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This year marks 10 years since the global financial crisis.
The following is the first in a series of reflection pieces relating to that incredible time in financial markets. It’s a series written
with the old quote below, recalling the lessons learnt and reminding ourselves and our readers:

He who forgets is destined to remember.
-Eddie Vedder
The importance of liquidity
Fifteen years ago when I joined Macquarie Fixed Income, one of my first tasks was to work with (Head of Research) Dean
Stewart on a piece he had written on the “Importance of Liquidity in Fixed Income.” I didn’t know it back then, but that
piece of research would come to influence and shape our investment beliefs, philosophy, and processes. It would also go
on to become a differentiating bedrock pillar of how we would approach markets and portfolio positioning in some of the
most extreme conditions financial markets had ever seen, and remain relevant throughout the years following, to be just as
important today as it was back then.
The “Importance of Liquidity” research was written in 2003 and was well received by clients and consultants, but it didn’t
gain a following (or get “likes” or “retweets” as it might today) being five years before anyone would come to appreciate (or
be reminded) of the true value and importance of liquidity.
Conducting research like the “Importance of Liquidity” piece was something that we at Macquarie Fixed Income have
always firmly believed in. We come from a mindset that before we do anything, we must truly understand the risks involved
with the markets and instruments we are trading in. While this sounds sensible and obvious, we are constantly surprised
that this isn’t as normal as it sounds.
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Collateralised debt obligations – a lesson in the importance of research
Linked to this time was the emergence and then proliferation of collateralised debt obligations (CDOs). Consistent with our
belief that we must truly understand the risks involved before we invest in new markets or instruments, Dean investigated
CDOs and released a research paper (again to little fanfare – OK, so it was complicated, even for fixed income).
The research concluded that CDOs were not liquid, not really AAA-rated, and not at all diversified. The research suggested to
perhaps buy one, though not many due to cross-holding exposure, and only if the price truly rewarded for the risks involved –
including that of liquidity risk. Of course, none of them did. So we didn’t invest.
We then watched with interest as CDOs exploded in popularity from 2003 to 2007, including:
• Firstly plain vanilla CDOs (are packages of loans to many companies), but then more troubling,
• “Synthetic” CDOs – “Synthetic” means they were made up of derivatives, not loans to real companies. We wondered in
amazement why anyone would buy a security that had no economic purpose; and then,
• Subprime CDOs – that is, poor quality loans. Some even nicknamed these NINJA loans (No Income, No Job or Assets),
then
• CDO-squared – CDOs of other CDOs. We experienced more wonderment and questions about the economic purpose
of such a structure, and then
• Tranche CDO-squared – CDOs of tranches of other CDOs. These were where banks and hedge funds began
offloading their risk or shorting the market, and then
• Leveraged-super-senior CDOs – I don’t even remember what these did.
While we had done the prerequisite research that resulted in us “staying away,” it doesn’t mean we didn’t do the work on what
we saw – we did, with fascinated interest. All the way along, right up to when it seemed apparent the financial institutions (some
where we had little or no relationship) appeared very, very keen to sell us the new format CDOs.
And so, as it began to unravel, we knew the flow of credit which had been gushing in all its structured, derivative, opaque,
and levered forms had stopped, and with it, its influence on economic growth. And all that leverage upon leverage on opaque
collateral would undermine trust in what were once supposedly safe, AAA-rated assets. In markets as it is in life, trust is
everything. The rest is history.

A lesson in hindsight: Research, research, research
To this day we are often asked why we didn’t get caught up, and what did we do differently. The answer starts with going back to
doing the research. Liquidity in particular. We did the work, and stayed true to our findings.
Writing in hindsight is a wonderful thing. We don’t wish to claim anything close to foresight. And we don’t mean to suggest we
didn’t feel every bump or learn painful lessons along the way; indeed, things got far worse than any worst-case scenario we ever
imagined. We did, however, start from a solid place that was founded on sound research and principles – and this is what served
us well.

