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GFC Challenged Investors Ideas of Risk and Expected Return
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The GFC has been very difficult for investors.

Beyond the huge volatility and roller-coaster returns different investors have experienced
different returns depending on their entry point.

The experience for pure equity investors has been even more unpleasant.

What have the problems been and what can we do about them?
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—~ Equities for the long run!
—~ Bonds are boring but safe.

— Alternatives are too risky and the devils work!
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-~ Much of the financial press and media concerned with stock investing. Investing in stocks is
almost a religion.

- So are stocks a good investment?

=1 Investment
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— QOver time stocks give you c. 8-10% per year regardless of the market invested in.

— These great returns are generated at the price of some risk. As in the previous example your
starting point is very important.

-~ Note that while returns vary considerably risk does not.

BT i




25.00 4

20.00 4

16.00 4

10.00 4

5.00 +

0.00 +

-5.00 4

-10.00 4 O US Equity Market Retumns
B US Long Bond Retuns

-15.00 + OERP

-20.00 +

-25.00 -
19091919 19191828 182916839 1939-1949  1949-1989  1955-1969 19691979 197951989 10891888 1999-2008

Source: Federal Reserve

— The ERP varies considerably over time.

—> Stocks do beat bonds over time but not by as much as people think and not as
consistently as they assume.
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Performance of Australian Long Bonds over Equities
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But are they a ‘safe’ investment?

They also take on much less risk to do this.

Over many periods simply buying a basket of long Australian bonds outperforms equities.
This is true outside Australia as well.

BT i



10 Year Drawdowns

1900
1903
1907
1910
1914
1917
1921
1 1924
1928
935
1938
1942
1945
1949
1952
1956
1959
1963
1966
1970
1973
1977
1980
1984
1987
1991
1994
1958
2001
2005
2008

= 1931

g
==

Source: Mebane Faber

-~ While bonds are less volatile than equities they are far from safe.

> Sinc%elthey are ‘fixed’ income high growth or inflationary periods will really impact your bond
portfolio.

—~ The early '80s saw bond holders really suffer.
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While equity investors are subject to the volatility of the equity markets Abs. Ret. funds try
to smooth out their risk as much as possible.

On most measures Abs. Ret. funds appear to be much less risky than a similar investment
in equities.
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Many HFs take on beta risk to generate returns.

As a third asset class you should select only those funds that offer you diversification

benefits.

We chose Global Macro as it is lowly correlated with both bonds and equities.

¢BT

Invesiment
Management




1. The Good and Bad Of An Ugly GFC
;i—
2. Slaughtering Some Sacred Cows
D ———— e —— |
3. Building Better Portfolios

e —————— .

e — R —

e —

— — —

€BT Vrcsomen




160

——60/30/10 Balanced Fund

140

120

100 4
B0/30/10
Ann Ret 7.83%
a0 4 Ann Risk 9.58%
Ret/Risk 0.52
Max Monthly DD -10.82%
Max DD -34.18%
Corr with Eq 97 %
G0 T T T T T T T T T T
Jan-0o0 Jan-01 Jan-02 Jan-03 Jan-04 Jan-05 Jan-06 Jan-07 Jan-08 Jan-09 Jan-10

Source: MSCI, Factset, Citigroup, Hedge Fund Research, Inc., © 2010, www.hedgefundresearch.com

— The classic 60/40 balanced portfolio is ‘balanced’ in name only.

—> During the GFC this imbalance in risk proved to be very costly.

—~ As equity markets trended downwards diversified fund returns were highly correlated with

those markets.

¢BT

Invesiment
Management



Risk Contribution for a 60/40 Portfolio

» Capital Allocation:
B0% =

= Risk Allocation:

Source: AIC Conference 2006, “Multiple Alpha Sources and Active Management”, Edward Qian, Panagora Asset Management

—~ The primary problem revolves around misallocation of risk
- While the capital allocation is fairly even the risk allocation is lop-sided in favour of equities

—~ This is fine when equities are going up but...
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Traditional Balanced Risk Parity Portfolio
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— Arrisk parity approach allocates the risk of the portfolio equally across the different asset

claccac
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- This means a smaller equity exposure and a larger alternatives slice.

-~ The resulting portfolio should not be overly dependent on any one asset class for its returns
and this should result in a smoother P+L.
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The risk parity portfolio has a higher return for a lower risk than the traditional portfolio.

\Z

-~ Italso has a much lower correlation with equity market beta since the returns are no longer
swamped by the equity allocations.

—~> The resulting portfolio gives a much smoother P+L with similar investing experiences for all
investors regardless of their entry points.
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Question the Dogma!
Diversification works so use it.
Take a second look at what Alternatives work in your portfolio.
Think about better ways to balance up the risks in portfolio construction.
Emphasise T.L.C. —
- Transparency — Don’t buy what you can’t understand

- Liquidity — Have daily liquidity if possible
- Control — Keep an eye on risk
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This presentation has been prepared by BT Investment Management (RE) Limited (BTIM) ABN 17 126 390 627, AFSL No: 316455,
which is a wholly owned subsidiary of BT Investment Management Limited ABN 28 126 385 822.

The information in this presentation is for general information only. Every effort has been made to ensure that the information is
accurate, however it is not intended to be a complete description of the matters described.

This Presentation may contain material provided directly by third parties and is believed to be accurate at its issue date. However, it
should not be considered a comprehensive statement on any matter nor relied upon as such. While such material is published with
necessary permission, neither BTIM nor any other company in the Westpac Group of companies accepts any responsibility for the
accuracy or completeness of this information or otherwise endorses or accepts any responsibility for this information. Except where
contrary to law, BTIM intends by this notice to exclude liability for this material.

This presentation has been prepared without taking into account any recipient’s personal objectives, financial situation or needs.
Furthermore, it is not intended to be relied upon by recipients for the purpose of making investment decisions and is not a
replacement of the requirement for individual research or professional tax advice. Because of this, before acting on this information,
recipients should seek independent financial and taxation advice to determine its appropriateness having regard to their individual
objectives, financial situation and needs.

BTIM does not give any warranty as to the accurac%, reliability or completeness of the information contained in this presentation.
Except insofar as liability under any statute cannot be excluded, BTIM or any other company in the Westpac Group of companies
does not accept any liability for any error or omission in this presentation or for any resulting loss or damage suffered by the recipient
or any other person.

Unless otherwise noted, BTIM is the source of all charts. Total returns are calculated using exit prices, taking into account
management costs of the fund(s) and assuming reinvestment of distributions (which may include net realised capital gains from the
sale of assets of the fund(s)). No reduction is made to the unit price (or performance) to allow for tax that may pay as an investor,
other than withholding tax on foreign income (if any%. Certain other fees such as contribution fees or withdrawal fees (if any) are not
taken into account. Past performance is not a reliable indicator of future performance.

This document was accompanied by an oral presentation, and is not a complete record of the discussion held. No part of this
presentation should be used elsewhere without prior consent from the author.

For more information, please call BT IM Customer Relations on 1800 813 886 8:00am to 6:30pm (Sydney time).

BT® is a registered trade mark of BT Financial Group Pty Ltd and is used under licence.
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