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The September Q CPI: Implications for Interest Rates & the AUD

September quarter Consumer Price Index (CPI) — Monetary policy implications: From a monetary policy perspective,

the critical judgement to make was whether the September quarter CPI result provides the RBA with a catalyst to
revise their inflation forecasts. Underlying inflation remains unquestionably low at 1.5% through the year to the
September quarter, but we view this as consistent with the RBA’s current outlook. The RBA’s August forecast was
1.5% through the year to the December quarter 2016, before a mid-point forecast of 2% from June 2017 to December
2018.

Any revision to these forecasts will not be published until the quarterly Statement on Monetary Policy (SOMP) on 4
November, but their inflation outlook will inform decision making at the RBA Board meeting on Cup Day (1 November).
This was apparent with the rate cuts in May and August this year. We do not expect a meaningful change (if any) to
the RBA’s inflation view on the back of this result. In our view Australian monetary policy is likely on hold for an
extended period (we presume until at least the end of 2017).

Monetary policy is sufficiently accommodative, but would a stronger AUD put this at risk? The RBA Governor’s
interest rate decision statement post the 4 October RBA Board meeting implies monetary policy is sufficiently
accommodative at present: “Funding costs for high-quality borrowers remain low and, globally, monetary policy
remains remarkably accommodative.” Domestically, the RBA Governor’s Statement noted: “Low interest rates have
been supporting domestic demand and the lower exchange rate since 2013 has been helping the traded sector.
Financial institutions are in a position to lend for worthwhile purposes. These factors are all assisting the economy to
make the necessary economic adjustments, though an appreciating exchange rate could complicate this.” Without a
further notable downward revision in the inflation outlook we would question how much the economy (as opposed
to asset prices) would benefit from any further easing. Any marginal lift to nominal GDP growth (real growth plus
inflation) may come at the expense of increased risks to financial stability.

We do, however, acknowledge that a continuation of the recent appreciation of the Australian dollar in trade-
weighted terms is the major risk to our on hold interest rate view. The Australian TWI as of 27 October at 65.1 is up
~4% since 30 June 2016, but still ~13% below the average level in 2013. We do not expect to see sufficient additional
strength in the AUD to force the RBA to ease. See page 3 for a discussion of the exchange rate outlook.

Abundant evidence of disinflation and increased competitive pressure. The headline CPI in the September quarter
may have been a little above expectations, increasing to +0.7% q/q and +1.3% on year ago (oya), but disinflation is
widespread. Competitive pressure in the supermarket industry is evident in the Food and Non-alcoholic Beverages
component, where prices were flat in the quarter once Fruit (+19.5%) Vegetables (+5.9%) and the Restaurant & take-
away food components were excluded. From a retail perspective, the prices of Footwear, Garments (clothing), Major
household appliances and the Telecommunications components all declined in the September quarter.
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Australia: Underlying Inflation and Wage Price Index
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Annual growth in Underlying inflation (+1.5%) and the Wage Price Index (2.1% to June) are both the lowest in the
series history. The unwinding of the resources investment boom and the dramatic Terms of Trade decline (pressuring
National Income and Nominal GDP growth) are amongst the contributory factors to slower wages growth.

There are sound reasons to believe, however, that the main impact of these on wages growth is now largely behind
us. The Terms of Trade rose in the June quarter and presumably did again in the September quarter. Even though we
expect iron ore and coal prices will retrace lower, the outlook for the Terms of Trade is much more benign from
current levels given the Terms of Trade has already declined by 36% over the period from September quarter 2011 to
the March quarter 2016.

Whilst the underlying inflation series may remain below 2% for a little while yet, it appears to be in the process of
bottoming out and we expect inflation to gradually return to within the target range. Absent an unexpected
substantial rise in the Australian dollar from here, we do not expect another rate cut domestically given the current
demand outlook.

