Tim Rocks
Chief Investment Officer

Tty Fooks

Max Casey
Portfolio Strategist

e

LR g

view Hiil
from the PARTNERS

27 February 2020

Coronavirus infects markets

The infection from coronavirus is steadily spreading across asset classes. Currency
and bond markets were the first to respond, and equity markets turned this week.
Commodity markets and credit still appear to be complacent.

Is it time?

Overall despite the big moves this week we still see it as too early to return to
equity markets for a few reasons:

e Supply chain disruption risks. We are only just beginning to understand the
implications of the supply-chain disruptions on a range of industries.

e Fear of the virus going global. There is still so much uncertainty about how
prolonged and significant the effects will be. Concerns will only grow if the
virus looks like it could go global.

e Valuations are still elevated. Markets are more vulnerable to any shock when
valuations are stretched and this is still a problem.

Other issues to consider

We will rely on valuations more than news flow to determine when to make
significant portfolio moves. It is too difficult to try and pick when the crisis will start
to abate. Instead our mindset will be on identifying opportunities to buy quality
assets at or below fair value.

The starting point for Australian valuations was so high that it is still too early to
consider returning to the overall market.

US stocks are likely to look attractive first because valuations were never as
stretched, underlying macro fundamentals are stronger and there is less exposure
to a Chinese economic slump.

Opportunities will arise at the stock level first. In these market events, investors sell
what they own and not the stocks where the earnings risk might be largest. As a
result there can be good opportunities to buy quality stocks at a discount. We will
monitor this closely in coming weeks.

Investors should consider some currency hedging when returning to international
markets. The SA might snapback on a resolution of the crisis and this might offset
gains on underlying assets.

Those considering buying more portfolio protection should consider gold and
inflation-linked bonds, both of which can be accessed through ETFs.
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Coronavirus infects markets

When the coronavirus issue first arose we were concerned
that investors were under-reacting by simply assuming the
effects would be similar to SARS. This assessment ignored
the different response to the crisis, specifically the
widespread quarantining that occurred in Wuhan. It also
ignored the importance of China, and Wuhan in particular,
in global supply chains. Wuhan is a major global logistics
hub. It is the location of China’s major inland port and a
critical intersection point for rail, ship and road transport.

There was an additional problem because the virus hit in
the middle of Chinese New Year when China’s 300 million
migrant workforce had returned to their villages. They
have now become stranded a long way from their jobs.
This is a particular problem for the construction, logistics
and manufacturing sectors that draw on these migrant
workers significantly. There was also the risk of the virus
escaping China and going global; this has become a very
real possibility in recent days.

Looking at the market reactions

Different asset classes have priced in effects at different
times and to different degrees

The earliest and most aggressive movements were in
currency and bond markets. US 10 year bonds have hit
record lows and the SA has fallen sharply.
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Equity markets have been slower to react and this has
only become meaningful this week. The most affected
markets have been in Asia given supply chain linkages
although the biggest surprise is the small fall in the local
Chinese markets. This may reflect mandated buying by
local institutions.
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Developed Equity Markets
Price Change (Since 22/01/20)

8% 7% 6% -5% -4% -3% -2% -1% 0%

NASDAQ -4.2%
Euro Stoxx 600 -4.2%
CAC 40 (France)
AX 30 (Germany)
ISCI World (DM)
S&P 500
FTSE 100 6.7%

Dow Jones -7.4%

8% 7% 6% -5% -4% -3% -2% -1% 0%

Source: Refinitiv Datastream, Evans & Partners

Asian Equity Markets
Price Change (Since 22/01/20)
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There are still several areas where the price reaction has
been surprisingly small. Two examples are commodities
and credit. Apart from oil, commodities have been
resilient perhaps due to hopes of significant fiscal
stimulus. The small reaction in iron ore is odd given the
risks from weaker construction and manufacturing.

Commodity Markets
Price Change (Since 22/01/20)
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This point is made even clearer when we look at
valuations. Australian forward PEs hit a record high in
January and the recent falls have only partially reduced
valuation concerns. The forward PE is still at 17.2x. The
PE would only fall back into its normal range at around
6,300 where the PE would be 16x.
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Our strategy for returning to markets

Overall, we see it as too early to return to markets for a few
reasons:

e Supply chain disruption. We are only just beginning
to understand the of supply-chain disruptions on a
range of industries. Also, extensions on travel bans
and quarantine rules for migrant workers in China
means that the disruptions may still get worse.

e Fear of the virus going global. There is still so much
uncertainty about how prolonged and significant the
effects will be. Concerns will only grow if the virus
looks like it could go global.

e Valuations are still elevated. Markets are more
vulnerable to any shock when valuations are
stretched and, as shown above, this is still a problem.

Our strategy will be to rely on valuations more than news
flow to determine when to make significant portfolio
moves. It is too difficult to try and time the news cycle
and pick when the crisis will start to abate. Instead our
mindset will be on identifying opportunities to buy quality
assets at or below fair value.

Importantly there may be opportunities at the individual
stock level before overall markets appear interesting.
Investors are typically forced to sell what they own rather
than the stocks that are at most earnings risk. As a result,
these events tend to create opportunities to pick up
quality stocks at reasonable levels. We will on the lookout
for such opportunities over coming weeks.

