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PREMATURE EXPECTATIONS

The market has positioned itself for rate rises by the RBA; bond rates and the SA have risen and interest-rate sensitive stocks
have been hit. We see a rate rise from the RBA as unlikely this calendar year. The latest CPI data showed inflation below the
RBA’s target and the Australian economy faces more challenges from slowing housing construction and pressures on consumers
from higher mortgage rates and electricity prices. We are more cautious on the Australian market given the challenged macro
environment, elevated valuations and the risk of disappointments in reporting season but would revisit sold-down stocks in

infrastructure and real estate.

PREMATURE EXPECTATIONS FOR RATE HIKES

Investors have been reassessing the outlook for RBA policy

in recent months and have started to consider the possibility
of the RBA raising rates over the next year. As a result the SA
has jumped higher, interest rates have risen and yield stocks
have been under pressure. We see these developments as
premature given weak inflation data and some of the struggles
ahead for the Australian economy.

INFLATION IS WELL BELOW THE RBA’S TARGET

Weak inflation data suggests that the RBA is a long way from
raising rates. The data for the second quarter showed that
inflation is below 2% on both a headline and core basis. This is
below the RBA’s target of 2-3% and driven by structural factors
that are likely to be persistent including technology change,
over-capacity and ageing.
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HOUSING AT A PEAK

On top of this, the Australian economy continues to struggle.
Housing construction is now set to slow and consumers are
facing new challenges. There are a number of pressures

on housing mostly related to finance availability. The RBA
introduced its second round of macro-prudential rules in
March, lending to developers has been substantially curtailed,
mortgage rates have increased and the banks have adopted
more conservative living expense assumptions which will limit
the borrowing capacity of some households. Foreign demand
for housing will be affected by higher stamp duties and another
crackdown on capital leakage in China. This should resultin a
softening in house prices and a fall in construction activity over
the next year. Dwelling approvals have now fallen by more than
15% since late last year.

Australia dwellings approved
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CONSUMER PRESSURE RISING

Consumer pressures will be more intense over the next year

as higher rates and cut-backs on interest only loans will hurt
disposable income. This is in addition to the pressures that the
consumer is already feeling from anemic wage growth.

Looking at these pressures in more detail, mortgage rates

have increased by different rates depending on the type of
borrower. Rates on interest-only lows have increased the most,
particularly for investors.

We believe high rates on interest only loans will cost
households about $2.4 billion per year, which is about 0.5% of
disposable income.

Effect of increase in rates on interest only loans

Owner Occupier 1092 23 0.52 1.3
Investor 581 83 078 1.1
2.4
*after tax break for investors

Source: Westpac, REA

There will also be substantial increases in electricity and gas
prices in some states as shown in the table below. NSW and SA
are most affected with regulated electricity price rises of more
than 15%. Victoria will see price rises as well but these will

not be announced until December. Price rises average about
10% across the country, and since total household spending on
utilities was around $25 billion last year, the increases will take
around $2.5 billion from disposable income.

Average price increases from July 1, 2017

Electricity Gas
NSW 17% 7%
SA 16% 9%
Queensland 5% 2%

*WIC prices rises will be announced in December
Source: Origin Energy and AGL

The total cut to spending from these two effects is around $5
billion, or about 1% of total disposable income of around $600
billion. Given these pressures and since core inflation remains
well below target, we believe there is unlikely to be any
increase in interest rates any time soon; the next move on rates
is just as likely to be down.

2 August 2017



EE2 22
I [2f2]2{2] I

. . . .
The Financial Engineer SEVANS &
WAITING FOR REPORTING SEASON Australian REIT
The extent of some of these pressures may become clearer 5.0 Dividend yield a5
during the next company reporting season. There have been a8
some warning signs of late from an increase in the number of 4.0
earnings downgrades during the traditional “confession 46 i H 4.6
season”. This has seen around 15 downgrades from 4.4 ﬂu | | a3
companies in the ASX 200 dominated by the consumer sector 4.9 &J /\\'[ \'x If\,\ W_ 1.0
(Ardent Leisure, Automotive Holdings, Retail Food Group, 40 m"., \r\‘\j ,.-‘"‘\\/
Myer). There had actually been more earnings upgrades than ) \ )\‘ \ \\J ,\)‘K Y 23
downgrades earlier in the year, resulting in the earnings 38t \.IJ "f \/ﬁ' \/
revisions ratio rising to its highest level since 2007, but this has 364 2.0
not been sustained as commodity prices have softened and the 2.4 . i5
domestic economy has continued to struggle. 2013 2014 2015 2016 2017

REIT divyield 10yrbond (RS)

MSCI Australia Earnings Revisions
MNet upgrades %

40 40
0 20
0 0
20 -20
40 -4l
-60 -50

98 00D 02 04 D& OB 1D 12 14 16

Source; Thomaon Reuters Detemtresn, Cearm & Partners

We remain cautious on the Australian market given the
challenged macro-economic environment and elevated
valuations. The forward PE of the industrial sector remains
close to the highest it has been in 15 years. Our index target
for June 2018 is 5900 around 3% above current levels and
consistent with total returns of around 8% (including franking).

