
Welcome to our Summer 07/08
newsletter and greetings from the
paradise that is North Eastern NSW
where we are having great weather
- lots of rain.

During the course of the year, as
always, we will be in contact with 

all of our clients to see how your
lifestyle and investments are 
tracking against your previously
stated goals. 

Over the last months there has
been a lot of fear about the Sub-
prime crisis – what is it and just
how bad will it be? We discuss this
in our article below. 

With the publicity and fear around,
many people are worried about the
share market at the moment 
and not sure where to put their
money. In our piece about future 
investments we have a look at this.
We also provide some little known
information about the relative 
current value between shares and
other investments. 

These items are to give you 
perspective and, possibly, make
you think. What you do with this

information really depends on your
particular situation and our advice
will be quite different, depending
on your situation. There is no such
thing as us writing an article and
you saying 'Ah! Now I know what to
do'. This will require a deeply 
individual assessment.

A BIG thank you to all those who
referred new clients to us – we
really appreciate it.

As always please feel free to ring us
if you have any questions about
anything including the contents of
this newsletter. Education is a vitally
important part of investing.

Kind Regards,
Christoph Schnelle
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Summer Newsletter

In this issue:

what is the subprime mess?

what does In Your Interest
think?

what is the best future 
investment?

Subprime Saga
What is the subprime mess? 

In the US (and only in the US) a
large number of people received
mortgages that they will not be able
to pay back.

For example the “No Income No Job
or Assets loans” or “Ninja loans”
where people paid a low honey-
moon rate for the first two years.
This is one example amongst many
of ridiculous loans we have never
seen the like of in Australia.

These unviable loans cause a lot of
foreclosures with houses being sold
at a loss. This is very expensive for
the lender and in addition they have
big administrative costs and loss of
income.

In the past when banks lent too
much money, there was a banking
crisis. Banks had to be bailed out by
the government, typically at the
cost of 10% of GDP. In Australia,
that would have meant about 100
billion dollars.
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This time, the banks passed the bad
loans on to other people. Those
other people borrowed most of the
money they needed to buy the
loans from … the banks! 

So, now we have a banking crisis
where nobody knows which bank
has lost how much. That is where
the fear comes in.

In the past when banks kept loans
on their books, people had a pretty
good idea of how much each bank
had lost. This time that is not the
case.

The banks have a strong incentive
to not tell the 'truth'. Partly because
those banks that have to tell at
least part of the truth lose their
CEO (Citibank, Merrill Lynch), partly
because nobody knows what those
onsold loans are really worth and
partly because the value of many of
these loans changes dramatically in
a short time.

When you have a lot of uncertainty
in the market, you have a lot of fear
and a lot of irrational behaviour.

You also have some people taking
advantage of the fear. Goldman

Sachs, a very big investment bank
has made a great deal of money
from this crisis and its analysts are
busy predicting that the crisis will
be much bigger. 

Here is a quote from the November
22nd 2007 issue of The Economist:

“The only truly upbeat firms in
America nowadays are the accounting
giants, which for once are not being
blamed for a financial disaster (this
time that honour belongs to the rating
agencies). They are determined to
keep it that way, and are said 
to be racking up huge fees by 
challenging every assumption in
banks' financial models to make
sure they cannot be accused of 
optimism. The banks are thus having
to disclose ever bigger write-offs,
contributing to fear of recession in
America both indirectly, by delivering
a stream of bad news, and directly,
by constraining banks' ability to lend.”

The above quote is a very interesting
point which I have not heard raised
before. This may mean that balance
sheets will look worse simply be-
cause auditors are extremely (overly?)
conservative, which happens to be
in the auditors' interests.

What to do as an investor?

If you think you can predict the
future, there are a huge number of
opportunities in this market. If you
are afraid of the future, there are a
huge number of dangers in this
market.

It is always important to remember
when investing to deal with your
emotions, look at the facts and,
depending on your age and circum-
stances, plan appropriately.

What does 'In Your Interest'
think?

