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Since we last wrote to you in March global markets have posted a quite remarkable recovery. As a
consequence, you would be forgiven if you thought that last year and the global credit crisis was just a
bad nightmare. But it wasn’t — so it is somewhat surprising that markets have posted the size of gains
that they have. To emphasise the point the US market’s S&P 500 has just enjoyed its strongest quarterly
return since 1998 and yet this follows the most concentrated period of wealth destruction since the
Great Depression! Was last year just a blip in a longer-term bull market or are markets today not truly
reflecting the events of the last 18 months? Or is it a once in a lifetime opportunity to buy good quality
stocks at unbelievable prices?

One point worth emphasizing, before we move too much further, puts the recent market recovery into
perspective. A simple mathematic equation that most investors like to forget is that if a share price or
market has fallen by 50% then it needs to rise by 100% or double to get back to where it was before the
falll To put this more simply, if a share price starts at $10 and falls by 50% to S5 and then rises by 50%, it
is now only $7.50. This puts the 40 — 50% fall in most markets over the last year into context. A market
that may have recovered 30% in the last quarter may have seemed to have posted an outstanding result
but in the context of what it needed to gain to recover the previous 18 months loss, the result is still not
that impressive.
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The world share market index has posted a zero return forthelast1 1 y ear s ......

The point is illustrated in chart 1 above. Since the end of 1997 the total return that an investor would
have received from being fully invested in the markets using an index fund that replicates the MSCI
World Share Market Index has been -3.68%. This represents 11.5 years of zero return from investing in a
fund that replicates the market! But what this chart really highlights is how important it is not to lose
money when the markets fall as it is so difficult to recover that loss. While markets fell over 60% from
the peak in March 2000 to the bottom in early 2003, the subsequent 60% rally through to mid 2007 only
recovered half of the previous loss. With markets having just experienced yet another 60% fall since mid
2007, a recovery of over 120% is required if the markets are to recover to the previous peak in this cycle.
That is a tall order in any environment.

Over the same period NZAM has achieved 193%......

The chart also highlights why NZAM has run an absolute return strategy for the last 18 years where
preserving capital was and remains our first priority. This index market performance of -3.68% can be
compared against the return we have managed to produce over the same period of 193.59%. We have
not made huge returns at any stage, but rather we have managed to preserve capital in the periods
when markets fall and have produced returns in the up market periods that have been similar to the
market. We make no apologies for this bit of blatant marketing as it highlights the complete nonsense of
investing in index funds that still seem to be the flavour amongst most market advisors and consultants!

The market rout last year has created many unbelievableb uy i ng opportuni ti e
It is worth stating before we get too far into this commentary that we believe, based on discussions and
meetings with our underlying fund managers, that the opportunities from a stock picking perspective in
these current markets are a “once in a lifetime” opportunity.

If you recall, the reason for much of the fall in markets last year was driven by the need to raise cash to
meet margin calls, repay debt and in the case of many retail investors, to have cash in the bank and to
be able to sleep at night. Invariably, the stocks that fell the most were often the most liquid and the
most widely held regardless of quality. Certainly there were many financial stocks that deserved to be
sold down savagely, but so too were many high quality businesses. It is in this latter group that we find
there are tremendous opportunities for managers’ with research and stock picking skills to identify
those stocks that are oversold relative to their ultimate earnings outlook and financial health. As we
have heard on numerous occasions, there are many stocks that are trading for less than the cash on
their balance sheets. Ultimately, as investor confidence improves, as we believe it will, the cash that is
sitting on the sidelines will begin to seek out these oversold attractive stocks.

Themar ket recovery has been inevitable...

In hindsight, March’s stock market recovery was largely inevitable. In our last letter we highlighted that
we believed that markets were at a crucial turning point going into the beginning of March. Either
confidence in the global banking system would be restored or not. Our view along with many other
market participants was with the former, believing that the actions by global Central Bankers to
aggressively cut interest rates and governments to provide industry bailouts would be successful in
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shoring up the global financial system. However, this wasn’t the market view and consequently share
prices reflected a far more pessimistic “Depression” outlook.

The turning point came for markets at the beginning of March when it became clear that a number of
the major US banks would survive without being nationalized. This threat of nationalization was viewed
as being the final straw to already fragile investor confidence and would have been an indication that
the problems within the sector were so deep-rooted and unrecoverable that the government would
have to step in. This would have been a major physiological blow to investors, an event that may have
sent the markets spiraling significantly lower.

With the markets pricing in a very pessimistic economic outcome, it was not such a surprise that once
sentiment changed, those stocks that were viewed as being the most risky, primarily banking sector
stocks, should rally strongly to reflect the marginally better outlook. The key point here is the term
“better outlook”. The world may have avoided a “depression”, but it was still faced with a very severe
recession. At least recessions are generally understood — depressions are not.

