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Where are we now?

Table 1: Market movements over the 2011/2012 financ ial year to date

MARKET INDICATOR LEVEL AT LEVELAT LEVELAT MOVEMENT IN LOCAL | MOVEMENT IN AUD
30 JUNE 31AUGUST 31 SEPTEMBER | CURRENCY OVER TERMS OVER THE
2011 2011 2011 THE COURSE OF THE COURSE OF THE
FINANCIAL YEAR FINANCIAL YEAR
S&P ASX 200 4607 4296 4002 -13.1%
S&P ASX RESOURCES 5584 5177 4483 -19.7%
S&P ASX AREIT 843 800 762 -9.6%
USA: S&P 500 1307 1218 1160 -11.3% -2.8%
UK: FTSE 100 5855 5394 5196 -11.3% -5.5%
GERMANY: DAX 7294 5784 5639 -22.7% -21.8%
JAPAN: NIKKEI 225 9816 8955 8700 -114% +2.2%
CHINA: HANG SENG 22398 20534 17582 -215% -15.0%
i USD/AUD 10718 10667 0.9781 -8.7%
“_~" | YEN/AUD 86.32 8172 74.88 -13.3%
EUR/AUD 0.7390 0.7388 0.7213 -2.4%
1‘\ GBP/AUD 0.6677 0.6544 0.6269 -6.1%
s;,f" AUS: 90 DAY BANK BILL % PA. 4.96 4.81 4.92 -0.04
| AUS: 10 YEAR GOVT BOND % PA. 5.21 4.37 4.22 -0.99
\ US: FED FUNDS RATE % PA. 0.09 0.12 0.08 -0.01
US: 10 YEAR GOVT BOND % PA. 3.09 2.23 197 -112
GOLD USD/OUNCE 1501 1825 1623 +8.1% +18.4%
OlL USD/BARREL (WTI) 95 88 82 -13.7% -5.9%
:; COPPER US CENTS PER LB 467 420 324 -30.6% -24.3%
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Where are we now?
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Investment Market & Portfolio

Financial markets have become much more unstable in
recent weeks. Within this environment, share markets in
particular have weakened signi®cantly over the course of the
®nancial year to date, due to market concerns about :

1" The dif®culty of the US reaching a resolution of its
budgetary problems without further exacerbating the
slowdown in its recovery. The most recent episode in this
story is President Obama's proposed $400 billion jobs
stimulus program, which is already running into opp osition
from Republican congressmen even though two thirds of
the package is in the form of tax cuts for business ;

1" Dissension within the US central bank over the course
that monetary policy should take next. There is an
unprecedented split in the key Federal Open Markets
Committee which sets monetary policy with three of the

ten members expressing serious dissent in public;

I" The lack of a resolution of European sovereign debt
problems and the risks that this poses to the European
banking system; and

1" Possible slowdowns in Chinese growth as the authorities
there try to constrain in"ation.

The slide in key share and commaodity markets has continued
since the end of September albeit with some optimis m in

the US in last 24 hours on the back of Ben Bernanke latest
obtuse remarks conveying some vague intention to do more.
The ®nancial markets have become very volatile on dy to day
basis, reacting to the ebbs and “ows of speculation about
whether any of the debt de ation problems are likel y to be
solved by policy makers. The gyrations in markets are further
magni®ed by the presence of hyper active traders using
improved technology to execute high frequency tradi ng (HFT)
programs. There have been casualties along the way. UBS, a
major Swiss bank has lost $2 billion via the trading activities of
a so called rogue trader. It then went on to lose i ts latest CEO,
Oswald Gruebel, who took responsibility for this la test failure
of risk management controls in a major bank.

Short term interest rates have remained at or near record
lows in much of the developed world. By contrast the
Reserve Bank of Australia decided this week to keep its key
cash rate at 4.75% p.a. It appears to be backing away from
the need to combat the risk of rising in ation, indicating that
it may reduce the rate if the international economic outlook
worsens but only if in ation has not become a threat.
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Long term bond yields have moved signi®cantly lower in the
USA, Britain and Germany as well as in Australia as investors
shifted assets from shares to perceived safer alternatives.

