response busi-
nesses are forced to lay oftf workers and curb
investment, further weakening economic
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growth and pushing prices lower. And so the leading to an increase in prices. This sug-

cycle continues. The Japanese economy over gests we may see further aggressive monetary
the past 30 years is an illustrative example of easing by the European Central Bank during
the impact of deflation and how difficult it 2015 as it adopts a US Fed-style approach to
can be for an economy to break the cycle of jump-starting the European economy. The
falling prices and weaker demand leading to same can be said of Japan, where Prime Min-
falling prices and weaker demand, and so on. ister Shinzo Abe has staked his political future

on being able to lift the Japanese economy out
Unsurprisingly, the way to combat deflation of its multi-decade slumber. Both actions can
is to try and encourage price inflation, usu- be expected to contribute to ongoing volatility
ally through lowering interest rates. Theoreti- through 2015.

cally, lower interest rates stimulate economic
growth, increasing demand and eventually

IMPACT ON OUR INVESTMENT APPROACH

While we have very low expectations for 2015, you may not be surprised that we will not be making
any major changes to our investment approach. Over the past six months or so we have been happy
to let cash accumulate in portfolios where appropriate, a strategy which has proven to be useful, given
the market falls and volatility in late 2014. However, we are conscious that cash, while a useful hedge
against market volatility, generates very little income and no capital growth. Where opportunities
arise to utilise any excess cash over the coming months, we will look to do so. In this our investment
approach remains unchanged: a focus on larger, more profitable companies, preferably with a sound
balance sheet and a history of rewarding investors with steadily increasing dividends.

Fortunately for investors in Australia, the wealth-destroying practice of large-scale share buybacks is
not as prevalent here as it is in the United States. Companies tend to buy back shares when they have
plenty of money to do so, a period which generally also coincides with a high share price. Companies
should be aiming to buy back their shares when the prices are low, the exact opposite of what tends to
occur. We would much rather prefer a dividend payment which transfers the responsibility for invest-
ing the money to us and away from management, who tend to be poor judges of when to conduct a
share buyback.

Commonwealth Bank is a good example of why dividends can be so rewarding to shareholders. If you
had bought one share in CBA at the start of 2004 it would have cost you $29.52. In that year, the fully-
franked dividend of $1.89 worked out to be a dividend yield of 9.15%. Fast forward to 2014, where
the fully-franked dividend was now $4.01 per share. Based on your initial investment of $29.52, this
equates to a dividend yield of 19.41%. If you had instead put the $29.52 into a bank account, it would
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now be earning an interest rate of around 3.50% at most. Even if you ignore the capital growth compo-
nent (which has nearly tripled the value of your investment anyway), your initial investment in CBA is
earning you more than five times what you would have achieved by keeping the money in the bank.

10, 19,22, 2]

GLOBAL RANKING OF AUSTRALIA'S ‘BIG 4' BANKS BY MARKET CAPITALISATION

As 2015 brings with it the usual wars, calamities, disasters and ructions (as every year does), we
remain committed to the same investment approach which has proven its worth time after time.

™
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We hope you have enjoyed this edition of our quarterly newsletter. As always, should
you have any queries, questions or feedback, please do not hesitate to contact us.

With kind regards,

b aud, Reny

FACTS & FIGURES AT A GLANGE

Rate / Value Change from last reading

Australian inflation rate 2.3% (September) -0.7%
Australian unemployment rate 6.10% -0.1%
RBA Cash rate 2.50% 0.00%

ASX 200 Index 5,411 +128 points
Australian $ vs. US $ $0.8202 -5.50c
Australian S vs. UK £ $0.5271 -1.13c
Australian $ vs. Euro € $0.6746 -1.52¢

This newsletter provides general information only. Before making any financial or investment decisions, we recommend you
consult a financial planner to take into account your particular investment objectives, financial situation and individual needs.
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