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A 'Garden Variety' Correction or Much More?

by Clay Smolinski, Co-Chief Investment Officer

It's been another challenging quarter for markets. In late June, Co-CIO and portfolio manager
Clay Smolinski sat down with investment specialist Julian McCormack to share his thoughts on
inflation, the weakening US consumer, Covid lockdowns in China and the energy crisis in Europe -
and what they all mean for markets and Platinum's portfolios. An edited transcript of the

conversation is below.*

JM: US markets have clearly had a pretty good
adjustment. Is it time to ‘bottom fish’ for bargains there?

CS: We should step back and think about that market
adjustment. Looking at the US, the S&P 500 is down about
20% in local currency terms and the Nasdaq is down roughly
30% for the calendar year to date." In a historical context,
that’s a very reasonable repricing. However, you need to place
that repricing in the context of where we came from, which
was a bubble environment where valuations were historically
very high because investors had been conditioned by low
interest rates and the belief that they were going to stay low
for a long time. That 20% fall is just skimming off the
euphoria that was surrounding markets.

We now need to think about what the current situation is.
Today, we have an inflation problem, everyone knows it, but
why do we have it? During Covid, the US government
essentially added 40% to the money stock, with US bank
deposits rising from US$13 trillion to US$18 trillion over an
18-month period.? However, the productive capacity of the
economy, and by that, | mean trained workers, plant and
equipment, and the ability to produce real goods and
services, did not change. As all that new money began to
chase that productive capacity, with a lag, the price of that
productive capacity has naturally increased - and that’s not
going to solve itself quickly. The central banks know they've
overstepped with the money creation and now need to tame
inflation. They're doing that by hiking interest rates and

1 References to returns and economic data in this Macro Overview are in
quoted in local currency terms and sourced from FactSet Research
Systems, unless otherwise specified.

2 Source: Reserve Bank of St. Louis, January 2020 to July 2021.

trying to remove money from the system. The mechanism to
tame inflation is really to trigger a recession that lowers the
demand on those productive assets, be it wages or goods and
services. Now, creating 40% new money is very good for
asset prices. Withdrawing money from the system and
driving a recession is bad for asset prices.

So, is it time to bottom fish? We have certainly seen a
repricing in markets, and opportunities on the long side are
becoming more plentiful, but they're not as plentiful as you
may think, and that's simply because we are coming from
such an extended and euphoric starting position.

JM: What are the potential bull cases? Where could we be
wrong about being cautious on the US?

CS: Where we can be wrong firstly is on investor sentiment.
We've gone from the market believing inflation was never
going to come back, like in Japan, to inflation being transitory,
to oh, we actually have an inflation problem, and a recession
is nigh. There's nothing that says that we will fall off a cliff
next week, and market sentiment has moved to more of a
recessionary belief. If that takes longer to transpire, we could
see some pretty interesting bounces.

A second bull case is that we have two very large economies
in the world. We have the US, which people believe is heading
into a recession. We also have China, which is already in a
recession, and potentially, once it gets past Covid, it could
move into a recovery phase. The Chinese government has not
really stimulated its economy to date during the Covid
pandemic, certainly not to the extent that other parts of the
world have, and that could be another driver of aggregate
demand, which could offset some of the weakness in the US.

*The full interview is available in audio format on The Journal page of our website https://www.platinum.com.au/Insights-Tools/The-|ournal
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Fig. 1: China Policy Has Been Restrained
Money supply (M2) growth p.a., China versus USA
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Source: FactSet Research Systems (China), Federal Reserve Bank of St. Louis (USA). Monthly data to April 2022. M2 includes cash, checking deposits, and

easily-convertible near money.

JM: In that context, the Chinese equity market had a
massive setback in March, so cheap and unloved became
less loved and cheaper, but what's happened since then
and what's that telling us?

CS: We think China is in a very interesting space. Most of the
indicators we are seeing today suggest we are in a bottoming
process and it's time to buy. Again, we need to step back and
think about the context. China is in a recession; there has
been a huge repricing and a change in the level of activity in
their property market following the property reforms, with
new property transactions running at -40% for the calendar
year to date.® We also had a regulatory crackdown, which we
think was more important for investor sentiment than the
economy per se, and the former has certainly soured. Of
course, we've also had the Covid lockdowns. Arguably, this is
one of the toughest economic periods China has had over the
past 20 years.