Portfolio performance....

It is interesting to note how portfolios have performed over this year since January 1% given the
continued sharp selloff in markets for the first two months and then the equally sharp rebound that
occurred in March, April and May. Portfolio returns for the first six months of the year to the end of June
have continued to be positive posting a return of 7.58% versus a flat global market return.

That global markets are flat year to date emphasises just how volatile the year has been - down 18% in
the first two months of the year and then markets have recovered that loss in the last four months.
However, remember that markets were down nearly 40% in 2008 and over 50% since mid 2007!

In our last few letters we discussed at length how managers had successfully reduced their exposures to
protect the overall value of portfolios during the severe market declines of last year and into the first
two months of this year. This allowed portfolios to produce a positive 6.3% return for the April 2008 —
March 2009 financial year versus a market loss of 37.4% over the same period. As you will recall, in the
last half of 2008 managers cut exposures very aggressively, clearly with the successful primary objective
of preserving clients’ capital.

Portfolio positioning still defensive......

With portfolios having reached a very defensive low of 7% net invested at the end of November 2008
during the height of the market selloff, exposures have since been gradually increased. The net
exposure through January and February was 11%, and then as markets began to recover, exposure was
increased in the following months to 13%, 23% and eventually at the end of May to 30% net. Through
June exposures have been kept at the end of May levels.

It has been interesting to observe that the underlying fund managers have continued to maintain a
significant defensive position in the second quarter of the year even in the face of strong recovery in the
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market indices. Exposures of 23% in April and 30% in May should be viewed against what we would see
as normal exposure levels at times when the market risks are considered to be relatively low of between
70 —90% net.

Managers remain cautious....

The low net exposure level by the underlying fund managers is indicative that they remain cautious of
the direction and the potential volatility of the markets in the immediate future. However, the current
level of exposure which has been increased markedly over November’s 7% also indicates that they
acknowledge that the crisis of last year has now passed and more exposure to the markets is justified,
especially as share prices are finally behaving as they should by responding to fundamentals rather than
being driven by the need for liquidity that was the determinant of share price performance last year.

There are a number of reasons for this relatively defensive positioning.

Firstly, our managers have been very skeptical about the durability and the quality of the market
recovery. It is interesting to note that the stocks that have posted the biggest gains are also the same
stocks that posted the largest falls last year. Whichever way you want to look at it, the underlying
fundamentals for many of these recovering stocks was and remains unattractive. While some rerating
has been justified considering that many of these stocks were pricing in an “Armageddon” scenario, it is
difficult to see any justification for further price rises until it is clear that the structural issues that drove
share prices down are resolved.

Secondly, the recovery has been very concentrated in a handful of stocks giving managers additional
cause for alarm. It was not until May that there was any sign that the market recovery was broadening
to stocks that had far more attractive fundamentals.

Thirdly, it would clearly appear that there were a significant number of hedge funds that were caught
with “short” positions in these particular stocks that led the recovery. These hedge funds were
anticipating that prices would continue to fall and that they could eventually buy back these stocks at
much lower prices than they had sold them thereby booking considerable gains. However, as prices
stabilised and then began to recover, these hedge funds began to panic and buy back the stocks that
they had sold short, firstly to lock in any gains, and then ultimately to avoid serious losses as share prices
rose above the levels that they had sold at. This buying back of “shorts” created unnatural buying
pressure on these stocks pushing the prices up faster than would normally be the case. In market jargon
this is referred to as a “short squeeze”.

As these particular stocks also make up an important component of the market indexes then it was not
totally surprising to see their rising share price performance have such a positive impact on the market
performance. Mind you it was also these same shares falling in value that dragged the indices down.

Fourthly, because the market leaders have recovered so quickly, there is a risk for a correction in these
prices as investors’ digest the market moves and try and match those against the economic
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fundamentals. With investor confidence remaining very fragile following last year’s massive wealth
destruction, managers are very wary of any correction turning into an overreaction which could drag
down good shares as well bad.

As we move into the third quarter markets are digesting the gains made in the last few months......

As we move into the third quarter of the year markets are again displaying some signs of nervousness.
While March and April’s recovery may have been a sigh of relief that the world had avoided a financial
disaster, May and June’s market performance seems to have reflected investors’ view that the world
economy was on the verge of imminent recovery. This was clearly premature. Data has certainly
improved none more so than business and consumer confidence levels in most parts of the world and a
semblance of normality is returning to the banking sector. But what this really signals is that economic
activity is no longer falling off a sheer cliff as it was in the first quarter of the year, rather that the pace
of economic decline has moderated and is now on a gentle downward slope. We are not yet at a level
where the global contraction has stabilised, but the economic data would suggest that we are getting
nearer to that point.