Liquidity and the current market environment
We all know that tighter regulations have altered liquidity conditions vastly from 10 years ago. Even though there are now many
new investment vehicles that purport seamless and plentiful liquidity (even when the underlying holdings are not very liquid), the
reality is they are untested in these claims by any liquidity event of significance. And with the proliferation of exchange-traded
funds (ETFs) and passive funds, amid a market environment of unthinkable central bank support, as we like to say, “Everyone
thinks they are a macro trader now,” and all think they have that special edge to exit just before the herd rushes for the same exits.
And so, now as in so many times in the past, perceptions of the value and importance of liquidity have diminished, and its
existence, or tendency to quickly shift to lack thereof, is once again underappreciated. Many investors are giving up liquidity in the
belief they don’t need it. We know that this will one day change, even if we cannot predict when.
Back in 2008 amid the chaos of markets, we were juggling newborns and infants (an uncanny number of daughters). Looking
around now, we are 10 years older, wiser, and pleased to find we are all still working alongside each other. Our children are
now entering their teenage years. And while now we can look back in fondness on that chaotic time, we know that as in life,
the challenges may have changed their form, but the same debt-related structural issues remain and seem destined to at least
rhyme, if indeed they don’t repeat.
The principles of how to navigate them haven’t changed, and the next 10 years will require similar resolve to do the work
necessary to understand the risks, and stay true to our beliefs – again, even when others don’t.
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Important information
This information is confidential and intended for the audiences as indicated. It is
not to be distributed to, or disclosed to retail investors.
The views expressed represent the Manager’s as of the date indicated, and should not
be considered a recommendation to buy, hold, or sell any security, and should not be
relied on as research or investment advice. Views are subject to change without notice.
The information in this document is not, and should not be construed as, an
advertisement, an invitation, an offer, a solicitation of an offer or a recommendation
to participate in any investment strategy or take any other action, including to buy or
sell any product or security or offer any banking or financial service or facility in any
jurisdiction where it would be unlawful to do so. The information presented is not
intended and should not be construed to be a presentation of information for any pooled
vehicle including US mutual funds. This document has been prepared without taking
into account any person’s objectives, financial situation or needs. Recipients should not
construe the contents of this document as financial, investment or other advice. It should
not be relied on in making any investment decision.
Future results are impossible to predict. This document contains opinions, conclusions,
estimates and other forward-looking statements which are, by their very nature,
subject to various risks and uncertainties. Actual events or results may differ materially,
positively or negatively, from those reflected or contemplated in such forward-looking
statements.
Past performance is not a reliable indicator of future performance. Investing
involves risk including the possible loss of principal.
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This presentation does not contain all the information necessary to fully evaluate
any investment program, and reliance should not be placed on the contents of this
document. Any decision with respect to any investment program referred to herein
should be made based solely upon appropriate due diligence by the prospective investor.
The investment capabilities described herein involve risks due, among other things, to
the nature of the underlying investments. All examples herein are for illustrative purposes
only and there can be no assurance that any particular investment objective will be
realized or any investment strategy seeking to achieve such objective will be successful.
No representation or warranty, express or implied, is made as to the accuracy
or completeness of the information, opinions and conclusions contained in this
presentation. In preparing this presentation, reliance has been placed, without
independent verification, on the accuracy and completeness of all information available
from external sources.
To the maximum extent permitted by law, none of the entities under Macquarie
Investment Management nor any other member of the Macquarie Group nor their
directors, employees or agents accept any liability for any loss arising from the use of
this presentation, its contents or otherwise arising in connection with it.
Other than Macquarie Bank Limited (MBL), none of the entities noted in this presentation
are authorised deposit-taking institutions for the purposes of the Banking Act 1959
(Commonwealth of Australia). The obligations of these entities do not represent deposits
or other liabilities of MBL. MBL does not guarantee or otherwise provide assurance in
respect of the obligations of these entities, unless noted otherwise.
Please see the end of this document for further important information.
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