—
238

The View From The Outer !ﬂI_

EVANS &
David Jarman - Chief Investment Officer May 2016 PARTNERS

Fed talks up the prospects of a northern summer tightening.

The past week has seen a significant rise in the implied market pricing of a 0.25% US Fed Funds Rate increase at or
before the July FOMC. The immediate catalyst was the publication of the April FOMC minutes (Wednesday, 18" May)
which appear to adopt a more “hawkish” tone than most assumed from the Statement issued upon the conclusion of
the meeting on 27 April. Markets have also been “softened up” by an array of comments from various Federal Reserve
Regional Presidents and FOMC members. The collective tenor of these comments has been that at the June 14™ and
15™ FOMC an increase in the Fed Funds Rate is very much a live option and that if the economy continues to proceed
in line with recent forecasts then a tightening at the June or July meeting is a reasonable prospect.

FOMC voting member and New York Fed President William Dudley, for example, observed last week that “If | am
convinced that my own forecast is sort of on track, then | think a tightening in the summer, the June — July timeframe
is a reasonable expectation.” Janet Yellen is scheduled to speak publicly on Friday, which will clearly be closely
watched. In addition to being “data dependant,” the Fed also appears to be “market dependant” and keen to avoid
surprises (remember the “Taper Tantrum” in 2013). Thus it was interesting to note that William Dudley also observed
that he was “quite pleased” that market pricing reflected increased prospects re the timing of the next rate increase.
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We view the following are the preconditions for a near term US Fed Funds Rate increase:

e The US economy continues to improve (as we expect) and inflation progresses towards target (likely in our
view);

e markets hold together in the face of Fed-led changing monetary policy expectations (jury is still out for some
time on this);

e Britain’s EU membership referendum on 23 June is a vote to “stay” (likely in our view); and

e The US Dollar either weakens (unlikely) or does not strengthen strongly enough to do the Fed’s work for it
(likely).

In these circumstances, another 25 basis point tightening in July is a reasonable prospect, and which would likely
advance market expectations for the timing of subsequent rate increases.

The US economy is more than robust enough to take this modest increase to still abnormally low interest rates in its
stride. The US Dollar, however, is a potentially important transmission mechanism of US monetary policy change and
has already appreciated modestly in recent weeks. Ongoing US Dollar strength would pose downside risks to
commodity prices and a number of Emerging Market economies given their elevated corporate debt levels.

Asset allocation implications and Australian equity market pricing:

From an asset allocation perspective, an environment of potentially higher US interest rates and risks of US Dollar
strength with commodity price weakness is more likely than not a negative for Australian equities. (The possibility of
further Australian Dollar weakness, however, is a partially offsetting positive). It is also becoming clearer that China’s
surge in credit growth in the March quarter was not the harbinger of a renewed debt-fuelled revival in growth rates
in the “old economy” heavy industries. Both the subsequent China data for April and the apparent indications of
official policy intentions signalled in the People’s Daily this month are supportive of this view.

pEx Measures of Absolute & Relative Valuation Vield Notwithstanding this, Australian equities have
Australian Equities (MSCI Universe) Fwd PE v Bond Yield - Earnings Yield Gap Gap
month end data and estimate as of Friday 20 May

become more expensive at the aggregate level. Of
course interest rates are ultra-low and supportive of
the yield trade. Certainly the RBA Cash Rate cut in
May was not widely expected until after the release
of the weaker than expected March quarter CPI
data. However, relative valuation arguments
(versus interest rates) tend to lose their appeal
-------------------------- . when market volatility re-emerges.
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The broader market’s twelve month rolling forward
PE is back above 16X; only during the valuation

/ | bubble in the TMT boom/ dot com bubble (1999-

Average since Jan 1995

2001) were PE Ratios above this level for an
extended period. (See chart left).This leaves little in
L the way of a valuation buffer if equity risk premiums
Jan 90 Jan 92 Jan 94 Jan 96 Jan 98 Jan 00 Jan 02 Jan 04 Jan 06 Jan 08 Jan 10 Jan 12 Jan 14 Jan 16 are re-appraised or earnings expectations continue
to be revised lower.

Source: Datastream, IBES, Evans & Partners

10Yr Bond Yield minus Earnings Yield %

From an asset allocation perspective, the relative valuation argument we find compelling is the comparison of
Australian Forward PE Ratios with those of the MSCI World Index on a comparable industry basis. Of the nine GICS
industry sectors, Australian stocks are trading at a premium on a twelve month Forward PE Ratio basis in seven of
them. Each of these seven industry sectors is also trading at a higher relative PE premium than the average over the
past five years. The other two sectors (Energy and Consumer Staples) have their own current peculiarities.
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Since the S&P/ASX200 traded at over 5900 in March /
April 2015 Australian Bank PE Ratios (and EPS
expectations) have adjusted lower for good reasons.
Other sectors, however, look historically expensive. In
particular, based on consensus EPS estimates, the
twelve month rolling Forward PE Ratio of the Industrials
ex the Banks, REIT’s and Utilities sits at close to 20X (as
of 20 May). This is above the 19X level that capped out
the market in March / April 2015 and pre GFC.