We also have investor apathy. There is clear value in China,
but investors just don't want a piece of it, and that is linked to
events in Russia and more worries around China from a
geopolitical sense. It very much reminds us of the investor
response during the European sovereign crisis, where
investors didn’t want to engage in the discussion, and we
know how that played out in terms of future opportunities.
People may remember the constant back and forth around
the European sovereign crisis. Would Germany bail out the
peripheral states? We had the President of the European
Central Bank (ECB), Mario Draghi, draw a line underneath it
with his “we will do whatever it takes” statement in July 2012.
From that point, we saw a 50% rise in that market over the
next few years, and there were some tremendous gains to be
made with European banks doubling in price, for example.

3 Source: China Real Estate Information Corp (CRIC) and Morgan Stanley.

And so, there are some interesting parallels - and when
people don't want to engage in the subject anymore, it's a
good time to take a look.

What will be the catalyst for China and what are we seeing
now? It feels like things are starting to turn. The government
is open to stimulus packages and we've seen some announced
in autos and consumption. We're not going to see the effect
of those though, until we move past this Covid period. We've
seen every other country in the world move past Covid - a
zero-Covid policy forever is not a realistic strategy and we
think there will be a resolution there. We're also starting to
see a turn in regulatory and government policies around
markets, particularly on tech companies. The government
was introducing a lot of regulation, which to be fair, was not
that different from what the Europeans were doing on tech
regulation, but now these companies are being viewed as
more of the solution rather than the problem. Generating
employment and new investment is something the
government wants to do. Companies like Tencent are saying
they will invest in building out a local domestic indigenous
software as a service (SaaS) style industry, which is seen as a
big positive. Importantly, this is now starting to be reflected
in stock prices. The Chinese stock market felt like it bottomed
after the Ukrainian invasion, and since then, whilst other
markets have been rolling over, it has started to trend up, so
we are quite positive on the outlook there.

JM: Further on China, it looks like an mRNA vaccine may
not be too far away there. Can you reflect on the impact
of vaccines in the West?

CS: We saw the impact in our portfolios. In October 2020,
what were the cheapest areas of the market? They were
cyclicals, industrials, travel, and any industries directly hurt
by the lockdowns. The day the Moderna vaccine efficacy rate



was announced, many of those stocks went up 20%-30% in a
day, and there was a huge rotation in the market. The day
indigenous vaccine efficacy data is announced in China, we
would expect to see a very aggressive and accelerated rollout
of the vaccine. When the Chinese government wants to get
things done, they tend to do it. So, it will be a military-style
effort to vaccinate the population. When that happens, we
expect to see a very strong reaction in the Chinese market
and potentially global markets.

JM: So, let's balance some of that potential in China
versus a slowdown in the US, particularly the consumer,
where consumption represents roughly 15% of global
GDP. How are you balancing these very cheap markets,
South Korea, Japan, China and Germany, against the
slowdown in US demand?

CS: These are either export-led countries, especially in the
case of Germany and South Korea, or have a very large
export sector, in the case of Japan. | have no doubt that if we
do see a recession or slowdown in the US, these countries will
be hit; it's just the nature of the largest economy in the world
starting to slow down. But why would anyone still be
interested in opportunities in those markets? Well, there are
a few factors.

Certainly, coming into this current market downturn, these
markets were considerably cheaper than their US
counterparts. There were a number of reasons for this. Firstly,
there was less of that sense of euphoria, fewer retail investors
speculating via options and a general lack of all the froth that
was going on in the US. Secondly, these stock markets also
have less of those very ‘hot’ areas. The SaaS stocks, for
example, are predominantly listed in the US; not many are
listed in Germany and Japan. Generally, these markets have
come off less than the US, and the starting valuations were
considerably cheaper.

Another interesting factor is there have been some very large
currency devaluations in these export-oriented countries,
particularly the Japanese yen, and to a lesser extent, the euro
and the South Korean won. In this type of environment, the
yen trading at 135 to the US dollar places companies such as
Toyota in an incredibly competitive position. It's the same for
MinebeaMitsumi, a company we also own in our portfolios,
which exports precision motors and ball bearings around the
globe. Those types of companies are in a fantastic position to
gain market share and make quite good money in this
environment.