Share markets have adjusted prices to re ect the increased
risk of recession. The key question is whether this process
of adjustment is near its end and whether share markets
now offer good value to long term investors. They may well
overshoot and the momentum may be negative for some
months to come.

In order to provide sound basis for long term decisions, we
make assessments of the relative valuation of the major
world share markets in terms of their current prices versus
long term Fair Value. Fair Value is the price that a share
market should trade at in order to achieve the long term Fair
Value Return. The assessed Fair Value Return is the current
long term government bond yield in the investor's home
country plus a margin or Risk Premium which is suf®cient
to justify the additional risk of investing in the market. We
have used the Australian 10 year bond yield as the basis for
assessing Fair Value together with long term estimates of
growth in earnings per share which are linked to projected
growth in nominal GDP for each country. This in turn is the
sum of the rate of in"ation and real GDP growth.

The lower the ratio of Current Market Price to Fair Value, the
more attractive the particular share market appears. The higher
ratio of Current Market Price to Fair Value, the less attractive
or expensive the share market appears. We have made
assessments under three different scenarios to provide an
indication of the sensitivity of the results to the assumptions
made. The various scenarios of what may happen in @ancial
markets are set out in more detail later in this re port, but the
key assumptions are noted in Table 2 below.

The scenarios can be brie'y described as follows:

I" Scenario One: Continued Slow Growth Recovery
I" Scenario Two: Faster Recovery

I" Scenario Three: Relapse into recession

UPDATE " October 2011 Madison Financial Group. All rights reserved.




Where are We nOW’) Continued from page 2

Table 2: Share market valuation indicators, 27 Sept ember 2011

SCENARIO ONE: SLOW GROWTH TWO: FASTER RECOVERY THREE: RELAPSE INTO RECESSION

PROBABILITY 30% 15% 30%

CURRENT BOND YIELD MULTIPLIED BY 115 120 0.90
CURRENT EPS CHANGED BY 0.0% 5.0% -10.0%
EPS GROWTH RATE CHANGED BY 0.0% 0.2% -15%

COUNTRY RATIO OF REQUIRED LONG | RATIO OF REQUIRED LONG | RATIO OF REQUIRED LONG
CURRENT TERM RETURN CURRENT TERM RETURN CURRENT TERM RETURN
MARKET VALUE | FROM STOCKS MARKET VALUE | FROM STOCKS MARKET VALUE | FROM STOCKS
TO LONG TERM | IF PRICED AT TO LONG TERM | IF PRICED AT TO LONG TERM | IF PRICED AT

FAIR VALUE FAIR VALUE FAIR VALUE FAIR VALUE FAIR VALUE FAIR VALUE

% % PA. % % PA. ) % P.A.
USA 93% 9.8% 89% 10.0% 110% 8.8%
CANADA 95% 9.8% 90% 10.0% 113% 8.8%
JAPAN 159% 9.8% 152% 10.0% 185% 8.8%
BRITAIN 69% 9.8% 66% 10.0% 82% 8.8%
GERMANY 72% 9.8% 69% 10.0% 85% 8.8%
FRANCE 63% 9.8% 60% 10.0% 4% 8.8%
ITALY 73% 9.8% 70% 10.0% 86% 8.8%
AUSTRALIA 4% 9.8% 70% 10.0% 88% 8.8%
BRAZIL 72% 12.8% 69% 13.0% 84% 11.8%
RUSSIA 40% 12.8% 38% 13.0% 47% 11.8%
INDIA 101% 12.8% 96% 13.0% 120% 11.8%
CHINA 49% 12.8% 47% 13.0% 59% 11.8%

Investment Market & Portfolio UPDATE " October 2011 Madison Financial Group. All rights reserved.
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Investment Market & Portfolio

Turning our attention to the Scenario One results ®rst
and given recent falls in share markets, the long term
valuation indicators for the USA and Canada are close to
Fair Value.

The analysis suggests that among the G7 major
economies, the share markets of Britain, Germany, France
and Italy are now trading well below long term fair value.
On valuation grounds alone they are attractive.

The Australian share market is also very cheap relative to
long term Fair Value.

The assessment for the Japanese share market indicates
that it would be wise to hold investment in this market at
well below benchmark levels or zero.

In emerging markets, among the rest of the so called
BRIC countries China, Brazil and Russia are trading well
below long term fair value.

