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Market Commentary

Fixed Interest investing:

There are two forms of risk in fixed interest investing — credit risk and
maturity risk . We have observed the negative impact of both in the wider
market during this past quarter.

The Bridgecorp collapse represents the 4™ finance company default in the
past 18 months, placing aggregate investor funds approaching $1billion in
jeopardy. The risk of not getting your money back from high risk
investment is termed ‘credit risk’ and should be avoided. Interest yielding
securities in our client portfolios are typically high quality investment grade
bonds. Our view is that investors are insufficiently rewarded for the risk
inherent in junk bonds and un-rated debt securities. There are better
rewards available for quantified levels of risk in the equity markets. We
make further comment on this point later in this report and have released
an essay entitled ‘Entrepreneurship and Capitalism — The case for equity
investing’ on our website: www.axiome.co.nz

The rise in local and international interest rates during the past quarter has
demonstrated the reality of ‘maturity risk’ with fixed interest investments.
This is the loss from having your money tied up to a particular maturity
date when interest rates rise. The opportunity cost of holding a lower
returning bond (compared to the higher interest available on new issues) is
reflected in a downward adjustment in its resale value. Investors who hold
fixed interest securities until maturity will not necessarily recognise this
adjustment as they are not revaluing the tradable value of their bond
holdings. However, our portfolios make such revaluation accruals on a
continual basis, and this influence is reported in the June quarter results.
The best strategy to lower maturity risk is to avoid exposure to longer
dated term securities. Analysis of the interest rate vyield curves
domestically and internationally demonstrates insufficient compensation

for holding securities beyond a 5 year term. Further there is usually an
advantage to be gained from trading bonds within a subset target range of
this timeframe — a strategy used in our Diversified Fixed Interest Trust.
This will mitigate, but not remove the influence of a change in the interest
rate environment such as we have observed during the June quarter.

Foreign Currency Movement:

The June quarter saw a continuing strengthening of the New Zealand
dollar. This has again impacted on returns from offshore investments
unless they had an overlay of foreign currency hedging. The currency
movement in this quarter was most significant against the Japanese Yen.

Exchange Rate movement over the quarter

01-Apr-07  30-Jun-07 Change
NZD / AUD 0.8836 0.9089 + 3%
NzD / USD 0.7148 0.7696 + 8%
NZD / Yen 84.20 94.81 + 13%
NzD / Euro 0.5354 0.5724 + 7%

Source: RBNZ historical series

Separate comment is provided below on the relevance and effectiveness
of the Reserve Bank intervention. Relief from the high currency seems
unlikely whilst domestic interest rates remain at present levels.

Asset Class Returns

Returns in New Zealand dollars (NZD) for the key asset classes we track,
and which form the core of most client portfolios, are listed on the following
page. The currency impact noted above is very apparent in the
comparison between the Global Large and Global Large NZD hedged
funds that we access. Although there are differences in the underlying
asset composition of these funds, the difference in returns between them
is substantially currency related.

This impact of currency is pertinent to the past several years; it is neither
determinative of future returns nor a sound basis for future asset allocation
decisions. Longer run studies demonstrate the expected return from
currency to be zero and we therefore expect the returns from the hedged
and un-hedged funds to ultimately converge.
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NZD Returns to 30 June 2007

3 months 1 year 3 year (p.a.)

International Shares

Australian Core Equity 3.8% n/a n/a
Australian Large 2.1% 14.6% 25.4%
Australian Value 4.1% 20.3% 26.5%
Australian Small 8.8% 31.8% 31.0%
International Core Equity (1.8%) n/a n/a
Global Large (1.7%) (2.9%) 8.7%
Global Large (Nzb Hedged) 7.0% 24.8% 19.4%
Global Value (0.8%) 0.7% 14.2%
Global Small (3.2%) (3.3%) 11.5%
Emerging Markets 6.5% 18.1% 28.3%
International Fixed Interest

Diversified Fixed Interest (AuD class) (1.8%) (4.4%) 6.0%
Diversified Fixed Interest (NzbD class) 1.7% 7.7% 7.5%
CDO International Bonds (Nzb Hedged) n/a 6.0% 8.6%
New Zealand Assets

NZ Equity Portfolio 2.1% 14.2% 19.3%
NZ Listed Property (2.5%) 21.7% 21.3%

Notes:
* Returns are reported after fund management expenses and are pre-tax.
** Past performance is not necessarily an indicator of future performance.

Reserve Bank Intervention

The Reserve Bank of NZ intervened twice in the
currency markets in June 2007, the first such
intervention in more than 20 years.

Views are mixed on the merits and success of the
policy. The NZD has subsequently traded at its
highest levels since the New Zealand dollar was
floated in 1984.

The Reserve Bank says that it didn't aim to drop the currency by 5c or
even 10c, rather the aim was to trim the “extreme tops and bottoms” off

the exchange rate cycle. The Reserve Bank action appears to have been
inconsequential.

Former Deputy Governor Adrian Orr commented in 2004 that, “given the
prominence of the level and cyclical variability of the exchange rate in
investment, output, employment, and inflation decisions, even a small
impact from intervention on the exchange rate can have widely dispersed
economic benefits.”

However, the underlying influences for the NZD remain strong: our
interest rates are amongst the highest in the developed world with the
official cash rate at 8%; strong commodity prices — especially prices for our
dairy produce — have increased our terms of trade as a nation; and the
continuing speculative flow of offshore funds to purchase NZ denominated
interest securities (referred to as the ‘carry trade’) are all keeping the kiwi
dollar high.

The general consensus from the markets appears to be that the
intervention has had no material effect on the exchange rate and in fact,
given the demand for NzZD from offshore, simply allowed offshore
investors marginally cheaper entry price in their purchase of New Zealand
dollars.