It's the old adage that when Japan is looking pretty cheap as a
holiday destination due to the yen, you should also think
about buying some assets there. Hence, we have been
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interested in some of those export-led players, such as
MinebeaMitsumi in Japan and Infineon Technologies in
Germany, a large producer of power semiconductors.

JM: Aside from the human tragedy, clearly Europe has
fundamental challenges, not least around energy policy.
How are you thinking about Europe?

CS: The central issue in Europe is the energy crisis. There has
been a fundamental change to the energy supply into that
country, particularly gas. Europe was sourcing 50% of its
natural gas from Russia.* It is very hard to change the trade
flow of natural gas because it's difficult to transport, you
either need a pipeline or liquefication facilities, and both take
a long time to come online. There's no quick and easy
solution. Energy is a fundamental building block to
everything; if the energy price triples, that will affect the
competitiveness of your industrial base. And if you can't get
energy, well, it gets much worse. So that is a clear problem.
Never count the Europeans out though. There are 300 million
pretty industrious people there, and when placed on a
wartime footing, it's incredible what can be achieved. |
believe they recently built two liquefication plants in record
time, whereas previously, it would take five years because of
the need to obtain every permit underneath the sun. This
shows that the market can respond, but we know there are
limits to physics; it will take time.

What is our positioning in Europe? Importantly, we don't
invest in Europe; we invest in companies. We need to
acknowledge that there's a problem and then ascertain who
has the solution and who could be the beneficiaries. In
response, we know that natural gas will be in short supply in
Europe for some time and businesses will try to substitute
that and electrify processes where they can. Who's a
beneficiary of that? Infineon, with their power
semiconductors. When thinking about electric vehicles, other
forms of high-voltage electrification, energy or electricity
efficiency, a power semiconductor is involved. Energy and
electricity is a giant industry, so even small changes in capital
spending towards that can have an outsize effect. Infineon is
a local company with a dominant position in the higher-
voltage ranges — it's a great example of a high-quality
European technology manufacturer, and it's trading at 13
times earnings today. Investors are concerned about the
cyclical element of the business currently. However, looking
to the future, Infineon is likely to be a key supplier into
electric vehicles and electrification, and one would assume
there are going to be some very strong spending tailwinds
around those two areas. So, that's how we're trying to view it.

4 Source: International Energy Agency (IEA).
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JM: It's mid-to-late June, and we continue to hold a low
net invested position in the flagship global equity
portfolio, but there is a lot to buy. What are we reflecting
in that behaviour in our own exposure?

CS: It comes back to some of the guideposts that we can use
and also to the start of our conversation — the repricing in
markets, with most broad indices falling roughly 20% over
the past six months. But let's put that into context, a 20%
decline is a garden variety fall. If you look at a 90-year period
in history, there will probably be 25 occasions where markets
fell 20% or more. When you have a new and novel problem,
and we've had three examples of that in the last 20 years,
being the tech wreck, global financial crisis and global Covid
shutdown, over those periods, markets fell roughly 40% on
each occasion. So, that provides a band of where sentiment
can take investors. This time, we have both inflation and a
bubble popping. We never know how bad that will be for the
market, but we do know it’s unlikely to be a garden variety
style of problem.

We can then compare that with other measures of sentiment,
and that sense of apathy by investors needs to be considered
- are they still excited to buy now after a 10-year or 15-year
bull market? Or are they starting to disengage? We suspect
that we're not quite there yet, and the best measure is when
opportunities are completely plentiful.

I would say there are more opportunities than there were, but
they are not mouth-watering yet as we still have this
hangover from the very distorted Covid spending. You can
point to some big falls in these hot areas, but given that the
starting valuations were so wild, there is less opportunity
than you might first think.

There are also still opportunities to short. There are some
incredibly dubious companies running lossmaking business
models that are completely reliant on capital market funding,
and we think that funding will be much harder to come by
over the next 12 months. On balance, while things are
starting to get interesting, we're not quite ready to phase out
the short book and cash entirely just yet, but we are ramping
up our buying activity.