Ultimately the reflation policies should st
Ultimately, we believe that the reflation policies adopted by all the major Central Banks will stimulate a
widespread global recovery. For a while yet any economic recovery will not be synchronised or smooth
as different parts of the world respond to the timing and differing levels of stimulation that have been
applied. A synchronized recovery should eventually occur but it is unlikely to be until sometime in the
first half of next year. Furthermore there will remain question marks over how robust economic growth
can be considering the significant changes that have occurred, none more so than the aversion to
lending by banks and the need of Western governments to address the massive budget deficits that they
have racked up to bail out failing business sectors. This latter point must ultimately result in some form
of higher taxation combined with a reduction of social services which could eventually lead to high levels
of savings and therefore less disposable income in the hands of Western consumers.

China is already | eading the way forward....

When we look around the world there are huge disparities in economic growth. It is only China that we
can be certain is recovering as was evidenced in China’s recently released GDP growth data that showed
that the economy is now growing at annual rate of 7.9%. While this may be below the double digit
growth levels of the last few years, it is impressive growth considering the state that the rest of the
world is in. This is having positive flow on effects to other Asian economies with Singapore now also out
of recession and growth in the other major Asian economy, India, also turning strongly positive.
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The US is also starting to show signs of stabi

Of the other major economies, the US is also starting to show increasing evidence that economic
conditions are improving but a fully fledged economic recovery is still some way off. Many of the leading
economic indicators that give economists an indication of the future direction of the economy have
been turning positive for some time now. This suggests that the US economy is nearing a point of
stabilizing with a potential recovery occurring towards the end of this year.

Europe | ags the rest of the worl d....

Europe remains in the economic doldrums and is behind the US and the rest of the world, so much so,
that it would appear that a recovery will be only possible sometime next year. The problems for Europe
are far more diverse. This is reflected in the disparity of economic conditions in each of the individual
countries that make up the European Union. Ireland, Portugal, Spain and many of the former Eastern
Bloc countries are either in a severe recession or depression while Germany remains the one European
economy that remains resilient.

Japan, still the second largest economy in the world, remains in a deep economic malaise. Trying to
understand when Japan’s economy will recover when it has struggled to post reasonable economic
growth for the last 20 years is just too fraught with difficulty.

The recovery profile for each of these global regions is a reflection of when and how quickly their
authorities moved to acknowledge the credit crisis and then provide stimulus to their respective
economies by cutting interest rates and pumping liquidity into those sectors of their economies that
were most vulnerable to the crisis. The Chinese were the earliest and most aggressive, followed some
time later by the US. It is interesting to observe that the differing political regimes influenced how
quickly measures were implemented. China’s “command” political system allowed them to implement
policy measures immediately. This certainly helped them avoid the worst of the crisis and allowed China
to recover far earlier than elsewhere as is now being evidenced. In the US we saw the debacle of the
debate that carried on in Congress around the stimulation package where political agendas and political
posturing overrode economic considerations, dangerously delaying the implementation of their
stimulation response.

Europe just seemed to be in denial last year as the European Central Bank (ECB) refused to acknowledge
that Europe was going to be affected by the credit crisis especially as the crisis had its origins in US
housing and US banking rather than in Europe. This denial was further exacerbated when the ECB raised
interest rates in the middle of last year as it could find some reason to fret about inflation. This was at a
time when the rest of the world’s Central Banks were scrambling to cut interest rates to offset the
imminent deflation that would arise because of the collapse in housing and credit. Eventually the ECB
acknowledged that the crisis was beginning to have a significant impact on Europe as was evidenced by
the dramatic collapse of Iceland’s banks and then the rapid demise of the UK banking sector, followed
closely behind by escalating problems in some of Europe’s leading banks. To the ECB’s credit their
response to the problem has been swift, if very late, ensuring that Europe’s hope of recovering sooner
rather than later has been dashed, but recover they will.
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Inflation wil!/ not be a problem for some years

As a result of incredibly low interest rates around the world and the massive printing of money by the
US and Europe, fears of a burst of hyper-inflation has begun to resurface as it becomes clearer that the
world will ultimately recover. This has been reflected in the recent rise in longer-term bond yields and
mortgage rates. What is interesting is that only a few short months ago investors were fretting about
the possibility of the world heading into a deflationary spiral where prices would continue to fall.

It is our view that inflation will not be an issue for some years to come. There is just too much spare
capacity around the world, whether it is manufacturing or labour. It will take some years of economic
recovery for this spare capacity to be utilized and before either producers or labour has any pricing
power that would ultimately push up inflation. In the meantime, interest rates should stay low relative
to where they have been over the last few years.

The outl ook for global equities....