A footnote on flexibility: The RBA’s 2-3% inflation target is defined as a medium term average. It is not a hard limit.
As a postscript to the above discussion, the following extract from the RBA Governor Philip Lowe’s speech of 18
October should leave us in no doubt that the RBA will, as in the past, adopt a flexible approach to implementing
monetary policy: “I hope that it is well understood that our framework allows for temporary deviations of inflation
from the medium-term target. We have never thought of our job as keeping the year-ended rate of inflation between
2 and 3 per cent at all times. Indeed, since June 1993, CPI inflation has been below 2 per cent for 24 per cent of the
time, and coincidentally above 3 per cent for 23 per cent of the time. What is important is that we deliver an average
rate of inflation consistent with the medium-term target.”
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The outlook for the Australian dollar — has it been driven by the US Dollar, interest rates or the iron ore price? The
trade-weighted value of the US Dollar is now back around end 2015 levels, having rallied over the last month as
expectations of the Fed tightening at the December FOMC meeting have increased. While the AUD/USD has traded
in a relatively narrow range over this period, like the US Dollar, the Australian dollar has also been tracking higher in
TWI terms. (See chart above left).

The Australian TWI, (65.1) is currently around levels seen briefly in late April 2016, as the iron ore price spiked to
above $US65/t. Prior to that, the TWI was last at these levels in April/May 2015.

The US Dollar is currently strengthening ahead of an expected December tightening, as was the case last year. A
December Fed Funds Rate increase of 0.25% accompanied by cautious forward guidance and a further downward
revision to the Fed participants rate forecasts (the SEP or “Dot Plot” forecasts) may well see the US Dollar run out of
steam thereafter. (See second chart above right). Certainly, we doubt the Fed, or EM economies would welcome
renewed strength in the US Dollar in 2017.

Australian Dollar and the Spot Iron Ore Price As is so often the case, it is the trend in
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RESEARCH RECOMMENDATION DEFINITIONS

Positive Stock is expected to outperform the S&P/ASX 200 over the coming 24 months
Neutral Stock expected to perform in line with the S&P/ASX 200 over the coming 24 months
Negative Stock is expected to underperform the S&P/ASX 200 over the coming 24 months

Speculative Buy  Stock has limited history from which to derive a fundamental investment view or its prospects
are highly dependent on event risk, eg. Successful exploration, scientific breakthrough, high
commodity prices, regulatory change, etc.

Suspended Stock is temporarily suspended due to compliance with applicable regulatory and/or Evans &
Partners policies in circumstances where Evans & Partners is acting in an advisory capacity.

Not Rated Stock is not included in our investment research universe.

Research Criteria Definitions

Recommendations are primarily determined with reference to how a stock ranks relative to the S&P/ASX 200 on the
following criteria:

Valuation Composite of Rolling 12 month prospective multiples and discounted cash flow (DCF), or
DCF for resource stocks.

Earnings Outlook Forecast 2 year EPS growth.

Earnings Momentum Percentage change in the current consensus EPS estimate for the stock (rolling 1 year
forward basis) over the consensus EPS estimate for the stock 3 months ago.

Shareholder Returns Composite of forecast ROE (rolling 1 year forward basis) and the percentage change in ROE
over 2 years.

Debt Servicing Capacity Rolling 12 month EBIT Interest Cover ratio.
Cyclical Risk Qualitative assessment of the 2 year outlook for a stock/industry’s profit cycle.

Industry Quality Qualitative assessment of an industry’s growth/returns potential and company specific
management capability

Financial Transparency If we don’t understand it, we won’t recommend it.

For stocks where Evans & Partners does not generate its own forecasts, Bloomberg consensus data is used. Analysts
can introduce other factors when determining their recommendation, with any material factors stated in the written
research where appropriate.
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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.

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

CGL 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.

IDR Evans and Partners has been appointed as Co-Manager to the institutional placement and accelerated non-renounceable entitlement offer and will
receive fees for acting in this capacity.

IGL Evans and Partners arranged, managed or co-managed a public offering 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

Qlp 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.

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,
NAB, S32, Evans & Partners International Managed Fund (Unhedged), Cooper Investors Brunswick Fund, IML Equity Income Fund, Macquarie Asia New Stars No.1 Fund and
Partners Group Global Value 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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