Australia PE ex financials, materials and energy
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Two sectors where value is emerging are REITs and
Infrastructure. These have suffered from the recent increase in
bond yields that has occurred as investors have reassessed the
outlook for monetary policy around the globe. We believe this
has been an over-reaction. Given the recent falls in inflation
around the world, and the structural forces of demographics
and technology that are contributing to this, we do not expect
substantial further rises in rates. Our preferred picks in the
REITS and Infrastructure Sectors currently are Stockland (SGP),
Scentre Group (SCG) and Transurban (TCL).

Sourca: Thomsen Reutars Datastream, Evans & Partnars
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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 Pty Ltd (Evans and Partners) ABN 85 125 338 785, holder of AFSL 318075.

Please refer to the document entitled ‘Research Conflicts of Interest Disclosure” available for download from the Important Disclosures section of our website (eandp.
com.au).

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 INTEREST

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.

AYD A director of Evans and Partners Pty Ltd is a director of Australian Masters Yield Fund No 1 Limited

AYH A director of Evans and Partners Pty Ltd is a director of Australian Masters Yield Fund No 2 Limited

AY) A director of Evans and Partners Pty Ltd is a director of Australian Masters Yield Fund No 3 Limited

AYK A director of Evans and Partners Pty Ltd is a director of Australian Masters Yield Fund No 4 Limited

AYZ A director of Evans and Partners Pty Ltd is a director of Australian Masters Yield Fund No 5 Limited

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

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

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.

EGD The Responsible Entity (RE) and Investment Manager (IM) of Evans and Partners Global Disruption Fund (EGD) and Evans and Partners Pty Ltd are wholly owned
subsidiaries of Evans Dixon Pty Ltd and related bodies corporate. The RE and IM will receive fees for acting as RE and IM of EGD. Directors or employees of Evans
Dixon and/or its related bodies corporate are directors of the RE and/or IM of EGD. A Director of Evans and Partners is a member of the EGD Investment Committee
and an employee of Evans and Partners is a Portfolio Consultant to the EGD Investment Committee. Each individual receives remuneration from Evans Dixon and/
or its related entities.

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

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

ING Evans and Partners has 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.

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

URF A director of Evans and Partners Pty Ltd is a director of URF’s primary underlying investment, US Masters Residential Property (USA) Fund (US REIT), and a director

of other related entities that provide services to URF.
USF A Director of Evans and Partners Pty Ltd is a director of the Investment Manager of the Limited Partnership, the investment vehicle through which USF invests.

UsG A Director of Evans and Partners Pty Ltd is a director of the Investment Manager who provides investment management services to the General Partner for the Limited
Partnership, the investment vehicle through which USG invests.

uspP A Director of Evans and Partners Pty Ltd is a director of the Investment Manager who provides investment management services to the General Partner for the Limited
Partnership, the investment vehicle through which USP invests.

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

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.

RESEARCH ANALYST CERTIFICATION
We, Tim Rocks, Ben Chan, Simon Fitzgerald, Steve Wheen, and Keith Chau hereby certify that all the views expressed in this report accurately reflect our personal

views about the subject investment theme and/or company securities. We also certify that no part of our compensation was, is, or will be, directly or indirectly,
related to the specific recommendations or views expressed in this report.
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RESEARCH ANALYST DISCLOSURE OF INTEREST

1, Tim Rocks, and/or entities in which | have a pecuniary interest, have an exposure to the following securities and/or managed products: Aberdeen Emerging
Opportunities Fund, AMP Cap Core Property Fund, AMP Capital Corporate Bond Fund, BlackRock Multi Opportunity Absolute Return, Fidelity Australian Equities
Fund, Grant Samuel Epoch Global Equity Share Yield Fund, IFP Global Franchise Fund, Macquarie High Conviction Fund, Plato Australian Shares Income Fund, RARE
Infrastructure Value Fund, Schroder Fixed Income Fund WS Class, T. Rowe Price Global Equity Fund, Winton Global Alpha Fund, Betashares Commodity ETF and
Westpac BlueChip 20 (a Separately Managed Account applying a model portfolio which seeks to match the return of the S&P ASX 20 Accumulation Index).

1, Ben Chan, and/or entities in which | have a pecuniary interest, have an exposure to the following securities and/or managed products: NA.

1, Simon Fitzgerald, and/or entities in which | have a pecuniary interest, have an exposure to the following securities and/or managed products: N/A

1, Steve Wheen, and/or entities in which | have a pecuniary interest, have an exposure to the following securities and/or managed products: NAN, PEK.

1, Keith Chau, and/or entities in which | have a pecuniary interest, have an exposure to the following securities and/or managed products: FCT, RHL

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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