The analysis in Scenario Two, which is an optimistic case
(although much less likely in our view), does not e ssentially
change the relative rankings of the share markets.

Scenario Three is a pessimistic case, involving a slide into
global recession. We think it is just as likely as Scenario
One, which is based on slow growth but no world-wide
recession. Scenario Three clearly indicates that the USA
and Canada are more risky. While Australia and the major
European markets are less compelling they are trading at
well below Fair Value under this scenario.

Momentum or sentiment is also very important to cons ider.
There may well be additional signi®cant falls of 10% to 15%
over the three to six months if the major debt problems

in Europe and the USA are not resolved by policy makers.
From a longer term valuation perspective, this would

offer a longer term accumulation opportunity to go above
benchmark weight in Australian and International equities.

For there to be a relatively early turnaround in share
market sentiment we would need to see the completion
of at least one of the US and one of the European legs of
the following quadrella:

I" The Federal Reserve Open Market Committee (FOMC)
announces a major third program of quantitative easing
at its October or November meetings, of the order of
$US 1 trillion or more;

I" The European Union ®nance ministers announce at the
next G20 meeting in Cannes in six weeks time (with
agreement of their national legislatures) an increase
in the size of the European Stability Fund from $400
billion to over $2 trillion, convincing markets that it
has the capacity to prevent any major bank failures or
sovereign defaults;

I+

I+

I+

I" The European Central Bank (ECB) cuts its key interest
rate from 1.5% p.a. to 1L0% p.a. by November (this
could come as early as this week); and

1" The so called super committee of the US Congress
reports back by its deadline on 23 November 2011

that it has agreed on a series of spending cuts and/

or tax loophole closures that will reduce the US de®cit
by the previously agreed $1.5 trillion over the next

10 years, thereby avoiding the automatic across the
board spending cuts which would come into play as p er
the law passed on 2 August which also lifted the US
government debt ceiling.

Much depends on the people involved- not just the | eading
policy makers but also the legislators in the 17 European
countries which are in the European Monetary Union

(the so called Eurozone) and 50 States of the USA.The
capacity for policy mistakes is signi®cant. The degee of
inertia is signi®cant, so that even without policy mistakes
suf®cient action to stave off recession may still n ot take
place. Let us not forget what the European, Japanese and
American policy elites have achieved in the last 100 years:
World wars 1 and 2, interrupted by the Great Depression,
The Vietnam War, the Iraq and Afghan wars, missing the
9/11 plot in spite of the evidence and the GFC. But they
have much to be proud of too- the economic growth

post world war 2, the German and Japanese economic
miracles, the European Union as means of avoiding war
and generally making the world a favourable place for
multinationals to operate within (i.e. major listed stocks).

Within the ®xed interest markets the course of long term
interest rates is driven mainly by ination expectations
here and internationally and the expected worldwide trend
is towards an eventual increase rather than a decrease in
in"ation, given the amount of monetary stimulus already
in place. Yields on long term sovereign debt issued by
some governments such as the USA, Germany, Canada,
Britain and Australia have actually declined in recent
months as a result of a “ight to safer issuers. In general
bank term deposits still offer better value for money than
government or corporate bonds, even though they have
started to decline.

Short term interest rates on cash are driven mostly by the
of®cial RBA cash rate. As this is the main policy nstrument
that the RBA has to control in"ation, we should exp ect it to
eventually rise rather than fall but perhaps not for another
two or three years. In the meantime, even if short rates fall
somewhat, they are still likely to underpin attract ive term
deposit rates. A key consideration is the continuation of the
Federal Government guarantee on bank accounts, albet at
a lower level of $250,000.

UPDATE " October 2011 Madison Financial Group. All rights reserved.




Key questions to consider

THE UNITED STATES OF AMERICA
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Investment Market & Portfolio

Will a sustainable ®scal policy be agreed between Gngress
and the Obama administration? By sustainable we mean short
term stimulus that keeps the US out of recession co mbined
with serious and effective long term reform of both the tax
system and the spending programs that shows how the US
government will get back into surplus over the next 5 to 10
years, as it did in the 1990s after an earlier recession. We think
that this could well happen but not till after the 2012 election
i.e. sometime in 2013 at the earliest. It is likely that whoever

is President and whichever party controls Congress, they

will eventually come to see that there is immense w aste in
running the economy so far below its potential and with such
a high level of unemployment. As Winston Churchill once said
aYou can always count on Americans to do the right thing -
after they've tried everything else® (He is not re ported to have
said anything similar about the Europeans, but said a lot of
other things about his German contemporaries).