Why the stock market is not a casino -
The Case for Equity Investing

Some myths about the share market die harder than others. One that is
particularly resilient is that investing in equities is like gambling.

This notion, which remains strangely prevalent in some quarters, imagines
that share market investing, like gambling, is a zero-sum game. No value
is created. Instead, money is siphoned from losers, usually the little
people, to winners, the rich.

The irony is that this belief should be so strongly held at a time when many
otherwise risk-averse people seem determined to throw their money away
by sinking their savings into high-risk debentures dressed up as safe
haven fixed interest.
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Almost $1 billion has become exposed to
capital loss in the past two years in the
finance company collapses of Bridgecorp,
Western Bay, Provincial and National
Finance. Much of this money was unsecured
or backed by questionable security and on-
lent to speculative property investment
companies or as used car financing.

If you want to use the gambling analogy, this
sort of high-risk, undiversified investment
pretty well fits the bill, with the dice loaded
away from individual investors toward the
backers of speculative schemes that lacked
transparency.

How does this compare with equity investing?
Firstly, when you buy a share in a company,
you buy a share of that company. You
become a part owner and you are entitled to a
share of the profits generated by its activities.

Secondly, you can diversify the risk associated with investing in one
company by pooling your money with other investors in a managed fund
that holds hundreds, or even thousands, of individual stocks.

Thirdly, forecasting stock prices both accurately and consistently is
extremely difficult, if not impossible, as information is quickly built into the
market. This is a good thing. It means the share market is more likely to
reward the long-term investor, rather than privileged insiders and
speculators.

Fourthly, while there is pain for some investors in the day-to-day, month-
to-month swings in market sentiment, people who are prepared to buy and
hold are rewarded for their discipline by receiving a long-term equity risk
premium.

This contrasts with the failed finance company schemes, where investors
assuming the higher risks were not sufficiently compensated with higher

return (most investors were promised returns of just 2% or 3% over the
cash rate and, in fact, could end up losing everything). Study after study
has shown that equities deliver returns of at least five percentage
points above the risk-free rate over the long term

This is not to deny that markets do not suffer corrections. But disciplined
diversified, buy-and-hold investors who risk their capital in the equity
market are ultimately rewarded for doing so. If they weren't, capitalism
simply would not work.

Finally, there is no evidence that the stock market is a zero sum game,
with one side winning at the expense of another. In reality, both sides can
win as financial capital combines with intellectual, physical and
entrepreneurial capital to create wealth. Every investor has a right to a
share of that wealth.

KiwiSaver

KiwiSaver was launched for all eligible New Zealanders on 1 July. It has
created a great deal of media interest — including some interesting spin
concerning the potential benefits of enrolling minors. Thrift and saving are
laudable objectives, though perhaps less popular today than in former
generations. As such, we believe KiwiSaver forms a useful component for

! Siegel, Jeremy, ‘Stocks for the Long Run’, Irni994

% Ibbotson, Roger, ‘Long Run U.S. Stock Returns’JF2003
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some clients to accumulate additional funds that might otherwise be
consumed. Nevertheless, it is not a wealth management scheme nor
supplants the need for planning and careful structu ring of one’s
broader investment affairs.

Are the Tax Incentives worth it?
Assuming an individual with:
Salary of $50,000
Joins KiwiSaver 1 July 2007
Makes employee contribution of 4%

After 10 years the total government subsidies in today’'s $ are: $11,400
This is made up of:

$1,000 Government kick start

$400 Government fee subsidy

$10,400 Government tax credit

Plus, for employees rather than most self employed, there are tax
subsidies on employer contributions made from 1 April 2008. Using the
$50,000 salary example, employer contributions must start at 1% and
increase progressively to 4% by April 2011. This provides an additional
$15,000 contribution, which is subsidised by a further tax credit of $8,780

Employer Employer Employer

Year Rate Contribution Tax Credit Net Cost
2 1% 500 500 -
3 2% 1,000 1,000 -
4 3% 1,500 1,040 460
5 4% 2,000 1,040 960
6 4% 2,000 1,040 960
7 4% 2,000 1,040 960
8 4% 2,000 1,040 960
9 4% 2,000 1,040 960
10 4% 2,000 1,040 960
15,000 8,780 6,220

There are a number of registered scheme providers to choose from, each
offering several schemes depending on the member’s attitude to risk.
There are currently no specialised Asset Class funds available, that fit
neatly with the Axiome/ Red investment philosophy. However, we believe

that choosing a passively traded, index tracker type KiwiSaver fund, will
incur the lowest fees and provide less speculative returns over time.

Addition of China to Emerging Market Strategy

Our global investment portfolios are diversified to include investments in
39 countries. Our Emerging market strategy is implemented utilising DFA
Emerging Markets fund. DFA have strict criteria surrounding the decision
to invest in a particular country based upon a thorough evaluation of the
local financial and legal structure and evidence of a commitment to freely
competitive securities markets, fair treatment of both local and foreign
shareholders, trustworthy accounting practices and modern procedures for
processing securities trades.

Until recently, China did not meet the
criteria for eligibility. Concerns included
weak property rights, unsatisfactory
accounting standards and a poorly
developed stock exchange
infrastructure.

Recent reforms have eased concerns

about investor-related issues such as

accounting standards, banking

regulations, property rights, bankruptcy procedures and foreign exchange
transactions. As a result China now meets the criteria for investing.

For the foreseeable future, Dimensional will restrict its eligible universe to
a group of just over 200 Chinese equities that trade in markets outside of
mainland China, typically Hong Kong. The universe is large enough to be
divided into diversified strategies with distinctive large cap, small cap, and
value characteristics, consistent with the approach in other markets.