MSCI Regional Index Net Returns to 30.6.2022
(USD)

MSCI All Country World Sector Index Net
Returns to 30.6.2022 (USD)

REGION QUARTER 1YEAR SECTOR QUARTER 1YEAR
All Country World -15.7% -15.8% Energy -5.2% 21.4%
Developed Markets -16.2% -14.3% Consumer Staples -6.2% -4.6%
Emerging Markets -11.4% -25.3% Utilities -7.2% 3.2%
United States -16.9% -13.2% Health Care -7.3% -4.6%
Europe 14.6% -19.8% Real Estate -14.0% -13.1%
Germany -18.1% -31.2% Financials -15.8% -11.9%
France -14.8% -18.3% Industrials -16.2% -18.7%
United Kingdom -10.5% -4.0% Communication Services -18.2% -29.8%
Italy 17.7% 22.7% Materials -19.8% -16.1%
Spain -8.4% -16.3% Consumer Discretionary -20.2% -28.9%
Japan 14.6% -19.9% Information Technology -21.7% -20.5%
Asia ex-Japan -9.0% -25.0% Source: FactSet Research Systems.

. Total returns over time period, with net official dividends in USD.
China 3.4% -31.8% Historical performance is not a reliable indicator of future performance.
Hong Kong -11% -15.2%
Korea -20.9% -38.5%
India -13.6% -4.8%
Australia -18.1% -13.0%
Brazil -24.4% -23.3%

Source: FactSet Research Systems.
Total returns over time period, with net official dividends in USD.
Historical performance is not a reliable indicator of future performance.
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Disclaimers: This publication has been prepared by Platinum Investment Management Limited ABN 25 063 565 006 AFSL 221935, trading as Platinum
Asset Management (Platinum®). Platinum is the responsible entity and issuer of units in the Platinum Trust® Funds (the “Funds”). This publication contains
general information only and is not intended to provide any person with financial advice. It does not take into account any person’s (or class of persons’)
investment objectives, financial situation or needs, and should not be used as the basis for making investment, financial or other decisions. You should read the
entire Platinum Trust® Product Disclosure Statement (including any Supplement(s) thereto) (“PDS") and consider your particular investment objectives,
financial situation and needs before making any investment decision to invest in (or divest from) a Fund. The Funds’ target market determination is available at
www.platinum.com.au/Investing-with-Us/New-Investors. You can obtain a copy of the current PDS from Platinum’s website, www.platinum.com.au or by
phoning 1300 726 700 (within Australia), 0800 700 726 (within New Zealand) or +612 9255 7500, or by emailing to invest@platinum.com.au. You should also
obtain professional advice before making an investment decision.

Neither Platinum nor any company in the Platinum Group®, including any of their directors, officers or employees (collectively, “Platinum Persons”), guarantee
the performance of any Fund, the repayment of capital, or the payment of income. The Platinum Group means Platinum Asset Management Limited ABN 13
050 064 287 and all of its subsidiaries and associated entities (including Platinum). To the extent permitted by law, no liability is accepted by any Platinum
Person for any loss or damage as a result of any reliance on this information. This publication reflects Platinum’s views and beliefs at the time of preparation,
which are subject to change without notice. No representations or warranties are made by any Platinum Person as to their accuracy or reliability. This
publication may contain forward-looking statements regarding Platinum’s intent, beliefs or current expectations with respect to market conditions. Readers are
cautioned not to place undue reliance on these forward-looking statements. No Platinum Person undertakes any obligation to revise any such forward-looking
statements to reflect events and circumstances after the date hereof.

© Platinum Investment Management Limited 2022. All rights reserved.

MSCI Disclaimer: The MsCl information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be
used as a basis for or a component of any financial instruments or products or indices. None of the MSCl information is intended to constitute investment
advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. Historical data and analysis
should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCl information is provided on an “as is”
basis and the user of this information assumes the entire risk of any use made of this information. MSClI, each of its affiliates and each other person involved in
or related to compiling, computing or creating any MSCl information (collectively, the “MSCI Parties”) expressly disclaims all warranties (including, without
limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with
respect to this information. Without limiting any of the foregoing, in no event shall any MSCI Party have any liability for any direct, indirect, special, incidental,
punitive, consequential (including, without limitation, lost profits) or any other damages. (www.msci.com)