The implication of this confusing economic picture for equity markets is interesting. With the lack of
global synchronised growth coupled with a lack of clarity around how strong the recovery will be next
year and hence the level of recovery in corporate earnings, it is difficult to judge whether equities are
cheap, fair value or expensive on a shorter term view. For the broader market indices, it would not
surprise us if markets traded sideways for much of the remainder of the year as investors grapple with
the recovery and its implications for corporate profits. There is also a possibility that markets will be
fairly volatile as investor sentiment waxes and wanes, especially as the transition from recession to
recovery tends to be fraught with risks and uncertainties.

On an individual stock basis there are many stocks that remain oversold and cheap, having seen little
investor interest during the market recovery. Clearly over the next six months this is where our equity
managers will be focusing their attention utilising their stock picking skills to identify the appropriate
candidates. From a regional perspective it is China, India and the rest of Asia that excites us the most
purely because of the speed of the recovery here but as well as the longer-term shift in economic power
away from the West. This latter point is a longer-term macro theme that we will explore in future
Economic Overviews.

The US also offers an abundance of attractive opportunities but much more on a stock specific basis
than the indices. This is a reflection that the US economy is at least close to recovering with all the
dominoes in place to facilitate that outcome towards the end of this year. This is reflected in the
optimistic views expressed by our US based managers on the opportunities that they can find.

Europe lags whichever way one wants to look at it. Recovery remains elusive which will have an impact
on corporate profitability in the near-term. Our European managers are influenced by this macro
economic outlook for Europe which is reflected in their bearish outlook on profits and share market
performance, especially for the remainder of this year. Ultimately the impact of the ECB’s reflationary
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policies and recovering growth in the rest of the world will drag Europe out of its slump. This feeds
through into our view that we are likely to see a synchronized recovery sometime next year.

The cash mountain in the US....

Looking for catalysts that may push markets higher from here, it is hard to go past the abnormally high
levels of cash that remain sitting on the sidelines. Looking at the chart 2 below, the level of cash that has
been sitting in US money market accounts (on call) has been at an all time high. The graph suggests that
over the last 30 years the average cash in money market accounts is roughly equivalent to 40% of the
total value of the US stock market as measured by the US Wilshire 5000 index. As you can see from the
chart cash holdings this year have been equal to nearly 100% of the US market capitalisation. While this
clearly states that there is a massive amount of cash sitting on the sidelines it is hardly a surprising figure
given the fear and uncertainty of last year and the scramble by investors to go to the safety of cash. Yet
we must also remember that cash deposits in the US have an interest rate that is close to zero. This may
be acceptable if you believe that asset prices will continue to decline and preservation of capital is the
primary objective, but that is no longer the case now.
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At some stage cash holdings will revert to more “normal” levels of 30% - 40% and while it is hard to
know just how much will find its way back into equities, one must assume that a fair proportion will,
once the need to make a return on this cash becomes stronger than the need to preserve wealth.

A parting thought ......

We have a rather simplistic longer term view of the world. It sits like this. For a long time the
governments of the Western world have offered some form of social welfare safety net; free or
subsidized education, healthcare, retirement pensions and unemployment benefits. Having this
underlying safety net has removed the need for taxpayers to save as much of their disposable income to
meet these welfare costs. Therefore this has allowed surplus income to be consumed and as we know
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only too well, consumption has been one of the key drivers of Western economies’ economic growth. It
is also a reflection of the very low savings levels in most Western countries.

To maintain this social welfare safety net also assumes that Western governments will continue to have
the budget funding available to maintain these current levels. A feature of the last year has been just
how much tax payer funds Western governments have spent to bail out their ailing financial sector
players. This has ensured that Western government budgets will be in deficit for many years to come. As
governments eventually attempt to reduce their deficits and balance their budgets, the money has to
come from somewhere; higher taxation either directly or indirectly and a reduction of the current level
of social welfare spending may well be the only answers. This would ultimately unwind the basis on
which many Western individuals have managed their household balance sheets where the level of
savings have been minimal at best, forcing households to significantly increase their savings to meet a
portion of their own “self funded” social welfare costs. This combination of higher taxation and higher
savings must have implications for the ultimate growth levels that can be achieved by Western
economies.

Conversely, in the Emerging world, Asia especially, there has been no social welfare safety net.
Individuals have had to rely on their savings to meet health, education, unemployment and retirement
needs. This is reflected in the very high level of savings we see in the Emerging world and the much
lower level of household consumption. Yet most Asian governments run large budget surpluses and we
are now finally seeing the beginnings of a social welfare safety net being put in place. In China, for
instance, the government has allocated very large amounts of money to healthcare, education and some
form of unemployment benefit.

This is early stage social welfare, but it is clearly aimed at trying to release some of the large household
savings pool in the belief that some of the surplus income will be consumed rather than saved. If this
trend continues, which it would appear it will, means that we have the beginnings of a much bigger
macro-economic shift of economic importance away from Western economies to the economies of the
Emerging world. What this means for the West in the future is open to debate and discussion.
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