In the meantime can monetary policy do more and will it be
effective in quickening the sluggish recovery and avoiding

a relapse into recession? The introduction of a third round
of quantitative easing with the Federal Reserve purchasing
a net $1 trillion or more of US Treasury bonds would be a
major boost to ®nancial market con®dence but is less likely
to spur a faster rate of economic growth unless consumer
con®dence picks up from its current low levels. As long

as unemployment is above 7% (and it is currently at 9%)
resurgence in consumer con®dence is unlikely. A sizeable
QE3 program would help prevent a recession but not much
more. Based on prior history, it would improve share market
prices by 10% to 25% over six month period.

Analysis of the statements by key members of the FOMC
which would decide on QE3 suggests that Ben Bernanke,
Chairman of the Federal Reserve, has not yet won the
argument in favour of QE3 at all, let alone on the scale required.

JAPAN

+

Can the latest Japanese Prime Minister and his government
lead Japan out of recession? We think probably not, even
though the new administration looks like the least indecisive
of the last 7 years. The issues that it faces include the
demographic effects of an ageing population which is more
inclined to save rather than spend. While this helps ®nance
its very high government debt (over 200% of GDP) at very
low rates (around 1% p.a.) it also constrains consumer
spending and overall economic growth. This means that
major Japanese companies such as Toyota are more
dependent on exports for their earnings growth.

THE EUROPEAN UNION & BRITAIN

+

I+
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Can the combined efforts of the major European gove rnments
and the ECB prevent a disorderly default by Greece and other
countries, save a number of systemically important banks
and keep Europe out of recession? We think the answers to
these questions are no, yes (but only just) and no. The main
reason is the lack of an effective decision making mechanism
at the pan European level. All major decisions must still be
processed through the legislatures of the 17 countries in the
Eurozone, where minority, coalition or weak governments
abound. It will take time which the policy makers do not
have. No less a person than the British Chancellor of the
Exchequer has said that they have six weeks to come up
with a viable plan that the ®nancial markets will believe.

There is likely to be further major disappointment of the
®nancial markets leading to a major sell off and eventually to
a bail out of some major banks by the major governments
similar to that which occurred in Britain in 2008 and 2009.

In Britain the prognosis for reducing its government de®cit
is better than in the EU or the USA but this may come at
signi®cant social and economic cost. Meanwhile the British
banking system and ®nancial markets are closely interlinked
with the Eurozone markets and would get caught up in any
downdraft in those markets.

As we have said before the British and European economies,
which are experiencing very slow growth, are not necessarily
the same as their major stock markets. The major British and
European multinationals have global revenues and pro®ts,
they have also cut costs during the GFC and they also

have access to very cheap ®nance in a time of low interest
rates. Their capacity to protect their revenues and pro®ts is
arguably better than that of their host governments. The key
question will be whether or not the share prices fully re ect
the bad news that will affect their earnings. We think that i
is close to being fully factored in, representing ng

UPDATE " October 2011 Madison Financial Group. All rights reserved.
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Key questions to consider

Continued from page 6

PEOPLES REPUBLIC OF CHINA

+ The key question is whether the Chinese government
can engineer continued growth above 5% p.a. (versus its
announced target of 7% p.a. for the next 5 years) while
limiting in ation to 5 % p.a. or less in order to maintain
social cohesion as China makes the transition from an
investment driven to a consumer driven middle income
economy over the next ten years.

I+

We think the answer is yes given the strength and expertise
of the Chinese government, but it will not be without some
periodic scares. The most identi®able source of such a scare
in the next year or so is the weakened state of its secondary
banking system which is an important part of provincial
government operations throughout the country. The central
government may well have to deal with its own version of
the savings and loan crisis which the US government under
Ronald Reagan had to deal with. Overall we have little doubt
that the Chinese government will deal with this and avoid a
marked slowdown in the economy.