In truth nobody knows. We have 
no idea what will happen but we
keep ourselves fully informed and
prepared.

What we do know is that we have
not placed any of our clients in sub-
prime exposed loans. Dimensional
doesn't invest in such loans, they
were always too uncertain.

Dimensional and clients that follow
our advice only invest in the safest
of bonds.

We continue to advise our clients to
invest in shares and property as
well. We know that shares are 
comparatively cheap at the moment
(see graph on p 3) and we like well
chosen direct investment property
purchased through the right owner-
ship structure because of the great
benefits to our clients. 
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- property, cash, shares or bonds?

Ha! If I knew the answer I could get
very, very rich in a hurry. However…
many times one or more of the
above is clearly superior for particular
people in a particular situation.

The main question I get asked is 
“I don't want to buy more direct
property and I have x dollars to
invest. Should I go with listed 
property, cash, shares or bonds?”

Listed property is mostly a variation
on shares and cash is a variation on
bonds. 

The question really boils down to

“shares or bonds” and is most
acute for people around retirement
who want to earn as much as 
possible and be as safe as possible.

The safer you are the less you 
usually, but not always, earn in the
long run. The 'usually but not
always' is the fun part.

If you put most of your money into
shares and the next 5 to 10 years
are bad (eg as in 1913, 1938, 1969 or
1970 - four very bad years), you will
lose a big part of your investment.
On the other hand, if you put most
of your money into bonds, you will
almost always have a lot less than

What is the best future investment
somebody who puts their money
into shares after 5, 10 or 20 years. 

There is one intriguing question,
though: If you compare shares
with bonds, which one is cheaper
at the moment? 

See below the most surprising chart
I have seen in the last few years. It
shows unequivocally that shares
are currently cheaper than bonds
and shares are the cheapest they
have been for 26 years, compared
to bonds. This makes no prediction
about the future but it is generally
safer to invest in something cheap
than in something expensive.
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Disclaimer: This newsletter was prepared by In Your Interest Financial Planning. It is of a general nature and does not take into account your personal investment objectives,
financial situation or particular needs. You should assess whether this general advice is appropriate to your individual objectives, financial situation and needs. You can make
this assessment yourself or seek the help of a professional financial advisor or taxation professional.

Duty of Care Statement: Our office is committed to ensuring the confidentiality and security of your personal information. A copy of our Privacy Policy is available on request.
We may send you further information from time to time about financial planning and advice services. You may elect to stop receiving such information at any time by 
contacting our office.
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How to read this chart: The higher the
red line, the more expensive shares are
compared to bonds. The lower the red
line, the cheaper shares are compared to
bonds. It compares the earnings from
shares to the earnings from 10-year
bonds. If shares have a P/E (Price/
Earnings ratio) of 20, they have an 
earnings yield of 100/20 = 5%. If bonds
have a yield of 5% as well, the shares and

Equity valuation at 40-years low (Fed model): it was only in the aftermath of the 1929 crisis that 
equities were cheaper

bonds have the same earnings yield and
the ratio between the two stands at
100%. If bonds have a yield of 10% and
shares have a yield of 5% the ratio stands
at 10/5 = 200%. If bonds have a yield of
2.5%, the ratio stands at 2.5/5 = 50%.
Right now shares have slightly higher
earnings than 10-year bonds (ratio of
about 85 – see the scale on the right
hand side). This chart ignores dividend

imputation for Australian shares (making
shares cheaper still – bonds usually have
no franking credits) and the fact that all
bond earnings are taxed immediately but
only some of the share earnings (the
income part) are taxed making shares
cheaper still. The reason for the red line
dropping so dramatically since 2001 is that
10-year bond yields have gone very low
and share profits have risen dramatically.

A: Oct 1987 equity market crash, B: Aug 1990 Iraq invades Kuwait, C: 1998 liquidity crisis, LTCM, Russian crisis, D: tech bubble peak. Earning yield ratio:
10-year government nominal bond yield divided by inverted equity market P/E. Source: SG Equity Research, Robert Shiller (Yale University). Fed.

 