Resource PE Ratios tend to be more volatile, but the
elevated Forward PE Ratios in the Resources Sector still
appear to imply excessive optimism re commodity
prices. The twelve month Forward PE Ratio of the
Metals and Mining sector, for example, is still around a
lofty 25X.

As has been Evans and Partners’ view for some years now, our preference is for global equities over Australian
equities. Too many of our biggest stocks face ongoing structural and cyclical headwinds, the composition of our equity
market is less attractive and has become increasingly leveraged to Emerging Markets.
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GENERAL RESEARCH DISCLAIMER, WARNING & DISCLOSURES

This document is provided by Evans and Partners ABN 85 125 338 785, holder of AFSL 318075.
Please see our website at www.evansandpartners.com.au/uploads/default/source/2015/04/58751.ResearchConflictofinte.pdf for important information

regarding Evans and Partners research.

The information is general advice only and does not take into consideration an investor’s objectives, financial situation or needs. Before acting on the advice,
investors should consider the appropriateness of the advice, having regard to the investor’s objectives, financial situation and needs. If the advice relates to a
financial product that is the subject of a Product Disclosure Statement (e.g. unlisted managed funds) investors should obtain the PDS and consider it before making
any decision about whether to acquire the product.

The material contained in this document is for information purposes only and does not constitute an offer, solicitation or recommendation with respect to the
purchase or sale of securities. It should not be regarded by recipients as a substitute for the exercise of their own judgment. Investors should be aware that past
performance is not an infallible indicator of future performance and future returns are not guaranteed.

Any opinions and/or recommendations expressed in this material are subject to change without notice and Evans and Partners is not under any obligation to
update or keep current the information contained herein. References made to third parties are based on information believed to be reliable but are not
guaranteed as being accurate.

This document is provided to the recipient only and is not to be distributed to third parties without the prior consent of Evans and Partners.
EVANS AND PARTNERS DISCLOSURE OF INTERESTS

Evans and Partners and its respective officers and associates may have an interest in the securities or derivatives of any entities referred to in this material. Evans
and Partners does, and seeks to do, business with companies that are the subject of its research reports.

EVANS AND PARTNERS CORPORATE RELATIONSHIP DISCLOSURE

Company Nature of Relationship

AUI The Issuer has appointed Evans and Partners as Broker to an on-market buy-back. Accordingly, Evans and Partners is unable to give Sellers advice in
respect to a sale of this security. Evans and Partners has been appointed as Placement Agent in respect of the company’s renounceable rights issue
and will receive fees for acting in this capacity.

AYUHB  Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months.

BENPF Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months.

CIE Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months.

CGL Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months. A director of Evans and
Partners Pty Ltd is a director of The Citadel Group Limited.

DUI The Issuer has appointed Evans and Partners as Broker to an on-market buy-back. Accordingly, Evans and Partners is unable to give Sellers advice in
respect to a sale of this security.

EAI Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months

IGL Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months.

MGC Evans and Partners arranged, managed or co-managed an offering of securities of the company or its affiliates in the past 12 months.

MQGPB Evans and Partners arranged, managed or co-managed an offering of securities of the company or its affiliates in the past 12 months.

NAB Evans and Partners arranged, managed or co-managed an offering of securities of the company or its affiliates in the past 12 months

RWC Evans and Partners arranged, managed or co-managed an offering of securities of the company or its affiliates in the past 12 months.

SWM A director of Evans and Partners Pty Ltd is a director of Seven West Media Limited.

TGG Evans and Partners Pty Ltd was appointed as Sponsoring Broker in relation to the 1 for 4 pro-rata entitlement offer (and any subsequent shortfall) of
Templeton Global Growth Fund Limited (TGG) and will receive fees for acting in this capacity.

TOX Evans and Partners arranged, managed or co-managed a public offering of the company or its affiliates in the past 12 months.

RESEARCH ANALYST CERTIFICATION

I, David Jarman hereby certify that all the views expressed in this report accurately reflect our personal views about the subject investment theme and/or company securities.
| also certify that no part of my compensation was, is, or will be, directly or indirectly, related to the specific recommendations or views expressed in this report.

RESEARCH ANALYST DISCLOSURE OF INTEREST

I, David Jarman, and/or entities in which | have a pecuniary interest, have an exposure to the following securities and/or managed products: BHP, CBA, CYB, DXJ, EAI, EAIO,
HEWG, IEU, IVV, NAB, S32, Evans & Partners International Managed Fund (Unhedged), Cooper Investors Brunswick Fund, IML Equity Income Fund and Macquarie Asia New
Stars No.1 Fund.

DISCLAIMER

Except for any liability which cannot be excluded, Evans and Partners, its directors, employees and agents accept no liability or responsibility whatsoever for any loss or
damage of any kind, direct or indirect, arising out of the use of all or any part of this material. All information is correct at the time of publication; additional information may

be available upon request.
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