I+

While the Chinese stock markets (Shanghai and Hong
Kong) are likely to be both volatile and at times over priced,
investment in companies listed elsewhere, which export

to China, such as Siemens, Nestle and BHP, makes a lot of
sense from a medium to longer term point of view.

AUSTRALIA

+ Will the multi speed economy avoid recession? We think
that it will overall but the mining, energy and banking
sectors are best placed to avoid recessionary conditions
due to demand from emerging economies for their products
(mining and energy) or their oligopoly power within the
economy (the banks).

I+

Sectors dependent on consumer spending or a relatively
weaker Australian dollar, will struggle by comparison.

I+

Overall the Australian share market looks attractively valued
from a long term point of view while short term cash and
term deposits are still offering better returns than most
developed markets.

Investment Market & Portfolio UPDATE " October 2011 Madison Financial Group. All rights reserved.




What may happen next? Possible scenarios

SCENARIO ONE: CONTINUED SLOW
GROWTH RECOVERY (30% PROBABILITY)

SCENARIO TWO; FASTER RECOVERY
(15% PROBABILITY)

SCENARIO THREE; RELAPSE INTO
RECESSION (30% PROBABILITY)

The USA avoids a return to recession
but has slower than normal economic
growth (sub 4% p.a.) during the recovery
over the next ®ve years. This means that
unemployment will reduce slowly and stay
higher than in most previous recoveries.

Japan achieves low real growth but with
de ation continuing well into 2012.

Europe achieves low growth with very low
in"ation. In"ation in developed countries
picks up only slightly into the 3% p.a. to
4% p.a. range from 2013 onwards and
does not get out of control. This has the
bene®cial effect of slightly reducing real
interest rates and the real burden of debt.

Australian cash and short term interest
rates increase modestly with the RBA
cash rate rising to above 5% p.a. by the
end of the ®rst quarter of 2013.

Bond yields have a capacity to rise by
between +0.5% p.a. and +10% p.a. by
the end of FY 2012/2013.

Commercial property values remain fairly
static in 2011/2012.

Earnings per share for the ASX 200 grow
moderately over the next 5 years with

the exception of the major resource
companies which achieve more rapid
growth in the next two years and beyond.

The Australian share market is prone to
falls of between 10% and 15% during

the course of the next 6 to 9 months but
has a reasonable prospect of being some
10% to 15% above its current level by

30 June 2012.

International share markets, led by the
US, show some moderate weakness
over the next six months (10% to 15%)
before resuming their recovering,
underpinned by earnings growth.

The Australian dollar continues to swing in
a wider than normal range of between USD
0.85 and USD 115, adding more short term
volatility to returns on international assets.

Worldwide growth is surprisingly stronger
than expected due to consumers and
businesses recovering in con®dence and
policy makers avoiding mistakes and
convincing their legislatures to back them.
US unemployment drops below 8% by
late 2012, Europe grows real GDP by 2%
p.a. or more, Japan recovers more quickly
and Chinese growth slows only minimally.

In"ation in developed countries picks up
into the 3% p.a. to 5% p.a. range from
2013 onwards but does not get out of
control, even though it is at the higher
end of the range most of the time.

Australian cash and short term interest
rates increase over the course of 2011-2012
to combat re-emerging in"ation risk.

Bond yields up by between +10% p.a. and
+1.5% p.a. by the end of FY 2011/2012.

Commercial property values start to
recover more quickly starting in 2012.

The Australian share market is prone to
falls of between 5% and 10% during the
course of the next two ®nancial years but
has a reasonable prospect of being some
15% to 20% above its current level by

30 June 2012.

International share markets, led by the
US, show some moderate weakness
over the next six months (10% to

15%) before resuming their recovery,
underpinned by some earnings growth.

The Australian dollar continues to swing
in a wider than normal range, adding
more short term volatility to returns on
international assets.

- Recession re-emerges in the USA, Japan

and Europe in late 2011 to early 2012
and proves to be a worldwide double
dip event and lasts till 2013 or later,
threatening a recession in Australia.

In"ation is contained by recession and
slips into de"ation in some countries for
up to 5 years, ranging between -2% p.a.
and +1% p.a.