What to do in the meantime

While on equity markets we are waiting to see how the
situation evolves, investors should consider action in some
other asset classes.

1. Considering lightening exposure to credit and
commodities

As mentioned, we are surprised by the underreaction of
credit and commodity markets given the typical cyclicality
in these asset classes. This is most relevant for industrial
commodities (iron ore, copper) and high-yield credit.
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2. Consider ways to add overall portfolio protection

Investors should also consider adding other assets in their
portfolio that are defensive and will provide protection if
conditions worsen. Three possibilities are gold, inflation-
linked bonds and direct SUS exposure.

Gold exposure could be gained through physical gold ETFs
(such as GOLD). Gold should act as a safe haven if
conditions worsen. The gold price has already moved
significantly but could go further in the case of a global
pandemic.
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Global bonds could rally further. The best option is
inflation-protected bonds (there is an ETF called TIP). This
is better because it has longer duration and there is also
some risk of inflation from shortages if Chinese production
does not recover. Itis also in SUS and this will should
keep rising in a bad scenario.

Investors could also buy USD, which will benefit from safe
haven flows. An ETF option is ZUSD.
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3. Bevigilant for opportunities

Investors should be on the lookout for individual stocks
that are particularly hard hit. We continue to monitor
stocks that have a direct link to Chinese concerns, and
these are shown in the table below.

Chinese linked Australian stocks

PE ratio
Code Company Price  Market Cap $B| 12mth fwd Premto 10yrave
Travel Related
QAN Qantas Airways Ltd 5.72 8.6 9.4 19.7
VAH Virgin Australia Holdings Ltd 0.13 1.1 - 29.6
FLT Flight Centre Travel Group Ltd 35.00 3.6 14.2 15.0
WEB Webjet Ltd 11.06 1.5 14.4 19.3
CTD Corporate Travel Management Ltd 14.85 1.6 16.1 24.9
SYD Sydney Airport Holdings Pty Ltd 8.00 18.2 44.4 45.9
AIA Auckland International Airport Ltd 7.80 9.5 36.0 30.2
SLK Sealink Travel Group Ltd 434 1.0 15.2 178
Tourism relatived
CWN Crown Resorts Ltd 10.71 7.3 221 18.8
SGR Star Entertainment Group Ltd 3.79 35 14.6 18.4
SKC Skycity Entertainment Group Ltd 3.27 2.2 17.4 16.1
EVT Event Hospitality and Entertainment Ltd 11.85 1.9 17.5 16.3
VRL Village Roadshow Ltd 3.72 0.7 22.8 16.1
Consumer related
SCG Scentre Group 3.58 18.9 14.3 17.2
URW WEFD Unibail Rodamco NV 9.44 26.9 9.7 117
TWE Treasury Wine Estates Ltd 11.01 8.0 16.9 25.7
TGR Tassal Group Ltd 3.98 0.8 11.6 12.5
HUO Huon Aquaculture Group Ltd 4.19 0.4 15.5 19.1
BGA Bega Cheese Ltd 4.05 0.9 24.1 233
A2M A2 Milk Company Ltd 15.00 111 30.0 379
BKL Blackmores Ltd 68.05 12 36.1 231
BWX BWX Ltd 4.05 0.5 281 24.8
Education related
IEL IDP Education Ltd 23.08 59 54.4 37.7
Major Miners
FMG Fortescue Metals Group Ltd 10.88 33.8 7.2 10.7
BHP BHP Group Ltd 35.55 1711 122 16.3
RIO Rio Tinto Ltd 91.89 131.3 11.0 11.4
Others
WTC Wisetech 17.57 5.6 65.4 83.1
BSL Bluescope 12.44 6.3 13.0 25.7

Source: Refinitiv, E&P. Pricing as at 27t February
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There is also the possibility that other stocks will be
significantly affected and we will continue to watch for

opportunities.

Div Yield %

4.5
4.0
22
2.4
5.0
2.7
Bis]

5.6
53
6.0
4.5
15

6.5
9.6
3.5
4.6
16
1.0
0.9
11

11
13.2
6.0

6.2

0.2

VIEW FROM THE OUTER February 2020
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DISCLAIMER, WARNING AND DISCLOSURES

This document is provided by Evans and Partners Pty Limited (ABN 85 125 338 785), holder of AFSL 318075 (Evans and
Partners).

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) and Evans and Partners’ Financial Services Guide (FSG)
which is also available on our website.

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) or offer document investors should
obtain the relevant offer document 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 forward-looking
statements are based on current expectations at the time of writing. No assurance can be given that such
expectations will prove to be correct.

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.

AUTHOR CERTIFICATION

I, Tim Rocks, hereby certify that: all views expressed in this publication reflect my personal views about the subject
theme and/or relevant company securities, and no attempt has been made by any other person to influence the
views or themes contained within; and | am not in receipt of inside information and this publication does not
contain any inside information. | 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.

AUTHOR DISCLOSURE OF INTEREST

I, 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
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Managed Account applying a model portfolio which seeks to match the return of the S&P ASX 20 Accumulation
Index).

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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