Australian cash and short term interest
rates down by 10% p.a. from current
levels by the end of ®nancial year 2011/12
and by further 1L0% p.a. in 2012/13 as the
world moves into recession and the RBA
cuts rates to stimulate the economy.

Australian Ten Year Bond yield down from
current level by between 0.5% p.a. And
10% p.a. by late 2012.

Commercial property values do not
recover their 2007 level until 2016 or later.

With the exception of major resource
companies, earnings per share growth for
the ASX 200 companies are negative in
2011-2012 and slower by 1% p.a. for the
next 5 years.

Australian, European and US stock
markets bottom some time in 2011-12
between 20% and 30% below current
levels and recover their current levels in
2013-2014.

The Australian dollar continues to swing
in a wider than normal range, adding
more short term volatility to returns on
international assets.

The other 25% of possibilities we simply
do not know about. They include a range
of unknown unknowns. The world has
become a more uncertain place in the
last few weeks.



What to do next: Implications for Investment Portfolio Strategy

Taking into account the various scenarios
outlined above, portfolios should:

+ Maintain their current positions with
higher than normal levels of cash;

I+

Be ready to increase their weighting

to Australian and International equities
over the next three to six months during
episodes of signi®cant market weakness
(see table 3 at right);

I+

Continue their signi®cant underweight
in property subject to investing in
exceptional opportunities which offer
returns in excess of 12% p.a.;

I+

Bias ®xed interest to bank term deposits;

I+

Generally avoid investment products that
are not clearly transparent in terms of how
they work and what they charge such as
hedge funds and structured products.

RECOMMENDED PORTFOLIO
WEIGHTINGS (UNCHANGED SINCE
LAST REPORT)

Table 4 (right) sets out portfolio allocation
guidance in terms of positioning relative
to long term benchmark or strategic asset
allocations. We have expressed them in
terms of percentages of the long term
benchmark or strategic allocations. In
summary, the recommended portfolio
strategies take account of all three scenarios
outlined above. They are unchanged from
last month except for an increase in the
allocation to Australian equities by 10% of
the relevant benchmark weight. Given the
level of turmoil in the market we believe
that this increase should be implemented
over the next three months perhaps in two
or three stages at levels below 4000 on the
ASX 200 index (where we are as of today).
The recommended portfolio weightings
have a signi®cant amount of cash which
is both precautionary and available for the
opportunity for deployment into growth
assets depending on how the scenarios
unfold. The situation requires fairly constant
review and attention with clients. Table 3
(right) sets out trigger points for buying and
selling various share markets for those who
wish to manage portfolios on this basis.

Table 3: Share market buy and sell ranges as at5 S eptember 2011

SHARE MARKET INCREASE WEIGHTING REDUCE WHEN
(AND INDEX) WHEN INDEX BELOW WEIGHTING ABOVE

ASSET CLASS

TARGET PORTFOLIO WEIGHTING AS A % OF LONG
TERM STRATEGIC OR BENCHMARK WEIGHTING

RISKY ASSETS

DEFENSIVE ASSETS

INVESTMENT OF NEW CASH FLOW

We recommend that new regular cash “ows in or out of the portfolio are invested
in order to achieve the target allocations recommended above. Large one off cash
“ows should be invested over a period of six months to achieve the same result.

Gearing to invest: For some investors borrowing to invest will be worthwhile
provided that (a) there is a strong prospect the return on the investments assets
bought with the borrowed funds will outperform the cost of borrowing on an after
tax basis over the term of the loan; (b) the investor has a very high tolerance for
short term risks and “uctuations in asset prices whose effects will be magni®ed
in any geared investment ; and (c) geared investments are not made into asset
classes where the recommended allocation is less than 100% of the long term
benchmark, unless the individual asset offers the prospect of signi®cantly better
returns relative to the rest of the asset class.

This document and its contents are general in nature and do not constitute or convey
personal advice. It has been prepared without consideration of anyone's ®nancial
situation, needs or ®nancial objectives. Formal advice should be sought before
acting on the areas discussed. This document is a private communication and is not
intended for public circulation other than to autho rised representatives of the Madison
Financial Group and their clients. The authors and distributors of this document
accept no liability for any loss or damage suffered by any person as a result of that
person, or any other person, placing any reliance on the contents of this document.
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